QEH Working Paper Series QEHWPS45(1) Page 1 of Part 1

Working Paper Number 45(1)

Enhancing the Private Sector Contribution

to Post-War Recovery in Poor Countries

Tilman Brick*, Vapy FitzGerdd* and Arturo Grigsby*

This paper analyses the duration and nature of post-war reconstruction in aid-dependent
developing countries. Part I presents a comparative analysis, Part Il discusses the post-war
reconstruction in Nicaragua, and Part III analyses the case of Mozambique.

The main findings are that post-war reconstruction, defined as obtaining external and internal
balance and high per capita growth, is surprisingly difficult to obtain even under favourable
political and economic conditions. The legacy of war is a key constraint on post-war growth,
especially through the damaged commercial network, the loss of trust, and the weakening of
market institutions. In addition, political uncertainty in the post-war period inhibits private
sector investment and significantly reduces the peace dividend. This is worsened by
inappropriate stabilisation policies.

Aid policies should be modified for war and post-war economies to accelerate the reduction in
foreign debt and to support small scale private producers, including those in the countryside.
Military spending does not fall and social spending does not rise as quickly as is generally
expected thus delaying a noticeable reduction in poverty. The clear sequencing but gradual
implementation of government reforms, especially in the social sectors, is important in
maintaining entitlements. Key victims of war, and especially of internal war, are civil and
economic institutions. Their importance in post-war reconstruction has been underestimated
and they should receive priority funding by donors and governments to accelerate post-war
growth and poverty reduction.

July 2000

* University of Oxford Internationd Development Centre
Queen Elizabeth House
Oxford OX1 3LA
United Kingdom
Fax: 0044-1865-273 607
Emall: tilman.bruck@economics.ox.ac.uk
edmund fitzgerd d@geh.ox.ac.uk
arthur.grigsby @wolfson.ox.ac.uk
Internet: http:/Amww.geh.ox.ac.uk/ftpre.html



QEH Working Paper Series QEHWPS45(1) Page 2 of Part 1

EXECUTIVE SUMMARY

1.  Vident conflict has become more frequent in developing countries in the last two decades, and
internationa support for peace-making has become more important. However, the problems
of post-war recongruction have received less atention - despite the fact that over hdf the
least-devel oped countries have undergone civil wars in the recent past.

2. This study addresses the issue of why post-war recongtruction in developing countries is so
difficult and prolonged, despite high levels of foreign aid. Part Il and 111 contain case studies of
Nicaragua and Mozambique, while Part | contains the comparative andysis and draws policy
conclusions. The centrd policy research hypothess was that key characteridtics of private
sector behaviour determine the speed and sustainability of recovery, and thus the effectiveness
of internationa co-operation efforts.

3. The inheritance of the wartime economy itsef was important in both cases. This was not
merely a question of the dedtruction of productive capacity or the displacement of the
population. Rather it was the disarticulation of commercid networks, the loss of trust and the
weskening of market ingditutions which were the key economic costs. Externd, fisca and
private sector solvency, once lost proved very difficult to recover.

4. A subdgtantid ‘peace dividend” was expected in both cases when the war ended: due to
reduced defence expenditures, demobilisation of soldiers, and recovered production capacity.
However, this appears to be the first attempt to measure this dividend; and to examine therole
of the private sector in the reconstruction process. The extent of the dividend turned out to be
much less than expected in both cases, and can clearly be disspated if uncertainty about
politica consensus depresses private investment.

5.  Exiging policy diaogue focuses on fiscd adjusment, market reforms and poverty dleviation in
the post-war period. While ad has been consderable and monetary stabilisation effective,
achieving externad solvency and sudtainable growth has proved amost impossible in both
Mozambique and Nicaragua. Structurd adjustment policy did not provide sufficient support to
the recovery of agriculturd production for food and exports. The multilatera agencies, while
promoting privatisation, pad little direct atention to the needs of the private sector -
paticularly smdl farmers.

6. Both countries had condderable success in achieving fiscd equilibrium quite quickly after
peace was established; which had postive consequences for inflation. However, reduced
military expenditure could not be trandated into increased hedth and education expenditure,
due in part to continued burden of externd debt servicing. The dismantling of the state sector
in order to reduce expenditure dso had serious implications for unemployment and rurd
support in Nicaragua; while the more gradua approach in Mozambique appears to have been
better for both production and socid stability.

7.  Private investment recovered very dowly in both cases, dthough the greater indtitutiona
sability in Mozambique gppears to have helped, and the lack of consensusin Nicaragua - and
thus uncertainty about future policy - was a negative factor. Private savings did not recover to
the same extent as investment; possibly as a consequence of the easy availability of aid funds.
In both cases, the continued debt overhang was both a drain on fisca and foreign exchange
resources, and amgor cause of uncertainty among investors.
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8.

10.

11.
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13.

In an agrarian economy, both economic progress and social welfare depend upon food and
export production. The two cases sudies provide contrasting evidence on this problem. In
Mozambique there was more rapid recovery of food production, which probably helped to
reduce unemployment and poverty; but exports did not recover to the same degree. In
contrast, exports recovered in Nicaragua but food production did not; helping to improve
externd solvency but not reducing poverty.

The falure to provide for immediate debt relief in the post-war period - particularly from
multilaterd agencies - caused continued uncertainty in the private sector in both cases. The
potentia benefits in terms of policy ‘leverage were not realised; and the protracted ddlays in
the *HIPC initiative’, in combination with the unredistic performance criteria, meant that debt
relief made little contribution to post-war recongtruction or poverty aleviation.

Poverty dleviation has been problematic in both cases. Hedlth and education expenditure did
not rise as much as had been hoped. In the case of Nicaragua, the reform process itself and
the neglect of samdl famers (particularly the withdrawd of rurd credit) led to increasing
poverty levels, which further undermined political consensus. In the case of Mozambique, a
more gradua pace of reform and more rgpid reviva of small-scade agriculture probably helped
to increase food security and thus contain absolute poverty.

The congtruction of economic ingtitutions with a broad supporting consensus seems essentid to
the recovery of the private sector after a war. The rather dower pace of reform in
Mozambique, based on an implicit dliance between the previoudy contending parties; appears
to have been more effective than the rapid reforms in Nicaragua, which were supported by
only part of the society.

Finaly, the evaluation of post-war reconstruction policy based on large-scale donor support
must be based on the extent to which, once the immediate emergency period is over, a
sustainable growth process has been established. This requires the attainment of solvency in
three dimendons: the externd sector in terms of significant export expanson and a managegble
debt leve; the fiscal sector in terms of sufficient tax income to fund infrastructure and socid
provison without reliance on ad; and the private sector in terms of high levels of domestic
investment and saving, among both large and small producers.

On these criteria neither Mozambique nor Nicaragua had completed post-war reconstruction
ten years after peace had been attained, despite considerable international support and the
pursuit of orthodox economic policies. This experience implies serious reconsderation of the
issue by dl concerned - particularly the need for internationa donors to shift their emphasis
from finance towards production.
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PREFACE

This study addresses the issue of post-war economic reconstruction in developing countries.
Unfortunately, this issue is of increasng importance because armed conflict in poor societies have
become more - rather than less - frequent after the end of the Cold War brought super-power
confrontation to an end. Funding was awarded by the Department for Internationd Development
(ESCOR Grant R7216) in order to investigate this problem in more depth, usng Mozambique and
Nicaragua as case studies and paying particular atention to the role of the private sector in the post-
war reconstruction process.

The choice of these two countries was guided by a number of criteria Fird, they had both
undergone severe civil wars of an ‘ideologicd’ (not ethnic) nature during the 1980s, so that there
was a sufficiently long reconstruction period in order to evaluate progress. Second, they are both
agriculturd economies, where the role of smdl farmers is crucid to economic development. Third,
both countries have received large volumes of ad from DAC members, which provides an
opportunity to evauate the effectiveness of internationd co-operation in supporting the
recongtruction effort.

The project team was led by Vdpy FitzGeradd, who drafted Part | of the study, which contains a
systematic comparison of the two cases and draws generd conclusons. Arturo Grigsby was
respongble for the case study of Nicaraguain Part 11; while Tilmen Briick prepared the case study
of Mozambique in Part 1ll. The two case sudies were carried out in close collaboration with
counterpart inditutions: the Nitlgpan Research Inditute at the Universdad Centro Americano in
Managua, Nicaragua, and the Food Security Project a the Ministry of Agriculture in Maputo,
Mozambique. Particular atention was paid to condructing a consstent data base for the two
countries so that vaid comparative analysis could be carried out.

Research for the two case studies finished in mid-1999. In consequence, the effects of the disasters
in Nicaragua (October 1999) and Mozambique (February 2000) are not taken into account. The
impact of these natura disasters does not ater - indeed it reinforces — the lessons of post-war
recongtruction drawn in this report.

This draft of the study findings will now be disseminated in order to promote discusson among
scholars, policy makers and practitioners. The two case studies will be trandated into Spanish and
Portuguese, respectively, so that they are accessible by a wider readership in Nicaragua and
Mozambique. A summary will be published in both languages. The whole study will dso be available
on our webgte (http://mww.geh.ox.ac.uk) for access and comment by the international community. It
is planned to hold aworkshop at Oxford in order to discuss this study at the end of 2000.

E.V K. FitzGerdd,

Director,

Finance and Trade Policy Research Centre,
Univergty of Oxford.
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Part I:

The Private Sector in Post-War Reconstruction:

A Comparative Analysis
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“An adequate housing programme ... involving purchases of
materids and acquistion of land on alarge scde ... a condderable
transfer of agriculturd lands to public authorities for the purpose of
smdl holdings, soldiers settlements, afforestation and reclamation ...
the recondruction of roads and the repar of rallways and ther
equipment ... the financing for atime in whole or in part by the State
of cetan essentid indudries ... an extendon of unemployment
insurance to meet the didocation of industry that is to be expected
during the trandtion period ... a strengthened hedth service both at
the centre and locally.... (As opposed to) the view that everything
should be subordinated to the paying off of debt ... (Britain should
be) prepared to incur expenditure essentid for establishing a the
earliest possble moment, the fullest measure of productivity.”

