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l. INTRODUCTION

This report addresses the issues of economic governance in war-torn economies. In
particular it makes a case for the early ddlivery of technical assstance in economic
governance for the recongtruction of economic ingtitutions, for the establishment of sound
economic policies, and for the creation of the capacity necessary for the sustainable
functioning of arebuilt Sate.

Often, there is a sense that what mattersfirst in a post-conflict Stuation (after apoliticd
compromise has been struck) are emergency shelter, rura recongtruction, and refugee
returnee programs. These are of course important, but they provide only an immediate
ass stance package that is not itsdf sufficient for improving economic governance or
resolving the underlying conditions fueling conflict. Only more significant seps, to
creste conditions for economic recovery, employment, and growth, will put a country
back on the path of development and resolution of fundamenta factors that provoked
conflict in thefirgt place. Our centra thesisisthat economic governance, too, needs to
be addressed from the early stages of post-conflict assstance. Thisis not only because
such assgance is essentid for dleviating underlying conditions thet fuel conflict but aso
because a brief window of opportunity often exists at the outset of post-conflict

ass gtance to make fundamental changes—awindow that soon closes as various interests

regain politica power.

Our work covers economic development projects that have considerable US Government
involvement (and in particular that of USAID after its creation in 1961). We have
undertaken case studies on the following war-torn economies receiving assstance:

Germany after World War 1

Japan and its recongtruction after World War |1

Bosniaimmediatdy after the Balkan Warsin 1995

Kosovo immediady following the NATO bombing campaign in 1998-1999
East Timor in 2000

Seraleone after itscivil war.

Afghanigtan after the October 2001 invasion

Iraq after the March 2003 invasion and occupation.

NG WNE

These have been sdected since they cover the span of assistance and recongtruction from
the inception of US reconstruction assistance to the present day in war-torn regimes. In
each, we have reviewed the background to the ddlivery of assstance in the area of
recongtruction and compiled lessons learned. We have not reviewed some very large
USAID projects that have as part of their portfolio economic governance issues in places
such as Egypt, Indonesia, Philippines, Centrd Asia, and the Caucasus. These, while
informative and interesting, were not undertaken in awar-torn economy context and were
not associated with the sense of urgency that has come with recongtruction assistance in
combination with humanitarian, security and civil conflict that accompanies awar-torn

ad effort.



Much like the Dobbins report for the Rand Corporation, America’s Role in Nation
Building, we are interested in the problem of comprehensve recongtruction of an
economy in awar-torn context'. The Dobbins report focuses more broadly on nation-
building, and on security and ethnic issues. In contrast this report specidizesin more
detail specificaly on economic governance, its successes and failures, the lessons
learned, and the implications for future design of economic governance packages.

By “economic governance’, we mean the following:

Economic governance consists of the policies, laws, regulations, institutions,
practices, and individuals that deter mine the context in which a country’s
economic activity takes place.

We areinterested particularly in US Government- supported economic governance
projects, how they have progressed, and what they have accomplished, aswell as how
they fit into the complex web of other bilatera and multilatera donor efforts.

One of the main purposes of thisreport is to inform donors on how to create an optimal
recongruction effort, such that no matter if there is one country or many, few donors or
severd, an economic recongtruction program can be designed that focuses the joint effort
of dl patiesinvolved. By reviewing the lessons learned from each of the cases studied,
we hope to be able to inform the design of recongtruction programs, to avoid repesting
some of the more egregious errors made in past efforts, and to stimulate economic growth
as soon as poss ble—even in adverse conditions.

! James Dobbinset al., America’ s Rolein Nation-Building: From Germany to Irag, 2003.



. SUMMARY FINDINGS

During the era of post-World-War |1 reconstruction in Europe and Japan, the US, largely
on its own, took a comprehensive reform approach that included well thought-out
economic governance programs as part of the overal recongtruction effort, covering a
wide range of economic governance issues and not just recongtruction of physica
infrastructure. In contrast, many programs implemented by the US Government after the
Marshdl Plan and the Recondtruction of Japan did not place economic governance at the
center of the rebuilding effort, implicitly not viewing economic governance as one of the
core components necessary for rebuilding asociety, aong with the other essentids of
emergency shdlter, rurd recongtruction, and refugee returnee programs. In contrast to
many recongtruction efforts undertaken in the post-War decades but consistent with the
philosophy of the recongtruction effort in Europe and Japan, it is our view that, when
economic governance issues are addressed early and consstently, the chances for
rebuilding awar-torn country are enhanced.

While immediate and condstent attention to economic governance is a necessary
condition for success, it is not a sufficient condition. Economic governance programs
must be part of the initial sequence of recongtruction, and the programs should represent
an invesment by the main donors. Additiondly, specific economic governance tasks
need to be accomplished. In the absence of this, the recongtruction efforts can more
eedly fdter, making more likely the re-emergence of poverty, civil war or both.

An important question considered is how best to organize and structure reconstruction
assistance. In some cases, efforts have been undertaken dmost exclusively by one donor
(usudly the US), whilein other casesjoint efforts have included severd multi- and bi-
lateral donors. The success of organization of a reconstruction effort ssems only partidly
related to whether one donor manages reconstruction or several. The US-led effortsin
post-War Germany and Japan were generaly viewed as effective, while the US-led role
in Iraq has received more ambiguous evauations. The multi-laterd effort in Bosniahas
been said to be not well coordinated, while subsequent multi-laterd effortsin Kosovo and
Afghanistan generdly have been judged to be better coordinated. What seems to matter
more is not whether one donor or severa lead an effort, but, rather, whether the effort is
organizationaly well planned and well structured, with a streamlined hierarchy of
command, regardiess if one or more donors are contributing to this organizationa
structure.

In addition to looking at the structure of reconstruction efforts, we aso consider issues of
preparedness, capacity building, prioritization of various economic governance issues,
politicad and security concerns, and the content of assstance in anumber of specific
€CoNomicC governance aress.

The summary table presents the lessons that are to be learned from the post- conflict
reconstruction experiences of post-World War 11 and more recent efforts.



TABLE 11.1: SUMMARY OF LESSONSLEARNED

10.

11.

12.

13.

LESSONS 1-13
GENERAL LESSONSIN ECONOMIC GOVERNANCE

Preparing for the post-conflict period should begin early, while the conflict is ill under way, and
include the participation of various likely donors, aswell as representatives of any nationd
organizations likely to play arole in the post-conflict government.

New, post-conflict governments and donor presence should be well integrated and structured to address
ther tasks, rather than merdly reflecting underlying politica tensons and donor cultures

Even a the initid reconsgtruction stage, growth and job creation should be expected to come from
private-sector-led growth, not government/donor spending.

Security is essentid for reconstruction and for economic development

Post- recongtruction efforts need to prevent organized (and unorganized) crime from monopolizing
economic sectors and from cresting a lawless environment that threetens legitimate business.

The economic reform agenda predating the conflict needs to be addressed early in the recongtruction
effort, or underlying issues that contributed to the conflict Situation will continue to fester.

Lack of resolution of fina political status impedes recongtruction and economic growth.

Early programs in reconstruction need to focus on key political and socid constituencies—induding
socid programs to help most vulnerable population groups, benefits for veterans and decommissioned
soldiersto give them astake in the new society.

Building new inditutions for economic governance takes time and should begin early in the
reconstruction process.

Training and educating individuas for economic governance dso takes time and should begin early in
the recongtruction process. Training in rote tasks, such as processing business licenses or managing a
treasury system, can be taught through on-the-job training. However, educating a professiona class of
andysts and policymakers requires multi-year graduate education programs, either in-country in newly
redesigned loca graduate education programs or abroad.

A modern policymaking process needs sound economic data, which requires considerable investments
by donors to develop.

High priority and time-consuming activities should be sequenced to begin towards the sart of the
recongtruction effort.

The period at the very sart of recongtruction, while difficult and often chaotic, is dso an important
window of opportunity to undertake paliticaly difficult reformsand ingtitutional changes—an
opportunity that, if lost, might not resppear during the reconstruction process.




LESSONS 14-26
THE PILLARS OF SOUND ECONOMIC GOVERNANCE

14. Prior to setting monetary and exchange policy, a post-conflict country often needsto create
the ingruments for setting and implementing policy: amoney in circulaion, aforeign-
exchange market, market data on prices and exchange rates, and a policymaking processin an
independent centra bank (or equivaent).

15. Exchange-rate and inflation policy must balance the need for stability with the need for
competitiveness of exports, actively responding to neutraize the impact of large donor
inflows and other post- conflict macroeconomic phenomena

16. Inflation palicies should bring inflation rates down to low, sable levels, while il dlowing
for adjusmentsin reletive price levels,

17. Infinancid sectors, policies should focus on the basics of creating a payments system and of
establishing arudimentary regulatory regime over a private banking industry, while leaving
the cultivation of more sophisticated financid market indtitutions to alater sagein
development.

18. Cresting or improving systems of budget execution isthe firgt priority for expenditure palicy,
even before developing a budget preparation process.

19. Tax policy should evolve dong with the capacity of tax adminigration, arting with smple
indirect taxes like presumptive taxes, and developing toward more complex indirect taxes like
the value-added tax.

20. Capita expenditures and investment projects should be integrated into a comprehensive Sate
public investment program and capital budget.

21. Ingtitutions need to be built to address each country’ s specific trade issues, creating foreign
demand for domestic production.

22. Basc commercid laws and indtitutions are necessary for jumpgtarting private sector
development.

23. Socid policy must evolve into well targeted efficient programs for those most in need, either
from scratch or from pre-existing programs that were poorly targeted or based on political
privilege

24. Countries that have a history and expectation of generous pension programs should move
quickly to inditute amodern pension system rather then back diding into recreeting the old
pre-conflict system.

25. Gender and women' sissues often are particularly important in post-conflict Stuations, not
only because the welfare of women often has been particularly disregarded during conflicts.

26. Appropriate sectora policies should provide public goods where needed, particularly in
infrastructure areas, without creeting digtortions, "picking winners," or helping some sectors
at the expense of other sectors.

10



.  WHY ECONOMIC GOVERNANCE MATTERS

In most post-conflict countries, economic governance issues are inextricably intertwined
with security and political issues. In most cases, pre-existing economic conditions have
contributed to a conflict Stuation, either by giving unusua economic power to certain
groups in society, some of whom ingtigate conflict, or by depriving certain other groups
in society from economic opportunities, thereby disenfranchising them and causing
hodtility toward pre-exigting inditutions. Poor economic governance has contributed to
causing the conflict in the first place, so good economic governance isimportart to
resolving it. Sound economic governance that promotes equitable, sustainable growth is
the key to remedying underlying tensons in society, alowing acountry to put conflict in
the past and move forward with economic development. Failure to establish good
economic governance after a conflict greetly limits the possbilities for making changes
in the underlying socid relations that led to the conflict, thereby increasing the chances of
continued or renewed conflicts.

While economic governance oftenis not the very most important cause of conflict, it
usualy isamong the top severd causes. And economic governance is one of the areas
where meaningful progress can be made over a period of afew years. Many palitica
conflicts arise most fundamentally because of ethnic hatreds or competition between two
peoples for one land or for other scarce resources. Only secondarily are they due to
reasons related to economic governance. Nonetheless, redlly reducing ethnic tendonsisa
task for generations, if not longer; whereas, meaningful progress with economic
governance can be made over ardatively shorter period, with sufficient resources wisdy
spent. For ingtance, efforts to restart economic activity both in Japan and in Europe were
successful in ashort number of years. Truly building democratic traditions with strong
civil society took far longer. Also for instance, in an example from the modern period, in
Kosovo, efforts a building amodern tax regime and a new pension system achieved
success quite quickly, building at least some semblance of anormd society with a

fiscdly sustainable base. Effortsto really address deep- seated ethnic tensions have been
less successful, probably requiring still many years of work. While these improvements
in economic governance in Germany, Japan, and Kosovo have not been the only factor in
keeping the peace after the conflict, they have been at least one important factor, and a
failure to achieve some improvements of economic governance in these cases might have
led to further politica destabilization.

Examples of the importance of economic governance can be seen in each of the case
gudies. the Marshdl Plan, Japan, Bosnia, Kosovo, East Timor, Afghanistan, Sierra
Leone, Irag. The most sgnificant aspects of the Marshdl Plan were economic
recongtruction and European integration.

Under the Marshd| Plan, for example, resources were dlocated to restarting production

in each country. Meansfor effective budget execution were created, including local-
country decison-making in procurements funded by donor monies. Programs carried-out

11



under the Marshdl Plan emphasized production and integration of countriesinto a
continent-wide economy. An intra- European payments system was created to facilitate
inter-country trade. The German economy was reformed and put on afiscaly prudent
path through the Erhard Plan. Thisvison of post-war recongtruction stood in sharp
contrast to the policy of punishing Germany after World War |. Not paying attention to
the *“economic consequences of the peace” in Germany at Versallesin 1919 by focusing
on retribution rather than rebuilding exacted a heavy toll on Europe and is an early lesson
in what happens when those states responsible for reconstruction of a war-torn economy
focus on goals other than economic governance.

The impact that these initid acts linking European economies together had on the course
of world history cannot be exaggerated. (Seebox.) After centuries of intra- European
wars, from this moment onward, Europe has moved toward ever closer economic and
politica integration. First were crested narrowly targeted ingtitutions of cooperation and
then broader indtitutions, culminating in establishment of the EU and its subsequent
expansion eastward.

In Joy p_I’IOI’ th_Vgorld_;Na’ I, inth Box I11.1: History of European conflict and
concentration of Indusgtrial assetsin the integration post World War I

hands of militarists gave them the wedth

necessary for waging amajor world war. 1948 Economic Cooperation Act (Marshall Plan)
Bresking up these industrial concerns (the enacted.

2 bats.u_) and C.r eding a rdawd.y open, 1950 European Coal and Steel Community (ECSC)
competitive environment was critica for established.

breeking the power of the militarigsin

society and for giving other socid groups 1957 Treaties of Rome signed, creating the
astake in the newly restructured economy. European Economic Community.
Although concentration of Incustrial 1967 EEC combined with ECSC and European
ownership remains a problem with the Atomic Energy Community (EURATOM)
economy of Japan to this day, the to form unified European Community
Occupation reform efforts nonetheless (EC).

made considerable strides to create more

competition than that found in the pre-war 1992 Maastricht Treaty signed, adding inter-

period. It achieved thisby liquideting a European Union.
number of the most influentid zaibatsu
and reducing concentration of ownership 2004 Ten new member-states joined the EU.

in large firms by transforming themfrom
being held by afew wedthy familiesto
being publicly traded and held by
employees and others. Also, modern
competition policy was introduced to

governmental cooperation and creating

make illegd various anti-competitive and monopolistic practices. (Much of Gearman
industry had been nationalized during the war but was not concentrated into
conglomerates in the same way it had been in Japan.)

12



In Bosnig, some important gains were made initidly in providing emergency assstance
and helping the country to return to normalcy. Nonetheless, very partial progress was
made in creating a unified state and common economic space, and, with time, the
opportunities for continued progress aong these lines have become even more limited,
reducing the prospects for sustained growth in Bosnia

In Kosovo, greet strides were made in the early years after the conflict with
recondruction of physicd capitd (particularly the housing stock) and with building much
of thelega and inditutional foundation for amarket economy. In many cases, these
efforts could be consdered development (of something new) rather than recongtruction
(of something old that had been destroyed during the conflict), as many of these
ingtitutions had not existed even before the conflict, during the period of Yugodav
socidism. New legidation was enacted on company law, contracts, pledges,
procurement, and a host of other areas. A modern tax system emphasizing indirect taxes
(VAT and customs) rather than |abor-based taxes was created. A modern pension system
with personal funded retirement accounts was established. And new indtitutions related
to economic governance were created—budget and macro andyd s units in the ministry
of finance, tax and customs adminigtrations, a centrd bank, and modern private
commercia banks.

In some areas in Kosovo, less progress was made, so when we suggest a successtul
recondtruction effort versus aless successful effort we have to be awareit isawaysa
question of degree. For example, even in Kosovo which we consider to be asuccessin
economic recongtruction, a lack of resolution of fina politica status has made the future
of property rights unclear, contributing to an unwillingness of investors to invest there.

| nadequate macroeconomic management and failure to open regiond trade opportunities
have resulted in poor economic performance of the domestic economy outside of donor-
related activities, little creation of jobs, and little economic opportunity for Kosovars.
Unchecked crime has further exacerbated the Stuation. Thislack of economic
opportunity partialy contributed to rising tensons that recently spilled over into renewed
ethnic conflict between Albanians and Serbsin March 2004. As another example:
before the conflict, Kosovars had developed a culture of non-payment of taxes and other
fees (such as dectricity hills), as ameans of fighting againg the incumbent regime.

While ahelpful strategy in combating oppression, in the post-conflict environment, this
ingrained culture of non-compliance has set back efforts to establish sound economic
governance, for ingtance in activities amed at cresting a profitable eectricity company
and abroad tax base. (Similar non-compliance characterized much of Kurdish economic
activity inIrag.)

In Afghanigtan, too, with USAID support, considerable steps have been made both with
physica recongtruction and with a market-oriented development agenda. However,
limited progress in building a centralized system of state expenditures has pardleled
limited palitica progress in establishing authority of the national government over the
regions. Theinability of the centrd government to ensure remittance of revenues
collected in the regions to the center, and to monitor and control state expenditures, has
contributed to the extent to which the regions do not hold themselves accountable to the

13



centrd government. Thisis a chicken-and-egg problem: Because the centrd government
has little political control over the provinces, Kabul is unable to compe the provinces to
remit revenues, but if the nationa government had better control over the finances
currently controlled by provincid governments and warlords, then the center would have
gronger political reach aswell. That said, Afghanistan, in relative terms, is one of the
more successful war-torn reconstruction efforts—largely because of their gtrict adherence
to their Nationad Development Framework (NDF). That is, to alarge degree Afghanistan
has achieved the limited success it has because Government spending and also spending
by the donor community has followed the priorities st in the NDF, making sure the
whole development effort is coordinated around key priorities.

