RESOLVING CONFLICTS BY BUILDING GOVERNANCE AND TRANSPARENCY
(Where the Rubber Hits the Road)
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I. THE ISSUE - Nothing works; the need for a fresh look.
Much of current day debate, both academic and the media, tends to focus on the resource dimension
of and leadership perpetuating armed conflict. If only one could get rid of troublesome leaders or
curtail resources flows to them — so the argument goes — one could severe the ties that sustain
conflicts, and bring about peace. If life were that simple, surely we would have had a more peaceful
world a long time ago. The sheer stubbornness, longevity and intractability of so many conflicts, even
in the face of such pellucid and blazingly simple suggestions, are clear indications that we must have
a better understanding of the underlying forces and incentives that fuel such confrontations, and thus

better grounded strategies for dealing with the issue.

Of course, this should not be interpreted as a suggestion that controlling the resource flows should not
play a role in conflict resolutions. But, one has to be keenly aware of the weaknesses of institutions
(not to speak of the agility and resourfulness of money launders, terrorists, combatants and other such
players) and limitations of trying to solve such problems through the money flows -- or “the supply
side”, so to say. This Chapter, while concentrating on the demand side (i.e. the part that generates the
funding requirements of conflicts), takes the view that once one understands the nature of the
problem, one can devise and respond through appropriate policies and actions on both the supply and

demand side of the problem -- just as one can only clap with two hands.

This paper thus attempts to sketch out: (i) particular “nexus issues™ that makes countries vulnerable
to conflicts; (ii) some of the “supply side” responses currently in place and their basic limitations;
(iii) key underlying causes for dysfunctional societies that create conditions for armed confrontation

(i.e. the **demand side” of the problems) and, what can be done about them; and (iv) the bringing



together of supply and demand-side responses to the issues at hand. Having said that, | must disabuse
anyone from thinking that there are quick fixes, standard solutions; one-size-fit-all approaches. There
IS no such thing: every country, crisis or conflict is absolutely situation-specific. That being said,
while each conflict has its own particularities that need to be understood, there are nonetheless some
common patterns across the world that tend to magnify (or attenuate) conflicts. They give some

valuable hints — just that: hints — of where solutions can be found.

II._THE MISSING LINK - The governance — corruption — natural resource - conflict nexus

A heavy concentration of conflicts is concentrated in the poorest regions of the world. There is by
now a growing recognition that strategies must be put in place to address the conflicts themselves, but
also the need to pre-empt the factors that contribute to them. In many countries embroiled in such
conflicts there is a fundamental problem of failed governance. Conflicts (both civil wars and between
neighboring countries) are oftentimes motivated and sustained by the economic self-interest of

belligerents, who find conflicts a viable means of accessing wealth or sustaining conflicts.

Where institutional and associated governance structures are weak, leaders can easily remain in
power (be it in government or rebel/guerrilla movements) through patronage, oftentimes of the
military or armed groups, while they may wage war on their real or imagined enemies. Such
strategies require funds — money to buy arms and bribe allies to secure loyalty. Consistent with these
developments, all surveys on international corruption rank the arms and extractive industries as being

some of the major sources of international bribery.

Under the circumstances, it is no accident that a great many conflicts take place in poor, yet resource-
rich countries. Inevitably, global companies with activities in countries with conflicts are seen to be
complicit with their leaders and the provision of the funding that support their administrations, or

rebel groups, as the case may be. If such revenues were “controlled and tracked”, they would not help



fuel conflicts. Moreover, it they were effectively and transparently managed, they could contribute
significantly to successful growth and poverty reduction, and thus relieve an important source of
grievance and conflict. However, all too often, the State, rebel groups or other institutions with access
to these resources are unaccountable to the ordinary citizens and the payments become vehicles for
embezzlement, fraud and corruption. As a result, such countries tend to perform poorly in terms of

economic development and governance indicators.

Tempting as it may be to pinpoint to the above-mentioned governance-natural resources-corruption-
conflict nexus, in actual fact it begs the question in which direction these factors work; which is the
cause and which the effect — and ultimately where to put the emphasis or sequence for corrective

action: on governance?; the money flows and corruption?; the conflict per se?