British Miniger of Recongtruction Christopher Addison in 1918,
cited by Ferguson (1998, p. 421).

1.1 INTRODUCTION

The Cost of Conflict

War in generd, and civil war in particular, is one of the main causes of human suffering and economic
underdevelopment. The uneasy cam of the globa confrontation between capitaism and communism
during the Cold War may have prevented globa nuclear destruction, but in any one of these forty
years a number of countries of what was then known as the 0Third World were at war. Between
1950 and 1990, some fifteen million deaths were caused directly or indirectly by wars of al typesin
developing countries - including internationd conflicts, cvil war and government violence againgt
citizens.(Stewart and FitzGerdd, 2000). Yet despite the high incidence of armed conflict in poor
countries, economic analyss of developing countries at war is reatively rare.

Tha war is very codly in terms of not only the sacrifice of innocent lives, but dso of human and
economic development, would be a truism were this fact not so often overlooked by development
theorists and internationa policy makers. Modern development economidts tend to treat countries at
war as subject to exogenous developments which take them outside the norma redms of anayss.
The greater part of the human cogts of war does not result directly from battle deaths and injuries,
but rather ‘indirectly’ from the loss of livelihoods caused by the didocation of economy and society
resulting from conflict. If we are to understand the process of post-war economic recongtruction, in
the hope of reducing these human codts as soon as possible, it is essentid that we attempt to
understand the processes that have occurred during the wartime economy.

At bedt, the Bretton Woods ingdtitutions gppear to see armed conflicts in or between developing
countries as temporary interruptions to an established economic development path. Post-war
recongruction is seen as a mater of short term costs (demobilising the military, reconstructing
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damaged infrastructure and resettling refugees) - which can be reasonably covered by an exceptiona
ad effort of limited duration - followed by a return to ‘sound’ economic policy rules. These include
orthodox gabilisation policy, a structurd adjustment programme (including trade liberdisation and
extengve privatisation) and full integration into world markets.

Pogt-war recongtruction in practice seems to have taken much longer than expected (at least a
decade in the two cases discussed here) despite large infusions of internationd devel opment
assistance and repeated attempts to gpply the policy framework proposed by the Bretton Woods
indtitutions. The key congraints appear to be the fallure of the private sector - smal and medium
farmers in particular - to invest on a sustainable bas's; the failure of the government to provide the
security and infrastructure required for this to happen; and the fallure of the internationd community
to design and support reconstruction policies specific to the post-war situation.

The Approach in this Report

The costs of war do not end when peace is established and armed forces demobilised. This Report
builds on two comprehensive case sudies of recondruction after prolonged civil war in two
developing countries - Mozambique and Nicaragua. These two cases are representative of the very
long and difficult process of post-war recongruction, which many policy-makers (particularly
internationa agencies) have assumed to be a rdatively speedy and unproblematic process as long as
aufficient aid resources are provided. However, the process turns out to be far more complex,
perhaps as much so as the peace-making process itsdf - while the inflow of aid can turn out to be
highly problematic in itsdlf.

We address three central themes:

Firg, the effectiveness of economic policies in supporting post-war recovery, particularly
macroeconomic stabilization, recuperation of agriculturd production levels and the reduction

of poverty levels.

Second, the way in which post-war recovery has contributed to the building of sustainable
long-term development, with particular reference to working markets, ingtitutional capacity
and the investment of the [peace dividendlIP:

Third, the role of the donor community in effectively supporting the two previous ams, in
terms of the level and nature of funding, policy conditionality and coherence.

From this andlys's, some generd congderations as to the design of post-war recongruction palicy in
developing countries are derived, which go beyond economic andys's towards the political economy
of the post-war state and its relationship with donor governments.

In fact, despite their differences of region, culture and previous development level, Mozambique and
Nicaragua do share congderable common features, particularly the nature of their civil war (peasant
resstance to a socidist date-led project, both sdes being supported by externa powers), the
reliance on smdl famers for economic recovery, the emergence of ad dependence, and the
influence of fiscal disequilibrium on the private sector.

The Contents of Part I

In Part | of this study, we draw on the extensive case sudy materia in Parts Il and I11 in order to
draw wider lessons from the comparison of these archetypa two cases. We open with the economic
inheritance of conflict (Section 1.2) and the policies designed to support post-war economic policy
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(Section 1.3). We then turn to the difficulties of achieving a sustainable development path, once the
initia stabilisation of the macro-economy has been achieved (Section 1.4).

Therole of donorsis critical to this process, and we view this criticaly (Section 1.5) but aso suggest
that this must be seen in the context of the political economy of reconstruction (Section 1.6) rather
than as a purely adminigtrative matter. Findly, Part | concludes with some policy lessons.

1.2 THE INHERITANCE OF WAR

The General Principles

The economic inheritance of conflict goes far beyond the immediate destruction and human losses.
Profound changes take place in the economy, which are not reversed to the pre-war Stuation by the
cessation of conflict. Petterns of economic behaviour that have emerged in war in response to new
incentives, greater condraints and heightened uncertainty will remain.

On the basis of a detailed comparison of conflict economies in some twenty developing countries,
Stewart and FitzGerad (2000) suggest that there are seven main economic consequences of war.

Six Economic Legacies of War

Firs, economic growth is dmost dways negatively affected, sometimes dramaticaly o, as in the
cases of Mozambique and Nicaragua. However, aggregate output is least affected where the conflict
is confined to one geographic region and export decline can be contained, as in the case of Sri Lanka
or in the recent conflicts in Uganda. The agricultural sector is usudly paticularly bedly hit in cvil
warsin developing countries, as people are forced to move in the course of the conflict, as a result of
fighting, land mines, or to camps to secure food.

Second, exports ae do invariably negatively affected. This partly slems from the generd fal in
production; partly from a shift towards domestic marketsin order to sustain domestic consumption in
the face of fdling production; and partly from disruptions in international markets. Contrary to what
might be expected at first dSght, import capacity usudly holds up - often growing even though
exports often fdl. Thisis due to the availability of aid and foreign debt spirdled in every country a
war studied, leaving a huge post-conflict debt burden. In some cases - notably Nicaragua - this
import compression was one of the main causes of a collgpse in production.

Third, there is a sectoral shift from tradable to non-tradable sectors, as a consegquence of market
disruptions, including undermining of forma organisations, such as banks, reduced trust and failures
of the trangport system. One aspect of this - a mgor consequence of conflict - is a switch to
subsistence and informa activities, including smple production (even arms) and trading (particularly
smuggling). Mozambique illugtrates the development of the urban informa sector mogt graphicaly;
while the ability to retreat to subsistence agriculture aso hel ps protect nutritional standards - it did o,
for example, during the Amin erain Uganda but not sufficiently in Nicaragua

Fourth, consumption per head inevitably fals with per capita GDP, even though domestic savings
decline due both to attempts to maintain consumption levels and to uncertainty as to asset vaues.
Attempts by households to maintain consumption and by the government to protect current
expenditure lead to foreign borrowing and increased aid dependence - in other words ‘foreign
savings replace ‘domedtic savings. As expected, government capita formation and large-scae
foreign and private investment generdly fdl quite sharply, due to budgetary redrictions and
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increased uncertainty respectively. None the less, aggregate investment did not seem to fal as much
as domedtic savings, possbly due to smdl-scae investment as the informa sector expands and ad-
funded projects - as was the case in Mozambique and Nicaragua.

Fifth, contrary to a priori expectations the government revenue share of GDP did not invariably fdl
among countries in conflict. In many cases, such as Nicaragua and Mozambique, it rose quite
shaply; while in a few cases, government revenue-rasing ability was totaly undermined - for
example in Uganda and in Sierra Leone. This difference was important in determining whether the
government could, in practice or in principle, sustain public entittements. In dl cases government
expenditure rose more than revenue and budget deficit widened, financed by a combination of
foreign and domestic borrowing and increased money supply. But despite the risng budget deficit,
inflation was quite moderate in the mgority of cases, and hyperinflation occurred rarely. The share
of government expenditure dlocated to military items invariably increased, meking it difficult to
sustain socid and economic expenditure, and in Amogt dl cases the share of socid expenditure fell,
ometimes severdly.

Sixth, as areault of fadling entitlements, heavy human costs were experienced in most countries
leading, in addition to the deaths and injuries from the war itsdlf, to worse infant mortdity rates than
would have occurred in the absence of war, and deteriorating nutrition and hedth standards.
However, Nicaragua gave increased priority to socid expenditure compared with the pre-war
Stuaion and thereby succeeded in increasing public entitlements, but this was exceptiona. Public
entitlements fell in most cases, dthough some governments did attempt to sustain hedlth services and
food rations throughout the country, even in rebel held aress. Civic entitlements compensated to
some extent for logt public entitlements through NGO efforts to ddiver food and other services in
Mozambique.

The Vulnerability of the Economy at War

The economic effects of war are the result of an interaction between a particular type of war and the
economy in which takes place, and these define its ‘vulnerability’. Those characteristics which seem
to be most important are: the average income level; the degree of sdf-subsistence of the poor;
reliance on essentid imports, and the flexibility of the production system.