In East Timor, success with restructuring the public sector at the beginning of the post-
conflict period (by greatly reducing the number of aff positions in Sate organizations)
creeted the foundation for a sustainable fiscal policy. Low tax rates conducive to
economic growth would yield sufficient revenues to cover a portion of state expenditures.
Budget deficits have been covered with World Bank managed donor trust funds, until
future il revenues come on stream. These factors, dong with community-based
recongtruction and a Sgnificant internationa presence, contributed to the relative
economic development East Timor experienced during the immediate post-conflict
period.

In Sierra Leone, assstance has focused on bringing the diamond trade into the formal
sector, out of the shadow where it has provided financia resources to warring parties.
These activities amed at breaking the mechaniams by which economic activity funded
violence can be seen as amilar to the effortsin Japan to bresk up and change ownership
of the zaibatsu, aso bresking the link between economic production and militarism.

In Irag, severd factors have impeded resumption of economic growth. The security
gtuation in many parts of the country has been inadequate for alowing the resumption of
many basic economic activities. Furthermore, Irag’s ubiquitous Oil-For-Food (OFF)
programs created a dependence on subsidized imported food distributed to Irag's
domestic markets, sharply reducing demand for many domestically produced goods?.
This gave government officias and distributors unusua power over dlocation of the
economy’ sresources. The negative impact on the domestic economy of OFF programs
gtarted when these programs were introduced in collaboration with the UN, long before
the conflict, in the mid-1990s. After the conflict, OFF programs were transferred from
UN to Iragi government auspices, modified somewhat to increase some domestic
purchases and reduced in overdl budget Sze. Nevertheless, these programs continue to
lead to purchase of billions of dollars of imports annudly that are distributed dmost for
free on local markets, harming domestic production.® The negative security situation and
fallure to date to replace OFF programs with monetary subsidies gresetly contribute to

2 A typical food basket consisted of wheat, rice, pulses, vegetable oil, sugar, milk, salt, tea, soap, detergent,
most of which had been produced in Irag. DFID, “Restructuring Iragi Consumption: Transition from
Handoutsto Markets.”

3 Christopher Foote, William Block, Keith Crane, and Simon Grey, “Economic Prospects and Policy in

Irag,” Journal of Economic Perspectives, vol. 18, no. 3, Summer 2004, p53.
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unemployment and idleness of the population, while aso creeting opportunities for
corruption in the adminigtrative alocation of OFF resources. Factors such aslack of
security and subsidies like OFF programs that hinder domestic production and
employment can raise socid tensons and increase likelihood of renewed socia conflict.
(Given that Iraqg faces both security concerns and OFF programs, it is not readily apparent
how much further unemployment and stagnation is caused by the OFF programs beyond
what would result merdly due to the difficult security Stuation.)

In al post-conflict countries, as is the case e sawhere, macroeconomic stability, sound
fiscd policy, and other indtitutions and policies that promote private sector devel opment,
are centrd to creating jobs, reducing numbers of angry unemployed, and giving the
population astakein anew society. In each of the post-conflict countries, improvements
made in economic governance have contributed to relieving underlying socid tensions,
and lack of progress often has been a factor when socia tensions have bubbled over into
renewed conflict.

Furthermore, as noted earlier, many key reforms are paliticaly chalenging and therefore
best undertaken immediately, while potentidly opposng interests fill are rdatively

week. Itishard to imagine how in Kosovo so many laws could have been put through
later in the recongtruction process, or in Afghanistan such agood public expenditure
information system creeted, or in East Timor such downsizing in public adminigration
achieved, or in Japan breaking up of the zaibatsu accomplished, if these reforms had been
postponed for alaer phase. Similarly, in Irag, failure to quickly convert Oil-for-Food
into monetized subsidies during the brief period of Codition rule might turn out to be a
key shortcoming, leading to continuation of afundamenta distortion in the economy—if
relatively powerful governments immediately following the end of conflict are unable to
implement hard reforms, it seems likely that subsequent governments, with even more
tenuous a grip on power, also will be even less able to undertake hard steps such as
reform of Oil-For-Food into a market-based system.

An important point this sudy makesis that the early introduction of well-targeted,
comprehensgive economic governance programs are essentia to utilizing what becomes
within afew years of recongtruction, scarce donor money. Ron van Rooden of the IMF,
in commenting on the reformsin Afghanistan, has made an important observetion on this.

Another risk [jeopardizing the reconstruction effort and insuring political stability] isthat external
assistance may fall short of what isrequired. The experience of post-conflict countries shows that
assistance typically startsto decline after afew years, just at the moment when the recipient
country’ s capacity to absorb aid and useit effectively isincreasing.*

There are two important issues raised here by van Rooden and centrd to the problems of
recongtruction in war-torn regimes.

* Ron van Rooden cited in IMF, |slamic State of Afghanistan: Rebuilding a Macroeconomic Framework for
Reconstruction and Growth, 2003 pp. 12-13.
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Frd istheissue of having in place a system of economic governance inditutions to
absorb and properly channd externa assistance—such that it is not wasted on white
elephant capita projects that the current budget could never hope to finance over the long
run. In most war-torn economy recongtruction efforts, as we discussin each case study,
the ability of their economies to absorb externa assstance and to fully utilize the
contributions to capita investment are afunction of their ahility to manage the funds they
are offered. The more quickly a centrd fiscd authority and a central bank are established
that can intervene to impose financid stability, aswell asalegd and regulatory sructure
to dlow the proper functioning of property rights, the more the regime can get out the
early money poured in by donors.

Second, dmost as important, is the ability to avoid donor-fatigue and seek additiona
funds when they may be most important. The sooner the inditutions of economic
governance are established and up and running, the sooner the recipient country can
judtify, explain and thus seek additiona donor funds. The closer the budget and financia
reporting of the recipient Sateisto internaiond standards, the more likely it will beto
make its case to Steering committees consisting of donor representativesin order to
receive needed infusions of funds®. This was an important lesson in Kosovo for the
author, who was Co-Head of the Department of Reconstruction, and Alan Pearson, who
was Co-head of the Central Fiscal Authority. We spent several weeks preparing reports
for the Working Leved Steering Group (WL SG) Committee that reviewed donor
adlocations to Kosovo, so that dl donors felt confident their money was being well spent,
50 that they could easily judtify it to their congtituents at home, and so that the reporting
they received from us (in Kosovo) on the use of funds could withstand an audit in their
home countries.

In contrast, in Irag, nonUS donors seemed skeptica of the CPA’ s ability to manage large
sums of donor contributions efficiently and transparently. This concern partidly
contributed to a reluctance on the part of other potentia donors to make financia
contributions to a centraized spending process.

Theimplication hereisthat if donor money to the recipient state is going to decline after
afew years anyway—then there is every reason to set up economic governance
inditutionsto maximize itsuse. However, if there is any way to insure a continued flow
of funds by avoiding “donor-fatigue” it will only be through having in place a proper s&t
of economic governance inditutions donors can rely on.

® For an example of preparation materials for the Working Level Steering Group Committee on Kosovo,
see Stephen Lewarne and Alan Pearson, Co-Heads, Department of Reconstruction and the Central Fiscal
Authority Final Report, BearingPoint 2000 Kosovo | Project.
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V. ECONOMIC RECONSTRUCTION IMMEDIATELY AFTER WORLD
WAR || AND TODAY

Thereisagrowing literature on the Marshdl Plan’s gpplicability to today’s
recongtruction needs. Severd journaistic observers have made unconvincing cases of
their incompetibility, citing differencesin culture and assuming inditutiona and legd
infragtructure in post-war Europe and Japan that Smply was not there at the time (but is
now). A serious attack on the Marshal Plan gpplication in recent times comes from
Barry Eichengreen. He makes an interesting case for the fact that the Economic
Cooperation Act (ECA) money merdly tipped the balance in the economies of Europe,
which were a that time starved for capitd in an internationd capital market that was
segmented. Today, he clams, with capital markets so freg, it is unclear that aMarshdl
Plan style would have the required impact, and that, in fact, it would represent awaste of
tax dollars. Eichengreen' s assumption of free capital markets does not gpply in war-torn
economies or in underdevel oped states such as Sub-Saharan Africa (he notes the latter
location). Infact capital markets do not work that well in North Africa ether, nor in Iraqg,
Afghanigtan, Kosovo, Bosnia or any other War-Torn or fragile state where aMarshall
Pan would be considered.

In the end, commentaries that focus on specific technical issues such as capitd markets
overlook broader important issues, which are the organization of the effort, the goas and
the funding mandate behind the effort. Few people would have said at the time that post-
war Japan's imperid structure was anything like the US legd sysem—Ileast of dl
McArthur and hislega team who wrote the new laws. In fact several commentators note
how foreign the new lega process being developed for Japan was at thetime. Fewer ill
cite any bankruptcy, court proceeding or welfare digtribution functions in post-War
Germany. Even with entrepreneurialism and public-private cooperation, the task was
daunting: trying to re-build a capita stock of much greater magnitude than what capita
needs are today even in Irag. Thus, while the problems are different, they are dl largein
their own way, and they al require focus and organization.

A mgor thesiswe put forward is that reconstruction efforts under the Marshal Plan and
Japan 1) were focused, well thought out and planned, 2) were on economic governance
issues as much as humanitarian, security, and physical reconstruction programs and 3)
lacked a competitive nature with other donors as aid does today. This dlowed for the
war-torn economy to recover much more rapidly and require less assstance in the out
years. Of course, externd factors aso played arole inrapid recoveries. For example, the
start-up of the Korean conflict created considerable demand for Japanese goods and
sarvices, and sSmilar increases in world demand helped fudl Europe’ s post-War growth

An important difference between the Marshal Plan era and more recent reconstruction
efforts, in terms of organizationa structure, is the way assistance was organized then, dl
under the auspices of one donor—the US, vs. now under joint efforts of many bilatera
and multilateral donors. Under the Marshal Planand in Japan, the U.S. wasthefind
authority and the main and direct source of funds. However as we point out, this was not
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the main factor in determining success in these early recongtruction efforts. It certainly
helped and, we would contend, alowed for faster recovery once problems were
addressed, but even under one authority, there were problems. What is of red interest is
how the Truman Adminigtration, when faced with division and squabbling between
departments, worked to resolve the issues and restore the advantage of a single donor
decision-making process.

If we compare the effort of the Marshdl Plan with that of Irag, we note asmilar problem
at the start of each. Both reconstruction efforts took over ayear to get off the ground and
were characterized initidly more by infighting between the State Department and War
(Defense) Department than with real economic development. As Michadl Hogan has
pointed out in his higtory of the Marshal Plan (before even thefirst Irag conflict
occurred):

...previous aid programs had failed and would continue to fail so long as American assistance was
used in piecemeal effortsto revitalize national economies. The squabbling between the War and
State departments was symptomatic of the drawbacks inherent in uncoordinated aid programs.
Worse still, the piecemeal approach seemed to be perpetuating the very order that had hampered
economic growth and led to German domination in the prewar period®

This problem of uncoordinated, unfocused assistance was quickly corrected by President
Harry S. Truman, who admitted mistakes, brought in a prominent leader from another
Party (Herbert Hoover) to assess the Situation, gave considerable leeway to junior but
very tdented staff in the State Department under Dean Acheson and George Kennan, and
asked for anew plan to more efficiently use aid’.

It is of importance that the Marshal Plan had this problem and that it was resolved only
after about 18 months. We have seenin Irag, that asmilar period of 18 months has
passed, but such a solution does not seem imminent. The question that puzzled us as
authorsis why did this have to occur in Iraq when we aready knew it had happened
under the Marshadl Plan? One answer is that, there will dways be sart-up problems, and
they can last anywhere up to ayear or two for very large efforts. Theissue is not start-up
lags, rather the ability to sdf-correct. The Marshdl Plan, after 18 months, did areview
and then avalled itsdlf of dl USG resources on economic recongtruction and planning.
The CPA—as we discuss bel ow—did not use USAID resources as effectively asit could
have. Thisiswhy the Marshal Plan was able to self correct, and why we believe the Iraq
recongtruction effort is ill besat with problems 18 months after the end of the conflict.

® Michael Hogan, 1987 p.35.

" Quoting from Michael Hogan (1987 p. 33-34): “His[Hoover's] report issued in march 1947

recommended lifting the restrictionsimposed by the level-of —industry plan, halting the removal of non-
military industrial plants, and allowing the Ruhr and the Rhineland to remain parts of Germany. These
revisionsin policy, it maintained, would leave Germany with the factories and resources needed to increase
production and thus spare American taxpayers the onerous expense of supporting the German population.
Together with the proper safeguards against renascence of German militarism, they would also permit
Germany to contribute to the peaceful stabilization of Europe asawhole.” (see also Truman letter to
Hoover, January 18, 1947, Hoover |etter to Truman, January 19, 1947 and Hoover letter to Truman March
18, 1947 and Herbert Hoover, An American Epic 4 vols. (Chicago 1959-64).
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Under the Marshdl Plan the US dso had been planning for occupation and reconstruction
well in advance of the cessation of hodlilities. Start up problems did occur, as we discuss
in the case studies below, but they were not fatd flaws and were possible to overcome by
an Adminigration in Washington that was willing to consider debate and criticism from
severa quarters, review itsorigind objectives and quickly organize around a solution

We believe therefore, that the underlying factor in success of awar-torn recongtruction
effort is not the lead and dominating participation of the US, but rather the fact that the
development effort is focused through a unified organizationd structure and an explicit
nationa development framework, that the budget is used as much as possble asa
document to guide policy, and that the ruling government—be it anew one or an
occupier—rdies on the services of those development agencies at its disposal to achieve
its collectively agreed godls. What isimportant is for reconstruction planning and
implementation to be well organized and coordinated. While this most easily can take
place when one country or agency oversees or clearly leads dl recongtruction work (asin
the case of the Marshall Plan and Occupation of Jgpan), there are examples of well
organized aid efforts led by severd donors (Kosovo, Afghanistan, East Timor), and adso
an example of alesswel organized effort led by one donor (Irag).

Thusit istempting to credit the success of these early aid years rdative to later yearsto
the sngularity of U.S. purpose and to the fact that one government was acting done as
opposed to severd donors and aid agencies working together. However, dthough the
primary role played by the U.S. may have had something to do with these early successes
in Europe and Japan, we will show that anumber of later reconstruction efforts beginning
with Kosovo in 1999 involved severa donors and managed to be successful. And Iragis
an obvious case where we fed it has not gone so well.

Another fundamenta difference dominates the two erasin the delivery of reconstruction
assstance: auniversa approach, characterized by consolidated fundsin one
adminigrative pot to be drawn on, in the same way abudget process works, versus
today’ s gpproach of multiple donors competing with one another (UN,EU,WB,IMF, and
bilateral assistance bureaucracies). In many cases donor assistance programs are a
diversfied patchwork without a consstent theme. In addition, in anumber of
recongtruction efforts since those immediately after World War |1, there has been an
gpparent lack of dtrategic interest in the reconstruction effort beyond humanitarian
assistance and conflict resol ution—as opposed to the Marshal Plan and the Japanese
Recondtruction program, which prioritized rebuilding economies and inditutions of
economic governance. The early efforts of the Marshdl Plan and Recongtruction of
Japan aso had bold, blunt statements about promoting US economic interests globaly
and ensuring that the largest economy in the world would benefit from its aid in terms of
strong economic partners in Europe and Japan. To date these gods explicitly today is
seen as anathema, with the consequence that the aid delivery gets watered down to often
nomina consequence.

Over the last few decades we have seen amove into attempts at more international
cooperation, where responsibilities and tasks are divided up among different types of
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donors and often long time lags result in ad ddivery. Certainly in assstance offered to
West Africaand later Kosovo, we see this plitting of responghilities. Recongtructionsin
Kosovo, East Timor and Afghani stan have been cooperative efforts of many
multinationa donors and are rated very highly. In the cases of Kosovo and Afghanistan
especidly, the planning processes were well coordinated and integrated aid packages
were introduced early-on. These recongtruction efforts learned lessons from thelr
predecessors and largely recreated the unity of purpose seen in the Marshdl Plan,

Kosovo is acase sudy in the mix of good policiesin economic governance (introduced
by USAID) but bad governance (in generd mostly by the UN). There are clear lessons
learned between Kosovo in 1999 and East Timor in 2000 where the entire “ pillar
approach” used in Kosovo (whereby each maor donor was given a*“pillar” of the
bureaucracy) was abandoned, and instead more efficient forms of donor assistance were
used, including adoption of asingle budget process through which capita investments
wererun®. Nonetheless, on balance K osovo's economic governance package was well
introduced early on and reasonably well planned in advance.

The case of Iraq, the most recent major reconstruction effort of those we congder, merits
particular attention, when compared with the experiences of the Marshdl Planera. The
recongtruction process carried out under the Marshdl Plan is now considered to have
been a classic example of successful reconstruction carried out by one donor, the USG.
The adminigtration of the Marshal Plan after World War 11 was carried out after the first
year by astreamlined, unified State-War-Navy Coordination Committee. The Iraq
congtruction, considered to be principaly led by the USG, would lead one to expect a
successful outcome in the tradition of the Marshal Plan. However, we find that unified
planning under one entity is only a necessary, not a sufficient condition. For example,
recongtruction in Irag has been directed by the CPA, athough multiple countries (U.S,,
Britain and Audrdia) have participated in the effort. The CPA did not rely on an
integrated team, but relied on a team drawn from various organizations across
government—Department of Defense, NSC, Department of State, USAID, Treasury,
Department of Commerce, USDA, and the NSC— with different operating sylesand
procedures. There was no streamlined organization within the lead donor (i.e., within the
relevant U.S. Government agencies) and little utilization of development speciaidsin
economic recongruction. Lessons from those efforts highlight the importance of
effective coordination in both planning and implementation. Further, as dready ated, it
has been some 18 months since the start of reconstruction and unlike the Marshal Plan,
we see no Smilar review of aid operations as occurred under Truman with the Hoover
report (yet we acknowledge this still may occur in Irag; it just has not happened yet).