A few hints give us some pointers. The proceedings of both, the Chileans and Peruvian Truth and
Reconciliation Commissions, when interviewing insurgents, combatants, soldiers and their families
have hit on a complex reality, where a variety of factors — which had little to do with money or access
to resources, have triggered and fueled incredibly violent conflicts. In Peru (where 30,000 people lost
their lives, 5,000 disappeared and half a million were displaced) and in Chile (with more that 3,000
deaths and disappearances) the fights were driven by serious political impasse, great disparities of
opportunities and associated ideological motivations leading people to take up arms to alter the
established order by violent means.! In Peru, more than in Chile, they concentrated their activities in
the poorest regions of the country, and sustained their fight through kidnappings of peasants, terror
and even enslavement. In both cases, they were ultimately overwhelmed by military might and
confrontation, leading (mainly in Chile) to institutional and policy reforms that set the country on a
radically different path from the past, recasting of policies and institutions, new political leadership
and, ultimately, economic development. Perhaps inevitably, this approach while focusing almost

single mindedly on “demand side” issues of the type mentioned on section IV of this paper,
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eventually led to the formation of more nuanced approaches (still in the making) combining legal
proceedings, mutual recognition and compensation, and social inclusionary policies aimed at healing

the wounds of the abrupt an bloody termination of conflicts.

Surely, the Chilean and to a lesser extent Peruvian situation, where the weight of the Government and
its military could unilaterally “impose” at least a semblance of modus vivendi, is not replicable in
many cases where there are weak States, which are more vulnerable to the development of alternative
sources of power. Even so, it took Peru and Chile the better part of the first ten years of Fujimori’s
and five of Pinochet’s regimes, respectively to overcome the violent conflicts. In Colombia, on the
other hand, the stalemate between Government and insurgents is running over fifty years, with some
100,000 people having been killed, 2 million displaced and living at the fringe of society, and another
million having left the country since 1980, with no clear end in sight. Whereas rebellious groups in
the three countries had their origin in social, economic and ideological grievances, over the years, in
the case of Colombia, armed groups (both guerrilla and paramilitary) have increasingly relied on drug
cartels, which fuel the conflict by financing the armed groups in exchange for protection of their
business — in essence challenging the State and substituting it by providing basic services, including
administering extralegal justice, education and social services. With an efficient economic base
grounded on drug trade, and other inhumane methods such as extortion, kidnapping and forced

contributions, they are in fact in war with the civilian population, the State and the rule of law.’

Moreover, in weaker States, mainly in Africa, these problems manifest themselves in even more
problematic ways. Where governments have been captured by particular interest groups, for the
benefit of such groups, increasing corruption tends to “crowd out” the economy into the informal
sector (Graph I)- providing every incentive for people to go underground to make a living, and with

it the “hollowing out” the State, and the takeover in its place of “shadow states”, which in effect

privatize public benefits for patronage of those who support the leadership, either financially or
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militarily, and making public the private sector, for the benefit of families, clans or other

constituencies -- in effect reversing the roles of the State and the private sectors.

|.- Unofficial Economy and Corruption Index
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Clearly, this is a recipe for corrupt, unaccountable and thus unresponsive governments, which tend to
cling to power through repression. Sooner or latter, this leads to conflicts that cannot be controlled.
Put in another way, unlike interstate conflicts, which often mobilizes national unity and strengthens
societal cohesiveness, violent conflict within a state can be caused by and/or weakens its social
fabric. In the end, as evidenced in much of Africa, sustained conflicts divide the population by
undermining interpersonal and communal trust, destroying the norms and values that underlie
cooperation and collective action for the common good, and increasing the likelihood of communal

strife.

As a result, relations start to develop predominantly based on kinship, ethnicity, religion, or social
strata, largely as protectionist, defense mechanisms that form a safety net for basic survival. While

surely these conflicts oftentimes are driven by other causes — from raw power, ambitions of warlords,
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simple prejudice and other such factors, the above discussion points towards some economic
dimensions of conflict and illustrate how issues of management and governance affect social
cohesion. If not property addressed, they can magnify or even drive people into violent conflict with

several conditioning factors, such as inequality, indignity and exclusion.