The average level of income of an economy determines what proportion of the population is near or
below the poverty line - whether they are dready near the edge of survival so that a substantia
reduction can have devastating consequences in terms of survival. Dependence of the poor on
product or labour markets, or on public services also mattersif these are destroyed or disarticulated
by war. In contrast, where there is an extensive rura food sector and so long as this is not directly
destroyed by war, then poor households maybe able to survive by retreating into subsistence.
Similaly, if people have not had access to public entittements, they will not suffer so much from their
loss, so that urban populaions may suffer more than rurd ones and periods of war may be
characterized by areversa of secular migration flows.

Findly, the length and nature of the war is another important determinant of the costs of conflict.
Obvioudy a long war will have different effects from a short-one in a long war reserves will be
exhausted, s0 vulnerability is greeter. However, given time people will have time to adapt therr life-
sylesin order to enhance their productivity and well-being in the context of the war. The geographic
soread of the war is dso important. When confined to one part of the country, the war may have
only small direct effects on the economy as a whole and thus reduce the overdl war vulnerability of
the economy. However, where this direct cost is large in relation to the resources of the state, the
indirect socid costs may become very large, increasing vulnerability.
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Andyticdly, it is hdpful to distinguish between the consequences of the direct impact of the conflict
on the one hand, and of the compensating behaviour of economic agentsin ther attempt to moderate
or offset the negative impacts of war, on the other. There are certain direct effects arisng from
conflict, which cause other effects as they work their way through the economy. These effects
incude:
() an output loss as people move from their place of work because they join the fighting,
arekilled or fleg;

(i) the destruction of capitd (such as large energy plants) through bombing or arson, and
the consequent loss of output;

(i) thedisruption of transport due to physicd destruction;
(iv) thelossof trust between economic agents, reducing market transactions;
(v) thedisruption of internationa markets due to frontier closure or embargoes,

(vi) and the diversion of scarce foreign exchange from economic and socid needs to military
USES.

These effects will tend to reduce aggregate levels of output, including exports. Reduced agriculturd
output, and disrupted internd and internationd markets are paticularly likdy to affect exports
adversdy. Labour markets will be disaticulated as unskilled men of prime working age are
particularly hit by violent deeths and military recruitment; while skilled labour is most likely to leave
the country. Hence an important indirect effect will be reduced foreign exchange availability for
productive inputs leading to a shortage of imported inputs and, consequently, to a further fdl in
output and exports.

Aggregate indicators of human wel-being - for example, mortdity rates, nutrition standards and
school enrolment - would be expected to worsen compared with what they would have been in the
absence of the war. This does not mean they necessarily fdl in absolute terms, but that improvement
is less than in normd times. In addition, distributional changes will occur, and some groups (those
favoured by the government or foreign forces, and those with military strength) may gain more than
their peace-time progpects while others will lose much more than proportionately to nationd
performance. Indeed some individuas can make spectacular fortunes, which in the context of faling
average incomes implies that many more households must have suffered disproportionately.

Due to shortages of consumer goods, fuds and foreign exchange, groups with access to these
commodities (including not only traders and smugglers but aso military leaders, civil servants and
even those working with aid agencies) are likely to make large profits. In contragt, those trying to
gain access to these commodities such as smdl farmers, forma sector wage earners, women and
children are likely to suffer from the redidribution implicit in shortages and inflation which undermine
their entitlements as discussed above,

The Development Costs of War

War clearly reduces the potentid for future economic growth and socid improvementsin developing
countries, by destroying ingtaled capitd and reductions in new investment. By ‘capitd’ in this context
(and others) we understand:

() productive capacity (eg plant, equipment and natural resources including land free of
mines);

(i) economic infrastructure (eg roads, bridges and railway tracks);
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(i) socid infragtructure (eg schools and hospitals);
(iv) human capitd (eg hedth and kills);
(v) collective assets such as organisationa capita (eg government capacity);
(\) and socid capitd (eg trust and culture).

The development costs of war are far greater than the destruction associated with natura disasters,
for two reasons. First, natura disasters such as floods, hurricanes and earthquakes tend to destroy
housing and trangport infrastructure, but have less effect on productive capacity and leave human
capitd (other than those killed of course) intact. Second, as organisationa and socid capitd remans
intact and naturd disasters tend to be of rdatively short duration, investment quickly recovers and
may even have a postive multiplier effect on the economy as a whole (Alaba-Bertrand, 1993). In
marked contrast, war destroys al forms of capital and the uncertainty it causes reduces investment
radicaly. In paticular, the destruction of entitlements which occurs during conflict conditutes an
important development cogt, as worsening levels of human education and nutrition reduce the human
resources of an economy. The output losses discussed above will dso lead to development costs as
they reduce the capacity of the economy to invest, even with an unchanged investment ratio.

The range of capital destruction in wartime is not only broad but dso of those capacities which are
recognised as being critica for sustainable development in poor countries. Organisationa capital can
be severdly weakened, as a result of the enfeebling of governments often associated with civil war,
the worsening infragtructure and the out-migration of skilled people and foreigners, so that the
government administrative machinery becomes less effective, banks may cease to work, etc. But
again this depends on the nature of war. In some contexts (normdly internationd wars), government
machinery is strengthened by war. Socid capital tends to be destroyed, with trust being weakened,
community ties destroyed by fighting or the mass movement of people, and so on.

Undoubtedly, there tends to be a disntegration of existing forms. But new forms can develop, with,
for example, new forms of authority and governance among rebel movements; informa financing
mechanisms developing to subdtitute for the collgpsed forma sector; NGOs, locd and foreign,
subgtituting for government, and so on. How far this occurs is likely to depend on the society, the
development of the war and the actions of outsde actors. Moreover, these new forms of
organisationa and socia capita may not be so gppropriate to peacetime conditions. But they should
not be entirdly discounted as a new development resource emerging, to a varying extent, in some
conflict- ridden societies.
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Category of capital

Destruction of existing stock

Impact on new investment

Productive capital — plant,
equipment and buildings

Land mined; agribusiness plant
abandoned; transport stolen.

Fal in private productive
investment; some investment
in informal activities.

Economic infrastructure

Trangport and communications
system, power, irrigation
disrupted

Social infrastructure

Schoals, hospitals, clinics
damaged

Decline in government
expenditure on infrastructure

Human capital

Desth, migration (specidly of
skills); worsened nutrition and
health of workforce

Declinein public entitlements,
especialy health and
education.

Organisational capital

Government ingtitutions, banks,
agricultural extension, science
and technology organisation
weakened

No resourcesin formal sector;
new informa organisations
develop; NGOs take on new
activities.

Social capital Destruction of trust; work ethic; | New forms of socia capital,
respect for property; community | through groups that develop
links linksin war; NGO activity.

1.3 ECONOMIC RECOVERY POLICY AND THE PEACE DIVIDEND

Post-War Recovery and the Peace Dividend

The widespread expectation - not least among the civilian population that have suffered from conflict
- is that the ending of open warfare in a peace settlement and subsequent demobilisation of the
armed forces, would lead rapidly to arecovery of the economy. This perception is encapsulated by
the notion of the ‘peace dividend'. In its origind sense, the peace dividend refers to the reduction of
military expenditure and the redirection of resources towards civilian production. In developed
countries (eg the US after WWII), this would mean that the army would return to the agricultural and
indugtrid labour force, and that output (and imports) would shift from supporting the military towards
consumption and productive investment. In the case of developed countries which had suffered
widespread destruction (eg Germany after WWII) there would aso be widespread destruction of
plant and infrastructure, plus a loss of much of the labour force; but precisely for that reason and
investment and demographic boom is to be expected in post-war years. Historicdly this has not
aways occurred automaticaly; particularly where the sharp reduction of demand as government
expenditure is scaled back (as in the case of the UK after both World Wars) leads to recession or
where a large debt has to be serviced (eg Germany after WWI); which is the reason why extensve
reconstruction ass stance (eg the Marshdl Plan) may be judtified.

In developing countries the Stuation is rather different. On the one hand, the productive capacity is
not smply switched from peace to war and back again. The productive system has been destroyed
or digtorted by the conflict, while the military labour force may be unwilling or unable to Smply return
to farming like some latter-day Cincinnatus. Widespread insecurity can perdst, personal security il
not be restored, and property rights remain uncertain. On the other hand, the problems of
underdevelopment - widespread poverty, human capita, low investment, externd congtraints and so
on - have been exacerbated by the years of conflict. The social pressure to address these problems
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isdl the grester a just the point when the attention of the international community is reduced by the
officid cessation of conflict and thus the gpparent end to the * humanitarian emergency’.

The cases of Mozambique and Nicaraguailludtrate this problematic very clearly.

As Figure 1.1 shows, per capita income fdl dragticdly during the war: dlowing for measurement
differences, the decline was of the order of one haf in both cases. In Nicaragua per capita income,
which had been risgng in the late 1970s, fdl by nearly one-third in 1979-80 as a result of the
Sandiniga insurrection againg Somoza. It stabilised in the early 1980s, but renewed its decline as
conflict was renewed with outside support, reaching one half of the mid-1970s level by 1990 when
conflict was nomindly resolved in 1990. Again, in the case of Mozambique, alowing for differences
in measurement between ‘gross socid product’ (GSP) and ‘gross domestic product’ (GDP) the
post-independence conflict period from 1975 to 1987 is marked by a decline of per capita incomes
by nearly two-thirds made up of a sharp decline immediately after independence, a certain degree of
gabilisation in the late 1970s, and then a sharp decline as externa ly-supported civil war broke out.

