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Peacebuilding and Public Finance

Michael Carnahan and Clare Lockhart

Asuua‘inabic system of public lmunge 15 foundational to the building and
ongoing operation of @ stable state. The state’s capacity to collect and
expend revenues underping its ability to deliver hasie services o its citizens,
including security. social services, and infrastructure. The ability of the state
to tollect revenues depends on whether jts citizens perceive it o be legiti-
mate; the state will be increasingly seen as legitimate it can allocate re-
sources and manage expendiures effectively and equitably. Rebuilding the
public finance system can, therefore, both underpin and reinforee & viruous
cyele as part of broader efforts 1o build & legitimate and effective state.
However. external did that bypasses the public finance system can under-
mine efforts to huild state capucity, tming & potentially virtuous cycle into
o vicious one. !

In this chapter we examine the centrulity of public fiance o building a
functioning state. The first section outlines why an effective public finance
systerm is integral to statebuilding, and the second seetion anatyzes what a
functioning svstemn of public finance entails. Those sections provide the con-
text for a twos=part discussion of how interventions led hy the international
community undermine statebuilding efforts by channeling funds outside the
government and relying on parallel mechanisms of their own creation. The
final section proposes some ways forward that offer an alternative approach
that pluces the public finance system at the center of international statebuild-
ing interventions,

Why Focus on Public Finance?
A functioning publi¢ finance system 15 the backbone ol an effective and legit-

mate state, A public lnance system is integral o statebuilding because it un-

derpins the alnlny of thie state to perform its core lunetions, which necessarily
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SUpPOrts elforts 1o build stae capucily across other domains. By building up
the public fnance system ma posiconfliot country, the copability for strite-
gie plunning can be developed through the hudget process, which should be
the lagus for formulating, coordinating. and monitoring policy. A holistic
approach w- developing the public Hnance system. with a particular focus an
balance between revenue and expenditure: s essential to ensuring (he public
finance system can meel its potential as the foundation for an etfective stute.

The key 1o success in restoring stute functions is well-sequenced and
cohierent progress geross cconomic, political, security. and administmtive
domalins. Progress—or failure—across these domains tends to be mutually
renforeing. Improvements in (he security situation are reinforced by o func-
toning. fepresentative, and inclusive political system. Economic growth will
only oceur il security is improving and (he political sitnation becomes more
stable. but inceeased cconomic growth is itself the foundation upon which &
sustainable polines aud seeurity can'be built over the longer ferm. Forward
movement on all these fronts generates & mutually reinforcing process that
cun contribnie 10 1he creation of u stable and prosperous society.”

Building n sustainable public finanee system is o fundamental part of this
mutually reinforeing process, Daomestic revenue migst be collected and spent
in priority areas, imcluding the investments in human, physical. and institd-
tional capital that tay the foundations for economic growth. When the gov-
ernment is seen o be delivering services and reporting transparently on rev-
‘enue and expenditure, its legitimacy is further enhanced. In & postcontlict
sithation, where trust between groups is low. wmechamism that ensures the
iransparent and even-handed allocation of resources cin be especially impor-
pint. When the govermmen alloeates resources ina Fansfhoent and account-
able way, the influence of spoilers and competing actors can be undermined.

In the absence of wstrong public finance system. 4 vicious cyele can
fast be remforeed. Revenues will be inadequate to meet expenditure nceds,
andthe revenues that are collected are likely to be misallocated ar stolen
and may be used 1o fund illicit activities that generate instubility. Unlike
domestic revenue collection, which often spurs calls for sccountability in
government expenditure, citizens have litle stake in the efficucy ol foreizn
aid expenditure, reinforeing a culture of lack of accountability. Alwernative
sites of authority emerge and are reinforced, and the authority of the stue is
wenkened.,

Developed countries have traditionally engaged with fragile, Guling, or
failed states hy compaitmentalizing issues into clearly dehined silos, The
United Nations typically takes the lead in political reform, including de-
signing and implementing peace processes, This political process is syp-
ported by secutity arrangements. usually provided by combinations ol forees
spansared by varying groups, including the North Atlantic Treaty Organiza-
fon (NATO) and the Organization for Seeutity and Covperation i Lurope
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(OSCE). Responsibility Tor ongomg tiw apd order has had's vange of cham-
pions. Economic reform has been the responsibility of the International Mon-
etary Fund (IME) the World Bank, and regional development banks, UN
agencies and nangovernment:dl vrgamizaion INGOs) have tended 1o fucus on
the delivery of soctal services.”

Interventions are Turther complicated because mulitluteral actors are
joraed inuny exercise by aomumber of bilateral parters. In most cases each
indivadual donor country s represented by a different ngency within s
governtient: the political domain may be covered by a foreign ministry, the
security domain by a defense minisery, the ceonomic domuin by a finance
mimistry. and the socil domain by a development ministry. with no guaran-
tee that represeitatives Trom each mimstry will wgree on the way forward,

There have been calls Tor both domestic and 1nernational actors 1w em-
ploy smore strategic approachito plunming, underpinned by core statebuild-
ing imperatives, i a postconiiict perod.® The budgevis the insirunent most
likely o ensure thiat any soch strategy gets traction in practice. The budgel
is the mechanism hinding the state to wansparency and accountability in the
use of linances: thraugh the transparent preparation off a/budget and track-
ing of its implemeniation, actors can most effectively he held accountable
for playing by new rules of the game.

In Afghanistun, extensive studies undertaken by NATO strategic plan-
ners during 2004 demonstrated that the creation of a public finance system
and credibile institutions were fundamental to the creation of a secure envi-
ronment over the medium to long term. Supported by # team of strategic
planners and internationul experts, the government of Afghanistan led the
preparation of a (welve-yeur stutebuilding plun und programs to which re-
sources would be pledged.h The budget underpinned this plan, which itself
focused on reinforcing the ability of the state to collect revenues and plan

effective expenditres.

In political oy securnty diseussions ambiguity cun often be a useful way
Lo garner an initial consensus, enabling incremental progress over time.” In
contrust, yuestions of public finance, such as the rate of customs duty to be
levied on goods or the amoum of moeney that would be spent ina given year
ot the defense Torce, require early precision. Early in the life of a new gav-
ernment, budgers are prepured, revenues collected. and expenditures made.
The allocution of scaree resonrces is among the firstconerete decisions that a
pew administration must ke, The exercise of prepanng umnd agrecing on a
budget can be an important toal in consensus building and capacity building
for cahinet governance. In this way, the public finance systent generally, and
the budget more specifically. provide a tangible discourse halt drives change
in thie sphere of political decisionmaking. The budget process should deeord-
ingly become the locus for the Tormulation, coordimition. and monitoring of
policy, and a critical tool of strategic planning in any Statebuilding elfor.®
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Within the public finance sphere. bialinced progiess must ocour across
thfferent domains, Astrong budget that precisely allocates spénding to Highs
priority areas is worthless i there are no stdf in ministries who can eliec-
tively run these progriams. Indieed. without the capacity 1 spentl elfectively.
domestic revenue collection miy undenmine the statebuilding agenda iy
patronage and corrupiion become institutionalized. Bulanced support is re-
quired between the revenue and expenditure sides of the public finance sys-
tem. For example. Kosove faces particular challenges because the revenue
system was built up rapidly and effectively. but the expenditute side re-
ceived less attention. Consequently. Kosova collected revenues of around
30 percent of gross domestic product (GDPY: i figure of around 135 percent
15 considered by the international finuncial institutions (IF1s) o répresent a
strong revenue effort in o postcontlict context, Considerable public sector
huring took place. and severdl programs commenced without careful plan-
ming, Now. Kosovo taces difficult decisions on whitt areas 1o cut back as
revenues ure not growing fast enough tw match the growth in expenditures.