It isaso often dated that the US did a better job in Europe under the Marshdl Plan than
in more recent recongtruction projects such as Bosnia, West Africaand Irag, because the
country then was more willing to dedicate more resources to the problem in order to:

- Assg our war-timedlies

8 S, Lewarne, Capital Budgeting in Kosovo, Memo to USAID December 1999. Seeaso UNITAR, The
United Nations Transitional Administration in East Timor (UNTAET), Debriefing and L essons, Martinus
Nijhoff Publishers, 2003.
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- Cometothead of Chrigtian nations
- Fght communiam
- Provide assstance to our forefathers nations and historical brethren

While this did play amgor role in the debate in Congress (see the case study on the
Marshdl Plan), it isimportant to note that we in fact spent less under the Marshdl Plan
than we do on aid today, per capita (in rea dollars), at least in some of the post-conflict
Stuations, in seemingly far-off lands of non European peoples.

Dobbins provides a ussful comparison in his recent work for The Rand Corporation.
Germany received about $200 per capita (in constant 2001 $US) during the first two
years after the conflict. Kosovo received about $800 per capita, Bosnia over $1,400 per
capita, and Afghanistan less than $100. A key conclusion of hisis. “Many factors
influence the ease of difficulty of nation+building: prior democratic experience, level of
economic development, and national homogeneity. However, among the controllable
factors, the most important determinant seemsto be the leve of effort—measured in
time, manpower, and money”®. His comparisons measuring aid resources per capitaare
only partidly useful. Whileit is generdly true that, the more one pays, the more one

gets, it isaso true that many country needs are independent of population sze. The cost
of achieving many objectives will be the same regardiess of how large acountry is. For
instance, purchasing an expenditure management information system, or training a
macroeconomic unit, costs roughly the same in a place of two million (Kosovo) as it does
in aplace of 30 million (Afghanistan).

There was congderable learning between Bosnia and Afghanistan by al donors. 1t was
only after mistakes in Bosnia on coordination and after USAID’s comprehensive
umbrella economic governance project in Kosovo that we see more rapid attention paid
early-on to establishing economic governance indtitutions. By the time recongtruction
effortsin Afghanistan started, the IMF, the ADB and the UN had learned enough to act
immediately after the Bonn Agreement (November 2001) to start economic governance
ingtitutions more rgpidly. Even then, assstance in this area was dow and came fter the
sandard humanitarian assistance—but it was better than before. To some extent, the
experiencein Irag, in terms of planning ahead of time, utilization of that planning for
implementation, and coordination among government agencies, occurred at pre-Bosnia
standards, not taking advantage of the lessons that had been learned in the experiences of
Kosovo, East Timor and Afghanistan

A comparative table has been constructed in the Annex to the Case Studies to show the
detailed relationship between USAID’ s Economic Governance Programs in Kosovo,
Afghanigan and Iraq. They areilludrative in that they have dearly built on one another
and, when viewed in light of the history of economic governance, show aclear
programmetic picture of what is necessary. Unfortunately many of the programs have
been hindered by local circumstance, bad donor coordination, an absence of a functioning
government, or agovernment that smply will not accept an entire package.

° Dobbins, 2003 p.xxv.
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V. NOTEWORTHY EVALUATIONS OF POST-CONFLICT
RECONSTRUCTION EFFORTS

A number of analyses have been written of post-conflict reconstruction efforts. In most
cases, these anadyses have focused more on political and security issues, and less so on
economic governance, and they have tended to eva uate post- conflict experiences from
the pergpective of asingle inditution’srole (for ingtance the UN). Thefollowingisa
brief overview of several anadlyses that are most relevant for the present paper.

Post-conflict reconstruction in Japan, Korea, Vietham, Cambodia, East Timor, and
Afghanistan, Proceedings of an International Conference, UN Institute for Training and
Research, Hiroshima, 2002. Practitioners and experts familiar with these reconstruction
efforts gathered to draw lessons. Lessons drawn noted improved capacity among donors
to work together and coordinate in post-conflict environments. They aso noted the
importance of recognizing that post-conflict Stuations differ from other development
conditions, requiring better implementation capacity on the part of donors since loca
governments capacity was lower. Too much bias was noted toward externa actors
rather than loca actors, and toward government action rather than development of private
sector actors. The need was noted for more emphasis on rebuilding trust and belief in the
future of society among the locd population. Most post-conflict reconstruction efforts
were judged as needing better recognition of how hard the task is, how competent
implementation has to be, and how long the process needs to be. Insufficient resources
were judged to have been dlocated for capacity building. Other needs identified include
edtablishing security, justice, democratic governance, and Socio-economic opportunity.
Financing issues aso were deemed important—ddivering promised assstance efficiently
and ontime. Progress was noted in financing as of the experiences in Afghanistan and
East Timor, with an over-arching budget determined early in the process, unification of
financing flows in multilatera trust funds, early engagement of donors, and early ddivery
of a least some pledges. Other than the issue of financing, lessons did not focus on
€conomic governance.

Panel on UN Peace Operations (the “ Brahimi Report” ), August 2000. The UN
condtituted a pand to review its own peacekeeping operations, led by the highly
respected Lakhdar Brahimi. This report reviewed how the UN had prepared, organized,
and implemented its recent peacekeeping operations. The report looked broadly a many
factors related to success or failure in peacekeeping operations, including politica,
security, and economic issues, as well as organizational and resource metters. Among its
finds are the following;*°

“No failure did more to damage the standing and credibility of the United Nations

peacekegping in the 1990s than its rductance to digtinguish victim from

aggressor.”

“The Secretariat must not apply best- case planning assumptions to Stuations

where the locdl actors have historically exhibited worst-case behavior.”

10 Panel on UN Peace Operations (the “Brahimi Report”), August 2000, pp. i-Xv.
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“The Pand recommends that the Secretary-Generd compile, in asystemétic
fashion and with input from Member States, a comprehensive list of potentia
specia representatives of the Secretary-Generd (SRSGs), force commanders,
civilian police commissioners, their potentid deputies and potentia heads of other
components of amisson.”

“Thefirg 6 to 12 weeks following a ceasefire or peace accord are often the most
critica onesfor establishing both a stable peace and the credibility of anew
operation. Opportunities lost during that period are hard to regain.”

“To support such rapid and effective deployment, the Pand recommends that a
revolving ‘on-cdl lig" of about 100 experienced, well qudified military officers,
carefully vetted and accepted by DPK O, be created within UNSAS.”

“Pardld on-cdl ligs of civilian police, internationd judicid experts, pend

experts and human rights specidists must be avallable in sufficient numbersto
drengthen rule of law indtitutions....”

“The Secretariat should aso address, on an urgent basis, the needs: to put in place
atransparent and decentralized recruitment mechanism for avilian fidd

personnel; to improve the retention of the civilian specidigs that are needed in
every complex peace operation; and to create standby arrangements for their rapid
deployment.”

“It recommends that responsibilities for peacekeeping budgeting and procurement
be moved out of the Department of Management and placed in DPKO. The Pandl
proposes the creation of anew and distinct body of streamlined field procurement
policies and procedures; increased delegation of procurement authority to the
fidld; and greater flexibility for fidd missonsin the management of ther

budgets.”

America’ s Rolein Nation-Building: From Germany to Irag, James Dobbins, et al.,
RAND, 2003. Thisreport looked at asimilar set of case sudiesto those reviewed in our
paper. The authors most rdlevant conclusions are as follows™
“Many factors influence the ease of difficulty of nation-building: prior democretic
experience, leve of economic development, and nationd homogeneity. However,
among the controllable factors, the most important determinant seems to be the
leve of effort—measured in time, manpower, and money.”
“Multilaterd nation-building is more complex and time consuming than
undertaking unilaterd efforts but is dso congderably less expensive for
participants.”
“Unity of command and broad participation are compatible if the magor
participants share a common vison and can shape internationa indtitutions
accordingly.”
“Thereis no quick route to nation-building. Fve years seemsto be the minimum
required to enforce an enduring trangition to democracy.”

1 James Dobbins et al., 2003 pp. XXV -XXVi.
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The Reconstruction of War-Torn Economies, Technical Paper, Jonathan Haughton,
Harvard Institute for International Development, for USAID, June 1998. Thisearly
paper on the topic reviewed a number of post-war recongtruction efforts, mogly in-
between those reviewed in our paper (i.e., after post-WWII reconstruction but before
Bosnla) Key conclusons are asfollows:

Post- conflict recongtruction governments should seek alimited role, given their

limited capacities.

Macroeconomic stability should be achieved rapidly.

Exchange-rate distortions should be avoided.

Emigres cannot be forced to return earlier than favorable conditions are created.

Land reform should wait until alater stage in recongtruction.

New bureaucracies are not needed to administer aid funds, but existing donors

need to be particularly flexible.

Any ad conditiondity should be kept to a minimum.

Governments need to take good generd decisions but not artificidly try to sgnd

big reforms.

Bosnia and Herzegovina: Post-Conflict Reconstruction, Country Case Study Series,
World Bank, 2000. The World Bank has eva uated its experiences with post- conflict
recongruction, particularly focusing on the issues of donor coordination. The World

Bank has been in the business of asssting recongruction for along time -- fromitsvery
beginning. Right after its 1946 creation, the first loan the World Bank made was to
France to help rebuild the country after the destruction of World War 11. Since the 1990s,
when the world saw a subgtantia increase in the number of civil conflicts, World Bank
funding for pogt-conflict assstance has escalated sgnificantly. Assstance wasgivenin
Africa (particularly Uganda), Latin America, the Middle East, and, more recently,
Europe.'?

A series of interna reviews a the World Bank severd years ago by the Operations
Evauation Department yielded important conclusions about World Bank post-conflict
reconstruction. 1 Efforts to support macroeconomic stabilization were deemed to have
been highly successful, and were urged to continue as a main World Bank focus.
Evauators noted: ""moving to macroeconomic stability as soon as possible in a post-
conflict setting is crucid to economic recovery.” Bank efficacy in supporting tax, other
fiscd, and structurd reforms, for instance privatization, was judged to have been of

mixed success. They were urged to be undertaken incrementaly. Traditional Bank work
in rebuilding physicd infrastructure was viewed as generdly successful. Assstance
amed at developing specific key sectors often was viewed as only partiadly successful,
often because of bureaucracies or policy obstacles that impeded development. Inthe area
of demining, important for post-conflict societies, evaluators urged assistance in

peripherd areas such asinformation and public awareness, but not directly in supporting
physicad demining. Evauators noted the importance of investing in humean capitd,
particularly in education and hedth, in a post-conflict environment. They noted that

12 Bosnia and Herzegovina: Post-Conflict Reconstruction, World Bank, 2000, p. vii.
13 ||
Ibid., p.3-9.
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World Bank assistance often does not initidly focus on these areas, but that nonetheless
they should be considered important for early assistance given their immediate need. The
World Bank aso identified asimportant assgting inditutions of governments and civil
society, including public administration, transparency, accountability, the rule of law, and
professons, but it noted only partid success in assisting these areas in the past. 1ssues
related to the role of women, demobilizing ex-combatants, and cultural capitd were aso
identified asimportant.

Lessons regarding Bank preparation and coordination of post-conflict assstance also
were dravn.  The Bank viewed its consultative group mestings, involving al relevant
donors, as generdly successful.  Evduators viewed these as "particularly effective for
mobilizing aid resources, including facilitating the clearing of arrears..., seeking a
coordinated approach to macroeconomic issues, and providing information on needs and
assistance flows." World Bank coordination was seen as most effective when therewas a
clear internationa mandate for such arole, or where the local government explicitly
requested such arole. It was aso viewed as essentia to begin donor coordination early,
even before peace accords are signed.  Congtructive contributions were also seen when
the Bank was able to organize joint needs assessments, joint financing for baance of
paymentlc?1 and budget support, sectora reform coordination, and collaboration with
NGOs.

While many of the above evauations touch on some smilar themes as our paper, we
believe our analysis sheds new light on the importance of economic governance and what
it means in a post-conflict environment.

14 Bosniaand Herzegovina: Post-Conflict Reconstruction, World Bank, 2000, p.3-9.
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VI. LESSONS1-13: GENERAL LESSONSIN ECONOMIC GOVERNANCE
Prepar edness and planning beforehand

Lesson 1: Preparing for the post-conflict period should begin early, while the
conflict is ill under way, and include the participation of variouslikely donors, as
well as representatives of any national organizationslikely to play arolein the post-
conflict government. Organizing donors, preparing to move funds, identifying key

issues and counterparts, and getting personnel reedy to relocate are al significant steps,
requiring & least severd months even with concerted effort. Only if a coordinated
recondruction effort begins preparation early, while a conflict iswinding down, will dl

of the piecesfdl into place on time.

While the Marshal Plan and Japanese Recongtruction were resounding successes, they
were not so immediately. In both cases, some planning took place while the War was
coming to an end. Nonetheless, the first year of reconstruction was largely seen asatime
of trid and error, only after which well-planned efforts got underway.

In Basnia, some planning was done within individua donors but not well coordinated
across donors, so the recongtruction effort unfolded on an ad hoc basis. USAID had
developed a coherent plan of programs for Bosnig, but this plan only partidly was
followed.

In East Timor, the extent of preparedness and planning ahead of time dightly improved,
having benefited from the lessons of Bosniaand Kosovo. A Joint Assessment Misson,
comprised of representatives of the UN and the World Bank, planned the reconstruction
effort towards the end of the conflict, with the participation of a number of East Timorese
nationasliving in exile. Nonetheless, the international community was unprepared for
the levd of dedtruction that followed the independence referendum, so the full extent of
in-country donor presence was less than what was required. In Irag, criticism was made
that there was insufficient planning for the post-conflict period (or, that there was
planning, but it was not utilized by those who set up the immediate recongtruction effort).
In Irag, there aso was widespread post- conflict destruction and looting, which was not
captured or anticipated in the planning.

Rational structuring of gover nment and donor assistance

L esson 2: New, post-conflict governments and donor presence should be well
integrated and structured to addresstheir tasks, rather than merely reflecting
underlying political tensons and donor cultures. The decision-making structures of
Allied forces, under American authority, both in the Marshdl Plan and Japanese
Recongtruction, created effective indtitutions for governing after World War 11. Bothin
Europe under the Marshal Plan and in Japan, recurrent and capital expenditures were
unified under one U.S. spending authority. And donor decision-meaking essentidly was
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unified under one structure, led by the U.S., with little more than opportunities for
consultations given to other donors.

In the case of the Marshall Plan, thisintegrated organizationa approach was not designed
at the outset, but rather evolved over the early years through a period of tria-and-error.
After aninitiad disorganized piecemed approach, U.S. efforts to reconstruct Europe and
Asiawere reorganized into a centralized State-War-Navy Coordination Committee
(SWNCC) and a Committee on the Extension of Aid to Foreign Governments.
Supporting these entities were secretariats that provided unified staff assstance to the
reconstruction efforts, as opposed to a less-organized stuation where saff from various
agencies may coordinate policies poorly with each other. These new inter-agency
indtitutions greetly improved management of the recongiruction effort, reducing the inter-
agency bickering between Departments of War and State that took place during the first
year of post-War reconstruction. Similarly in Japan, governance was streamlined and
unified. Generd MacArthur served as Supreme Commander in Japan, reporting to the
SWNCC. In Washington, a position was created for an Assistant Secretary of State for
Occupied Areas.

The organization of recondtruction in Bosniawas less successful. The government itself
was broken into cantons split on ethnic lines. This cumbersome form of government,
while perhgps unavoidable given palitical tensons, has been largely ineffectud and has
been an impediment to most development efforts over anumber of years. And donor
participation unfolded in alargely ad hoc manner. (In Bosnig, the Dayton Accord set this
cantona structure of government, as part of the overal set of compromises that stopped
the fighting. Even in retrospect, while observers generaly agree this was not an efficient
way to govern the country, it is not clear whether any other arrangements would have
been politicaly feasble at the time))

In Kosovo, government was more unified, and the donor presence was dl organized
under one roof of the UN Mission. Nonetheless, each mgjor donor had its own “pillar”.
The UNHCR PRillar | focused on humanitarian assstance and resettlement immediately
following the conflict. The UN Rillar 1l focused on civil afairs. The OSCE Rillar 111
focused on democratic development. The EU (and USAID) Rillar 1V focused on
economic development. Each pillar maintains the culture of its donor organization.

Here, not only isthere aproblem in lack of competibility in cultures, but theredsoisa
problem in the cultures themselves. The UN, for insgtance, has taken on the role of basic
governance, and yet the organization does not have many people on staff who actudly
have experience in governing countries, meaning that many positions were staffed by UN
bureaucrats poorly skilled for their jobs. Moreover, the subsequent development in
Kosovo of loca ingtitutions has created two parale, competing governments — the UN
Misson and the Provisond Indtitutions of Sdlf-Government (PISG). The UN Misson is
daffed with internationas, and the PISG is staffed with Kosovars who are elected or
gppointed by the Assembly. An attempt has been made to clarify which powers are
“reserved” to the UN and which are “trandferred” to PISG, but in practice in many areas
the two bureauicracies are in competition.
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In East Timor, the UN Mission was better integrated into one organization, and more
thought was given to creating an East Timorese government. Donor funding for capita
projects dl was channded through one account. Similarly in Afghanistan, alegitimate
government was quickly established, and donors coordinated aid and capita investments
through one account and one donor coordinating committee.