Figure 1.1: GDP per Capita in Mozambique and Nicaragua (1980 US $)
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The driking result, therefore is the amilarity between wartime experience of the two countries.
Indeed, the pattern of wartime per capita income decline (dlowing for the four-fold absolute income
differentid) isdmog identica but with atime differentid of some five years. Although both countries
were far from recovering pre-war levels of income afull decade after the conflict had been nominaly
sttled, Figure 1.1 clearly indicates that Mozambique recovered much more rapidly than Nicaragua.
None the less, both countries could lay claim to be solvent ‘middie income countries before the war,
with average incomes amilar to that of thelr respective regions, dbet with severe distributiond
inequdities and thus serious poverty problems (see Table 1.2). Both are now countries with incomes
far below the regionad average and serious debt problems despite over a decade of post-war
recongtruction. It is one of the central concerns of this study to establish why this should be so.
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Table 1.2: Regional Income Comparison for Mozambique and Nicaragua

(GNP per capitain 1995 US $)

1972 1977 1982 1987 1992 1997

Mozambique . . 124 93 96 131
Sub-Saharan Africa 556 582 573 528 491 503
Ratio (percent) . . 21.6 17.6 19.5 26.0
Nicaragua 782 906 540 458 325 408
Latin America & Caribbean 2840 3334 3273 3407 339 3706
Ratio (percent) 27.5 27.2 16.5 13.4 9.7 11.0

A maor difference between peace and war should be the ‘ peace dividend' . We would expect to see
this demongrated most clearly in levels of military expenditure. Figure 1.2 shows the level of defence
expenditure in Mozambique and Nicaragua as a proportion of GDP. In the case of Mozambique,
defence expenditure rose from less than 6 percent of GDP in 1980 to 12 percent at its height in
1984. From this year onwards it declined very dowly indeed for the next ten years, remaining around
the 10 percent leve. It was only in the mid-1990s that defence expenditure finadly fell back towards
pre-war levels of 4 percent of GDP.

Figure 1.2: Defence Expenditure in Nicaragua and Mozambique (percent of GDP)
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Interestingly, Nicaragua has smilar sarting and finishing points, athough the intervening trgectory is
very different. Military expenditure rose from 8 percent of GDP in 1981 to avery high level of 16-18
percent in 1985-1990. However, unlike in the case of Mozambique, expenditure fell sharply as soon
as peace was declared, staying at 5-6 percent of GDP throughout the 1990s. The reasons why this
was S0 are obvious: the radica military government remained in power in Mozambique but lost the
elections in Nicaragua. None the less, we might expect that economic recovery would have been
more rapid in Nicaragua than in Mozambique because a *peace dividend' of the order of over 10
percent of GDP had been gained by the reduction in defence expenditure. The resources released
were, of course, young men who ill had to be clothed and fed and could only be a productive
resource if adsorbed back into a growing agricultura sector - afactor that was to prove to turn out
to be a centra obstacle to recovery.
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Post-War Economic Performance

As we have seen, both economies recovered relatively dowly after armed conflict ceased, dthough
Mozambique did perform rather better. Both countries gpplied fairly conventiond <tabilisation
programmes in the post-war period in order to reduce the leve of inflation, which was felt to be not
only digtorting relaive prices but aso causng uncertainty and thus depressing investment. In the case
of Nicaragua, this was achieved in just two years as the result of sudden fiscal contraction in not only
military but dso civilian expenditure and the dismantling of date enterprises. As Figure 1.3 shows,
the result was the dimination of the hyperinflation of the late 1980s (itsdf the result of attempts at
monetary correction without fiscd retrenchment) and the achievement of an annud inflation levd of
the order of 10 percent per annum during the recongtruction period.

In contragt, dthough Mozambique had suffered from rising inflation rates during the war, only one
year (1987) could be described as hyper-inflationary. The fiscal and monetary restraints were far
less severe than in Nicaragua: military expenditure Sayed rdatively higher and state restructuring was
much dower. In fact inflation continued at 40-60 percent per annum between 1988 and 1995, only
declining to acceptable leves in the late 1990s when the economy was findly liberdlised. Asin the
case of the ‘peace dividend’ from military expenditure cuts, it might be expected that thiswould have
led to recovery being quicker - but as we have seen, this was not the case.

Figure 1.3: Inflation in Mozambique and Nicaragua (percent per annum)
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In fact, as the case studiesin Parts 11 and |11 demongtrate, much of the difference was in agricultura
performance; itself the product of post-war pacification (or lack thereof) and macro-economic
policy. In Nicaragua, rura markets recovered quite quickly after the war ended, although depressed
world prices remained a problem for exporters. However, the combination of alack of credit (dueto
monetary policy and financid liberaisation) and the over-vauation of the exchange rate (due the tight
monetary policy and the leve of aid) meant that incentives to invest were minima and the land area
under cultivation expanded very dowly.

In Mozambique, rural markets recovered much more dowly, but producers were less dependent on
credit and were helped by favourable weether conditions and the ability to return to abandoned
farmland. Again, the level of invesment in infrastructure in Nicaragua remained low due to the fiscal
redraints, while in Mozambigue it rose as ad shifted from emergency rdief (particularly from food
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ad, which probably depressed domestic production) towards the reconstruction of roads, hospitals
and schools.

The result can be seen in Figure 1.4. Even dlowing for some over-estimation of investment rates in
the case of Mozambique, the contrast with Nicaragua is striking. In the latter case, the rlatively low
wartime investment levels were maintained through the firgt haf of the 1990s, and dthough private
investment began to recover in the late 1990s, this was mainly related to a congruction boom in
Managua and not to cgpacity formation in agriculture. In Mozambique, however, post-war
investment levels least double as a share of GDP; and even though much of this is ad projects, it
helps explain the relatively rapid recovery in comparison with Nicaragua

Figure 1.4: Investment Levels in Mozambique and Nicaragua (percent of GDP)
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In sum, it would appear that while monetary stability can be restored ratively quickly, and that this
is clearly a necessary condition for post-war reconstruction, far more is needed in order to restore
investment levels and farm production. Indeed, the case of Nicaragua seems to indicate that the form
of sabilisation and sructura adjusment policy can actudly dday recovery even if it diminates
inflation and restores fisca balance.

Post-War Social Performance

The widespread notion that socid conditions are very bad during war and necessarily improve in
peacetime is not necessarily correct. Indeed, in the UK during WWII for instance health and nutrition
gandards actualy improved, only to deteriorate again in the immediate post-war years. Both
Nicaragua and Mozambique had progressive regimes during their war periods, regimes which were
committed to reducing poverty and extending hedth access. These policies tended to undermined in
peecetime by the effects of economic liberdisation and fisca retrenchment; which in turn affected
both income inequdity and hedth provision.

One reflection of the ‘peace dividend' is that the decline of military expenditure frees fiscal resources
for hedlth and educeation. Figure 1.5 shows the long-term trends in current expenditure on health and
education as a proportion of GDP. In the case of Nicaragua, the incresse in the early 1980s is
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reversed in the latter haf of the decade as sociad expenditure is ‘crowded out’ by risng defence
commitments (see Figure 1.2). Socid expenditure rises again in the early 1990s, and might be
thought to reflect the *peace dividend'; but most of this was financed by renewed ad inflows (see
Figure 1.17 bdow) and expenditure stabilised again by the mid-1990s a a level similar to that a
decade earlier. In other words, economic recongruction did not involve a mgor improvement in
socid expenditure, athough it did continue along term upward trend.

In Mozambique, the relaive level of hedth and expenditure was much lower than in Nicaragua. In
absolute terms they were very different indeed: in the mod-1990s expenditure per capita in
Nicaragua was about US $ 50 per capita (at 1980 prices) compared to US $ 10 in Mozambique.
Expenditure rose in the late 1980s, again as part of the ‘peace dividend' but only from 3 to 4 percent
of GDP. However, it fel in the early 1990s under fisca retrenchment (see Figure 1.13 below) and
athough it subsequently recovered somewhat, hedth and education expenditure ill only accounted
for 10 percent of fiscal expenditure by the end of the decade.

Figure 1.5: Health and Education Expenditure in Mozambique and Nicaragua
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This relaively poor performance in terms of socid expenditure does permit a redlocation of
resources towards post-war priorities, of course. In fact, both Nicaragua and Mozambique did
target shift towards provison of primary hedlth and education, and a focus on children in particular -
possible under the influence of aid donors (NGOs in particular) as much as from the domestic
electorate. As Figure 1.6 indicates, Nicaragua managed to increase the coverage of infant DPT
immunisation from 15 to 70 percent during the conflict-torn 1980s; and this progress was sustained
during post-war recongtruction, when the coverage reached over 80 percent. In the case of
Mozambique, the coverage declined serioudy during the war, and athough it has recovered in the
reconstruction period, it had only reached 60 percent by the end of the 1990s.

In the case of Nicaragua (see Part 11) World Bank surveys clearly indicate both a worsening of
income digtribution and risng poverty in the 1990s. The decline in income per capita in the 1980s
had not led to increased poverty because the income distribution had improved, in part due to wedth
losses by the rich, but so measures designed to help the poor - such as land redigtribution, inflation
adjustments to wages and subsidised foodstuffs. These ceased after 1990, so the growing disperson
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of income is not surprising. When combined with dow average income growth, the rise in poverty
was only to be expected. Although the data on income distribution in Mozambique is poor (see Part
[11), the more rapid recovery in per capita GDP has helped to avoid an increase in absolute poverty
numbers - which in this case would imply starvation.

Figure 1.6: Infant Immunisation Coverage (percent of age group)
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Surprisngly perhaps, the net effect of these two forces - private incomes and public hedth - seems
to have been pogtive in both our cases when measured in terms of the key human welfare indicator,
infant mortdity. As Figure 1.7 indicates, infant mortaity in Mozambique declined steadily throughout
the war (as public hedth standards rose) and continued to decline in peacetime. None the less, the
levd remains high by internationd Standards, and more progress might have been made - the
gpparent increase in 1998 is worrying. In the case of Nicaragua, the trend shows consderable
progress in reducing infant mortdity (from 100 to 60 infant deeths per 1000 live births) during the
1980s wartime conditions, and rather dower improvement in peacetime.
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Figure 1.7: Infant Mortality in Mozambique and Nicaragua (per thousand live births)
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In sum, economic recovery aoneis clearly not sufficient to reduce poverty, unlessit is very rapid and
does not involve a deterioration of the income distribution. If either economic liberaisation worsens
digribution (as it usudly does) or GDP does not grow much faster than the population - or a
combination of the two - than post-war poverty is very likely to increase. This does not only mean
continued humean suffering by the vulnerable: it o impliesthat socid tensons will continue and make
sugtainable economic recovery dl the more difficult.