In concluding this seetion. it might be helpful 1o consider two different
views of statebuilding. One view posits that political legitimacy can be cre-
ated and shored up through the use of patrotiage to support speeilic graups.
In & posteonflict situation. there s a risk that this approach leads 1 the con-
solidation of u criminal-malin regime, because the groups that most need 1o
he appeased dre often those that thrived during war and Became connected
to international money laundering. weapons supply. and other illegininate
global interests. Another view posits that unless w rules-based systerm is insti-
tuted as soon as possible. based on the realizaton of citizens” rights and du-
ties through trunsparent, accountable fules and systems, these criminal net-
works and their interésts will capuire the state. A functioning public finance
systemn is the key catalyst to the latter process.”

What Constitutes a Functioning and

Sustainable System of Public Finance?

Public finance invalves estimitting availuble resources, allocaling resourees
1o priority needs through a budget. collecting revenne, expending resourices
agminst the budget. and monitoring and reporting on these collections and
expenditures. ! The key 1o building a sustainable public finance svstem is
to-design a system that is clearly rules-based, with very little room for ndi-
vidual diseretion, The system should provide prediciable und transparent
management, requirements for regular reporting to the public and the legis-
Tature, and limits on opacity. These features must be developed ucross the
éntive public fimince system, ncluding the domams of revenue, expendi-
ture, and public debt. This section offers a brief overview of cach of these
domuins,
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Revenue
The government must have the capaeity Lo estimate the mmount ol revenue
that will b collected vider existing legislution, enaut legishitive changes if
revene needs 1o beinereased or decreused, und then administer the system
10 ensure thar the revenue is collected. Estimnting the nvailnble revenue in-
valves wnal vaing data from previous years, estimating the changes in mujor
miaerocconomic piarameters such as GDP and inflation), and then estimat-
ing the lmpact ol these changes on likely revenue collections.

The vwe key aspects ol revenue adnnmstvation are fox and: customs.
There are Tour key elements o taxation adminstration: registering and ae-

counting for puyments (rom taxpayers: assessing and reconciling the mmounts

paid by ppayers with overall abhgations each year: educating taxpuyers:
and enloreing the tax laws, which generally involves u focus on large tax-
pavers. an sctive program of andits, and court-based prosecutions, Customs
adminisiration involves the collectionof all relevant duties and levies, mclud-
ing customs and excise duties, This work includes valuation of eoods, deter-
mination of eligibility for exemption. expon/import procedures. controls of
import quotas, and physical examination of gonds,

Accursory eonsideration of these aspects of revenue administration shows
the imtimate link between public finance wnd the other domuins of sttebuild:
ine. Without s functioning security sector- the enforcement and complinnee
needed 1o operate 1 revenue system will he inadequate. [n the absence of
broad political support far the administration and an seceptance of its legit-
imucy, there will be such o igh volume of willful noncompliance that only
an extremely druconian enforcement effort will vield any revenue {and will
itsell further undermine the government’s legitimaey ).

There are twomajor chullenges 10 building a sustainable revenue sys-
tem, First, there must be adequute economie agtivity trom which revenue
can be extracted. In the absence of productive activity, there is nothing to
tax, and there will be no revenue, Therefore, cconomie growth and sound
mucroceonomic and microeconomic policies ure critical. Second. the tax
and customs administrations require a strong cadre of public oificials who
are well wained, adequately remunerated, and committed 1o building a strong
revente service.

In posteon(lict economies there is often no shortage of internationsal as-
sistance 1o develop physical and technological infrastructure.!! However.
there is usually a shortage of experienced and well-irained revenne officials.
This constraint dictates the way in which the revenue collection capacity in
posteonflict counfries is likely to develop.

Most posteontlict countries have lended 1o Tdllow a lour-stage se-
guence, driven by the fnitinl shortage of ramed revenue ofhicials, There is
usually an initial Toeus on customs collection, particubidy whiere there are
a limited number of border points thal can be policed with aelatively small
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stafl. The next development is asually the introduction of i services tux,
eenerally on services consumed by the expatriate community. such as hotels,
restaurants, and telecoms. The third development 18 the creation of a lafge
taxpayer unit, focusing generally on the 100 1 500 largest taxpayers, as
they provide the bulk of the corporate income s revenue, The Tourth de-
velopment is personal income taxation. often with pressure to jntroduce a
comprehensive personal taxation system in advince of the first major civil
service pay raise under the new administration. Subsequent developments
will depend onthe individual country’s circumstances and can inelude re-
source taxation or more comprehensive indirect taxution.

Expenditure

A [unctioning public {inance system uses the availuble revenue o provide
serviees 1o individuais and communities. including socinl services, safety
and security of person and property (including police and a justice systemy,
nnd access W essential physical infrastructure services. There ire three dis-
tinct phases-in an expenditure system: budget preparation. budger execu-
tion. and monitoring and auditing expenditure. The first component in puhlu,
expenditure management is the preparation of the expenditure plan. Prepar-
ing a budget involves bringing together all spending proposuls, evaluuting
them for their ¢ost-effectiveness, and presenting them in @ complete and co-
hereat form so that decisions on priorilies can be tuken by the relevant polit-
icul decistonmaking hody—usually i cabinet or a group of senior ministers
working with the president ar prime minister. This is generally coordinated
by u ministry of finance. in clase consultation with other ministries, Then,
depending on the structure of the legislaure and the relationship between
the legislature and the executive branches of government, there may be ad-
ditional modification of the spending plun.

The international development comnunity lacks a well-developed un-
derstanding of the need for a unified expenditure plan in the form of a
budget, Rather, the majority of international sctors often seem 1o resenl a
budgeting process that limits their freedom to do what they want with their
ad money. Each international partner allocates expenditure in its own inter-
¢st, or in its perception of the national interest of the recipient country. in-
evitably leading to a whole that is less than the sum of its parts. A compre-
hensive and coherent budgeting process is vital to ensuring that overull
expenditure meets the national interests, rather than a collection of sec-
tional interests.

Governments use budgets to prepare expenditure nol because some things
are unimportant, bt because everything is important. Budgets allow: prioriti-
zation among competing goods: they allow questions 10 be asked and chorces
1o be made about what is more important and whit is most important. The rel-
evant guistion is not whether reducing maternul mortality or improving farm
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access 1o markets is imporant. Rather, o world where resourees are im-
iteed, the question is what lesel of fesources should be allocated 1o cach activ-
ity. Preparing expenditures in a piccemeal Tashion, in which cach organiza-
tion has its plan, docs not dllow [or this overall perspective and prioritizaton,
nor does it allow for easy coordmation. Planning expenditure throngh o
budget process ensures that Hade-offs can be made and balance maintained
across dmensions. Balance must be maimained between sectors, between
capital and aperiational expendituries, between stalling and perational costs,
and ieross geographically and ethnically diverse communities. The budget.
in sum, is the site where trade-olls between mulliple and compéting dims
can be analyzed and managed.

Once the budget has been legislated, the next step is o carry oul the

spending program (n aceondange with the legally approved budget, which is

generally the responsibility af the treasury within the ministry of finance. It
involves preparing monthly or quarierly allotments for different budgetary
units of the zovernment and processing theiy expense reports, When expen-
ditures are legitimate, puyments are issued to the claimants, The treasury
most also manage cash Mow on an ongoinge basis W ensure that government
finances do nol go e deficit, unless there is legisiated npproval to borrow,
Management of cash Dows is complicated when there are multiple sources
af funds, such as special accounts or duluuu.d multilaterul rust funds.

Creating 3 single treasury account, into w hich all resources of 1he state
flow und from which all puyments are made, will facilitate cash-{Tow man-
agement. A particular challenge in many countries, including Afghanistan,
has been the presence of multiple accounts, with many ministries having
ther own sccounts. This makes it very difficult to assess the country's over-
all fisead posivon and tude-offs between different spending prionties. More-
aver, given the Imited suditing and accounting capacity in Afghamstan, the
presence of multiple accounts makes effective oversight and monitoring
very difficult.