In the Iraq early recongtruction coordination has been perceived as weak between the
staffs of the Defense Department, NSC, State Department, USAID, USDA, Commerce
Department, and Treasury Department—all of which have participated significantly in
the effort under the leadership of the CPA. Also, unlike post World War 11 in both
Germany and Japan, when State set policy and War implemented it under the generd
support and supervision of the State-War-Navy Coordination Commiittee, in Iraq the
Department of Defense in the early months set much of the policy, while, arguably, the
recongtruction policy experts were located at State and USAID. Donor presence was
coordinated through one ingtitution—the Codition Provisond Authority. Linksand
coordination between the CPA and Iragi officids or counterparts have been wesk a
times, and there have been tensons between US government agencies involved in the
recongtruction.

A number of instruments of donor coordination have been used, with varying degrees of
usefulness. These instruments are often hard to assess, partidly because reports and
other documentation generated do not aways accurately reflect the extent to which these
efforts are successful or influentid. Some include the following:
Joint assessments. Multi-donor joint assessments at the outset of reconstruction
activities have been indtituted in recent efforts to provide better donor orientation
around key priorities. These have generdly been judged successful in
Afghanistan and even more so in East Timor. In Irag, the assessment exercise
seemed successtul, but perhaps was not particularly influentid snce so few
donors other than the US put forward significant levels of resources.
Pledging conferences. Each recent recongruction effort involved pledging
conferences. These conferences are particularly hard to assess since they dways
generate considerable postive reports that may not accurately reflect what donors
have done.
Trug funds. Trust funds managed by the World Bank were not set up in Kosovo
or Bosnia—an experience that led some to urge their creation in subsequent
efforts, claming that their absence contributed to poor donor coordination. The
fundsin Afghanistan and East Timor have a generally good reputation. In Irag,
little money was put into the Trust Fund, making it less Sgnificant compared to
the U.S. bilaterd assistance effort.
Other donor coordination mechanisms. Sometimes various committees of key
donors have been created, with varying degrees of secretariat support, committee
activity, and influence, some based in an overseas |ocation like Washington and
othersin the host-country capital. Some donor coordination efforts have focused
on dividing assstance respongibility by sector, while other efforts have attempted
coordination of projects with donors working within the same sectors. No
approach seems clearly better than others.
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Focus on private-sector-led growth

Lesson 3. Even at theinitial reconstruction stage, growth and job creation should
be expected to come from private-sector-led growth, not gover nment/donor
spending. Cresating conditions for private-sector-led growth cuts across dl other lessons
discussed in this paper. In anumber of cases, donors have considered proposals for job
cregtion not based on private-sector growth but rather based on direct government
subsidization of job creation—such as government-funded jobs programs. Such
experiences generdly have not been particularly successful, only leading to fiscd
imbalances and unlikely fiscd sugtaingbility in the longer run, aswell asdigortionsin

labor markets

In smaller post-conflict countries, the donors themselves can have a negative impact on
private-sector job cregtion as their own organizations begin to dominate the labor market
for professonally skilled workers. In such cases, the better, most mobile workers wind
up working for donor agencies rather than for productive enterprises; private firmsfind it
difficult to find affordable labor; and wages are driven higher throughout the economy
than labor productivity would merit, reducing competitiveness. Kosovo, Bosniaand East
Timor experienced this phenomenon, which isatype of “Dutch disease” Evenlarge
countries with small cadres of skilled professonds in the capita, such as Afghanistan,
have this problem. In some cases, people trained in internationa organizations might go
on to leading positionsin the private sector, but in other cases they might just leave the
country, exacerbating brain drain.

There are no shortcuts to job creation other than creating favorable conditions for a
private sector to grow, particularly with low taxes and socia contributions on labor.
Also, remova of administrative and other barriers to small enterprise creation can be
important in facilitating rapid growth of alabor-intensive SME sector.

Privatization, discussed more below in the Lesson on sequencing, may or may not be
appropriate a the early stages of reconstruction. On the one hand, obvioudy, well-
managed private firms with strong systems of corporate governance will function more
efficiently than poorly run state-owned firms, better cresting jobs and serving consumers.
However, a successful privatization effort requires considerable resources and dso a
larger environment of sound overal economic conditions. Such resources and conditions
may not exist immediately following a conflict Stuation. Consequently, the best Srategy
may be to postpone extensive privatization activity to a somewhat |ater stage of
recongtruction.

Private sector development in Iraq has been hampered not only by the security Situation,
but aso by the continuing Qil-for-Food (OFF) programs, which distributed subsidized
imports to domestic consumers and reduced incentives to domestic producers and,
consequently, had a negative impact on private-sector employment. Restarting Irag's oil
sector and the commensurate inflows of foreign exchange may further harm domestic job
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cregtion if baance-of- payments flows excessvely gppreciate the exchange rate and make
Iragi labor less competitive internationaly.

Security and crimeissues

Lesson 4. Security isessential for reconstruction and for economic development.
Economic growth requires security. Without security, either economic activity cannot

take place a dl, or the added costs of security to private firms and individuas increase
their cogts, reduce their profitability, and reduce their competitiveness. Security isa
public good that the governmert (with internationa support) mosily needs to provide.
Without security at present and expectations of future security, investors are unwilling to
inves.

Allied forces in Germany and Japan were quite successful in establishing security
throughout their regions of occupation. The German and the Japanese peoples accepted
defeat and did not challenge the decisions taken by their leaders. These conditions were
important for the subsequent sustained rapid economic growth that took place.

Bosnia, Kosovo, and Eagt Timor have seen relatively secure conditions, with some
exceptions (such as most recently in Kosovo). However, in the Bakans, this security has
only come with partition of people into mosily ethnically separate aress, aswell as
continued significant internationa presence dedicated to maintaining the security. Itis

not clear how sustainable this presence will be, meaning that expectations regarding
future security are unclear. In Afghanistan, and particularly in Irag, the lack of security
continues to be a centra impediment to growth.

Security and economic growth, however, are mutudly reinforcing. Only with economic
development will come new job expansion, creating opportunities for the population
other than in violence and thuggery. So it iswrong to think that security must precede
economic development—both must come together, iteratively, and lack of progresswith
one will hinder the other.

Lesson 5: Post-conflict reconstruction efforts need to prevent organized (and
unor ganized) crime from monopolizing economic sectorsand from creating a
lawless environment that threatens legitimate business. Authoritarianism and
common crimindity often go hand-in-hand, as each developsin conditions of
lawlessness. Consequently, when authoritarian regimes are dismantled immediaidy
fallowing a conflict, corrupt eements of the old regime often morph into crimina groups
that seek to maintain control over various economic sectorsin anew environment. In
cases where countries previoudy had been under sanctions, criminal groups have often
emerged that earlier had thrived on evading the sanctions. Pogt-conflict programs
therefore need to gpend condderable efforts on fighting organized crime, which otherwise
can corrupt the democratization process or, a aminimum, greatly impair the generd
environment for domestic businesses and foreign investors.
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In the Balkans, a number of organized crime groups associated with the Milosavic regime
had been involved in smuggling rings in the years before the conflicts—arcumventing
sanctions and aso facilitating transport of smuggled goods (particularly cigarettes) into
Europe without paying taxes. Since the conflicts ended, many of these groups have
continued to operate, expanding into new areas such as human trafficking. In Serbia,
these groups killed the reformist prime minister.  In other parts of former Yugodavia,
their activities raise funds for radica groups opposed to the peace process. In
Afghanistan, opium production seems to have risen since the conflict ended. In contrat,
in Iraq, despite setbacks in many other areas, corruption in the sale of oil revenues has
largely been abated—as would be expected in moving from a sate-controlled
adminigrative sysem (under the UN-run Qil-For-Food program) to a market based
system of sales.

Where sanctions or other restrictions on market activity have created opportunities for
crimindity, post-conflict economic reforms need to focus on restoring market conditions
S0 that legitimate business can function, and avigorous policing effort is needed to fight
those organizations that have dready developed. Otherwise, such crimind activities
impede development of basic inditutions of good governance.

The economic reform agenda predating the conflict

Lesson 6: The economic reform agenda predating the conflict needsto be addr essed
early in thereconstruction effort, or underlying issuesthat contributed to the
conflict situation will continueto fester. The underlying economic relations that
contribute to conflict do not disappear when peace is established. On the contrary, unless
these underlying economic problems are addressed, they can continue to cause political
ingtability even after peaceisre-established. Japan had powerful zaibatsu, which
concentrated indudtria assetsin the hands of militarigts, in an otherwise feuddist agrarian
society. Bosnia, Kosovo, and Irag were decrepit sociaist economies before their
conflicts, with little progpects for economic growth. East Timor had a bloated avil

service that was not fiscaly sustainable. SierraLeon€ sillicit diamond trade provided
resources for ingigators of the conflict. Irag's Oil-for-Food programs placed subsidized
imports on the domestic economy and reduced incentives to domestic production. These
pre-existing impediments to growth need to be addressed quickly during recondtruction in
order to establish conditions for growth and job creation and to eiminate the indtitutions
that gave ingtigators of conflict their economic power base. Recongruction effortsin
these countries had mixed successin addressing these issues.

Occupiersin Jgpan succeeded in breaking up the zaibatsu, introducing modern

commercid laws, and fundamentally revamping the education system, thereby putting

Japan on the path to market development. Kosovo received a completely new, market-
oriented legd system, with foreign assstance; Bosnia only partialy moved from socidist

to market-oriented laws,; and Irag only has taken some first steps. In Kosovo, because the
laws mosily were imposed by foreigners and because Kosovo government officials lack
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strong education in market economics, it is unclear how the generdly postive legd
environment will fare after an eventud transfer of power to Kosovars.

In East Timor, the public adminigtration was downsized at the outset of reconstruction
efforts. Since many Indonesian civil service employees had fled a the onset of violence,
this sgnificant reduction in the civil service was achieved by eiminating positions and

by hiring new East Timorese into a greetly reduced number of civil service postions.
Hence there was no need to fire people from positions and the hiring process was started
amost from scratch. This Sgnificant reduction in the Sze of the civil service reduced the
totd leve of needed expenditures without unduly affecting the quality of government
sarvices, thereby fadlitating a long-term fiscal envel ope more compatible with a market
€conomy.

In Sierra Leone, initid efforts yielded some successin bringing the diamond trade within
gate control. More and more diamond traders are being formdly licensed by the
government and their activities monitored. These efforts have increased the extent to
which the state budget is benefiting from diamond revenues and has reduced the extent to
which diamond revenues are being used to fund arms purchases.

In contrast to these successes, early-on no sgnificant reforms were achieved in Irag's
Qil-for-Food programs in terms of converting them from in-kind, distortionary subsidies
to monetized subsidies. Asa consequence, subsidized imports distorted the economy,
reducing domestic production and impeding job creation. Economic problemslikey
exacerbate the politicd dtuation

Resolution of final political status

Lesson 7: Lack of resolution of final political statusimpedesreconstruction and
economic growth. Thisis particularly relevant for investors. Without resolution of find
politica gatus, investors are uncertain whether their investments made today will be
safeguarded in the future, and whether the agreements they make today, for instance in
privatization purchases, will be respected by future governments. Lack of resolution of
find political satus creates uncertainty, and uncertainty impedes economic growth.

In Kosovo, the status of Kosovo as il part of a sovereign Serbia and Montenegro, but
under an indefinite UN interim protectorate, has created great uncertainly regarding what
find status might be expected. Similarly in Irag, where the U.S. presence was
“provisond”, lack of clarity of decisonmaking authority for the long-term has been an
impediment to development. In both cases, palitica factors intervened. In Kosovo there
isno broad politica consensus on afind status direction—either toward independence or
toward reintegration with Serbiaand Montenegro. And in Irag, there was no sufficiently
competent government-in-exile to assume reins a the end of the conflict, so a provisiond
solution aso was unavoidable. Nonetheless, to the extent possible, assistance efforts
need to recognize the importance of building certainty into reconstruction processes.
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Programsfor key political and social constituencies

Lesson 8. Early programsin reconstruction need to focus on key political and social
constituencies—including social programsto help most vulnerable population
groups, benefitsfor veterans and decommissioned soldiersto givethem a stakein
the new society. For instance, Kosovo has created socid programs that give needs-based
assgance to the very poorest, as well as a veterans benefit to those who fought in the
conflict. Thelatter has been a useful mechanism for quelling opposition to the post-

conflict regime and reducing disenchantment with a paliticaly important congtituency.

The pengon program in Kosovo aso partidly has been used to give apaliticaly

influential group in society a benefit from the current post-conflict sysem. In Sierra

Leone, sgnificant effort has gone into trying to reintegrate soldiers back into civilian life.

In Irag, however, the extreme process of de-Baethification hasleft many influentid
segments without a clear stake. This hasled to a more moderate stance toward the end of
CPA rule.

Capacity building

Lesson 9: Building new ingtitutions for economic gover nance takes time and should
begin early in thereconstruction process. In some cases, government officidsin
centra banks and minigtries of finance have high education levels but not in modern
economics. In other ingtances, the personnel of the old regimes have disappeared or are
excluded from participating in new governments for political reasons, in which case
gaffs must be trained from scratch. In Kosovo, previous government positions had been
staffed by Serbs and post- conflict positions were mostly staffed with Albanians with no
government experience. In Eagt Timor, Smilarly, Indonesian civil service gaff |eft
immediately at the end of the conflict, leaving donors to create a government from
scratch. In Afghanistan, most minigtries a very top levels have been staffed by Afghanis
with good education abroad (though not necessarily in the areas related to their
minigteria portfolios) who have returned to the country, while lower levelsin the
minitries have continued to be staffed by personnd with low education levels. InIrag,
minigtry staff education levels have been rdatively high, though not in market

economics. To grester or lesser degrees, organizing minigtries, central banks, and
datigtica offices has taken far greater time and resources than expected ahead of time.

A key decidgon is the extent to which civil servants should be maintained from the old
regime. On the one hand, such individuas have the knowledge and professond skillsto
run their agencies. On the other hand, they obvioudy aso are linked to the pre-conflict
repressive regime. In most post-conflict Stuations other than those where the old civil
servants have fled (like in Kosovo and East Timor), lower and mid-leve officds are
usudly kept in place, and high-leve officids are ousted.

Inadmost al recongtruction efforts, the task of creating new ingtitutions has turned out to
be harder and more time-consuming than expected. Often, resources have been dlocated
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principdly to day-to-day adminidration by internationds and insufficiently to building
capacity of nationa policymakers. Related to this, or perhaps another way of putting it,
isthat too much emphasis has been put on emergency needs and not enough time on
long-term development and basic governance. This has been true in Kosovo, East Timor,
and Irag.

Lesson 10: Training and educating individuals for economic gover nance also takes
time and should begin early in the reconstruction process. Trainingin rotetasks,
such as processing business licenses or managing atreasury system, can be taught
through on-the-job training. However, educating a professional class of analysts
and policymaker srequires multi-year graduate education programs, either in-
country in newly redesigned local graduate education programsor abroad. In
Kosovo, training officidsin the treasury, tax adminigtration, and various reguletory

agencies has gone fairly well. However, cresting macroeconomic and fiscal andysts

within the minigtry of finance or the centra bank (the Bank of Payments of Kosovo) has
gone far less well—Kosovo smply lacks individuas who have received the basic

graduate education in economics and policy andyss necessary for such work. In
Afghanistan, success has been possible with senior-leve officids with education abroad,
but not with more poorly educated mid-leve officids.

The cdiber of professonals has varied quite dramaticaly across post-conflict Stuations.
In Germany, Japan, and Irag, the genera cdiber of the individuas found in mid-leve
government positions was quite high—people had good basic education, and for the most
part were returning to pre-exigting positions, athough severe shortagesin skillsexisted in
key aress, like macroeconomic analysis and management. (Iraq was worst off of the
three countries, partialy because the process of de-Baathification eiminated many—but
not al—competent technocrats from government.) In the cases of Kosovo, East Timor,
Afghanistan, and Sierra Leone, preparaion of the individudsin mid-level government
positions was quite low—genera education levels were low, and in many of these cases
new governments have been staffed from scratch, bringing in individuas who lacked
relevant professond experience. Compared to the former group of countries, the needs
not only for limited professiona training but dso for basic graduate-level educationin

the latter countries were far more vast. The limited resources alocated to such education
by reconstruction efforts largdy explain limited progress with development in these
places, and this bodes poorly for future prospects as well.

It isinteresting to note that educeation reform in Japan, led by the U.S., was amassive
undertaking, guided by alarge commisson sent from the U.S. that consisted of U.S.
educetion leaders from government and primary, secondary, and higher education
inditutions.

Lesson 11: A modern policymaking process needs sound economic data, which
requires consider able investments by donorsto develop. Bothin Germany and in
Japan, considerable resources were alocated for developing a statistical base on the



economy, and on writing analyses usng these satistics. The knowledge that comes from
data-based andysis was centra to sound policymaking. In the more recent post-conflict
recongruction efforts, far less attention was paid to building up Satistica bases, resulting
in much greater difficulty in understanding what actudly is happening in the economy—
both for government officials and for donors. In Kaosovo, the Ministry of Finance and
Economy began to conduct its own ad hoc atistical analyses to congtruct the Consumer
Price Index and nationa accounts because the Statistics Office was unable to produce
quaity statistics needed for the policymaking process. Only in late 2003 — early 2004 did
donor attention redly turn to the task of assisting the Statistics Office in developing dl

the statistics needed for a government in amodern market economy. In Afghanistan,
only in 2004 was a Statistics Master Plan created to comprehensively address needsin
developing statistics capacity, with agreement on allocation of assstance tasks across
donors.