1.4 REACHING A SUSTAINABLE DEVELOPMENT PATH

The Process of Economic Reconstruction

The recondtruction of the economy after a war involves the establishment of ‘solvency’ in the wide

sense. There are three basic dements:

firg, the recovery and expansion of the export base in order to generate the foreign exchange
income necessary to provide current imports, undertake debt service and eventudly finance

the investment required for growth;

second, the reorganisation of the fisca sector so that there are sufficient tax revenues, an
efficient expenditure system, and a manageable debt leve; and

third, the rebuilding of the inditutions necessary to dlow the private sector to revive and
contribute to sustainable growth, employment creetion and rising income levels.

In the short run these three functions can be temporarily replaced by an internationd aid effort, but
the measure of the effectiveness of this effort is not the immediate welfare gains but whether solvency
isin fact re-established and a sustainable development path reached.
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Export Reconstruction

Pogt-war export recovery is a double task. On the one hand, the existing export capacity must be
restored. In an agrarian economy, this means the recovery of land (which may be mined), the return
and possibly retraining of the labour force, the recuperation of traditiond volumes and qudlity of
production, the repair of processing facilities and transport infrastructure (roads and ports) and the
re-establishment of trading and financia linkages with traditiond markets. On the other hand, the
changes in the regiond and world economy during the war period must be adgpted to. This may
mean the development of new product lines, penetrating new export markets, competing with other
exporters and discovering new sources of trade credit. These are tasks which a weakened private
sector finds very difficult and codtly to carry out. In consequence, it is not surprising to find that
exports recover dowly after a war. This problem may be exacerbated by the aid programme in a
‘Dutch Disease’ effect : fird, the influx of ‘freg foreign exchange can lead to an over-vauation of the
currency and consequently reduce exporters profitability; second, the avallability of imports
increases the profitability of non-traded sectors such as commerce and congtruction, which are much
eader for the private sector to expand into than export recovery.

As Figure 1.8 indicates, both M ozambique and Nicaragua experienced considerable export declines
during the conflict period - losing over hdf ther foreign exchange revenue in the process. In the case
of Nicaragua, this decline continued into the firs haf of the 1990s, as the initid recongruction
programme led to currency overvaudion as hyperinflation was diminated, while rura unrest
prevented export farms from returning to full production. The latter haf of the 1990s saw strong
export growth, however - dthough this was largely based on tax-free export zones exporting light
manufactures from Managua rather than a true rurd revivd. Mozambique aso managed a
consderable export reviva based on the agricultural output recovery. Recovery was much steadier
but dso dower than in Nicaragua, taking over a decade to recover pre-war levels. In both cases,
however, export levels in red dollar terms (let done per capita) remained a well bdow pre-war
levels. Thisfailure of the agro-export sector to recover in both cases also had serious consequences
for rurd employment.

Figure 1.8: Exports from Mozambique and Nicaragua (US$ millions)
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Imports, however, did not follow the export trend, as Figure 1.9 demonstrates. Nicaraguan import
levels were maintained throughout the war period, and recovered sharply after peace was attained in
1990. In the second haf of the 1990s imports expand rapidly due to a combination of trade
liberdisation and export growth. In marked contrast, imports to Mozambique decline serioudy
during the war period, reaching haf their prewar level by 1985 as the modern sector of the
economy ground to a hdt. The peace process and dructurd adjustment (particularly import
liberalisation) led to arapid import recovery in the late 1980s. in the 1990s the pre-war import level
was more or less maintained. In both cases, as we shdl seg, this import recovery was mainly made
possible by ad inflows and foreign borrowing.

Figure 1.9: Imports to Mozambique and Nicaragua (US $ millions)
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The consequent imba ance between exports and imports in the two economies has led to very large
and persstent post-war trade deficits in both Mozambique and Nicaragua - as Figure 1.10 shows.
In the case of Mozambique the trade deficit as a proportion of GDP was actudly declining during the
war - dbeit due to the dowdown of the forma sector. However, during the 1990s this trade gap
actudly increased, fluctuation around an average of 50 percent of GDP between 1988 and 1994.
This was clearly unsustainable, and in fact the structurd adjusment efforts of the late 1990s, in
combination with the decline of aid and the dow export recovery, reduced the trade deficit towards
30 percent of GDP - dill unsugtainable in the long run.

In Nicaragua, in contrast, the trade deficit rose as a proportion of GDP during the war; and initiadly
fell when this ended. However, it then steedily rose again due to a combination of trade liberdisation
and access to foreign finance - fluctuating around 30 percent of GDP which was - as in the case of
Mozambique - unsugtaingble in the long run. We will return to this problem in the next Section of
Part 1.

In sum, in neither Mozambique nor Nicaragua did post-war recongtruction lead to a sustainable
externd trade pogtion.
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Figure 1.10: Trade Deficit in Mozambique and Nicaragua (percent of GDP)
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Fiscal Reorganisation

The first step towards fisca solvency is the recovery of tax revenue. As Figure 1.11 indicates,
current government revenue in Mozambique declined serioudy in the war years, faling by over a half
as a proportion of GDP. This easlly explained in terms of the declining tax base, and the immediate
post-war years saw a strong recovery as would be expected as economic activity picked up again
and the government regained control of the nationd territory. However, the subsequent decade has
seen a gradual decline in tax pressure - which did not exceed 20 percent of GDP, compared to 28
percent in 1982. This made debt service and adequate provison of socid services very difficult,
despite the decline in military expenditure.

In the case of Nicaragua fiscal revenue rose rapidly in the early 1980s as a consequence of more
effective collection, from 22 percent of GDP in 1980 to 35 percent in 1984. However, the
hyperinflationary process undermined the tax base and revenue had declined to 15 percent of GDP
by 1990. Pogt-war efforts a stabilisation have involved a sustained attempt to recover the wartime
effectiveness of tax collection, and despite widespread corruption revenue reached 30 percent of
GDP in 1998 - which seemed a reasonable maximum in practice for a country of this level of
development.
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Figure 1.11: Current Government Revenue in Mozambique and Nicaragua
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As discussed above, the rise of military expenditure in wartime and its subsequent peacetime decline
is a centrd feature of recongtruction in both economies. As Figure 1.12 indicates, both economies
have followed srikingly smilar fiscal paths in this repect. In the case of Mozambique, the military
share in the budget rose from 20 to 35 percent between 1980 and 1985; declining steadily thereafter
to less than 10 percent of the totd in 1998. Smilarly, the military share of the Nicaraguan budget
rose from 20 to 40 percent between 1982 and 1987, declining to below 10 percent in 1998. The
only red difference is the more gradud and steedy adjustment in Mozambique compared to the
sudden shift in Nicaragua: is may well be that subsequent unrest in Nicaragua, compared to the
higher level of socid cohesion in Mozambique, is related to this shift. However, in principle at lesst,
both countries should have benefited from a ‘peace dividend’ of the order of 20 percent of the
budget - which could be assigned to socid expenditure or deficit reduction.

As we have seen socia expenditure was maintained and even grew in both countries after the war,
athough not as much as might have been expected. As Figure 1.13 indicates, in Nicaragua the share
of the budget dlocated to health and education actualy rose from around 20 percent in the 1980s to
around 30 percent in the 1990s. In Mozambique, in contrast, the corresponding budget share was
farly stable at around 10 percent level throughout the post-war period. This latter figure seems very
low in relation to the needs of the populaion and the reatively ample resources available from
taxation and aid grants. It may reflect, however, the fact that many socid services are directly
provided by non-governmenta organisations rather than by the centra government.
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Figure 1.12: Military Budgets in Mozambique and Nicaragua
(percent of total government expenditure)
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One of the mgor problems of post-war fiscd management in both countries has been the leve of
outstanding foreign debt, and the consequent service costs. We shdl return to this point later in Part |
, but here it is worth noting that interest costs have risen to occupy a sgnificant share of the budget -
indeed to some extent they have baanced the decline in military expenditure and thus used up much
of the ‘peace dividend'.

Figure 1.13: Health and Education Budgets (percent of total government expenditure)
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As Figure 1.14 indicates, Mozambique began to service its debt with the onset of Structura
adjustment in the mid-1980s, since when it has fluctuated around 6 percent of the budget. In the case
of Nicaragua, interest payments fell during the war as debt was not serviced, but immediately
afterwards interest payments resumed varying widely in subsequent years dependent on the status of
debt renegotiations, but averaging some 10 percent of the budget.
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Figure 1.14: External Interest Burden in Mozambique and Nicaragua
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The outcome of these income and expenditure trends was continued fisca disequilibrium. In both
countries the fiscd deficit followed aremarkably smilar - dbet predictable - path during the war: the
deficit rose from 10 percent to over 25 percent of GDP; which in neither case was sustainable.
However, Mozambique maintained this extraordinarily high deficit into the mid-1990s, and only
began to reduce this towards pre-war levels by the end of the decade. Even then, this level of deficit
would clearly be unsugtainable if it had to be financed domedticaly rather than through ad. In
contrast, Nicaragua cut the fiscal deficit back to 10 percent of GDP as soon as the war ended, but
this rose again subsequently and was only cut back to a sustainable leve of 5 percent of GDP at the
end of the decade.