The final sk is monitoring and reporting on éxpenditure, which in-
cludes the preparation of monthly, quarterly, and annual expenditure state-
ments that repert on expenditure by cach ministry against its budget allocs-
tion, Triined staff can use these expenditing ceparts as the basis [or assessing
the effectiveness of expenditure. The expenditure report indicates how much
money was speal on d purtioular project. bul additional analysis is needed 1o
determine whether the expenditure actually delivered the benefits or pro-
vided (he services thut it was designed to. Additionally. targeted audining
programs are needed 1o ensure that public funds are spent in accordance
with the budger and the Taw.

Regular reporting on revenue and exXpenditure to the organs ol govern-
ment and 10 the public fosters transparency and accountability in governance.
Regulur und timely reporis an primary expenditures must be institutionalized,
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In' Algharistan, monthly reports are submitted o the cabiriel on revenues
and expenditure.apd regutar reports from international suditors are subinit-
Led 1o cabinet-ranle ministries on the proportion of ther expenditure that
was inehigible aceording yo the laws ol the country. The degree woowhich -
cligible expenditnres vceuried and thie extent to which ibuses were addressed
led o reduenions in future funding allocations 1o that organ of government.
Pending the ereation of purlinmentary oversight mechatisms, regulir reports
were made 1o the sation through press conterences and al the lova friegas 1w
sumnuirize the same ssues,

Public Debt

The goals of debt inanagement policy include managing the net debt port-
fulio ol the country ul the lowest cost over the mediam term and supporting
markel efficiency through borrowing operations in the fnancial markets,
The government neads the capacity to issue o range ol deblinstruments ol
varyifie muturities to easure that it can access sutlicient funds o contibue
operalions,

Conntries that huve experienced regime change often face the issue of li-
abifities incnrred by previous regimes. There may he questions abaut whether
the previous regime was fegitunate, oreases in whincl borrowed resaurces
were squandered. 11 a previous regime received militry hardwure and train-
ing o eredit that were later used o oppress the population, should that pop-
ulation have o pay for the bullets that killed their families pfter the regnme is
onsted?= The prevailing position has been it the new regime mherits the li-
ahilities of the old regime. This approach proteets the liseal rights of citizens
i lending countries at the expense of citizens in borrowing counitics.

The period alter regime change or conilict poses o vange of ¢hallenges
tothe indebued countey. A new beginming provides an opportunity for maor
debr wrate-offs and the possibility of obtaining donor support 1o fund any
JETCARS 11 repaviments—a prerequisite for abtaining sew multilsternl funding.
Although there may be extersal pressure fofthe new government (o enter into
i Paris Club process w have the debts consohdated and repaid at o highly
evncessional rate, tis dectsion should be madie withy care, To enter ino such
an argatigement requires the aew country 1o acknowledge that the debis are
legitinate, when they may not be,

Other £conomic and Financial Functions of the State

The focus of this chapter s the relationship batween building the institutions
of public finande und statebiilding. There are also d range af economic and
finuncial state functions owlside the domaim of public finance per se thi
should be constdered i any discussion of stateburlding. When carried onr el
fectively. these functions support i growing and dymamie economy. Severs!
of these fundtions are brielly summarized belaw. although o fully capture
cich of these issues is beyond the scope of this ehapter.
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Monetary affairs. The instiutional arrungements around the monetary au-
thority need w be well designed, ineluding its degree of indopendence from
the rest of the governmuent apd ity associnted reporing responsibility and
accountibilities. There will be other challenges in a postconllict environ-
ment: ensuring that the Orancial architecture is operatng, setting the overall

aoals ol monctary policy, undmukmg thednstruments availpble w the mon-

etary authority o copduet tha policy and potentially the choree of currency.

Management of state assets. The management of 1he tangible and intan-
gible assets of the swte Is a second key area requiring auention in (he imimne-

dime aficemath of war. [Uis rone that, gs donors pledge billions of dollars w

postconther countries, billions of dollars in suue assets cap be vansierred
o private hands, enrenching and empowering a coiminalized ¢live, Tangi-

Dble assers can be vansferred through the granting of nghts over assers; m-

cluding rights over Torests, oll, gas and minerals, antiquities and coliaral
heritage. land. and Oshing. Public assets can also be wansferred ino private
hands through the granting of monopoly rights aver key sectors: Sudly. mo-
nopolies of this kind can destroy vidlue by entrenching inefficient and costly
market structures, Poor management of state ussetsan this way entrénches a
winner-take-all mentality. with public assets treated as spoils to be divided.
Such an approach is opposed to a more cooperative growth-hased model for
development and is likely to undermine stability and contribute to ongoing
confhict.'*

Transforming the illegal economy. In developed countries. the market
und economuic imsttunons can be assumed 1o exist. Often the task becomes

one of ensurmg the vght bulunce between free market setuvity und govern-

ment divection or regulation. In developing countries, and, more specifi-
cally, in postcontlict countries, the marker and cconomy do pot exist as
funcuioning institutions. During the conflict. networks af eriminality are
likely o have flousished and thus, the networks of wg iffegal economy have
become entrenchied and instittionalized. The ereation of a legitimate econ-
DMy as an instiition is anessential wsk for economic policymakers in o

postconflict sitwation. [t is elear that the internationul community has not

yet identified the mechanisms wodo this, The current mechanisms—inelud-
g dreafting legistation and establishing anticorruption units—may: be in-
sulficient. 117 the challenge is 1o create a legiimate capitalist class who will
be both willing and able (o pay taxes—angd will demand a functioning state
other mechanisms need 1o be identilied. '

The Impact of Development Resources on State Capacity
To understand how the internanond] assistance community can support of
undermine the ereation of o sustainabile public nance <ystem. il is important
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to understand how funds ow and how decisions sdre made in the currem
system, Funding for development assistince stirts as domeésfic revenue
collected by donor countries and is designed 1o provide assistance. either
directly or indireetly, to developing countiies. The channels through which
the funds flow. aned the modalities throogh which they are spents will deter-
mine how much money wickles down to the bepeficiaries and how miuch is
diverted to meet othet objectives. These decisions will silso delenmine
whether the intermationd] development industry supports or undermines the
building of state ecapacity. Fieldwark seross six coumries, reviewed by leal-
ers ol postconflict transitions at i conference at Greentree Estates in Sep-
tember 2005, found thiar the majority of current international priciice wn-
dermines the statebuilding agendi'*

How Resources Can Flow: The Architecture
The prevailing understanding of the flow of funds mthe mtemistional devel-
opment system s dlustrated in Figure 4.1 below, [t delineates five clements
m the process: the original fundig sources, the condurts through which the
[unds pass, the decisionmakers, the implementers, and the benehcianes.
The main yources of development funding are the pirivate cilizens and
comparies in donor couniries. Some funds are collected in the récipient
country through taxation of domestic economic activity. license fees, or the
sale of state assas. However, the bullkl ol public spending in posteonflict
countrics comes from revenue colleeted in donor countiies and then allocaed
by the donor government ta the recipient country: In some Cases, international

Figure 4.1 The Flow of Resources in Developing Countries
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mongovernmental organizanons (INGOs) collect funds direatly via danations,
Bt the mngority of thicir funds come from dofior governments,

Fitneling conduits are the channels through which funds flow oi the
way fo their Final destmarion, Domestie vevende s channeled directly 1o the
covermment, Donor Tands con pasy through several possible channels. Some
funds are provided directly to the host government [ram the donor in the
form of tied or untied budect support. In the case af untied budger support,
the donor stmply deposits the money in the sovernment account, angd for all
mtents and purposes it can be reated 1lKe domestie révenie, Otherwise. thie
donor may divect funds toward a specific portion of the budger (e g, ear-
marking it o pay teachers” salafies). In soine cases, donors may wish o
provide direct support 1o the operations of the government bul may use 4
multilisteral channel. Multilateral trust funds have been established for many
countries o provide budgetary support, often with conditions attached (e.g..
funds could not be used (o purchase lethal weapons).