Sequencing

Lesson 12: High priority and time-consuming activities should be sequenced to
begin towardsthe start of the reconstruction effort. Theseinclude security and
budget execution systems and activities that are particularly time-consuming such as
capacity building.  Thetraditiond view of sequencing has been to put activities such as
edtablishing security and providing humanitarian assstance firgt, followed by economic
reformsin alaer period, with inditution building and capacity building in the last Sages
of devdlopment. The problemswith thistraditiond view are that, first, many economic
reforms are necessary immediately to create conditions for growth and to deprive
ingtigators of the conflict of their economic power base, and, second, activities such as
indtitution building and cagpacity building take many years, so should be sarted earlier
rather than later.

A more successful model of sequencing, therefore, would be to start awider range of
activities early in the recongruction effort, finishing quickly short-term activities such as
security and humanitarian assistance, and continuing longer-term activities such as
economic reforms and indtitution building and capacity building for anumber of years.
In thisway, the recongtruction effort is integrated into longer-term devel opment.

35



TableVI.1

Traditional view of sequencing post-conflict reconstruction
period 1 2 3 4 5 6

Establishing security

Humanitarian assistance

Fundamental economic reforms

Institution-building

Capacity-building, education

Successful sequencing of post-conflict reconstruction

period 1 2 3 4 5 6
Establishing security
Humanitarian assistance
Fundamental economic reforms
Institution-building
Capacity-building, education

Whileit is dear that economic governance in generd should start immediately, that is not
to say that al aspects of economic governance should be done immediately. For
ingance, whét is of note in many recent programsis the adherence to fiscal and monetary
reform initidly but the willingness of USAID to compromise on the implementation of
privatization reforms. Thisflexibility isnoted in severd World Bank discussons on
assistance in war-torn regimes™. Whilefisca and monetary reform and its
accompanying financia reforms are always necessary early and often, privatization needs
to be congdered in the context of what is being gained immediately and what is the cost
to the immediate welfare of the population. Often, privatization best comes later.

In the Marshdl Plan, establishment of rudimentary clearing mechanisms was sequenced
firgt, dong with restarting production and fisca and monetary stability. Full currency
convertibility and extengve financia- sector reform came later.

Lesson 13: Theperiod at thevery start of reconstruction, while difficult and often
chaotic, isalso an important window of opportunity to undertake politically difficult
reformsand ingtitutional changes—an opportunity that, if lost, might not reappear
during thereconstruction process. Right at the Sart of recongtruction, the leve of
influence of donorsis particularly high, and the level of power and organization of
opponents of reform is particularly low. Donors therefore are able to undertake
fundamenta reforms that will not be possible a other times. During the Japanese
Recongtruction, Allied occupying forces moved quickly to bresk up the zaibatsu and
spread ownership more evenly across the population, and to implement sweeping
education system reform. In East Timor, initid efforts focused on subgtantialy reducing
the size of the civil service to what were seen to be more appropriate long-term levels,

15 World Bank, The World Bank’s Experience with Post-Conflict Reconstr uction, OED 1998 p.34.
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Such societd changes may not have been possible later in the reconstruction process. In
contrast, in Irag, many needed fundamental reforms are being put off to later stages, for
ingance reform of the Oil-for-Food programs to move from in-kind subsidies to
monetary subsdies. Smilarly in Serra Leone, donors focused initidly on avery narrow
st of immediate tasks—reintegration of fighters into communities, development of locdl
community participation in government decisonmaking, some agricultural sector and
infrastructure development, and afew key changesin the diamond sector, but not broader
development of economic governance capacity. Therisk in such casesis that important
gructura reformswill be less politicdly feesble a alaer sage.
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VIl. LESSONS14-26: SIX PILLARSOF SOUND ECONOMIC
GOVERNANCE

M acr oeconomic and financial stability

Lesson 14: Prior to setting monetary and exchange policy, a post-conflict country
often needsto create theinstrumentsfor setting and implementing policy: a money
in circulation, a foreign-exchange market, market data on prices and exchange
rates, and a policymaking processin an independent central bank (or equivalent).
Some countries continue to use ther pre-conflict money; some introduce a new money;
and some borrow a stable money from another country. Kosovo adopted the
Deutschmark (and then the Euro). East Timor continued to use the Indonesian rupiah and
then adopted the U.S. dollar’. Afghanistan and Irag continued to use their pre-conflict
currencies for a short while until they introduced new currencies. Using another

devel oped country's currency can be appedling to donors because it ensures stability and
prevents the need to develop a strong commitment to stable monetary policy since
respongbility for setting monetary policy is* outsourced.” Also, convertibility isnot an
issue. But thisis not aways paliticadly aviable option -- ether aloca population might
not accept this option, or developed countries may be unwilling to lend their currencies.
Physcadly introducing anew currency (or a borrowed currency) is an enormous logistical
undertaking, requiring coordingtion, planning, and secure delivery of cash Smultaneoudy
around the country, supported by a massive public-relations campagn.

Implementing an exchange-rate policy requires creating a regulated foreign-exchange
market where the central bank can buy and sell currency. Such a market needs
trangparent rules and indtitutions regarding auction participation and clearing. Decisons
need to be made regarding who can participate in currency auctions. In lrag for instance,
adecison was made only to alow large commercid banks and not small money
changers. While this decison had a paliticd rationae, it dso greetly limited the number
of participantsin auctions, making it easer for colluson and manipulation of market
exchange rates and effectivey criminaizing some segments of the foreign exchange
markets

The first component in a sound monetary policymaking processis good data. Without
good data, it isimpossible to know what is happening with monetary aggregates, or even
to know what theinflation rate is, let done target it. In Afghanistan, for ingtance, during
theinitia post-conflict years, the centra bank was unable to target inflation sSince there
was no reliable Consumer Price Index. It was only after arudimentary Consumer Price
Index, at least for Kabul, was established that the central bank could begin targeting
inflation rates rather than the exchangerate. 1n Kosovo, the Macro Unit of the Centrd
Fiscal Authority (and subsequently the Ministry of Finance) developed its own CPI from
scratch. 1t completely abandoned the data that was produced by the Statistics Office
following Y ugodav gatistica methodology, which was judged to be noncompliant with
basic international deta standards. After severa interim years of producing the CPl, GDP
estimates, and other data within the Ministry of Finance, the Statistics Office then again
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began to deveop its capacity dong internationa standards. In post-war Germany and
Japan, U.S. Occupation forces invested considerable resourcesin developing Satitical
andyses to inform policymaking.

Lesson 15: Exchange-rate and inflation policy must balance the need for stability
with the need for competitiveness of exports, actively responding to neutralize the
impact of large donor inflows and other post-conflict macr oeconomic phenomena.
Adopting another country's currency is tantamount to a fixed exchange rate. Whilethe
central bank has no control over monetary policy in such a Stuation, policy makers ill
need to keep in mind monetary and exchange-rate issues. For ingtance, large inflows of
capita, such as donor grants, can lead to the equivaent of an appreciation of the
currency, which might make domestic labor and exports uncompetitive. Thisis
particularly aproblem in smaller countries, for instance Kosovo, where the size of donor
presence relative to GDP is quite high. In such circumstances, policy makers may wish

to serilize the macroeconomic impact of donor inflows, for instance by maintaining any
budget surpluses or other available funds oversess. In acountry with its own new
currency, for ingance Irag, aflexible exchange-rate regime usudly makes most sense. A
post-conflict centra bank likely has depleted reserves and therefore no capacity to
maintain afixed exchange rate. Nonetheless some intervention no doubt will be
necessary to counter large flows of donor and other resources into and out of the country.
Kosovo, Afghanistan, East Timor, and Irag al have more or less successfully managed
open exchange rate regimes—in some cases smply by adopting another country’s
currency. (Bosnia, with afixed exchange rate set by a currency board, is an exception to
how monetary policy has worked in post-conflict countries. A currency board likely only
would work in ardatively smaler country, where comparatively large donor inflows
could be expected to prevent pressure from mounting againg a fixed exchange rate.)
These experiences are one example of better governance than in the period of Japanese
reconstruction, when there was no freedom in current account transactions and all
imports to Japan were procured by the U.S. Department of Defense. In Europe after
World War 11, establishing convertible currencies between European countries was a
central part of the Economic Recovery Act, though not immediately introduced.

Lesson 16: Inflation policies should bring inflation rates down to low, stable levels,
while till allowing for adjustmentsin relative price levels. In many post-conflict
countries, inflation policy is seeking to bring inflation rates down from hyperinflationary
levelsto alevel conducive to economic growth over avery short time. A number of post-
conflict countries have been quite successful. In this process, it isimportant to not
overshoot. Most post-conflict countries aso are undergoing considerable structura
reforms, requiring numerous adjustments in relative prices. Because nomina prices

exhibit downward stickiness, at least alow leve of inflation isimportant for easing these
relative price adjustments. Post-conflict countries probably should aim for inflation rates
not higher than 10% and not lower than 5%.
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The benefit of uang aforeign country’s currency is that hyperinflation, which might have
plagued the pre-conflict economy, can be avoided. However, a country does give up its
capacity to manage its own price policy. Particularly, if a country needs to undergo
sgnificant Sructurd reforms and adjusmentsin rdaive prices, adightly higher inflation
rate than found in the Eurozone or the dollar, might be desirable, snce too low an
inflation rate impedes relive price adjusment given that nomind prices exhibit
“downward gtickiness.” (“Downward gickiness” means that there is usudly resstancein
an economy to dlowing nomind pricesto fdl, often due to contract commitments,
accounting conventions, or psychologicd factors) Asaresult, subgtantia re-adjusments
in relative prices can happen more quickly in the context of amore rapid increase in
overdl price levelsthan when overdl pricesarerisng lessrgpidly. A number of post-
conflict countries that have adopted foreign currencies, particularly the Bakans, have
succeeded in diminating hyperinflation with one fl swoop, but nonetheless have wound
up with inflation rates of 1-3% (or even deflation) when probably they would have
adjusted rdaively more quickly with inflation rates in the range of 5-10%.

Lesson 17: In financial sectors, policies should focus on the basics of creating a
payments system and of establishing arudimentary regulatory regime over a
private banking industry, while leaving the cultivation of more sophisticated
financial market ingtitutionsto a later stagein development. A rudimentary banking
system that provides payment services and mediates between savers and investorsis
critical for an economy’ sfunctioning. Rules must insure trangparency and bad loan
provisoning, and aso prevent government direction of lending. Other financia market
inditutions largely can wait until later stages of development. Where such sophisticated
financid inditutions might be needed, foreign inditutions (or foreign experts) can be
invited to play arole. For ingance, Kosovo succeeded in establishing the Kosovo
Pension Savings Trugt, amodern funded pensonsinditution, with the help of foreign
experts who serve on the governing board and make investment decisions.

Kosovo also was successful in quickly creating a modern banking sector. Six banks, two
with sgnificant foreign ownership, operate in Kosovo with licensing that ensures high
standards, supported by a modern e ectronic payments clearing system.

In Irag, dso much attention was put in improving bank capacity. Progress was dow,
hampered by difficult sarting conditions in that most banks did not even communicate
eectronicaly with their own branches at the beginning of the recongtruction efforts.

Balanced and efficient fiscal policy

Lesson 18: Creating or improving systems of budget execution isthefirst priority
for expenditure policy, even before developing a budget preparation process. One of
the most immediate tasks a post-conflict country facesisto create mechanisms for budget
execution. A government (or donor surrogate) needs a modern treasury system and
expenditure information management system through which al expenditures can be
implemented and monitored. In Bosnia, this was done poorly, on an ad hoc basis. In
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Kosovo, improvements were made, and a unified treasury system implemented.
(Kosovo, however, suffers from a bifurcated fiscal system, with continual competition for
scarce resources between the United Nations Mission in Kosovo and the Kosovar
Provisond Inditutions of Sdlf-Government, which, given recurrent surpluses, leadsto
excessive expenditures on low-priority areas rather than government saving.) East
Timor’s budget execution system is an improved iteration of Kosovo's syssem. And
Afghanigtan’s sysem is an evolution of East Timor's system. In some sense, the system
in Irag is a step backwards, as expenditures of the government of Irag, the Codlition
Provisond Authority, and the Qil-for-Food programs have not been fully integrated into
aunified expenditure system

In Europe under the Marshdl Plan and in Japan, Significant attention was given to budget
execution, establishing afunctioning fiscal authority in those cases where the old system
had been destroyed (i.e,, in Germany). The fiscdly disciplined Erhard Plan in Germany
is credited with establishing fiscal stability and, consequently, monetary stability thet laid
the foundation for post-war rapid growth and development.

Lesson 19: Tax policy should evolve along with the capacity of tax administration,
starting with simpleindirect taxes like presumptive taxes, and developing toward
mor e complex indirect taxes like the value-added tax. Indirect taxes, on consumption,
are better than direct taxes, such as profits and income taxes, which cause more
digortions. In particular, taxes and socid contributions on labor should be avoided as
employment generation is aways a principa concern, and such taxes reduce employment
by increasing labor cogts. As an example, the pre-existing tax regimein former

Y ugodavia, with high persona income taxes and socid contributions, had been amain
cause of unemployment, labor-market inefficiency, and tax evason. Onekey to
jumpstarting employment generation in the Balkans was to create anew tax regime that
was not so highly concentrated on labor-based taxes. Bosniawas less successful with tax
reform, mostly continuing the inappropriate taxes from the Yugodav era Kosovo was
much more successful in making a clean break, introducing a new modern tax system,
darting with smple presumptive taxes on total revenues, and subsequently moving to a
VAT and low excisetaxes. Taxesin Kasovo on labor have been kept low, initidly with a
ten percent persona income tax rate and no contributions to socia programs other than a
small contribution made to funded individuad retirement accounts. Irag, too, had had a
higtory of rdatively high labor-based taxes and ineffective indirect taxes, like the

Bakans, coming out of asocidist padt.

Also in Germany and in Jgpan, atention was paid to establishing arationd tax system,
and ensuring fiscd discipline within available tax revenues so as to not cause macro
ingability.

Lesson 20: Capital expenditures and investment projects should be integrated into
a compr ehensive state public investment program and capital budget. In Bosniaand
Kosovo, there was very little coordination between donors on capital expenditures and
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investment projects. In East Timor and Afghanistan, progress was made in centraizing
most capital expenditures through one account overseen by the World Bank. 1n Europe
under the Marshdl Plan and aso in Jgpan, fisca expenditures for capitd projects largely
were unified under U.S. authority, providing one integrated decison-making process. In
Europe, only 5% of U.S. assstance was reserved for US spending needs. 95% of
assistance was used for purposes proposed by European governments and agreed with the
U.S..

Open traderéations

Lesson 21: Ingtitutions need to be built to address each country’s specific trade
issues, creating foreign demand for domestic production. Asisthe casefor dl
developing countries, foreign demand for domestic production can be the spark that
ignites development. Open trade relations can provide the initial demand to Sart a
virtuous circle of economic activity that pulls a post-conflict country out of economic
collapse. However, post-conflict countries can face particular challenges, especidly if a
post-conflict arealis not even a sovereign country and therefore has unclear rights to
participate in trade negotiations, and given that post-conflict countries have a particularly
difficult timein developing trade negotiating capacity. Such countries often face
continued hodtility from neighbors due to past ethnic and palitica conflicts, which
severdy dampens enthusiasm for trade. In Kosovo, for instance, considerable trade
barriers existed because neighboring countries did not recognize Kosovo license plates,
Kosovo car insurance, or any Kosovo rules of origin. And no authority consistently and
adequatdly represented Kosovo within the southeast European regiond Stability Pect.
Failure to develop better trade rdations in Kosovo, largely dueto lack of capacity within
the UN Mission (or perhaps lack of recognition of the importance of trade issues),
sgnificantly hampered prospects for Kosovo's economic development. In East Timor, on
the contrary, trade rdations with the rest of Indonesia were established amed a arting
economic growth.

And, of course, the success of the Marshal Plan was built on the principle of encouraging
trade among post-conflict European countries, and with the US. With the autarkic
experiences of the Smoot-Hawley erain mind, post-World War |1 policymakers were
particularly keen to ensure openness of European borders and to build ingtitutions
necessary for promoting European regiona trade and integration. The UN Emergency
Committee for Europe, the UN European Cod Organization, and the European Centra
Inland Trangport Organization, and then later the UN Economic Commission for Europe,
al were designed to build intra- European trade links. These efforts to promote
development in war-torn economies through trade integration, which subsequently
evolved into the European Community and European Union, are the most successful
example of economic development of the Twentieth Century.

Robust legal and regulatory regimes
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Lesson 22: Basic commercial laws and ingtitutions ar e necessary for jumpstarting
private sector development and encour aging foreign direct investment. Generd laws
and regulations are necessary alowing for regidration of firms (individually owned,
partnerships and corporations — both domestic and foreign). Private property needs to be
protected. Contracts need to be enforced. Related to genera contract law, legidation is
needed for enforcing pledges and loans (eventudly including mortgages). Bankruptcy

law needs to govern the reorganization and liquidation of companies. Particularly in

cases where ownership has been highly concentrated and/or held by the State,

privetization law and competition policies are needed. Regulatory environments often

need to be created or reformed for particular sectors. telecommunications, infrastructure,
oil and gas, etc.