Figure 1.15: Fiscal Deficits in Mozambique and Nicaragua (percent of GDP)
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Rebuilding Institutions

It is very difficult indeed to make meaningful comparisons between the inditutions of two very
different societies. None the less, such a comparison is necessaxy if we are to understand the
differences in economic behaviour and, perhaps more importantly, design gppropriate reconstruction
policies.

In the case of Nicaragua, markets were apparently working very soon after the end of the war and
the dismantling of date controls over the economy. However, private activity in productive
(especidly exports and smadl farming) sectors only responded dowly to this liberdisation. In
retrogpect it is clear that the problem of property rights in generd - and law and order in rura aress
in particular - was more important in explaining dow private response than the form of economic
policy. What is more, the sudden shifts in economic policy further increased uncertainty among
private investors.

In contradt, the return to markets (which had not been highly functiona before the war in any case)
was much dower in the case of Mozambique. Indeed, unlike in Nicaragua, property rights were not
the central issue in rurd recovery - rather it was the infrastructure of markets themsdves that was
missing - ranging from trangport infrastructure to enforceable commercia contracts. In part this
difference was due to the improvement in the law and order Stuation (while in Nicaragua it had been
better in those locaised areas where fighting was taking place) after the war. It was possibly aso the
case that traditiond collective property forms were stronger in Mozambique (as opposed to modern
‘capitdig’ or ‘socidig’ forms in Nicaragua) and thus that property rights were considered stable
independently of officia inditutions. In other words - contrary to expectations - the less developed
economy of the two was better postioned for recovery. However, this may be too smple an
explanaion - aswe shdl seein the discusson of the politica economy of reconstruction below.

In sum, the recongtruction period did not redlly establish the basis for sustainable growth in either
Mozambique or Nicaraguaten years after peace. In order to do so exports would have to be at least
their level a tha point, and if tax pressure had reached a natura limit then debt service would have
had to be reduced to zero in order to permit adequate levels of socid and infrastructure expenditure.
Mozambique made much more progress in rebuilding inditutions, despite the higher leve of
development in Nicaragua. This gppears to have had much to do with fact that the post-war politica
regime in Mozambique appears to have enjoyed more socid support than in Nicaragua, a point to
which we shdl return later on in Part |. However, there is dill in both countries a red danger of
‘economic regress (Sen, 1994) and thus fiscal drains that could bring about a return to conflict.
During the reconstruction period these tensons were ‘resolved’ by recourse to aid, atopic which we
address next.

1.5 ROLE OF THE DONORS

The Scale and Scope of Aid

A key characterigtic of the post-war reconstruction period in both Mozambique and Nicaraguaisthe
very large amount of externd assistance (in relaion the size of these economies) that was supplied by
donors. While the intention of this aid was clearly to support the reconstruction process, it is not
obvious whether - in the event - this was the long-term consequence. In particular, while it is clear
that ad maintained consumption levels above what they might otherwise have been - and to that
extent reduced the incidence of poverty - it is far less clear that aid contributed to a sustainable
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development path.

Mozambique received about US $ 500 millions a year on average throughout the 1990s, which was
equivaent to about two-thirds of imports and 60 percent of the government budget. Figure 1.16

shows the very low leve of aid until the start of structurd adjustment in the mid-1980s, when it rose
rapidly towards 70 percent and then reached an extraordinary peak of 120 percent of GDP in 1992,

the year of a drought and the peace agreement. After this, ad declined in relaive terms towards a
dill large level of 40 percent of GDP. None the less, aid was till more important than exports as a
source of forelgn exchange after Sx years of recongtruction.

Aid to Nicaragua too rose rapidly after peace was established in 1990. Some US $ 600 millions a
year was received between 1990 and 1995, declining somewhat to US $ 400 million ayear between
1996 and 1999: equivaent to 30 and 25 percent of GDP respectively. These flows financed about
onethird of imports and haf the government budget during the reconstruction period.

Figure 1.16: Aid to Mozambique and Nicaragua (percent of GDP)
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However, these aggregate figures do not give a very clear indication of the economic impact of this
enormous (in relaion to the Sze of these economies) inflow of resources. Thisisfor three reasons:

First, much of the gross flows are relaed to the refinancing of debt or the accumulation of
central bank reserves, and thus are accounting entries and do not enter the economy as such
- unless it is assumed that these transactions would otherwise have adsorbed domestic
resources.

Second, aid can involve atransfer of resourcesto the public or private sector; the transfer to
the public sector should be evident in the fiscal accounts, dthough these may not reflect al
Sate activities; trandfer to the private sector involves direct distribution to households g
food aid) and support of loca NGOs.

Third; within both the public and private sector, ad may logicdly result in investment or
consumption (with a consequent effect on saving); idedly the support of consumption will
only happen during emergencies, and shift to invesment support during recongtruction will
take place.
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AsTables 1.4 and 1.5 in the next Section indicate, the impact of thisaid on the balance of investment
and savings in the economy - and thus private sector behaviour - was very large in both our two
economies during the recongtruction period. Table 1.3 summarises this data for alate war/early post-
war year and a late post-war year from each economy. From thisit is evident that the level of ‘fiscal
ad dependency’ was much higher in Mozambiqgue than in Nicaragua, as might be expected, and that
this dependency did not decline during recongtruction in ether case. However, despite this reiance
on ad resources, the public sector did shift from dis-saving to pogtive saving in both countries, so
that the aid was used for investment and - as domestic borrowing became negative in both cases -
towards financing the private sector.

The condderable scale of net externa finance to the private sector is dso evident in both cases: while
in the case of Mozambique this reliance declines, in Nicaragua it becomes larger, as reconstruction
proceeds. In the case of Mozambique, thisis mainly aid-financed, but clearly private savings recover,
s0 that while aid was supporting private consumption at the outst, it is subsequently financing about
haf of private invetment. In the case of Nicaragua, the picture is quite different because private
capitd inflows are renewed by the end of the period: aid basicaly supports the fiscd sector. The
public sector is a net domestic /ender, which has the effect of supporting the private sector. The
private sector has a corresponding and increasingly negative savings rate, thus indicating financid
unsugtainability.

Table 1.3: Aid and Investment in Mozambique and Nicaragua (percent of GDP)

Mozambique Nicaragua
1988 1996 1991 1998
Public Sector Investment 22.1 18.7 47 8.6
Saving -4.7 2.0 -35 6.4
Balance -26.8 -16.7 -7.9 -2.2
External Finance 22.9 18.5 12.4 11.0
Internal Finance 3.9 -1.8 -4.5 -8.8
Private Sector
Investment 21.2 28.6 139 22.9
Saving -6.1 135 -2.2 -13.0
Balance -27.3 -15.1 -16.1 -35.9
Externa Finance 312 13.3 11.6 271
Internal Finance -3.9 1.8 45 8.8
Totals
Investment 43.3 47.3 18.3 315
Saving -10.8 155 -5.7 -6.6
Balance = CAB -54.1 -31.8 -24.0 -38.1
memo: ‘ad’ 70 50 65 15

The organisation of external assstance was very smilar in our two cases. The World Bank and the
IMF made a standard dructurd adjussment and sabilisation programme a condition for their
support. A common pattern of monetary and fisca retrenchment was established as policy ams,
athough as we have seen it proved difficult to implement in both cases - inflation reduction being
easer to achieve than fiscal solvency. The liberdisation of trade and finance were aso conditions for
multilaterd ad, as was privatisation; but progress was much more ragpid in the case of Nicaragua
than in Mozambique.
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At the micro-economic level, aid in both cases was largely administered by bilatera donors and
above dl by non-governmental organisations. In Mozambique, a very high degree of policy
dependency accepted by government at the sectord as well as the macro-economic level. Donor
coordination by sector and even province was rdatively effective, due in part to a high degree of
consensus as to what to be done, even though there was often a lack of human resources to achieve
it.

In contrast, while there was a high degree of consensus between the Nicaraguan government and
donors on policy objectivesin the first post-war administration (1990-94) this was not the case after
1995. There was a tendency for macroeconomic policy (agreed between the IMF and the centra
bank) to be inconsgtent with bilaterd ad efforts coordinated with sectora agencies and NGOs.
What is more, there was increasing conflict after 1995 between the government and bilateral donors
on socid objectives, with the latter becoming increasingly concerned by risng poverty and
corruption.

The Debt Problem

Both Mozambique and Nicaragua were heavily burdened by debt at the outset of ther
recongtruction efforts. In both cases these contained a considerable proportion of debts to the
former socidist members of COMECON, but there was little prospect of these being repaid in hard
currencies and the trangtiond arrangements in the donor countries themsalves led to a substantia
reduction of this debt. Commercid debt was of little consequence for Mozambique, and in the
Nicaraguan case had been re-negotiated during the war. In consequence, the peacetime debt was
fundamentaly with DAC member governments and multilateral agencies. Further, the process of
negotiation for the restructuring and cancellation of debt was rdatively successful with bilatera
donors during the 1990s in both cases, s0 that outstanding debt became increasngly
‘multilaterdised’, 0 to gpesk. The issue of the implementation of the HIPC Initiative to Mozambique
and Nicaragua was gill unresolved by the end of the period under consideration (mid 1999). In fact,
natural disasters so affected both our economies in 1999 and 2000 that the case for debt
cancelation came to based on inability to pay rather than the implementation of ‘sound’ economic
policies as had been intended by the donors.

Figure 1.17 below shows both the very high levels of indebtedness and a common pattern of relief
over time. However, it is noticeable that Nicaragua and Mozambique both darted off the
recongtruction period with debt to GDP levels of over 300 percent, and both were ill at this level
by the end of the 1990s - a level which is clearly unsustainable and was not in fact serviced, as we
shall see. In both cases, the ratio rose as new recongtruction loans were extended, and fell as the
wartime debt was restructured or cancelled.