Some donor funds are used o support the operations ol deveélopment
banks and other international linanciul institutions, including concessional
tending aperations, Donors ulso provide funds w development banks. either
directly or by Tunding endowmenis that the development banks then pro-
vide as grants. In some cases, donor governments provide money directly to
United Nutons agencies or NGOs. Tha is, a donor government will agree
e fund a project thar has been designed by o United Natons agency, Fi-
nally, the development agency or other agencies from the donor govern-
ment may choose Lo retain and program the money sell.

Dectsionmakers determne how and where the money will actually be
spent. There are ab least three possible decisiommalking locr. The st decs-
stonmaker s the recipient government dsell, Theoretically, the govermmer!
hus Tull contral over how it spends ity domestic revenue. In the case of
budiet support, the government presents o proposed expenditiire plun. and
i denor governments support it they may provide resources Torthe plan.

A second possible decisionmuker 15 intergovernmental orgunizations,
meluding IF1s and UN agencies. When the governient bofrows or geceives
grants from 1FLs, the government is the notional decisionmaker, although
the preferences of 1Fls, especially where conditionality is exercised, often
shape government’s expenditure patterns, '® For UN agencies, Tunding is
often provided from donor givermiments against very general project pro-
posals. with great pressure on donors to disburse. Under such a general
remit. a UN agency can often determine uniluterally wheve it works, what
type of services or benelits it provides. and who the heneficiaries of the
services will he.”?

A thivd possible decisionmaker is a donor government's development
ageney, which can allocate funds as it wishes. In some cases. donor funds are
carmiirked to particular sectors, but even within those sectors the development
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agency can decide onvissoes such as the location and precise nature of the
projects,

Implementers are the vrganizations thal actually produce things: deliv-
ering services, butlding infrasteucture such as roads or schools. or digging
wells, Generally, implementation is carried out by one of four sroups: the
goverment. asmall pumber of UN agencies, NGOS. o private coptractors,
There are severil tnportait points (o bear in mind regarding implementi-
tion. First, development agencies and UN agencies almost never actually
implemem programs directly; they contract other organizations (usually
NGOs or private contractors) to do so. Second, the distinction between NGOs
and private contractors is often blurred. Many private conttactors will regis-
ter as NGOs in order to reeeive preferential tax tieatment, Thivd, regardless
ol which conduits the maney goes through, donor agencies, UN agencies. ind
the government dll end up using the same implementers. Where implementa-
tion capacity is limited, these actors compete with each oiher o ensure their
prajects are nnplemented.

The beneficiaries ure the individugls oy communities who teceive the
services that are delivered. That is, the beneficiaries are people who are
treated at the climes, who can travel on the improved road network. or who
have betier aceess 1o pnwhh. water.

How Resources Flow in Practice

In postconfTict countries the vist majority of resources flow oulside govern-
ment channels, Some resources Tow to the govermment in the form of
budget support or development bank credits and grants, but these funds are
often eclipsed by the money that Mows outside the government. In the case
of Afghanistan, for instance, over 80 porcent of funds bypassed the govern-
ment system during thee first three vears. Even In the case of East Timor,
where the international community mitially served us the government, over
55 percent of resources were channeled outside the government, with & (ur-
ther 35 percent being provided through a multilatefal trust fund, Figure 4.2
represents this dynamic.

In this situation, the only source of funds available to the national gov-
ernment is domestic revenue, apart from any funds received in the form of
direct budgel support or through trust funds. In a fragile state, and particu-
lurly in a postconilict situation with weak economic activily, domestic rev-
enue is often quite low. For political and practical reasons, the highest pri-
ority for domestic revenue is generally the payment of civil service salaries,
S0.in the absence of other resources, domestic revenue can simply become
entrenched as a source of patronage with no concept of service delivery,

Typtcally, donor governments provide the money directly to UN agen-
cies or program it themselves by contracting NGOs or privale companies:
This approach undermines the building of a sustainable state by reinforcing
parallel mechanisms rather thin state institutions, by spending inefliciently
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Figure 4.2 Flow of Funds in Practice
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due 1o 8 luck of coordination among donors. by exacerbating mniergroup
tensions through un inequitable distibution of assistunce, and by creating
expectations thut cannot be sustined. Moreover, in response 1o the drgu-
mentthut operuting vwside the government is faster, it is not clear (hat by-
pussing the government actuully allows internationy] organizations to de-
liver services more quickly or more cheaply, The same contractors on the
cround are used as implementers regardless of the channdls through which
the fundy poss

Parallel mechanisms undermine state structures and government au-
thority. By cstablishing parallel decisionmaking structures, the intemational
community undermines the creation of these strictures within the state appa-
ratus. This 1s particularly pertinent in the case of the cabinet or senior politi-
cal decisionmaking body. A functioning cabinet is-a critical ingredient for a
stuble stale. When given the oppartunity (o make real decisions, over real re-
sourees, institutional capacity can be dramatically strengthened. Too often.
mijor decisions are made without recourse o this body, Even more problem-
ane is when donor countries take advantage of nuscent decisionmaki ng ca-
pacity by seeking hiliteral deals with elements within the government in
arder to elaim “government™ support for their priorities,

Purallel mechanisms also prevent bonds of citizenship from forming
between the government and its citizens. These bonds are developed and
strengthened through consultation on the use of stute resources and through
the ability of citizens o hold the government to uecount for s decision-
making on public expenditure, 1 the government does not mapage the funds.
it cannot be helid accountahle
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The pblic exponditure system an aposteontlict or fragile state often re-
sembles o ser of old pipes. There are a series of Teaks in the systeny, but until
water 15 flowing in the sysiem it is not possible toadentify the leaks and
patch them so the Tunds (low etfectively. By keemng funds out, the oppociu-
nity o strengthenthe laoneiad manpgement system-—inelnding budget exe-
cution, auditing. and secounting—is lost. Critics may argue that funds will
he wisted in this process. but unless the system is repaired and functioning,
the state will never be able to function independently.

parallel mechanisms undermine capacity building. Not only do purallel
mechutisms underming the exercise of government authority, but they also
draw humai resources out of the government and undermine attempis to
Build the capucity of public officuds. When donors contract UN agencies or
NGOs (o manage projects. cach of these autors must hire financial manbgers.
agcountantz, adimimstative stll, and project managers.

Unforiuntely. postconflict and fragile states often have a very limiied
supply of skilled Tahar 10 fill these pusitions. When donors or agencies offer
sataries well above what the gavernment can pay, they undermine the abil-
ity of 1he government to recruit skilled staff and develop the cupacity 1o op-
erate the public finunce system. I situations in which cach donor and euch
UN agency Is operafing a series of projects. these scarce human resources
are tspersed aeross o number of small prajects, rather than being in i posi-
tion 1o munage (he overall spending portfolio. Even more ironic iy when in-
ternational orzanizations fund large and expensive technical assistance prog-
¢ets 1o build sovernment capacity. The highly paid intemnationil consultants
that are Mows in o manage such projects often recruit the most talented
civil servints to work as their assistants. while the less talented staff remuin
in the government (o attend the trainings. This impact is particularly pro-
nounced when there is a lurge UN mission present. For example in Camba:
die. Kosovo. or East Timor ' Although studies have not been undertuken
on the effects ol a large non-UN international presence, the results can be
extrapolated from studies of UN missions heciuse bilateral donors regu-
Jarly pay even higher wages thun multilaterdl argimizations,

Uncoordinated expenditure planning leads to ine ffective expendi-
ture. Generally, the host government prepares o budget bised on an esh-
mate of the resources that donors may provide, These resources are then
disbursed 1o the government during the course of the year, buf often in an
uncoordindied and unpredictable nianner. There are two strongly negalive
consequences of this approach. First, after preparing o budget and ensuring
its passage through the legislature, the Finpnee Ministry then must spend
much of the year chasing donors for funds 1o ensure that the pledges of
budger support are actuully delivered. Second, the nebulons ofter af support
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that muany donors take 15 often interpreied by less experienced mianisters ns
meaning budzet support. Whal this hus meant in practice 15 that when the
finance minister presems the draft budget, with difticult trade-offs, to the
cabinel. other ministers suggest that, rather than prioritize within o spending
eavelope, the government should seek additiona) funds from the interna-
tonal community. In this way the presence of unpredictable hudger suppornt
from donors undermines the development of good public finance decision-
mubing, Simitarly. there is little support lor politically unpopular revenue
measures when mimsters see the donors as an ensier souree of revenue,

Wiien expenditure takes place in this unconrdinated fashion, the bene-
fits o budgering will be fost. In particular. the halanee between spending in
different sectors: between investment. operations, and maintenance exp:cm
diture: and berween populur and essential expenditure will mo longer be
maintuined.