In some cases, countries can revert to pre-existing inditutions, and in some cases they
must create ingditutions anew. The reconstruction of Japan was an example where vast
amounts of legidation were copied from various international best practices and adopted
as Japanese law in order to give Japan a cut-and- pasted modern legd system. In Bosnia,
K osovo, and Afghanistan, progressively better organized efforts were made to draft
internally congstent sets of legidation necessary for market economic activities,

including company law, contract law, and laws governing other commercid relations. In
some cases, incong stencies remain to be resolved. For instance, much law adopted in
Bosniaand Kaosovo is based on Anglo common law models, while Y ugodaviaisacivil
law country. Given that Y ugodavianever got around to adopting a commercia code, the
operative commercia code in these countries prior to recent adoption of post-conflict
laws was that of the Austro-Hungarian Empire, which had been looked to as an authority
by Yugodavs.

Early effortsin Kosovo led to adoption of key commercid legidation, particularly in the
following high-priority arees:

Business organizations

Contracts

Pledges

Foreign investment

A most basic point of such legidation isto quickly create a competition policy that
ensuresan open, leve playing field so that dl individuas and firms have opportunity to
operate and compete in market conditions, quickly replacing the old regime where only
the privileged few had rights to many economic activities.

A cookie-cutter gpproach like in Japan, where vast swathes of legidation are copied
wholesae into a country, isthe only way quickly to create amodern legd basis from
scratch. However, there are obvious minuses to such an approach, as the new legidation
will not entirely be consstent with exigting laws, nor will it even be understood by
legidators, courts, and other practitioners. On the other hand, carefully adopting each
new law to the country’s particular circumstances will be a prohibitively long process,
taking many years at best. Each approach has its tradeoffs.

43



More broadly, the establishment of the rule of law, coupled with vigorous enforcement
and actions againgt organized crime, isimportant for creeting the basic conditions
necessary for the efficient development of a healthy private sector.

Equitable social policy

Lesson 23: Social policy must evolve into well tar geted efficient programsfor those
most in need, ether from scratch or from pre-existing programsthat wer e poorly
targeted or based on palitical privilege. Socid programs are how a country provides
for the most vulnerable groups in the population particularly during periods of economic
restructuring and adjustment. Socia programs aso can serve an important political
purpose, providing benefits to influentid stakeholders in the population. For instance,
Kosovo established asocid assistance program, based on objective poverty criteria that
arereatively easy to messure for agovernment with limited administrative capacity,
while at the same time aso creating a benefit for war veterans that Smply wasn't tended
to appease apoaliticaly important socid group. Bosnia haslargely recrested the old

Y ugodav system of socia benefits, more based on previous job status than actua socid
need. And many of the other post-conflict countries il are in early stages of setting up
socid programs. In Jgpan and Germany, more attention was given to broad humanitarian
assstance and food security than to administratively more complex socia assstance
programs.

Lesson 24: Countriesthat have a history and expectation of generous pension
programs should move quickly to ingtitute a modern pension system rather then
back diding into recreating the old pre-conflict system. Hereit isussful to contrast
the experiences of Bosnia and Kosovo. Bosnia has attempted to reingtitute the old
fiscaly unsustainable Y ugodav pension system, which suffers from chronic deficits,

places a high cost on employers, and creates an onerous burden on the state budget,
crowding out expenditures on other socid programs. In contrast, Kosovo moved quickly
to create amodern penson system. A limited Basic Pensonispad to dl ederly over 65,
funded from genera revenues, without atax on labor. And younger generations have
begun contributing to the Kosovo Pension Savings Trugt, amodern financid inditution
that invests contributors pension assets in internationdl financia markets following
international best practices. Most other post-conflict countries have made little progress
with pension reform.

L esson 25: Gender and women’sissues often are particularly important in post-
conflict situations, not only because the welfar e of women often has been
particularly disregarded during conflicts. Under conflict regimes where the most
brutal succeed, women tend to fare particularly poorly. Inworst cases, rape has been
used as amilitary dtrategy, and sex davery has been rampant. As examples, rape
committed by soldiers was common in SerraLeone and in the Balkans. Endavement of
girls and women aso was common during the conflict in SerraLeone. Paradoxicaly,



the Bakans have seen arise in trafficking in women and children since the time when the
conflicts ended, in many cases“sarving” the foreign soldiers who are supposed to be
protecting the populations.*® In commerce, many women have had curtailed rights to
own property, to own businesses, and to receive bank loans. Lega changes during the
post-conflict stage can directly address these issues.

The first example of post-conflict recongtruction efforts that focused on gender issues
wasin Japan. There, Beate Srota Gordon, the firss American femde civilian to join the
Tokyo Occupation staff, wrote the article in the Japanese condtitution guaranteeing
women'srights. Before World War [1, women in Japan had no rightsto marry or divorce
by choice, no right of inheritance, no right of choice of domicile or property. The new
congtitution granted Japanese dl such basic rights, marking afundamenta turnaround in
the status of women in Japanese history.*” Subsequent post-conflict reconstruction
efforts, to various degrees, dso have addressed gender issues. Many revised laws have
granted rights to women that were lacking before the conflict. In Kosovo, for instance, a
certain percentage of placesin the legidative Assembly were reserved for women.

Appropriate sectoral policies

Lesson 26: Appropriate sectoral policies should provide public goods wher e needed,
particularly in infrastructure areas, without creating distortions, " picking

winners" or helping some sectors at the expense of other sectors. Sectord policies
are an important complement to overal macro policy. However, sectora policies should
adequately address needs in key sectors, without causing distortions or favoring some
sectors over others, following international best practices. “Sectord” policies are
secondary to “generd” policiesthat affect the whole economy. The Government's

primary function isto set positive overdl economic conditions and aleve playing fidd,

and to let marketswork. Appropriate sectora policies, therefore, mean addressing

market failures, externdities, and the need for public inditutions that are particular to
various sectors, and not in creating any specid privileges or advantages for some sectors
over others.

A digtinction can be made between those sectors that produce final goods and services,
and intermediary sectors that form the infrastructure on which other sectors depend. In
generd, there is amuch greeter role for government in policies related to sectors of
infrastructure and intermediary production than for sectors that produce find goods and
sarvices. Infrastructure sectors are where most public goods are, and where the need for
government intervention is greatest.

16 « protecting the human rights of women and girls trafficked for forced prostitution in Kosovo,” Amnesty
International, 6 May 2004.

17 Nassrine Azinmi, Matt Fuller, Hiroko Nakayama (eds.), Post-Conflict Reconstruction in Japan, Korea,
Vietnam, Cambodia, East Timor and Afghanistan, UNITAR Hiroshima Series in Post-Conflict
Reconstruction, November 2002, pp.3-11.
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One particularly important sector in many post-conflict countries is agriculture—often
not because of this sector’s contribution to GDP but due to itsimportance in employing
poorer, paliticaly important elements of the population. In Japan, land reform was a
central lement of the Allied forces economic agenda. These reforms greetly increased
ownership of land in agriculturd regions by those who worked it. These reforms greetly
contributed not only to Japan’s economic productivity but aso to widespread palitical
support for the results of U.S. occupation.

The results of sectora reforms, in land and other areas, in more recent post-conflict
countries has been quite mixed. Usudly, such complex, paliticaly senstive reforms
have not recaived sufficient attention from donors needed for making significant strides
forward.
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VIIl. CASE STUDIES
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The case studies discuss the mgjor post-conflict recongtruction efforts referred to in the
main text. Each case study addresses the areas covered by the learnt lessons of the main
text. Each case sudy follows ageneraly smilar sructure: Background presents the
historical context—the conflict and how it ended. This section also discusses topics
related to preparedness of the internationd community for post-conflict assstance, and
indtitutiona organization of government and assstance efforts. Economic governance
discusses issues related to the six pillars of good economic governance, aswell as issues
related to any pre-conflict reform agenda. General issues discusses remaining issues
related to generd lessons. And Summary of lessons learned sums up the relevant
conclusions.



l. TheMarshall Plan
Background

The Americans ultimate god behind the Marshdl Plan was European economic
recovery to benefit the long-term interests of the United States. The Truman
Adminigtration and Marshall’ s own conviction was that US economic recovery depended
on open trade and increased internationa investment. Emerging out of the Smoot-
Hawley legidaive disasters, a deeply ingrained free trade ethic had taken hold. At this
time of reconstruction design, American leaders saw the foundation of international order
based on the principles of (classicd) liberd capitdism, free trade and equa opportunity.
These principles, according to Cordell Hall, were associated with democratic forms of
government and maintained that autarky was associated with totalitarian governments
(such as Stdinist Russid). They assumed that:

“...enemiesin the market place could not be friends at the council table. The
palitical line-up followed the economic line-up.”*8

The emergence of the Cold War at Y dta had fueled the American resolve to rebuild the
European economic space on “their own terms’. The agenda was very much constructed
around filling the power vacuum left by the defeat of France, the collgpse of Germany,
and the exhaugtion of Britain. Unlessthe US “assembled the components of avigble
balance of power,” avacuum could be created into which the Soviet Union might
expand.'® Building economic and palitical systems strong enough to forestall the rise of
Communist Parties was one of the primary tasks of the effort°.

However, this was not the only factor. More sgnificant for how we view the Marshdl

Plan in today’ s aid environment isthat it was seen as an investment, not asalarge
humanitarian effort. While there was a humanitarian aspect to helping the “ Chridtian

people of Europe,”?! those who ran it and implemented it, aswell as Truman, Clay,
Harriman, Hoffman, and even to some degree George Kennan, approached it asan
investment that required a rate of return. In so doing they created a management culture
around the assistance effort that has not been matched in any post-war reconstruction
effort (except Japan). Nor has there been a cheaper (per capita) recongtruction effort that
achieved so much.

It is curious how much the origind designs of the Marshdl Plan foretold the future
European Union that was to come much later in the century. American designs of the

18 Cordell Hull, The Memories of Cordell Hull, Vol. 1, 1948 p.364.

19 Michael Hogan, The Marshall Plan, 1987 p.27.

20 Michael Leffler, The American Conception of National Security and the Beginnings of the Cold War,
1945-1948," American Historical Review April 1984 Vol. 89 pp. 346-381 cited in M. Hogan, 1987.

21 Correspondence between Ray Moseley and Harry Truman, November 26 - December 1, 1947, Harry S,
Truman Library Independence MO, see US National Archives & Records Administration, ARC Identifier:
201510.
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Marshdl Plan were based on a*“grand’ design of integration. The US wanted to replace
the old European system with aform of American federdism that would creste asmilar
economic “gpace’ to the US:

The strategic assumptions behind this policy held that an integrated economic order,
particularly one headed by supranational institutions, would help to control German
nationalism, reconcile Germany’ s recovery with France's economic and security
concerns, and thus create a balance of power in the West sufficient to contain Soviet
Power in the East.”?

The economic plans were based dmost entirdly on the Americans own experience at
home, where alarge economy developed that was unencumbered by borders and
enhanced by free trade and a single currency, regulated when necessary by nationa
indtitutions but largely based on free-market forces. A united states of Europe would
bring smilar benefits and provide the necessary backdrop to de-legitimize the emerging
Communist parties and present a stark counter example to the dready tired Stdinist sate
in the Eadt.

Aswill be shown below, the reason the Marshdl Plan had so much success, rdldive to
other aid efforts since, was not because it was applied to “like-minded” Europeans. Nor
was it a success as some have said because it was Smply acapitd market simulus that
pushed Europe over the top (implying that in today’ s world as long as awar-torn area has
access to capital markets they will befine). Rather, it was a success because the effort
was organized, encompassed economic policy aswell as recovery from the beginning,

and crucidly, treated the entire venture as an investment, rather than as arecovery
exercise, or the carrying out of a“mora obligation” to the war-torn states of Europe. As
one commentator has properly put it: “our aid to Europeis primarily an investment
operation” %3,

The early years of trid-and-error: 1945-1947

A focused gpproach was not adopted until late 1947. The unifying concept of building a
unified Europe to help the US came about by a series of mistakes from which the US
learned. In 1946, the effort was hopelesdy piecemed. While there was ared concern
about Soviet aggresson through-out the reconstruction era, the means to address this only
gavanized after ayear of mistakesin which some $9 hillion in avariety of aid programs
were expended.?*

The Stuation in 1946 had gotten so bad that Truman called on former President Hoover
to invedtigate the factors dowing the recovery in Germany. Upon completion of the

%2 Michael Hogan, 1987.

23 Howard Ellis, The Economics of Freedom, p. 34 cited in Harry Price, The Marshall Plan and Its
Meaning, 1955 p. 93.

24 |t isimportant to note that the $9 billion spent in one year (1946-1947) approximates about $100 billion

in today’ s dollars at a 5% discount rate—roughly the amount spent in Iraq and Afghanistan between 2002-
2003. SeeH. Price, The Marshall Plan and Its Meaning, 1955.
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report in 1947, Truman had become convinced that dmost any action would be an
improvement on current policy.?®

The new approach emerged from their degpening conviction that that previous aid
programs had failed and would continue to fail o long as American assstance

was used in piecemed effortsto revitdize national economies. The squabbling
between the War and State departments was symptomatic of the drawbacks
inherent in uncoordinated aid programs. Worse lill, the piecemed approach
seemed to be perpetuating the very order that had hampered economic growth and
led to German domination in the prewar period.?®

The new approach to coordinate the alocation of aid through a supra-nationa program
known as the European Recovery Program (ERP) actually grew out of arenewed concern
for what benefit the program would have for Americans, as wel as the contribution of
newly formed UN agencies specifically tasked with European recovery. The UN
Emergency Committee for Europe, the UN European Coa Organization, and the UN
European Centra Inland Trangport Organization had already had considerable successin
digtributing scarce commodities. Based on this, the UN formed the UN Economic and
Socid Council (ECOSOC). They concluded and recommended to the US Adminigtration
that long-term stabilization in Europe required coordinated economic management on a
regiona basis and recommended that along-term permanent economic commission be
established to replace the existing emergency organizations. Shortly thereafter in March
1947 the UN Generd Assembly established the Economic Commission for Europe
(UNECE).

At the same time a clique of junior officers a the State Department (including Theodore
Geiger, Paul Porter, Thomas Blaisddl Jr., Charles Kindleberger and Walt Rostow as well
as Harold Cleveland) dl saw the piecemed gpproach with darm and welcomed the UN
example of the UNECE. This agenda was then more or less taken over by these
individuas, who influenced Dean Acheson (Under Secretary of State) to request a report
on the additiond aid needsin various countries. Thisin turn srongly influenced those
working closdly with George Kennan's Policy Planning Staff, who encouraged the
edtablishment of the pecid inter-agency entities, the State-War-Navy Coordinating
Committee (SWNCC) and the Committee on the Extension of U.S. Aid to Foreign
Governments. William Eddy, who headed SWNCC, proceeded to take the entire issue
under sudy and extensively to review the type of aid and its ddlivery to Europe.

The resuts of the SWNCC work influenced severd junior employees at State to become
more aggressive, such as Paul Porter and Charles Bonsted, who recommended to Kennan
the following dements of the future European Recovery Act:

1. Promote currency convertibility
2. Encourage the immediate lowering of tariff barriers

25 John Steelman, undated memorandum for the President, Truman Papers, PSF, General File: Herbert
Hoover, cited in Michael Hogan, 1987 p.35.
26 Michael Hogan, 1987 p.35.
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3. Utilize the UNECE as an agency of joint programming
4. Encourage Soviet participation so as to lay the ground for an al European Settlement

Thisintelectud push from below eventudly became watered down dightly in thet
meaningful Soviet participation was eventudly regjected by Dulles, Truman and Marshal,
and no sgnificant role was foreseen for the nascent UN. But the point was meade that
European economic recovery could not be piecemed, that a single economic space was
an ultimate god, and that ingtitutions that promoted coordinated economic recovery in
Europe were the only way to achieve a“proper” aly.

The immediate impact of this dialogue was Generd Clayton’s request to Acheson and
Marshal for $6-7 hillion in new aid each year over athree-year period. As Generd
Clayton recommended:

This amount was required to avert economic, socid and political chaosin Europe,
contain communism, prevent the collapse of America' s export trade, and achieve
the god of multilaterdism. To revive the European productivity, moreover,
Clayton thought it imperative that aid be used to reorganize an economy that had
become divided into many wetertight compartments. Like Kennan, he believed
that any recovery plan must encourage a “ European economic Federation.”?’

Truman appointed three teams to clearly investigate the resources available for an ad
program and the impact the program would have on the American economy.

The Conseguences of Good Planning and Clear Goa Setting: 1948 to 1951

Findly, in July 1947 Marshal made his speech at Harvard and articulated the European
Recovery plan that was to become the Economic Cooperation Act — Title | of the Foreign
Assgtance Act that Congress passed in the spring of 1948, authorizing $5 billion to
support the first twelve months of the European Recovery Program (ERP). Paul Hoffman
was gppointed to head the ECA (at an annua sdary of $20,000, approximately $104,000
in today’ s wages).

The programs that emerged focused on economic governance and related issues.
Economic governance

A debate emerged as to the program direction between “free traders’ and “planners’—a
not entirely accurate naming of the groups. The free traders favored replacing the
“patchwork” of non-convertible currencies and bi-lateral commercid agreementswith a
currency-clearing scheme and customs union in Europe. The planners favored increasing
production first before any discussion on currency-clearing and cusoms union. To
introduce currency clearing and customs mechanisms aready in 1948, it was thought,
would only exacerbate controverses over interna financid reforms necessary to bring

27 See Clayton Memorandum, May 27, 1947, FRUS, 1947, 3:230-232 and Clayton’ s Speech before the
UNECE cited in Michael Hogan, 1987 pp. 41-43.
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about such reforms. Rather, the planners wanted to concentrate on restoring Europe's
exising indudtries, reducing production bottlenecks and reducing the worst restrictions
on intra- European trade and payments. In a sense, the planners were exhibiting good
economics snceif the red sector is not fixed firgt then the financia sector will develop
aong avery thin base and, in the face of any (what would normdly be asmal) crigs,
collgpse, leaving questions of its legitimacy. Further, aswe will point out later in this
report, how the reconstruction program handles domestic debt (even more importantly
than international debt) usudly dictates the pace of financid reform since the thin
banking sectors in these states usudly have government debt on their balance sheets as
their main ast.