In all, what needs stressing is that often overlooked are governance elements triggering or sustaining
such conflicts: to one extent or another — from Chile and Peru, in one extreme, to perhaps Rwanda or
the Congos, in the other - governments with sectarian policies or run for private benefits, create
conditions for societies, political movements, clans, or families having to fare for themselves to
procure “public goods” (such as support of the weak, education, etc.) - - the exact obverse of a
functional society. More often than not, this state of affaires damages the values and social relations
that bond communities together, as well as the bridges between civil society and the State, which

impedes the ability of either communal groups or the State to recover after hostilities cease.

A few indicators provide strong hints on what generates such behaviors. Transparency International’s
Bribers Payers Index (BPI), which ranks the leading exporting countries and sectors in terms of the
degree to which their companies are perceived to be paying bribes abroad, indicates that corruption is
widely seen as playing a significant role in international commerce. The data provides a disturbing
picture of the degree to which leading exporting countries are perceived to be using corrupt practices
— buying business for them, getting laws regulations issued for their benefit, supporting regimes to
serve their interests, and ultimately undermining the solidity of host Governments. Specifically,
business-executives and professionals in leading emerging market countries see international bribe
paying to be greatest in the public works and construction sectors, followed by the arms industry

(Graph 1I).
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Particularly disturbing, however, is the high corruption associated with extractive industries — the
economic bedrock for many developing countries. Take the case, for instance, of petroleum (the third
highest bribing sector) where countries like Nigeria, Indonesia, Algeria export anywhere between US
$2 to 35 billion, depending on oil output volumes and prices - - and yet their performance in terms of
GDP growth, human resource development and governance is significantly lower than countries in
the same income per capita levels.® It should thus not be surprising that petroleum-producing
countries tend to fall in the lower percentile categories of governance ratings, where corruption

figures high (Graph I11):
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More importantly, it is striking to see the heavy concentration of countries plagued with internal
conflicts that fall on the higher end of corruption perception indicators — and in the lower end of
governance ratings. Similarly, the secondary effects, in downstream petroleum activities
(transportation, refinery, inland distribution), are equally devastating though much more widespread.
Petroleum products play a pivotal role in Sub-Saharan Africa’s economic development. Their
purchase absorbs 20-35 percent of export ratings for the bulk of the countries in the region, and
generates approximately 40 percent of tax revenues — thus constituting the single largest item in the
balance of payments and fiscal revenues for most countries in this region. The amount of
disappearing resources from petroleum trade (in producing and consuming countries alike!) is more
than 50% higher than the whole of World Bank Group net disbursements to Sub-Saharan Africa put
together’ and thus ought to be much higher in the policy agenda of countries and international
development agencies. In fact, some 65% of such “losses” occur as a result of discretionary
decisions, where local authorities are involved (i.e. requiring no investments of any sort), and the
bulk occurs in lower-income countries (Graphs IV and V) —depriving them from financial resources

for development and increasing the prospects for grievance and tensions.
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The issue is by no means restricted to petroleum. The nature of diamonds and this industry’s
operations create opportunities for illicit trade. Diamonds are a high-value commodity easily
concealed and transported, are mined in remote areas worldwide, and are virtually untraceable to
their original source. These factors allow diamonds to be used in lieu of currency in arms deals,
money laundering, and other crimes. Further, the diamond industry lacks transparency, which limits
information about diamond transactions. As a result, “conflict diamonds” are used by rebel
movements mostly in Africa to finance their military activities, including attempts to undermine or
overthrow legitimate governments. These conflicts have created severe humanitarian crises in

countries such as Sierra Leone, Angola, and the Democratic Republic of the Congo.