This approach undermines the building of w sustainable stute 10 al leust
two distinet ways. First. effective public spending 15 u eritical component of
creating an environment for strang economic and employment groavif It can
play a key role in eresting @ virtuows cycle where stronger cconomic sclivity
and emplovment growth helps ereate stakeholders in a stable society, dray-
ing people from illicit or destabitizing activities into productive employ -
ment. Stronger economic performance also supports the collectian of the
domestie revenue needed to fund an adequitely remunerated security Foree.

Secont. despite the fact that the Tunds are pot chunneled through the
zovermnent, the citizens in the recipienteountry are aware of the pledges of
assistunce from the international ecommunity. They miy then apportion
aome blome 1o thewr government for the way in which these Tunds are spent.
When the funds wrespent in o haphazard manner and services are not deliv-
ered eifectively, the legitunacey of the government and the trust that the peo-
ple place i i will be harmed.

Geographic and ethnic inequity in spending compromises political
and security developments. Luck of coordination leads to spending and
service delivery that wkes places in u zeogmphically and ethnically unbal-
anced mauner, International organizations prefer to deliver their progriams
in areas of the country that are close 1o major population centers in order 1o
reduee costs and speed upthe delivery. They also want w work in the safest
areas of the country. In the absence of coordinated nationwide programs, the
henelits of the ifflux of foreign/funds will only be felt in selected areas.
This disparity is likely to tuel existng political and security tensions and
inhibit prozress in bridging these critieal divides and is particularly prob-
lematic where there wrk ethnic and geographic disparines moaccess wothe
benetits of foreign Tunds. These situdtions are likely 1o engender a vicious
cvele i which e Tnitial disparity of resources Juels sdditional political and
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secutity. tenstons, further reducing the likelihood that donoe programs will
aperate in these arcas.

Short-term delivery of services by external actars may create expec
tations: that cannot be sustained. Delivery oF exponsive services may
create expectations that cannot be sustained. For example, the creation of
externally funded new armed torces may not be fiscully sustginable. In ad-
dition 1o creating unrealistic expectations, services may erode traditionl
coping mechanisms, leaving communities in a worse pasition than before.
For example, the United States Agency for International Developmen
(USAID) undertook n major health program in Afghanistan, funding climes
to deliver basic health services. These clinics operated at i significantly
higher cost than other clinics: the unit cost wits estimated 10 he more than
double the cost for service provision under a World Bank grant 1o the gov-
emment. Unless donors fund these clinics in perpetuity. the service level
will be reduced when operation of these clinics reverts o the goveriinient.

Does this approach deliver better resufts? Iniernationul actors gener-
ully choase to use chinnnels outside the government because Lhey ure trying
(o avoid corrption of 1o dllow more rapid implementation. In rure coses,
channels outside the government are needed because the government actu-
ally opposes the progriam (e.2.. girls’ education und some women's heulth
services under the Taliban) or because the projeet s designed to-support
civil soctety or the media Lo ineredse government accountability,

One particular irony in the development industry is that, regardless ol
the way the funds flow, it is the same group of implementers (either NGOs
Or privale contractons| that do the work. The difference is whether they are
contracted by the government. by & UN agency, or directly by the donor It
js ot us if donors or UN agencies have access to & range of contractors that
the government cannof access. The sume peaple end up doing the work; the
only question 15 who is paying them.

Thus the major difference between donors whi chaninel the money
through the government or those who go around it 15 how long it fakes o
contruct the implementing pariner and how much money is Jost due 1w cor-
ruption or leakage. Assessments of tisks and the challenges of channeling
money through the govemment stiffer from (he use of a Nawed counterfuc-
fual: o perfect system is assumed. But the outside channel is also fawed,

1t would bé a useful exervise 10 assess the time it tnkes different actors
to move from the stage when funds become available to the stuge when
contriets have been signed. Tt is nova all elear that donors or UN agencies
move more gquickly than the government. Certainly in the case of Afghan-
istan, the government’s 1wo major programs—the National Emergency Em-
ployment Progrism and the Niional Solidarity Program—were implemented
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more rapdly than any other mafor program, except [or emergency Tood dis-
teibution and refugee fepalrintion progrims,

A steond uselyl exercise would be to compure the amount of money
that reaches the beneficiunies when Tunds are channeled v different ways,
Thuse who favor hypassing the government ollen cite corruption uy their
defense. These ¢laims need 1 beceurately assessed and compired aganst
the significant custs of going outside the government, meluding the cost
structure of individusl UN agencies and international NGOs, When a share
of the funds is sliced off the wp ina nomemsparent Fashion by a host gov-
ernment, it is referred o as corruprion, When s UN agency or an interm-
tional NGO takes 10, 13, or 20 percent as “overhead,” no guestions are
asked by donors, This effeet 1s compounded when Tunds cascade through
severd! interimedlaries, each charging their awn overbead cosis. When inter-
nutional technica) assistance companies bill any overhead of 100 percent in
addition to the amaunt paid to their contepctors, ivis ollen sccepred as “in-
dustry standurid.” Private contractors can charge similarly bigh rates,

Donors muay prefer 1o work outside the goveriment in order 10 use their
aid budgel (o pursue their foreign policy abjectives ar because of domestic
political considerntions—for example, in response (o lobbying by their do-
mestie pid stakehalders or to proteet the interests of domestic companies
who win contracts (o provide goods and services to developing vountries.
They are certanly entitied (o doso, but the consequences of these decisions,
i terms of the negative impact on peacebuilding, should be understood, and
the accursey of the justifications: lor their policies should he examined.
Channeling funding through the national govermment does not necessarily
mean that fduciury stmdards will be compromused or that planning will be
less effective; varions mechanisms can'be put i plage to ensure checks and
Idances in the svstent. These will be examined later in the chupter.

How Development Partners’ Policies

Undermine the Domestic Revenue System

The sustainability of the publie finance system is undermined not only by
the way development Tunds are allocaed and spent. The policies that infer-
national organizations advocate, and the way they do business, can alsoun-
derming the creation of a sustainable revenue base.

The fundamental problem is the prevailing attitude of the majority of
international actors: Uhat revente comes [rom donors, aind wxes are o be
avoided at both a personal and an institutional Jevel, There 18 litle expert-
ise among international development agencies on revenue policy or revenue
collection kssues, fet alone an understanding of the centrality of domestie
revenue collection to sustainable deselopment.!” Donors generally insist
that donor-funded activities be exempt From all taxes 2 That is, donors,
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internationa) vrgamizations, and NGOS arsue that, at @ minimosm, their in-
ternational and loeal stall sHould be exempt from income tax; any materials
they bring o the countey should be exempl from custams ol exeise duties:
dand they should be exempt From ay other governinent charges or fees (e.g.
license or registration fees, inspection lees, ete.). In many cases, bilateral
donors Will Durther insist that these coneessions be provided (o any organi-
ztion that they contract o perform' a service. As i result, the single Larzest
souree of cconomic activity, and generally the largest employer of Tubor and
olhier resources—the veconstauction effort—provides no revenue, Conse-
quently, the rest of the economy, which is generdlly 1 & far more fragile
state than the reconstruction and development sector, 1s burdened with the
entire tasation effort.