The consequence of the debate was a sort of compromise, with the planners dominating.
It was recognized that the payments system would have to be repaired sooner rather than
later but that the more sophisticated problems of bank supervision and solvency, aswell
as currency convertibility, would have to be solved indtitutionaly at the pace of each
country’sreal sector devel opment.

AsHogan gatesin the find section of his“Pethsto Glory” of The Marshall Plan:

The former strategy seemed to require supranational controls and economic planning to
achieve its goals, the latter would rely on norma market mechanisms. But both
converged on the twin concepts of production and integration, and out of this would
come a central component of the policy synthesis that would characterize American
diplomacy in the years ahead. Although a customs union and clearing scheme would
have to wait until production had revived, gains in production were to be accompanied by
greater European efforts to stabilize finances and multilaterize intra-European trade.”®

Severd interesting papers from Paul Hoffman and interviews with himin Price, The
Marshall Plan and Its Meaning, reved the intentions behind the new adminigtrator’s
policies, largdly reflecting the outcome of the planning versus free trader debates.
Hoffman makes dear: “Itisnot to bearelief operation.” >° Very soon in the process
Hoffman, as had been predicted by the junior State Department officids, saw that the
problems of economic governance had to be addressed. It was not smply aquestion of
operations of emergency reconstruction and food exports. Rather, as Hoffman and even
Harriman saw, the emphasis soon began to fal on the anadyss of economic conditions
and needs, area by area, and on efforts to relate economic assistance to recovery policies
in eech country. As Price points out after extensive interviews with the mgor players:

Procurement and production, it was found, could not be isolated and dealt with apart from
other basic eements in recovery. The task was not smply increasing production in
France, Italy or Greece, and it became clear that the ECA staff must concern itself with
the intensive study and coordination of individual country programs as well as with
procurement and planning on “some large functional” basis®.

28 Michael Hogan, 1987 p.87.
29 Harry Price, 1955 p.73.
30 Harry Price, 1955 p.75.
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This obsarvetion is crucial to our andysis of the Marshal Plan for lessons learned.
Although anadyss is sometimes overlooked today in modern ad efforts, it is asimportant
as implementation.

General issues

A further important aspect of the organization was the reliance on local government
procurement and public-private cooperation. The ECA did not engage directly in the
purchase of aid supplies. Rather, procurement was handled by recipient governments and
by private firms and nationds of the participating countries. This deegation of authority
away from alarge US or (worse) UN procurement agency had two distinct advantages. i)
it meant there was no need for alarge expensive procurement organization (such as had
been created under Lend Lease and UNRRA Adminigrations), and ii) it made maximum
use of private trade channels abroad aswell asin the US>!

As can be seen from the opening paragraphs in every annua report prepared by the
Division of Satistics and Reports and Fiscal and Trade Policy Division of the Economic
Cooperation Adminigration:

Under the Economic Cooperation Act of 1948, and pursuant to the provision of the
agreements entered into between the United States and certain European countries
participating in the European Recovery Program, each participant receiving assistancein
the form of grants has assumed an obligation to deposit in a Specia Account amounts of
itsloca currency commensurate with the amount of the basic dollar grants. In addition,
participating countries deposit local currency in the Specia Account to match the amount
of drawing rights on other participating countries, which they exercise under the
Agreement for Intra-European Payments and Compensation of October 16, 1948. There
is no requirement for the deposit of loca currency against assistance rendered in the form
of loans or conditiona aid.

These local currency counterpart funds are divided into two portions. not lessthan 5% is
allocated to the uses of the United States within the country [largely for administration
costs of the US run ECA], and the remaining 95% is to be utilized within the country as
agreed between the government of the country and the Administrator.*

The primary gods of the Marshdl Plan then emerged within the first year and were
largdy stuck to until 1951. These were:

To increase production

To expand foreign trade

To enhanceinternd financia Sability

To develop European Economic Cooperation

Eal NN

31 |

Ibid., p.78.
32| ocal Currency Counterpart Funds, Division of Statistics and Reports and Fiscal and Trade Policy
Division, Economic Cooperation Administration, April 30, 1949 p.1.
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Thisisadightly revised list from the one origindly put forward by Bongted (see above)
but preserved the essentia “investment” nature of the entire program. Each of these was
largely met. Production increased by 35% between 1948-51 ands agricultura output
outstripped 1939 by 16%. Trade with the US rose measurably and was sustainable.

There was aso arapid increase in intra- European trade by some 80% between 1948 and

1952, a positive externdity of the procurement system introduced by Hoffman at the
ECA which even cdled for acustoms union.>® Inflationary pressure, budget deficits and
unemployment were dl reduced. As Gardner points out: “ The atmosphere of
macroeconomic crisis surrounding the recipient economies during 1947-48 had vanished
with the expiration of the Marshdl Plan funding in 1951”4 Finally a Europesn
payments system was created under the OEEC, currencies became convertible, and the
phrase European Union was first used.

Some of the Numbers

The magnitude of the aid effort isimportant. It isaso noteworthy that despite agenerd
sense of success surrounding the Marshdl Plan, there was ayear of waste. One of the
key measures of success, in any ad effort, is the extent to which it recovers from these
initial growing pains. In this case, the President, Harry Truman, had the wherewitha to
seize the program from its current course, enlist the support of his political enemies, and
redirect the effort.

TableVIII.1

Initial US AID (1946-48) and Marshall Plan AID (1948-51) ($US billions)

Total Pre-

Marshall
Initial US Aid Marshall Plan Aid Plan Aid
1946-47 1947-48 1948-49 1949-50 1950-51

Amount Current Dollars $4.600 $5.800 $4.950 $3.500 $4.155 $10.400
Factor
Adjustment
Adjusted by GDP growth from 1948-2004 16.00 $73.600 $92.800 $79.200 $56.000 $66.480 $166.400
Adjusted by Av. CPI to 2004 6.65 $30.590 $38.570 $32.918 $23.275 $27.631 $69.160
Adijusted by GDP Deflator 1948-2004 6.45 $29.670 $37.410 $31.928 $22.575 $26.800 $67.080
Adjusted by Av. PCE to 2004 5.36 $24.656 $31.088 $26.532 $18.760 $22.271 $55.744
Sources:

Michael Hogan (1987), Harry Price (1955) Roy Gardner (1999) and Barry Eichengreen (1999), Martin Schain (1999)
Paul Christopher Eclipse Capital, James Dobbins (2003)

Notes:
Initial US Aid in 1946-1948 is broken down as follows:

Total
Marshall
Plan Aid

$12.605

$201.680
$83.823
$81.302
$67.563

Total Aid
Effort 1946-52

$23.005

$368.080
$152.983
$148.382
$123.307

1946-47: $3.4 billion directly from US sources + $1.2 billion from the US to the IMF, IBRD (World Bank) and UN
1947-48: $4.7 billion directly from US sources plus $1.1 billion froim the US to the IMF, IBRD and UN

The "best" factor adjustment to use is the GDP deflator snce we are adjusting alarge

basket of goods from manufactures to commodities. It is seen here that in two packages

33 | ntra-European Trade data from Harry Price, 1955 p.125.

34 Roy Gardner, “The Marshall Plan Fifty YearsLater: Three What-Ifsand aWhen” in Martin Schain, The

Marshall Plan Fifty Years After, 2001 p.121.
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the Pre-Marshdl Plan Aid was about $67 hillion in today's dollars--alarger package
totaing $87 hillion passed Congress for Iraq and Afghanistan. Thetotd Marshdl Plan
budget today would be $81.3 billion. Even if we use the over eimate of CPI, with its
upward bias, the package was roughly $33.8 billion—till smdler than Smilar requests
by the current Bush Adminigtration of $87 hillion (for one year!). Thisis noteworthy
since several commentators™ have made the case that similar packages could not pass
Congresstoday. Similarly, Eichengreen has noted the dissmilaritiesin the aid and its
magnitude- -this clearly is not true unless we use the GDP growth estimate--which is not
redidic.

Thetotal aid package, if we look at aid to Europe as both the initid pre-Marshdl Plan
years and the time after the passage of the European Recovery Program, comes to $148
billion over sSx years, covering some 200 million people. Compare thiswith $87 hillion
over one year covering roughly 45 million people, and we see the Marshdl Plan effort,
while successful, was aso very chegp in absolute and in per capitaterms.

Lessons Learned

A unigue recongtruction program was the consequence of this effort and planning—
unique in that it has not been replicated since the Occupation of Japan. Its hdlmarks are
important, asis their absence from later reconstruction efforts after 1960 and introduced
again only dowly after 1999. The sgnificant lessons are asfollows:

Overdl authority rested with the main source of funds—the United States.

The US admitted flat-out it was an investment program designed to make areturn to
the main investor--the United States.

That overdl authority was “benevolent” enough to alow 95% of the funding to be
committed to projects and investments deemed important by the recipient Sate.

All funds worked via existing budgeting processes in the war-torn economies, and in
those countries that did not have a budget process (such as post-War Germany), one
was quickly st-up, at the same time as humanitarian assstance began.

The Erhard plan was encouraged and fostered as part of a standard ingtitutional
infragtructure program in which fiscad and monetary policy were paramount, essentid
and initid.

The focus oninditutional recongtruction & the fiscal authority was on budget
execution more than on budget preparation. This recognized the immediacy of
edablishing the fiscd authority, the rdaive smplicity of the existing revenue base
(making budget preparation a secondary priority), and the need to have a proper
future tax base, 30 asto avoid future inflationary pressure®

3 Gardner, 1999.

38 |t isinteresting to note that the Marshall Planners had not yet heard of rational expectations or the
Lucas/Sargent and Wallace critique of fiscal/monetary policy interaction—namely, that monetary policy
problems usually are caused by bad fiscal policy, i.e., excessive spending that leads to printing money. Itis
clear from their planning however, that they understood the problem known today as the “unpleasant
monetary arithmetic” and that failure to address a proper tax base would create inflationary expectations.
They were no doubt familiar with the worst hyperinflation in history that took place in Weimar Germany
between the Wars. Their actions would be seen today by modern macroeconomists as understanding and

56



The overd| authority—the US—was clear in its admission that it had an agenda
beyond economic reconstruction. It was to creste a clear counter-weight to Soviet
Communism in Western Europe. This admission by the Truman Administration early
on in the process (i.e., during the debate on the ECA in the Congress over 1947)
shaped the context of the economic advice and allowed for very pragmatic
discussions on what could and could not be achieved by Marshdl Plannersin Europe
when they went to the US Congress for funds.

All funds went via one fund's adminigtration. No bifurcation of multiple funding
sources existed to confuse the reconstruction effort; no “pet” capital projectsfrom
various donors made to satisfy the donor contractors were permitted. Thisalowed a
proper capitd budget to be formed in conjunction with the current budget, providing
for respongble fiscal policy planning.

All participants had to contribute on their own to receive “ counterpart funds’ from
the US.

There was no complex lega authority assessng the “liability” of funds use (such as
the UN Lega Department in New Y ork, which second guesses policy decisions made
infield operations).

The consequence was arationd, fiscally consstent, demand-driven reconstruction
process influenced by only one bureaucracy rather than many. Its cogtsin today’ s dollars
were quite smal given the benefits and the number of beneficiaries, and in absolute terms
itisgill smdler than dlocations by Congress mede in the last year by severd hillion
dollars.

incorporating into their policy actions the Lucas critique that emerged from the L ucas/Sargent and Wallace
debate over the 1970s.
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. The Reconstruction of Japan
Background

The basic drategic objectives of Allied interests in Japan were made clear by the
Declaration presented after the Cairo Conference, December 1943, by Roosevdlt,
Churchill, and Chiang Ka-shek, in which the Allies expressad intent to liberate dl
territories saized by Japan and to fight until unconditiona surrender by Japan. They dso
made clear they had no intentions of seeking territorid claims againgt Japan's pre-war
boundaries. At Yalta, the Soviet Union agreed to enter the war against Japan once the
Germans were defeated. 1n July 1945, after the Potsdam summit, a Proclamation was
made outlining the surrender terms. In the Y dta and Potsdam declarations are the
principles that gui ded US recongtruction efforts. (See box on the Potsdam
Proclamation.®")

Box VIII.1: Potsdam Proclamation Excer pt

(9) The Japanese military forces, after being completely disarmed, shall be permitted to return to their
homes with the opportunity to lead peaceful and productive lives.

(10) Wedo not intend that the Japanese shall be enslaved as arace or destroyed as anation, but stern justice
shall be meted out to all war criminals, including those who have visited cruelties upon our prisoners. The Japanese
Government shall remove all obstaclesto the revival and strengthening of democratic tendencies among the Japanese
people. Freedom of speech, of religion, and of thought, aswell as respect for the fundamental human rights shall be
established.

(11) Japan shall be permitted to maintain such industries as will sustain her economy and permit the
exaction of just reparationsin kind, but not those which would enable her to re-arm for war. To this end, accessto,
as distinguished from control of, raw materials shall be permitted. Eventual Japanese participation in world trade
relations shall be permitted.

(12) The occupying forces of the Allies shall be withdrawn from Japan as soon as these objectives have
been accomplished and there has been established in accordance with the freely expressed will of the Japanese
people a peacefully inclined and responsible government.

37 Potsdam Proclamation Defining Terms for Japanese Surrender, 26 July 1945, in Occupation of Japan:
Policy and Progress, pp. 53-55.
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A number of agencies were created to oversee Japanese reconstruction, as detailed in the
following paragraphs. The Far Eastern Commission (FEC) was established as the senior
decisiontmaking body, based in Washington, including representatives from the mgor
Allied countries. The US Government acted as agent for the Commission, through which
al Commission decisions were passed. It was made clear that US Government decisions
were ultimatdy binding (in case of disagreements among Allies). The Commisson was
not particularly active, but was nonetheess an important body for political reasons—the
Soviets wanted a body that had formal decision-making authority to which they

belonged. A previous proposal had been made to create a Far Eastern Advisory
Commission, which would give other Allied Powers representation in an advisory role,
but this was deemed as insufficient by the Soviets, who wanted decision-making
authority, so the FEC was proposed instead, with at least the appearance of decison
meking authority.

Within the US Government, a State-War-Navy Coordinating Committee was created to
coordinate al US palicy in the “occupied areas,” which included Japan, Germany,
Audtrig, and Korea. The War Department was given clear jurisdiction for “execution and
adminidration of policy.” State Department took the lead in setting policy toward the
occupied areas, which was overseen by anewly created position of Assstant Secretary of
State for Occupied Areas. A Germany-Austria Secretariat and Japan K orea Secretariat
were crested, which were regularly meseting inter-agency forafor discussng policy issues
in the occupied territories™®

“Each Secretariat shall hold stated meetings and arecord of its proceedings shal
be maintained. Each Chairman shal compile aligt of projects and studiesin
respect of occupationa affairs, as suggested by the members of the Secretariat.
These projects shdl be assigned for sudy and preparation and submission to
SWNC on the basis of relative urgency as determined by the Assstant Secretary
for Occupied Areas.”

Underneath US Government jurisdiction was the Supreme Commander for the Allied
Powers (SCAP), Douglas MacArthur. The Allied Council for Japan, based in Tokyo,
advised on dl policy issues. Like the Far Eastern Commission, the Allied Council
contained representatives from the mgor Allied powers. This Council though had only
an advisory role. The SCAP had his own Generd Staff, plus the Occupation staff had a
number of sections, as presented in the below chart. Of particular note: The Economic
and Scientific Section was respongble for economic and recongtruction policy; the
Government Section led in liaisng with the Japanese Government; and the Statistical and
Reports Section generated al Statistics needed to feed into the policymaking process.
The Government of Jgpan continued to operate, purged of most militaristic dements.
While the Occupation had the authority to act without going through the Government, it
was intended that the Government would implement al policies to the extent possible.

38 « Organization and Procedure for the Development and Promulgation of United States Policy with Repect
to Occupied Areas,” in Occupation of Japan: Policy and Progress, 1969 pp. 82-84.
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The agencies responsible for the Occupation of Japan were organized according to the
following chart™®:

Chart VII1.1: Organizational structure of Occupation agencies

Far Eastern Commission

US Government (SWNCC)

Supreme Commander for the
Allied Powers (SCAP)

Allied Council for Japan

General Staff

Occupation sections
Economic and Scientific
Civil Information and

Education
Natural Resources
Public Health and Welfare
Government
Lega
International Prosecution
Civil Communications
Statistical and Reports
Counter-intelligence
Civil intelligence
Diplomatic

Government of Japan

It isinteresting to note how this configuration of organizationa structures compares with
contemporary inditutions. Asan overal way of providing assstance, the Japanese
experience was ad hoc. Partidly based on the experiences of the post-War period,
USAID later was created as a permanent, speciaized agency to manage US foreign
assistance projects, rather than the ad hoc SWNCC. However, there also are some
gmilarities. Theinter-agency working groups set up to coordinate development and
governance in Japan have some smilarity to smilar inter-agency groups established to
manage the US presencein Irag. The SWNCC had more of a unified structure and larger
secretariat than the contemporary equivaent for Irag, though today’ s indtitutions benefit
from the considerable indtitutiona support provided by USAID, which did not exist
during the Japanese Occupation. There are many paralds between the SCAP in Japan
and the Codlition Provisona Aduthority in Iraq.

39 Occupation of Japan: Policy and Progress, 1969, pp. 7-16.
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Economic governance

Initid generd US policy toward Japan was set down in adocument called “United States
Initid Pogt- Surrender Policy for Japan,” prepared jointly by the Department of State, the
War Department, and the Navy Department, signed by the president in September 1945
and transmitted to the SCAP. The document set key political and economic policies,
induding the following rdevant for this analysis*®

In order to conserve US resources, the US mostly would act through the Japanese
Government, which was intended to continue operating under the supervision of
the SCAP.