Although the debt overhang was an enormous contingent burden on export income and tax revenue
in both cases - interest payments oscillated annualy depending on the gtate of debt negotiations.
Overdl, they averaged some 3 percent of GDP in both cases. When this average levd is applied to
an average debt leve of 300 percent of GDP, this can be seen as equivaent to 1 percent interest on
the total debt, or (say) 3 percent on one third of the debt. In other words, only a small proportion of
the debt was serviced in either case.
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Figure 1.17: External Debt in Mozambique and Nicaragua (percent of GDP)
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None the less, contingent liabilities of such a size in proportion to the economy inevitably created a
high degree of uncertainty in the private sector and thus explain the problems with raisng both
investment and savings levels.

Figure 1.18: External Interest Costs in Mozambique and Nicaragua (percent of GDP)
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Given the low levels of exports in both Mozambique and Nicaragua (see above) even these minimal
debt servicing rates represented a very high burden on both economies, as Figure 1.19 below
indicates. In the case of Mozambique this oscillated between 20 and 40 percent of exports, with
some dight tendency to decline. In the case of Nicaragua, a Smilar pattern was observed during the
war period, but as soon as peace was attained in 1990, the debt service ratio to exports rose , and
even dter re-negotiation in the late 1990s, it remained a over 50 percent. In both cases, and
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paticularly that of Nicaragua, it is difficult to avoid the concluson that this debt burden made
recongtruction far more difficult.

The argument used by donors to maintain these high levels of debt and debt service in both cases
was that this was an effective form of policy conditiondity. There is little evidence that this was the
case: on the one hand, after the end of the Cold War neither country was in a position to continue
with a socidist modd in any case; on the other hand, such conditiondity as was required could
equaly wel have been achieved through grant ad. There is of course another (less explicit)
argument: that if gpparently ‘deserving’ cases such as Nicaragua and Mozambique enjoy debt
cancellation, then it will be impossible to deny this facility to middle-income countries (eg Brazil) or
badly administered ones (such as Nigerid). It is far from clear why such a (‘mora hazard’) argument
would be effective in these latter countries debt negotiations; but even if this were to be the casg, it
seems quite unjust that the people of Nicaragua and Mozambique - who have dready suffered quite
enough - should service debt in order to ensure that larger debtors do not defaullt.

Figure 1.19: Debt Service Burden in Mozambique and Nicaragua (percent of exports)
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1.6 POLITICAL ECONOMY OF THE PRIVATE SECTOR UNDER RECONSTRUCTION

The Nature of the Peace Dividend

From the point of view of the private sector - on whom post-war economic reconstruction depends,
rather than government or donors - it is the reduction of uncertainty as much as the potentid for
profit which determines the willingness to inves, raise production and cregte employment.

In Nicaragua peace came when the US ceased to support the insurgents and the Sandinistas not only
dlowed democratic eections but abided by the result when they lost. The new government
accelerated the return to a market economy, but armed unrest and rura banditry continued for
severd years led by the demobilised soldiers from both sdes. Not only did demobilisation release
labour into urban unemployment rather than rurd production, but it was difficult to recover lost
capacity in the war zones.
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In Mozambique peace came when both sides were exhausted and the settlement was guaranteed by
UN presence. In effect an implicit dliance of two warring parties was united in power, permitting a
consderable degree of political continuity. The return to civilian society and market reforms were
more gradud. Demobilisation was funded by donors and the return of the population to the land was
comparatively rapid.

In other words, the vaue of peace dividend depends on security Stuation (that is, the nature of the
peace settlement itself) as much as upon the redlocation of budgetary resources; in an agricultura
economy it is expressed by areturn to land and the return of investor confidence. Both these changes
depend on the nature of the post-war politica aliance between *victors and ‘vanquished'; and the
effectiveness of donor support depends upon the degree in which they are consstent with this new
‘socid contract’.

Reducing uncertainty is not just a metter of the immediate settlement: it dso requires clarity as to
politica gtability in the longer term. In Mozambique this longer-term perspective was clear: the
colonid power would not return and there was an implicit dliance of the factions (especidly a the
local and provincid level) about a common economic development project based on market reforms
and nation building. In contrast, not only did a conflictive baance of power continued between the
Sandinigtas and the traditional politica parties, but these latter were sharply divided between
consarvative and liberd groups. In consequence, the private sector - smal famers, domestic
businessmen and foreign firms - did not fed secure asto their long term future,

Figure 1.20: The Peace Dividend (1980 US $)
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The economic dimengion of the peace dividend in absolute termsis set out in Figure 1.20 below. The
rapid decline in military expenditure in Nicaragua is notable, reducing expenditure by some US $100
per cepita a year. However, these resources were not immediately available for peacetime
recongtruction, for two reasons. first, they were largely supplied by foreign powers, and were cut off
once war ended; and second, the domestic resources required to feed and cloth the troops was till
needed in peacetime once they returned to the civilian workforce. In contrast, military expenditure in
Mozambique never exceeded US $ 20 per capita a year (indeed both sides appear to have largely
‘lived off the land’) and the ‘saving’ in peacetime was less than US $ 10 per capita a year in

peacetime.
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Moreover, in both cases, hedth and education expenditure did not increase dramaticaly in
peacetime, S0 that the population did not perceive a sgnificant socid dividend. Indeed, while military
expenditure in Nicaragua was reduced to below the level of socia expenditure by 1992, two years
after the settlement; this inverson was only achieved in Mozambique in 1995, some three years after
the end of the war. At firg sght, this might seem to imply that economic and socid recovery would
be more rapid in Nicaragua than in Mozambique. However, as we have seen, the reverse was in fact
the case.

Private Sector Response

The response of the private sector to the chalenge of post-war recongtruction is detailed in Parts 11
and 11l below. Thisis difficult to sum up in away which permits the two cases to be compared. One
way of addressing the issue is to examine trends in private investment and saving. Etimates of the
trends in these variables are set out in Tables 1.4 and 1.5 below.

In the case of Mozambique (Table 1.4) the investment estimates for the private sector are probably
too high, but it should be remembered tha they include the activities of NGOs. There is a clear
increase in the private invesment rate after 1990, which sustained a Steady rate of economic
recovery. What is more, the level of private saving moves from negative in 1988 to strongly postive
by 1996. Both of these trends can be said to reflect the return of private sector confidence;
supported by areduction of public sector domestic financing (effectively seignorage). These poditive
trends permit a steadily declining reliance on externd finance for the private sector.

In marked contrast, the case of Nicaragua reflects a very different pattern of private sector
behaviour. On the one hand, private invesment does not revive immediately after peece is
established- in fact it is only seven years later that the private investment rate rises to 20 percent of
GDP from the 10 percent it had been previoudy. On the other hand, the private savings rate remains
very week, S0 that private investment is financed by public sector transfers into the financia system
(debt reduction) and externd finance. Initialy this externa finance is associated with donor support,
but subsequently it is associated with an inflow of private foreign investment - much of it speculative
in nature. In sum, this does not appear that private accumulation recovered on a sustainable basis.

The recovery of smdl farmer production was centrd to post-war recongtruction in both
Mozambique and Nicaragua. The best comparable indicator in this context is domestic food
production per capita, which isillustrated in Figure 1.21. The downward trend in food output during
the conflict period is clear and explicable in terms of the focus of armed conflict in rurd areas and the
didocation of agricultural markets in both cases. None the less, it is noticeable that food production
gabilised in Mozambique during the war, and dthough it fell sharply in 1991-92 due to adverse
wegther conditions, it did recover quite quickly thereafter - and had reached 90 percent of its 1980
level by 1996. Thiswas largely due to the return of labour to the land, favourable weather conditions
and the re-establishment of some marketing channdls.

In Nicaragua, in contrast, output also began to recover before the war concluded - due to
liberdisation of rurd markets as in the case of Mozambique, but after 1990 production did not
continue to rise - remaining & little more than 70 percent of its 1980 leve in 1996. Thisis not just a
question of food supply as such: it is dso an indicator of the incomes of smdl famers - and by
extension of the extent of rurd poverty. The reason for the lack of recovery in this sector was partly
the continued unrest in the countryside; and partly the effect of closing the state-owned rura banking
system, which led to a collgpse of rurd credit, and thus the ability of smal farmers to obtain essentid

inputs.
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Figure 1.21: Food Production Per Capita (Index, 1980 = 100)
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The export response is an indicator of how the private business sector has recovered. Exports per
capita, asillugrated in Figure 1.22, give some indication of traded sector productivity and, insofar as
these are dominated by larger firms, of the activity of the business sector in production. Exports per
capita in Mozambique remained more or less datic throughout the recongtruction period, and a
bardy US $ 15 per capita per annum were clearly insufficient to finance the reconstruction process.
In sharp contradt, after an initid post-war decline, exports recovered relatively rapidly in Nicaragua
during the mid-1990s; reflecting the ability of larger farmers to obtain credit and re-gtart production.

In sum, the private sector recovery in Mozambique appears to have been led by smdl producers,
while in Nicaragua it was larger busnesses that benefited. This difference has two important
implications. Firgt, that post-war reconstruction based on small farmers can be more rapid as they
are able to respond rapidly to access to land and labour, and in any case do not have dternative
asst choices. Second, that a recovery programme based on smal rather than large businessiis likely
to have more pogtive redistributive effects and thus reduce poverty more rapidly.
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Figure 1.22: Export Productivity (US $ per capita)
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The Role of Donors in Supporting the Private Sector

A centrd donor objective in both Mozambique and Nicaragua was the reviva of the private sector:
in part due to the perceived need to lead societies away form socidist models of development; and in
part because the private sector accounts for the bulk of employment and output. None the less, the
main emphasis was on actions affecting the state sector, and relatively little attention was paid to the

private sector as such.