This blankel demand Tor exemiptibns Has several indiredt simpacts that
substantially undesmine the creation of o sustainable révepue system, Firsl,
i an environment ol alveady wedk administipfive capacity, granting ex-
emptians for certain groups adds an additional layer of complexity 1o the
system. making 10 harder to administer. 10 also opens a new area for corrup-
ton by giving officials diseretion te-apply these exempiions more broadly
than they were originally intended. These two impacts reduce the capueity
of the system 1 operate elfectively.

Second, ather impuets reduce the amount of revenue collected. There is
considerable anecdotal evidence of goods being brougihn nte posiconflict
countries by exempt groups and then being sold in the marker Toruse in
otheractvities, St Aler all, the same lumber can be used w build emergency
shelters or sold w build luxury homes. Moreover, granting exemptions 1o
NGOs frem either inconte of customs laxation gives these arganizations a
competitive advintage when bidding for contructs, thus inhibiting the de-
velopment ol the private sector, which cannol casily compete with the tax-
exempt NGO,

Thitd, the domestic cevenue system is undertnined by donors that pro-
mole poot éconoimic policies that do not foster long-term, sustainable eci-
nomic growth. In many cases, the commercial arms of bilateral partners
seek ke concessions for particular investors fram their country.=* In other
cases they push Tor sweetheart dealk, such as monopoly fights, for ihvestors
Trom their Kome countries, Although they meet the goals of the bilateral
donor, such approaches do not serve the long-term needs of the country,

Fourth, this no-tax attitude 15 50 pervasive that it manilests wsell in de-
mands forconcessions or refusals to copperate with the revenue system that
20 well beyond legally established conventions. In the case of the United
Nations, the Convention on Privileges and Immunities relatés 1o taxation: it
does not apply ta the psyment of user fees for services provided. Yet in East
Timor. UN staff regularly extended this blanker exemption o user fees and
charges, On several occasions in Afghanistan, krge and politically influential

Peacebuilding and Public Finance 97,

NGOs had their cargoes held at customs points beeause they: did non have 1he
tesilly required docomentation. Yel these curgoes were often cleared 1nflow-
ing the subtle application of diplomatic influence ul varying pressure points.
The prevailing antitude is that raising revenue 1s someone else’s problem.

Opportunities to Move Forward

Tools for the International Community

Ithe internationul community wants o channel its resources tirough the
government Lo leverage institution-huilding benelits: it hos o number of op-
tions 1o ensure that the resources continue 1o be used appropriately. These
interventions range from explici red lines that, if crossed, will see e-;upm'nn
withdrawn through explicitand mmphcit conditionalities. to @ partnership
approach.

At one end of the spetrum, donors, collectively or mdividually, can
impose @ series of Specilic political conditions on the recipient country.
They inay include requirements that certain peaple be excluded from posi-
tions of authority (e.g.. those who hiave committed humiin rights violations
o who have criminal connections) or that the govermment not undertake
cerfain activities (e.g. use of foree) oremploy discriminatory policies (e.g.,
aecess 1o publie services determined by ethnicity or gender). Red hnes are
ionegdlive sanction: the donor indicates that if the lines are crossed. 1w will
disengage.

The next level of imtervention is conditionalities. In contrast 1o red lines,
they are generally positive. Donars indicate that if cenain actions ure (uken
on certain resalts obtained. then the recipient government will be rewurded.
A common form af explicit conditionalities revolve around eredits or grants
from: muliilateral institutions. including the development bunks and the
IMFE When the recipient government meets cerntain conditions, funds are re-
leased. The conditionalities may be more implicit. For example, a donor
may indicate that if the recipient government passes a particulur budeet, then
funds will be released to suppant its implementution. As will be discussed
bekonv, there is scope to use explicit conditionalities 10 ensure that o Lrﬂns;mr»
ent il decauntable public finance system is baill when funds are channeled
through the government, '

Atthe other end of the spectrum are partnerships that apply a consensus-
based approach w the planning and implementation of expenditure. This
conld include some sort of expanded consultative group process in which
donor representiatives and their government counterparts sit along with rep-
resentatives from relevant multlaeral orgamizations on sectoitbased groups
o planhe programs by each secior. Altar the sector programs jre combined,
the donor representitives and semior mnISiers mect 10 aecee on the overall
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spending and implementation program. The seetor-based consbluive groups
then assume a monitoring ind reporting rale, again based vn a join donor-
govermment approach.

An Alternative Approach

As an alternative to the financing modulities outlined earlier, the nterni-
tional community conld nse ils assistance not only to deliver services o ¢it-
izens. bl o so in & way that supports the development of sustainable
state structures. Doing so requires a fundamental reorientistion ol the devel-
opment community away from substituting For Tunetions toward building
the cupacity of that state. Such a change will oceur only il the current silo
mentulity 1s hroken down and replaced by an approach that weats the coun-
iy us a whole, providing assistance neross domains, through government
systems, with the flow of funds ax the orgamzing principle, In orderio do
s, the international community will have o place o greater focus on helping
the government fo fulfill its key roles, rather than substituting for the gov-
ermment. The objective would be to support and build up the government
through (his pracess,

As outlined in Figure 4.3, this process would ivolve channeling intermi-
tional funds through a multilateral trust fund or directly Lo the government.
Allaeition decisions would be made through a unified process whereby
donars would support the various government depariments ax they undertake
expenditure planning. This process would conglude with a single budget for
all expenditure. approved by both domestic political decisionmakers and rep-
fesenttives of the imtemational community.=

This approuch resembles the concept of shared soveresgnty outlined by
Stephen D. Krasner.®* Although jtmay appear that requiring the agreement
of the international community impinges on the sovereignty of the host gov-
ernment. in fact it serves 1o ingrease its sovarcignty. The genuine counter-
fuctual in mast countries is that the host goveriment has liltle real control.
However. in conteast to Kriasner's position, this approach would see the gov-
ermment increase its “shire” of sovereighty over time, tather than haviog
sovereignty over some domains shured indefimtely. As cipacity incregses,
the overall goal would he full sovereignty.

Once the budget has been decided, the government would use o trans-
parent pracess to canfriet program fullillment to all implementing partuers,
including irternational NGOs. loeal NGOs, privide companies, and UN
agencies, This competition ensures that the government {ind therefore the
donors who are providing the funds) receives the best value For its money.
One option is 1o require that for all expenditire resnurced from u brust Tund
or provided through budget support there exists intermational management
or oversight of imernal procurement, financial management, and auditing

e
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Figure 4.3 Government-Preferred Model
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processes. enabling the government o operate as quickly and to egually
highsindards as an imemationdd agency. Such an approach must be coupled
with a strong skill transTer program to-ensure that the process is sustainable
i the long term.

Tius approuch has been applied with some success in Afghanistuan. The
United Nations Office for Project Services (UNOPS) und Care Internutional
were contraeted by the Alghan government o deliver nspects of the: Nu-
tional Emergency Employment Program. In the case of the Nutional Soli-
darity Program, more than twenty local and international NGOs were con-
tracted w deliver services, and other organizations (fiesta UN agency and
then o consoitium of (wo private develspmem agencies) were contracied Lo
provide oversight of the nventy NGOs, while block grants were delivered
direcily tothe villages.®

The benefits of this approach. in erms ol delivering services. supporting
the public Trnance system, and supportng siatehuilding, are considerable.
Rather thati using resources toestablish parillel systems of fimancial man-
agement, the intermational community could use these Fesources to support
the development of this capacity within government, leveraging s finan-
cial contributions by making transparent lnancial management and report-
ing the conditions of receiving support: In this way, good practices can be
entrenched while the volume of assistance is high, giving domors maximum
leverage: us international aid declines und domestic revenues Hind an in-
creasingshare of overnll expenditure. the practices can contipue. The same s
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true with regard 1o cmrcm"hing open und ransparent procurement and ten-
denng practices: donors can use their nancinl leverapge o ensure that the
government tendirs out comrwts t the most cost-efficient nmplementer.