The same problem can arise even in trade of bulkier commodities, such as in the forestry industry,
where illegal logging is estimated to easily range between over 40% of countries’ production (in
Colombia) all the way up to 90% in Cambodia, with many countries ranging in between, like
Myanmar (80%), Indonesia (50%), Brazil (85%). Examples of illegal practices in the forestry sector
include: unlawful occupation of forest land by rural families or corporations, international trade in
protected species, logging outside concession boundaries, logging in protected areas, under-grading
and misclassifying species, timber smuggling, transfer pricing in timber trade, timber processing

without a license, etc.

In sum, poverty, inequality, misuse of the government apparatus through widespread corruption are
often-times the grievances that trigger conflict — even armed ones. But these problems get particularly
exacerbated by the specific pathologies of rent-seeking and corruption that affect weak States that are
highly dependent upon natural resource exports. While corruption has deeper economic and political

causes than the distortions of natural resource dependence, weak public administrations, and its



attendant absence of rule of law, combined with natural resource dependence have been associated

with particularly virulent and intractable forms of systemic corruption.

Accordingly much greater attention is needed in addressing: (i) the specific institutional, legal, and
other governance factors that permit and perpetuate this kind of behavior; and (ii) the way natural
resource dependence exacerbate corruption. In general, when resources come from the sun and the
earth, rather than hard toil, the temptation is great to manage the surpluses as if they were the product
of loot. As long resources are plentiful or there is even a moderately functioning State, peace can be
“bought” through massive subsidies (such as in Argentina or even Nigeria). But while this may not be
a long-term sustainable situation, the nature of natural resource dependency creates particularly
difficult barriers to reform, by generating an entitlement mindset in the population while freeing
States from the need to tax their citizens, thereby removing an important incentive for accountability
and transparency, be it private or public. It is in this crucible that one has to find the way to diffuse

the entangled interests that generate conflicts.

1. CLAMPING DOWN THE “SUPPLY SIDE” - Controlling money flows and intervening

through “top down” approaches

A view has emerged over recent years that one must tighten up controls of money flows, which

generate corruption and sustain conflicts. There is no shortage of such initiatives.

At the Governments levels, a number of initiatives have been taken that reflect a measure of

awareness and goodwill:

» Twenty-five countries signed the landmark Inter-American Convention against Corruption in
March 1996, two years after the issue of corruption was put on the agenda of the Summit of
the Americas by the leaders of the Western Hemisphere. The Convention requires countries

that have not already done so to criminalize transnational bribery and all illicit enrichment.
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Other provisions include building commitments to provide greater mutual assistance laws and
to establish a framework for cooperation on extradition. In addition, the Convention
encourages countries to adopt a wide range of laws and regulations to prevent corruption.
These measures include conflict of interest rules, disclosure of assets of high public officials
and their families, establishment of national organizations for the oversight of such laws,
protection of whistleblowers, and open government procurement. Implementation, however,
has been poor, and a peer review system was set up only in 2003, which may well end up

covering all countries in two or three years time.

Similarly, in late 1997, thirty-four countries signed the OECD Convention on Bribery of
Foreign Public Officials in International Business Transactions. The purpose of the
Convention is to criminalize corruption of foreign officials and to end the tax deductibility of
bribes, thereby removing the associated fiscal incentives. This is a good first step forward, and
one that provides a sound, though more focused, framework for an international anti-bribery
system. But the level of awareness among the business community of the existence of such
laws remains exceedingly low®, which may explain the seemingly little impact of the
precursor of this Convention — the Foreign Corrupt Practices Act in the USA.

Other Conventions at the UN level and Africa have been adopted more recently and are
similarly aimed at advancing the same cause.

Multilateral development banks have similarly begun to play their role in their respective
areas of expertise and responsibility. The IMF has started to restrict its operations in countries
where the level of corruption is deemed to negatively affect in a material way their economic
performance. To the IMF Code of Good Practice on Fiscal Transparency and associated
reports provides on the other hand a solid set of standards for fiscal transparency, and does not
involve itself with the vehicles to publish, disseminate, and create constituencies for such data

to be used in countries for accountability purposes.
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» The World Bank has initiated a more comprehensive program, including the support for anti-
corruption programs. It introduced sanctions on firms and governments engaged in corrupt
practices. Under this arrangement, it bans firms that offer bribes from future Bank financed
procurement worldwide. It would also cancel loans to governments whose officials solicited
bribes. So far, some 80 firms (mostly medium and small ones) of 16 (mostly develop)
countries have been debarred since 1998, and no loans have been hitherto cancelled on these
grounds.