This policy of working through the Government was to “ use the existing form of
Government in Japan, not to support it. Changesin the form of Government
initiated by the Japanese people or government in the direction of modifying its
feudd and authoritarian tendencies are to be permitted and favored.”

The Government was permitted, under SCAP supervision, to facilitate economic
activity through regulation of “nationd public services, finance, banking, and
production and distribution of essential commodities.”

“The Japanese authorities will remain responsible for the management and
direction of the domestic fisca, monetary, and credit policies subject to the
gpproval and review of the Supreme Commander.”

Industry was to be demilitarized, by “conversion to other uses, transfer aboroad,
and scrapping.”

Policy would “favor a program for the dissolution of the large industrid and
banking combinations which have exercised control of agreat part of Japan's
trade and industry.”

“Japan shal be permitted eventualy to resume normd trade relations with the rest
of theworld. During occupation and under suitable controls, Japan will be
permitted to purchase from foreign countries raw meterias and other goods thet it
may need for peaceful purpose, and to export goods to pay for approved imports.”

Immediate attention of the Occupation forces on economic issues, in addition to
demilitarization, focused on real-sector economic activity needed to feed the population.
Therice indusiry had been decimated by war, aswell as particularly inclement westher,
and the fishing fleet equaly wasin a gate of ruin. Initid atention turned to helping these
two sectorsto rebuild, and to directing scarce foreign currency earned from exports to the
purpose of buying food imports. While supporting rebuilding of the fishing industry,
Occupation authorities nonetheless required adherence to international agreements and
best practices regarding whaling and fishery conservation, that is, not only focusing on

the immediate task at hand but aso on the longer term.

“O1bid., pp. 73-8L.
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The largest restructuring reforms focused on breaking up the zaibatsu (Japan’s large
holding companies that monopolized industry). These huge conglomerates were broken
into smaller firms, ownership was dispersed across greater numbers of smaller
shareholders; rules were adopted to prevent excessive cross ownership or participation by
individuals on too many company boards, and firms were prevented from participating in
internationd cartels or otherwise redrictive trade agreements. Much of thiswork was
undertaken by a Holding Company Liquidation Commission formed by the Dit.
Although concentration of industrid ownership remains a problem with the economy of
Japan to this day, the Occupation reform efforts nonetheless made considerable strides
(compared to the pre-war period) in liquidating a number of the most influentid zaibatsu
and reducing concentration of ownership in large firms by transforming them from being
held by afew wedthy familiesto being publicly traded and held by employees and
others.

US palicy on trade was that, “[€]ventually, foreign trade with Japan will be restored to
private hands, in line with accepted principles of United States commercia policy.” For

an interim time period, however, trade was centraly managed. Exports were managed by
the United States Commercid Company, whichwas asubsidy of the Recongtruction
Finance Corporation. The Company had been involved in smilar trade operationsin

Itay. The US Commerce Department represented the Commercia Company in the USto
potentia buyers of Japanese exports. Attention was particularly paid to possbilities for
exporting Slk and textiles. The War Department managed procurement and importation

of goodsto Jgpan. During thisinitid time, Japan essentidly had no convertible exchange
rate, and free private trade outside of US Government activities was al but impossible*!

General issues

The Occupation forces embarked on sweeping, though not al-encompassing, politica
reform. Individua rights and freedoms were established. Many organizations related to
secret police and means of control of the population were disbanded. Individuas who
hed held high office particularly related to militarism in the past were barred from future
public office. The Diet was given red legidative power. A “bill of rights’, anew
congtitution, and dections were dl organized. The Emperor disavowed divine lineage as
well asthe belief in the superiority of the Japanese people over other peoples. However,
most notably in terms of continuity rather than reform, the Emperor’s position was
maintained and not abolished, dbeit in areduced role. The Emperor remained asthe
symbol of the Japanese people, his postion enshrined in the condtitution.

Part of the Occupation activities included a comprehensive review and reform of the
education system, decentrdizing it and ridding it of nationdism and militarism. The
review and reform proposals were done by a delegation of 27 leading US education
experts who spent a month examining Japan’s education system. The highly centrdized
systemn was recommended to be greatly decentrdized. The mission even made

41 “Interim Plans for Control and Regulation of Japanese Trade with the United States,” March 1, 1946, in
Occupation of Japan: Policy and Progress, 1969 pp. 168-171.
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recommendations in great detail regarding reform of the Japanese language to make it
more accessible to average people. On the issue of language reform, the misson noted
that “the time for taking this momentous step is perhgps more favorable now than it will
be for many yearsto come.” The report of the misson aso noted: “In order that the
newer ams of the education may be achieved, teaching methods emphasizing
memorization, conformity and a vertica system of duties and loyaties should be
modified to encourage independent thinking, the development of persondity, and the
rights and respongbilities of democratic citizenship.” The report dso concluded:

“ Attention needs to be given to the improvement of professona education in fields such
as medicine, school adminigration, journaism, labor relations, and public
administration.”*? The lesson hereis that architects of the Occupation did not see their
job as merdy maintaining the status quo during an interim time period but rather one of
bringing about needed fundamenta reforms.

Thefirst example of post-conflict reconstruction efforts that focused on gender issues
wasin Japan. There, Beate Sirota Gordon, the firs American femde civilian to join the
Tokyo Occupation staff, wrote the article in the Japanese condtitution guaranteeing
women'srights. Before World War [1, women in Jgpan had no rights to marry or divorce
by choice, no right of inheritance, no right of choice of domicile or property. The new
condtitution granted Japanese dl such basic rights, marking afundamenta turnaround in
the status of women in Japanese history.*®

Lessons learned

The following lessons were learned from the experience of post-War recongtructionin

Japan:

Authority was unified under US Government rule, even though other nations
nomindly and actudly played arole.

The Japanese Government was maintained, subordinated to the Occupation. This
subordination was a condition to the surrender. While a shortlist of senior ex-
officias to be banned from government was prepared, there was no widespread
purge of government bureauicracies, recognizing a need to maintain a competent
civil savice,

The Occupation addressed key pre-war development issues facing Japan—
evolution away from feuddism toward a market economy; bresking up and
reforming ownership of the zaibatsu. Pursuing what could be called a pre-conflict
economic reform agenda was clearly agoa from the outset, even inthe
internationa documents signed as the war was winding down, indicating clear

42 United States Education Mission to Japan, Digest of Report, April 6, 1946, in Occupation of Japan:
Policy and Progress, 1969 pp. 156-163.

“3 Nassrine Azinmi, Matt Fuller, Hiroko Nakayama (eds.), Post-Conflict Reconstruction in Japan, Korea,
Viethnam, Cambodia, East Timor and Afghanistan, UNITAR Hiroshima Seriesin Post-Conflict
Reconstruction, 2002, pp. 3-11.
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determination to address the underlying economic factors that had enabled the
war in thefirg place.

Mgor reforms, such as breaking up the zaibatsu and implementing sweegping
education reform, were started quickly, when palitically feasible to do o, rather
than waiting until later, when awindow of palitica opportunity would have
closed.

Attention was paid to gatistics. Anaysis and studies, based on sound data, fed
into the Occupation authorities policymaking process. A sizable US government
office was created in Tokyo to generate sound statistics and anaytical reports,
that were intended to feed into the policymaking process.

Attention was paid to capacity-building and education. The education system was
completely overhauled, with the gods of depoliticizing and modernizing it.
Resources were dlocated for retraining civil servants and private-sector
managers.



[11. Bosniaand Herzegovina
Background

The corflict in Bosniaand Herzegovina (BiH) Ieft the Republic devastated. 250,000
peopledied. A million refugeesfled. And physica infrastructure was destroyed. Part of
the background that isrelevant is the political context -- a history of ethnic conflict
between Serbs, Croats and other minorities, and between Orthodox, Catholics, and
Mudims. Ancther important part of the background is the economic context and its
relation to the political situation. Not only had Y ugodavia been an authoritarian society
with repressed ethnic tengions, but it dso had been a socidist country struggling to
reinvigorate the economy through fundamental reforms -- privatization of state-owned
enterprises, liberdization of markets, etc. In these struggles over economic reforms, ultra-
nationalists most often were aligned againg reform efforts and moderates in favor; Serbia
felt they would lose from reforms, and others that they would gain.** This context and
the link between the economic and political impediments to development are important in
that the key to improving the palitica stuation partialy would hinge on making
breskthroughs with economic reforms, and, consequently, failure to make fundamentd
breakthroughs with reforms would lead to duggish progress in addressing paliticd
problems.

The Dayton accords were riddled with the political ambiguity and compromise needed
for gaining widespread support. The principle of ethnic cleansing was rgjected, but the
redity of far greater ethnic homogeneity in communities implicitly was accepted.
Partitioning of BiH formally was rejected, but such great autonomy was granted to the
various ethnic areas 0 as to make central government ineffectual. Along with politica
decentralization, fiscal arrangements aso were decentraized, leaving the centra Sate
wesk and with few options for generating revenues*®

The Dayton and subsequent Paris agreements organized the internationa presence under
a Peace Implementation Council (PIC), with members from participating bilateral and
multilateral entities, along with a PIC Steering Board. Supreme leadership was vested in
the Office of the High Representative (OHR). *° Sectoral committees were formed of
interested donors, in each case led by whatever donor seemed to have the most relevant
competence and interest. World Bank participation started early. Representatives from
the World Bank attended Dayton discussons. Thiswas quite novel at the time, for an
international financial institution representative to attend a peace conference.*’ The
World Bank made areatively early commitment to be involved with Bosnia
recondtruction, particularly given that Bosnia had unpaid arrears owed to the World Bank
dueto past lending to Yugodavia. (The World Bank had lent consderably to Yugodavia
for a dructurd adjustment loan and sectora reforms before the era of hyperinflation and
political meltdown.) Initia World Bank activities were funded by Dutch grants. A report

44 Bosniaand Herzegovina: Post-Conflict Reconstruction, World Bank, 2000, pp. 21-23.
> 1pid., pp. 23-26.

8 1bid., p. 26 .

47 1hid., p. 32.
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was prepared jointly by the World Bank and the EC for the first donor cornference on
Bosnia, in December 1995. The report outlined reconstruction needs, stressng
recongtruction over rdief. A "two-track” assstance Strategy was adopted, jumpstarting
some emergency projects immediately, followed by more normd assistance programs
later, after arrears to the Bank were cleared and membership achieved. A specid Bank
Trust Fund for BiH (TFBH) was crested. Emergency projects focused on: import
procurement, trangport reconstruction, farm reconstruction, |ottery and sanitation, heeting
rehabilitation, education, war victims, the mobilization and reintegration, eectric power,
housing, land mines clearance, public works and employment, balance of payments
support, hospitas, industry, and locd initiatives. These projects generdly were reviewed
as successful, perhaps with the exception of the budget support, which was characterized
as not sufficiently trangparent and with low accountability. Little attention initidly was
given by the World Bank to policy reform in enterprises and banking, privatization, and
other market reforms.*®

Discussions led by the World Bank in 1997 led to efforts to rationalize assstance. It was
suggested that future programs should focus on four priority aress. "infrastructure,

refugee return and community support programs, socid sectors, and employment creation
through private sector and financia sector reforms with an overal emphasison
sustainability.™®

In the early years, USAID focused on emergency assstance. After theinitia post-
Dayton period, during the period of 1995-2003, USAID ass stance expanded into some
economic governance aress, including fiscd issues, the banking sector (i.e., assging in
establishing a payments system through banks rather than through NGOs), and the
currency board. More recently (particularly from the sart of the 2003 USAID Strategic
Plan), USAID has shifted focus toward capacity building to build BiH as a viable multi-
ethnic nation, including more emphasis on economic governance. Initid USAID
assistance after the Dayton Agreement, in 1996, focused on: “(@) repairing war-damaged
infrastructure to facilitate interndly displaced person (IDP) and refugee return; (b)
restoring private sector productive capacity; (c) establishing a policy and indtitutional
framework for an emerging market economy; and (d) strengthening democratic
indtitutions that promote a multi-ethnic society and politicd plurdism. Of the $890
million USAID provided through FY 2000, gpproximetely two-thirds was for
reconstruction associated with efforts to permit citizens to return to their homes. These
objectives were ether subgtantialy achieved or the framework put in place for future
completion.”°

According to the Strategic Plan: “The U. S. Misson to BiH applies ten Benchmarks for
measuring progress. They are used to report to Congress and others. The USAID
program directly supports the first seven items listed below.

Economic Devel opment

Elections and Democratic Governance

ig Bosnia and Herzegovina: Post-Conflict Reconstruction, World Bank, 2000, pp. 29-41.
Ibid., p. 44.
0 USAID / Bosnia and Herzegovina Strategic Plan Summary, October 2003.
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Media Reform

Displaced Person and Refugee Returns

Brcko

lllegd Indtitutions, Organized Crime and Corruption
Judicid Reform

Military Stability

Public Security and Law Enforcement

Persons Indicted for War Crimes

“USAID aso directly supports key areas of the Misson Performance Plan (MPP).
Specificdly, USAID supports the MPP gods of Economic Development — A sdf-
sugtaining market economy within a single economic space that demonstrates growth
without dependence on foreign economic assistance; Humanitarian Assistance —
Conditions permit the self-sugtaining voluntary return of al Bosnian displaced persons
and refugees to their place of origin who wish to do so; and Democracy — State-leve
indtitutions are functioning smoothly with broad public support and dependable domestic
sources of revenue, and Bosniais amore participatory, inclusive democracy. Direct
support is aso given to Stability Pact objectives”?

Economic governance

Progress with economic development has been duggish, dowed at every step by the
inability to resolve politicd differences. Excessve fisca decentrdization impedes
formulation of aunified fisca policy. Cregtion of a unified economic space isimpeded
by varying laws in various jurisdictions (some adopted from Serbia, some from Croatia);
the use of severd currencies; lack of cooperation at the technical leve (for ingancein
rationalizing the telephone network); security issuesthat hinder travel; etc.>?

An important issue isthat of the currency. While it was agreed to support asingle
currency for the whole space, there was disagreement initidly as to whether BiH needed
its own currency or whether it could Smply adopt a nearby stable currency (the
Deutchmark). In the end, Bosnia adopted its own currency, the Convertible Mark, fixed
at firg to the Deutschmark and thento the Euro, using a currency board. Bosnia s fixed
rate and currency board are an exception to how monetary policy has worked in post-
conflict countries. A currency board would likdy only work in ardatively smaler
country, particularly where comparatively large donor inflows could be expected to
prevent pressure from mounting againg the fixed rate.

Socid wdfare programs aso were implemented. Some evidence suggests that subsidies
to the population could have been better needstested. Likein the rest of Yugodavia, the
pension system and other socid programs funded from wage- based contributions werein
adate of criss before the conflict. High payroll taxes drove labor into the shadow
economy and increased unemployment. This resulted in reduced revenues, coupled with

1 USAID / Bosniaand Herzegovina Strategic Plan Summary, October 2003.
52 Bosnia and Herzegovina: Post-Conflict Reconstruction, World Bank, 2000, pp. 49-51.
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excessive expenditures of an unsustainably generous pension system, led to chronic
deficit and arrears. Failure to indtitute fundamenta reforms obvioudy hasled to a
continuation of the problem—chronicaly unsustaingble fiscal commitmentsin the socid
sector.

The pension situation isagood casein point. 1n 1996, 11 percent of GDP was spent on
socid programs. However, dmogt dl of this (90%) was spent specificaly on pensons
and veterans benefits. The large amount spent on socid programs necessitated high
taxes and crowded out spending on other government priorities. Within socid spending,
the excessive amount pent on pensions particularly meant that precious little was | eft
over for socid assstance to those mogt in need. Asof mid-1998, three separate pension
funds were operating, dl on apay-as-you-go bass, dl physicadly unsustainable, but each
with its own particular rules and formulas for benefit caculaion. Given the economies
of scde and adminigtration for such pension systems, the existence of one fund for each
entity meant subgtantid inefficiencies in the system, in addition to the broader issue of
lack of fiscal sustainability. New legidation in 1998 made some improvements, for
ingdance raising retirement ages. But fundamentd fisca problems have not yet been
realy addressed. The World Bank 1999 report underscores the need for fundamental
reforms, including exploring possibilities for funded individud retirement accounts, but
no real progress has been madein this direction.>

Strategic Objective 1.3 of the new USAID Strategic Plan focuses on “ accel erated
development of the private sector.” The Plan notes: “The macroeconomic environment
isfavorable including low inflation and red GDP growth. However, externd aid rather
than private investment has fueled much of this economic success. Continued
dependence on internationa donor assistance is not sustainable.” The plan proposes
activitiesin the following areas. “(1) economic policy reform that creates an enabling
environment for business and investment; (2) reform of arepressed and undercapitaized
financia sector to ensure that productive projects have adequate access to financing; and
(3) strengthening the capacity of the private sector, especialy SMEs, to operate and
compete in a market economy.”>*

General issues

Progress with growth and devel opment was sufficiently dow that, in the study prepared
for the 1999 donors conference, it was noted that considerable reform effort would be
needed in order to achieve aleve of development in the early 21-century equd to two
thirds the level enjoyed before the conflict. 1t was dso noted that far greater success had
been achieved with physica reconstruction (roads, houses, schools) than with building
intitutions and achieving policy reforms>®

53 Bosnia and Herzegovina: 1996-1998 L essons and Accomplishments, Report for the May 1999 Donors
Conference, World Bank and European Commission, 1999, Annex 14.

>4 USAID / Bosniaand He