By channeling resources w this way, goverpment decisionmiaking prac-
tices are strenpthened. and concerns aboul welfective expenditure are ad-
dressed by balancing needs across sectors, betwsen groups, and between in-
vestment and pperational expenditure. The legitimacy of the stale grows as
the government is seen W be providing services, which in turn will support
the peace and security processes. Mostimportantly, the government and its
mstitutions will have thetr capucity enhanced through a “learning by doing”™
adpprosch—a far more effective teaching ool than abstract capucity-building
methods with no real resources atjached,

Service Delivery with Weak or Corrupt Governments

In cettain instances channeling all resources through the government may
not be possible or desirable. mcluding cases i which a government is com-
mitting human rights violations, is incapable of administration, or is other-
wise unwilling to-engage constructively in policy formutution. Indeed. where
services are severely limited ov nonexistent and the needs are pressing, the
benefits of delivering goods und services directly to people in need may out-
weigh the costs of bypassing state institutions. In these cases, there are alter-
mutives 1o unconditional support for state insttuiions.

First, internationul actors enjoy u range of foreign policy tools, including
sunclions and, inextrenus, militury intervention, Sceconds under the responsi-
bility 1o protect dociripe. the international community has the option to peo-
vide humanitarian services directly. Such services are traditionally delivered
independently of the government, through mechanisims such as relugee pssis-
tnce and food delivery, Although sach assistunce may be necessary and help-
ful w avert iaminent sulleeing and provide emergeney assistunce i the short
term, there is a elear need 10 examine the medium- and longer-term impact of
the ways in which such assistance is provided. Those providing goads must be
aware of the impact on the domestic market for goods sucly as food and the
imipact on logal coping mechamsms thay may not reestblish themselves when
the and dwindles, A euliwre ol dependency, or indeed luck of transparency in
resource delivery, my beeome entrenched. As discussed above, the establish-
ment of 4 large infrastructore of organizations and stuff for delivery of such
assistance may reduce the elficacy ol stne nstitarions, Thus, although such
assistirice may be necessary and unavoidable, mechanisms need o be identi-
fied to Hmit the adverse impacts of such assistance i the lopg term. Ivis worth
noting that eentral to the responsihility 1o protect doctrine is (he notion thar the
stitte 15 the primary duty-bearer ol citizens” rights. and the intermational com-
miunity should only step into provide services with that in mind.

Where external actors have determined (hat humaniturian needs are sub-
stantial and pressing and that nationnl service-delivery capucity 15 oo weak
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o corrupted. it may be usetul o anclude a clear cost-henelit analysis of the
institutionsl fmpact of providing such assistance. Determining the cost of
service provision. s well as agreement on the seope of. equity of. and exit
strategy for such assistinee would heessentinl. Mechunisms might inclode
policy frameworks such as the Strategic Partaership mechanism used in
Alghanistan under the Taliban or the social funds widely used by donors 10
aggregte Hnancing. policy prepasation, and contracting modalities,

A useful ol might be o prepiee & “substitution matrix™ that wonld
specily, for each function of fhe state. which actor has responsibility for its
provision, for whit period of e o which eitizens, at what level of serve
iceand lor whiat costs. At the same time. credible mechanisms for building
state cupucity 1o provide these Tunctions could be identified. The period
when political conditions do not permit direct engagement should be vsed
for contingency planning and traiping for state capacity o be generated in
the e For example. in 4 cise in which the govemnment in question 1s
providing no health services, un agency may take over policy and implemen-
tation responsibility for that function for a specified period of tume or yntil
certain erileriy are met. At the swne time, credible capacity-building mecha-
aisms could be developed. including preparation of policy frameworks and
aptions and (raining Tor health workers and managers. 1 necessary, some of
these meuspres could be undertuken outside the country. In cases in which
the government is unible 1o keep the peace, sedurity Torees or peacekeepers
might be deployed, but at the same time, pathways to ereate the capacity for
policimg and maidtaining a national army should be identified.

The mternational community may also require that the government con-
tract out somie Key sevvices, using ¢ither domestic orinternidtionally provided
funds to finance such contraets. For example, management of revenue collec-
tion, security. or key mational programs could be contracted to international
firms or agencies. This approach might work jma case in which the govern-
ment wis rebatively weak and the admimisiration eroded and corrupt. In these
cases, responsibility for fnancial management would be out of the state’s
hands, but the govermment condd sull pasticipate in policy formulition. 2t

As discussed in the previous section. there is scope o develop creative
strategies for routing resources (hrough the government without giving up
control and oversight. The approdch described above proposes.a system of
duad conirols whereby internatianal assistance chinneled throngh o multila-
cral trust fund or to the government is subject to verification by an external
agent W ensure that proper accounting standards have been met prior 1o the
release ol funds. Simplarly, procurement and anditing processes can be sub-
jected to external verification. The goverpment’s internil budgeting process
would, however. remain the locus [or prioritization and planning for both
domestic and international aciors, This type of approach maintains oversight
while building capacity foran effective, acconntable, and irnsparent public
expenditure svstem.
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Some Specific Ways Forward

In addition 1o the alternative approach deseiibed carlier, several conerete
chignges could be considered in the arca of public finatce and the manage-
ment of resources to advance the staebuilding sgenda. Some of these options
lave been tricd; others have not. Questions are often rnsed as 1o the applicae
bility of these recommenditions across different contexts. 11 is not the case
that the prescriptions require strang and charismatic leadership from an indi-
vitul, as they are designed to provide institutional mechanisms even where
enlighiened Jendesship is absent. Where governments are particularly corruplt.
abusive, or predatory. the international community iy need w build wad-
ditional safeguards, as described dbove, However, if the fact of o corrupt
regime at one point in time is taken s 4 reason 1 perpeluate the elemenis of
2 vicious eyeles the conditions 1o alter the trajectory will never be created.

Making the budget the central instrument of strategy and policy for-
mufatian, As sraued above, the budget is the framework through which es-
sential policy trade-offs are made and strategies of the government Hrtc-
lated and this the framework thirough which the government can coordinate
decisionmuking. However, when the international community by passes gov-
ernment institutions. making fts did allocation decisions umilaterally. the ca-
pubility of the government 10 gtiide pohicymiking is undermined. Thus. the
hudget must he the central instrument of policy and strategy formulition for
both internal and extetnal actors, Although the wnnual thythms of-a budget
may be insuificiently long-term for an institution-building agenda. a medium-
term expenditure (ramewnrk or @ long-term statebuilding strutegy may be dn
ideal frumework through which w coordinate inernational strategy and pol-
icy in which the budget cun be rooted.*’

The international policy cammunity s currently searching lor mecha-
wisms 1o ensure coherence in strategic planning actoss the domatns of secu-
riry, polincal, and development interventions. Although sirntegic planning
exercises may be very useful and the participation of all key stakeholders in
such processes essentidl. they must be linked to and underpinned by budgets
i order W have traction. The budget and its associed processes nned mstr-
ments provide the eritical linkage between vision and strategy onithe one
hand and implementdtion on the other.

Making budget support more effective. Tn mos posteoniTict countries,
hilateral donors provide cash support 1o finance the hudget of the host gov-
ernment. I the early vears this cun represent well aver half of the resotrees
for the ordinary or aperating budeer. ™ However. the uncoordinated and
unpredictable way that assistnee 1s provided often undermines efforts 10
build public finunce capacity.

Rather thin offering budger support that could reduce the imperative L
colleet domestic revenue, donors could offer collectively 1o e thein budeet
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contribution to the level ol domestic revenue that is colleeted, For example,
donors could agree that in the Fest three years of o new government they
will mateh the domestic revenue collected., apto i cerfain level.s”

By doing this. donars achieve several things, Fivst. they provide enough
certainty to the host government 10 allow effective budget plinning, See-
ond. they require the government Lo face the genuine tade-olls between
spending programs. Third, they encourage (he introduction of politically
difTicull revenue measures, because revenue collectonnow has the added
benefit that each additional dollar of domestie fevedue makes twao addi-
tional dallurs available for expenditure.