Table 1.4: Investment, Saving and External Finance in Mozambique (percent of GDP)

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

Public Sector

Investment 6.C 7.6 173 221 216 242 22.6 222 20.1 245 21.3 18.7 20.C

Savings -7¢ -97 -54 -47 -32 -53 -23

-46 -21 -52 13 2C 14

Balance -13.€ -17.3 -22.7 -26.€ -24.8 -29.5 -24.9 -26.8 -22.2 -29.7 -20.C -16.7 -18.€

External Finance 7.3

Domestic Finance 6.6 9.3 4.7 3.9

Private Sector

8.0 18.C 22¢ 244 294 255 25.8 208 30.6 21.7 18t 21.1
04 01 -06 1C 14 -09 -1.7 -18&8 -25

Investment 30.2 29.7 21.C 171 187 17.1 19.7 21.1 242 20.8 24.S 28.€
Savings 34C 374 7.1 -71-10€ -5.€-108 -9.7-12.C-101 7.8 134
Balance 3.7 7.7-138-24.2-29.3-22.7 -30.5 -30.8 -36.2 -31.C -17.2 -15.1

Externa Finance 2.9

Domestic Finance -6.6 -9.3

1.6 18t 281 29.7 227 29.8 31.8 37.€ 30.1 15t 13.32
-04 -01 06 -1.C -14 09 17 18

Total
Investment 36.2 37.3 38.3 39.2 40.3 41.2 42.3 43.3 44.2 45.3 46.2 47.3
Savings 261 277 1.7-11.7-13.8-10.€-13.1-14.3-141-154 9.1 154

Current Account -10.2 -9.6 -36.€ -51.C -54.1 -52.2 -55.4 -57.6€ -58.4 -60.7 -37.2 -31.€ -25.3

In the case of Mozambique, donors did help bring an end to the war and the re-establishment of
trade and investment links with the ‘West’. None the less, donor strategy appeared to be the
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outcome of repeated emergency programmes rather than a development strategy as such. In the case
of Nicaragua, the donors obtained the ‘trangtion from socidism’ they desired, and were able to
support afairly coherent reconstruction strategy for the first five years (1990-94); but after that date
the incoherence of government policy itsdlf left donors without a strategy, and reduced to sectoral
interventions. In consequence, even though the Nicaraguan government was the more overtly
supportive to private enterprise, the Mozambican strategy appears to have been more successful.

This contragt is underscored by the macroeconomic effects of the large aid inflow on the private
sector in the two cases. In Nicaragua the aid flow clearly led to overvaduation of the currency and
‘Dutch disease’ in the sense that profit margins on traded production (and particularly exports) were
reduced; while non-traded activities such as urban services and congruction became highly
profitable. In Mozambique, this was not so much of a problem because aid was vitd in lifting supply
congtraints in roads, transport and storage.

Table 1.5: Investment, Saving and External Finance in Nicaragua (percent of GDP)
1991 1992 1993 1994 1995 1996 1997 1998

Public Sector

Investment 4.4 8.5 8 11€ 118 154 10 8.6
Savings -3.E 01 -0€ -0¢ 0.6 1.2 2.6 6.4
Balance -7¢ -84 -8€ -12t& -112 -142 -71 -2.72
External Finance 124 15.2 9.8 14& 119 178 94 11C
Domestic Finance -4t -68 -12 -223 -07 -3€ -23 -8&
Private Sector
Investment 13.¢€ 11 10¢ 104 121 117 217 22¢
Savings -22 -103 -28 -0.3 37 6.6 -42 -13.C
Balance 161 213 137 107 8.4 51 25¢ 35¢
External Finance 11.€ 145 12% 84 7.7 15 23€ 271
Domestic Finance 4t 6.8 1.2 2.3 0.7 3.€ 2.3 8.8
Total
Investment 182 195 18¢ 2 239 271 317 31kt
Savings -5.7 -10.2 -34 -1.2 4.3 7.6 -13 -6.€
Current Account 24C 297 223 232 196 193 33C 381

In sum, ad did hdp: it ensured pos-war surviva; and aso supported liberdisation and
demilitarisation. But aid did not support longer-term fiscal solvency or export strength, or markedly
reduce poverty. Although aid was rather more effective in Mozambique than in Nicaragua, due to
greater coherence between government and donor ams; in neither case did it lead to a sustainable
private accumulation path in the decade of post-war reconstruction.



QEH Working Paper Series QEHWPS45(1) Page 39 of Part 1

1.7 CONCLUSIONS AND PoLICY RECOMMENDATIONS

Donors and Post-War Reconstruction

Multilateral lenders (that is, the Bretton Woods ingditutions and the regiond development banks)
should suspend principle payments on their debt for countries in post-conflict recongtruction, so asto
avoid bilaterd ad being diverted to maintaining multilatera debt service rather than dleviating the
economic burden of conflict on vulnerable groups.

In particular, the “highly indebted poor countries (HIPC) initiative should be reated to post-conflict
recongtruction and the protection of vulnerable groups rather than long periods of macroeconomic
probity that war-torn economies cannot fulfil. This might be achieved by the suspenson of debt
payments againg commitments to maintain health and education without discriminetion; or possibly
payment of debt service into accounts for aid agencies.

The use of officid bilaterd credits, longer-term development loans and multilateral investment funds
to place pressure on the governments in post-conflict economies should be gpplied with great care. If
the development finance being cancelled was properly designed in the first place - in other words
that it followed DAC criteria and is clearly targeted at poverty reduction - then aid sanctions affect
vulnerable groups disproportionately.

Conventiond conditiondity packages are not appropriate during reconstruction, veering between the
judgement that the usua adjustment package should be introduced and the view that adjustment
should be postponed until the war is ended. Where the price system functions poorly and post-war
disequilibria have devastating consequences on entitlements; adminidrative dlocation of foreign
exchange, intervention in food markets, and rising tax pressure should be accepted by donors.

Structurd adjustment assistance should focus on the strengthening export capacity before import
liberdisation; and the securing of long-term credit to investment before reforming the financid sector.
This should gtabilise incomes and jobs for vulnerable groups in the short term, while reassuring the
population as a whole as to benefits of integration to the world economy in the longer term; both of
which should reduce the potentia for conflict. Establishment of externa solvency by cancelling dl
outstanding officid debt would support this integration, with the condition that the fiscd resources
released from debt service used only for the reduction of monetised deficits and net additions to the
provision of public hedth and education.

The design of humanitarian aid in response not only to conflict-related emergencies but aso to pos-
conflict recongtruction should take into account the explicit reorientation of development assstance
towards reducing inter-group and inter-regiona inequadity, and towards strengthening the capacity of
the Sate to ddiver the public goods of hedlth, education and security to dl citizens.

Domestic Actors and Post-War Reconstruction

The governments of war-affected areas should consider the individud and regiondly varying impact
of conflict on the economy and prioritise their actions accordingly. Policies suitable for equitable
post-war recongtruction include the return of trugt, stability and peaceful poalitics, the equitable and
politicaly sustainable digtribution of a peace dividend; the stabilisation of the macro-economy in
accordance with international donors as discussed above;, and the establishment of humanitarian,
economic and inditutiond investment programmes which combine the need to build government
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capacity, support the socid needs of the population, and enhance the supply response to the
emergence of peace.

In particular, such investment programmes should address hedth, water, education, transport,
communication, agriculture and the civil and indtitutional sectors, depending on the legacy of the war
and the dructure of the economy. Donors, the government and civil society (including representetives
from the opposing, war-time factions) should be involved in the design, planning and implementation
of these programmes. Despite the gpparent humanitarian short-term needs of the immediate post-
war period, the diginction between short-term emergency planning followed by long-term
development work should be avoided. Instead, dl programmes should lay early foundations for long-
term growth, eg by combining demobilisation or refugee return programmes with asset rebuilding,
transport improvement and private sector development programmes.

Above dl, donors and domestic actors should strongly condder implementing a civil ingtitutiond
investment programme for the war-affected economy. Such programme should prioritise the
establishment of independent police and judicid authorities, improve the qudity of the law making
process, strengthen conflict resolution capacities, support an independent press, and improve other
civil and market ingditutions which may have been damaged by war and which are pre-requidtes for
balanced post-war growth.

International Actions to Prevent Recurrence of Conflict

There are two separate tasks here for the international community: on the one hand, to reduce the
economic vulnerability of poor; and on the other, to ensure that those countries remaining in the
vulnerable group do not dide back into conflict. The firgt task might seem to be merely that of
development policy in the conventiondly accepted sense of market orientation, macroeconomic
gability, investment in human capitd and so on. While these may wel make up a sufficient strategy
for the middle-income countries, it is far from clear that this is the best course for the low-income
economies without sufficient assets or indtitutions to enter the international market directly.

Possible international policy measures include schemes to Stabilise the incomes of primary
commodity exporting poor countries o as to reduce uncertainty about foreign exchange income; and
preferentid access to regiond and multilaterd trade arrangements to increase export capacity. The
internationd regulation of internationd trade and investment in ‘sengtive’ commodities (such as ams,
oil, gems, and timber) with a view to minimisgng the destabiliang effects of these activities in
vulnerable countries could be achieved within exising multilaterd trade agreements and the
multilaterd investment arrangements currently under negotiation; by creating specific trangtory
conditions for poor countries.

The explicit reorientation of co-ordinated internationd development assstance towards reducing
inter-group and inter-regiond inequality, and towards strengthening the capecity of the date to
deliver the public goods of hedth, education and security to dl citizens, would imply the adoption of
the reduction of conflict potentia (and by extension, the reduction of vulnerability) as the key priority
in development co-operation with poor countries, rather than broader notions of economic growth
which can disguise redigtribution of income and assets between socid or regiond groups which
increase conflict potentid.
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