Such an approsch also addresses many of the IMF-style conditionali-
ties—measures such as estiblishing o large tagpayer unit or reforining the
customs rates— thit sre designed to encourage the government 1o huild o ro-
hust revenue systeii. Howevers a direet approagh. in winch the government
is rewarded for actually collecting more revenue rather than Tor interim
steps, would be more effective. Such an approach ensures that reforms to the
revenue <vstem are demand-driven and domestically owned rather than ex-
ternally imposed, significantly enhancing their chances of success,

Adepting a comprehensive capacity-building approach that enhances
leadership and management skills. Capaeity butlding is an essental com-
ponent of any statebuilding effort. However, the deployment of lechnical as-
sistance through expensive companies in the name of capacity building,
whose incentive is W perpetuite their own existence. does not wnd 1o lead
o the cremion of capacity. A diffesent approach 1s needed. Alternative
mechamisms include a focus on enhancing leadership and maniagement
skills. a focuson fides for recruitment of capable leaders and managers, and
twinning arrangements with officials from other countrics whie face similar
challenges and experiences.

Both intermational and domestic actors must Tocus on building the core
functions of a public finapce system. Doing so will include a focus on the
organizution and institutions of the ministry of finance, but itis also linked
to financial management systems and personnel across many functions and
levels of government. including other line ministries, local administeations,
and mumcipalities. As experience shows. institutivon huilding regpires @ focus
an functions, systems. and rules as expressed in lows and manuals, as well
s reeruitment, training, and resourcing. Interventions must treat capacity
butlding i a holistic manner, rather than relying on the provision of techni-
cal assistunee alone,

A posteontlict state is rarely a tabula rasa. Aceordingly. approaches must
be destgned w suit the context and to build on existing institutions dnd eapac-
ies, Alghunistan, For example, hid asystem of public administration staffed.
witl approximately 200,000 ¢ivil servants at the time the Boun Agreement
wits congluded, making it essentinl o map and bald on existing systems. In
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southern Sudun, the Comprehensive Peace Agreement of 2008 required the es-
tublishment of new public finance ingtitutions drivwn osiensibly from seratch;
however, even in such a case, historical pracuices and instilgional memories
cun be drawn upon inestablishing new instiutions,

I'he need to build ow existing systemy, some ol which may be out of
ditte or have been corrupted during the war years, must be balanced with in-
troducing new technologies and pructices aligned with Internationul sys-
tems. Experienve hus shown that importing proprictary software packnges
ummediately after conflict may. be counterproductive; raher. the use of sim-
ple solutions on commonly vsed software platforms such as Microsolt Excel
may be more approprige.

Reducing coordination problems by managing donor participation.
A particutar problem ma fragile stre is that every donor wants 1o operate
mn every sector. Regardless of the overall size of therr Hnancial contribu-
tion, each donor wants ro spread that contmbunon over many different sec-
tors in the developing countsy. Often they do so in response to NGOs and
other fobbies in their home countrics who are publicly critical of the donor
government for failing to work in a particular sector. Not only does this dis-
persal of resources und effort across nUMErOUS SECLOTS Via Iminor projects
lead to ineffective spending, it also produces a coordination nightmare that
often falls on the government. In response to this. the government of Afghan-
istan came up with a system of coordination that included clear government-
led rules for terms of donor engagement und systems und processes for sim-
plifying, channeling, and monitoring donor activity that has been widely
copied across other countries.

Contracting out for service provision. A key criticism of channeling
funds through the government is that the government will use the funds 10
finance u blouted und inefficient bureauncracy. Tov counter this eriticiym and
to ensure good value for the money, itis eritical thar the government build
up a solid record of contracting oul for service delivery avan early stuge. It
mity be easier to do that in a posteontlict or failed state envitonment, when
the government's actual capacity W in-source etivities is limited, As dis-
cussed above, this was the approach inherent in the National Emergency
Employment Program and the National Solidarity Program wken by the Min-
istry ol Rural Development and the Mipistry of Public Works i Alighanistan,
This approach also enhanced the extent to which the productive capacity,
both in the NGO and private sectbr, was being used (o deliver on (he 2ov-
ernment’s agenda rather Hhan on the ad hoe ideas ol bilateral donars.

Imposing taxes on international agencies. A final approach (o building a
sustainable public finance capacity is (o rdmove tix and custonms exemptions
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enjoyed by intermational agencies and teir affiliates and reduce the imount
of budget support provided 1w offser this revenue, Such an intervention
would not change the overall level of suppart provided 1o the Couniry: the
increased wmounts needed by the international agency 1 cover the tax ind
customs abligations would be affset by the lower requirements for budger
support. This approach wonld enhance (he capucity of the domestic revenue
system. as it woulid decrense udminisiration costs and reduce (e seope for
corruption and abise of the system,

There are some practical challenges in changing the michinery of gov-
emment to move farward in this way. These challenges wonld be minor com-
pared tothe chiallenge of changing the prevailing attitude of (he intermitional
community regarding the centrulity of revenue callection and sisbiainiahle
public finances (o effective and lusting povert ¥ reduction.

Conclusion

I'he focus of this chapter has been on conditions in posteonflicr and conflict-
altected countries, but many of its Kessons may he upplicable w weak stites
Lhit tuee many of the sqme constriints. There are significant dillerences he-
tween postconllict sirations und wedk states, of caurse, and accordingly, as
with any institutional reform program. approaches must be designcd 0 it
the context. However, a betrer understanding of approaches 1o burlding effize-
tive public figance institutions in any state. on the part of both domestic and
ternational actors, could huve immense payoffs, Many of the same issues
addressed above oceur with equal visibility in discussions on donor harmo-
nization. policy coherence. and fragile srates. In all (hese contexts, the use of
public fimance us the centrad lifeblood of un administeative and political sys-
tem hius equal potentinl and relevance.
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5
Postconflict Economic Policy

Paul Collier

7 ivil wars oceur disproportionately in low-income countries with slag-

nart or declining economies. Superficially, the postconflicr situation in
such countries lobks very similar to the generul problem of statebullding in
low-income environments with paor palicies, weak institwtions. and limited
local capacity. Indeed. until recently. the organizations dedicated 1o eco-
nomic development did not systematically distinguish posicaniTict seings
s requiring a distinctive approach. Yet policy in the postconflict phase
needs 1o be distinetive, both that of the government and that of the donor
agencies. Itshould not be simply development as usual, OF coutse, policy
dlvays needs 1o be tailored 1o circumsiances, and Circumstances diffor mas-
sively between posteontlict countries. The purpose of this chapter fs not 1o
lay out postcontlict pelicies for economic recovery as i set of irof princi-
ples. but rather to show some features thar generally do need to differ sys-
tematically from those appropriate for equally poor countrics that are not
posteontlict.

The suggestions in this chapter are not a substitute for thorough knowl-
etlge of a particular situation anid miy well be seriously inappropriste in
particular instances. They are based on statistical analysis of what is cur-
rently an inevitably limitedmumber of posteonlhicr observations, Neyerthe-
less. they may be o uselul supplement 10 practitioner expertise. which is it-
sell necessarily limited: service in the reconstruction of East Timor may
have only limited applicability ta thé reconstrisction of Afghanistan. The
new UN Peacebuilding Commission provides the opportunity 1o inroduce
4 greatar degree of stundardization into pastcontlict interventions while dif-
leventiating them from otley situations in which the state is in some sense
“lailing,” Indeed, that will presumably be ane of its tasks.

A key reason why policy should be distinetive in postconfiicy sellngs 18
that the legaey of civil war implies that objectives should be distinctive. One
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