At the Sectoral level, various Global Business Codes have been developed, including: International
Chamber of Commerce (ICC) Rules; Pacific Basin Economic Council (PBEC) Charter; and the TI
Business Principles for Countering Bribery. Most of them are at the principles formulation stage,
with voluntary implementation by members, without independent verification arrangements — and
thus are difficult to evaluate in terms of their actual implementation, impact or results. Special

initiatives meriting particular highlighting are:

» The Wolfsberg Anti-Money Laundering Group is strengthening “know-your customer self-
regulations” of major banks® but in practice money laundering takes place in poorly regulated
jurisdictions, and other financial intermediaries like money houses, insurance institutions and
the like. For the present, money-laundering and anti-corruption arrangements among countries
are in their infancy, their reach of institutions still limited and largely untested, and
enforcement arrangements too cumbersome to make much of a dent in the problem. A broader
effort aimed at establishing an anti-money laundering effort of universal application is under

way through the Financial Action Task Force on Money Laundering’.

» Similarly, the Kimberley Process Certification Scheme, which went into effect on January 1,
2003 after some two years of negotiations aims at certificating diamonds trade among some

40 countries to prevent the flow to violent insurgencies. Legislation is also being developed to
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address U.S. consistency with the Kimberley Process. The United States General Accounting
Office (GAO) was asked to assess the challenges associated with deterring trade in conflict
diamonds. GAQO’s assessment of the Kimberley Process plans for international diamond
certification scheme found it incorporated some elements of accountability. However, GAO
noted that the scheme is not based on a risk assessment, and some activities experts deem high
risks are subject only to “recommended” controls. Also, the period after rough diamonds
enters the first foreign port until the final point of sale is covered by a system of voluntary
industry participation and self-regulated monitoring and enforcement®. With no powers to
compel compliance by either the diamond industry or governments, the agreement relies
essentially on faith. These and other shortcomings provide significant challenges in creating

an effective scheme to deter trade in conflict diamonds

Other efforts, like the Mining, Minerals and Sustainable Development (MMSD)®°, Publish
What You Pay campaigns, and the like have so far been rather conceptual, with little in the
way of concrete, on-the-ground application. In response to these concerns, ICMM (the mining
association for sustainable development) which received the mandate to follow-up on the
MMSD work, is developing a more concrete action plans with suitable verification
arrangements. The absence of a sufficiently concrete work plan has led to a split of its
membership, led by CODELCO (the Chilean copper conglomerate) on grounds that, left to
their own devices, the burden of adjustment (and apportioning of costs) is bound to fall on
mineral producing countries. The Publish What You Pay Campaign and the ensuing
Extractive Industries Transparency Initiative (EITI) while more focused in terms of extractive
industries resource revenues, has for the most part concentrated on awareness raising and
providing a framework for disclosing tax and other payments to host countries, and do not

attempt to address either the downstream trading resource deflections referred to above or the
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overwhelming effect such resources have on economic management in host countries, or the
frauds and deflections that at times take place at the oil production levels, with their

consequent governance and anti-corruption implications.

» In forestry, work is only commencing among a group of interested companies and NGOs
through Forestry Integrity Network to size up the problems and possible actions for the future.
A group of donors has recently approved a research proposal aimed at improving forest
governance and containing corruption. The project will involve a Forestry Integrity Network
in monitoring corruption in target countries and organizing regional workshops to identify

best practices and possibilities for their replication.

Finally, on the Private Sector, there are differences of opinion about the value of corporate anti-
corruption programs and associated codes of conduct. Given the many parties involved, the “going
alone” practices have proven to be particularly difficult, if not ineffective judging by the widespread
corruption in countries and sectors where companies with such codes operate. Many in the business
community believe that self-regulation is the right solution and that it is preferable to government
regulation. Others argue that self-regulation is a sham and only government action can be expected to
curb corruption. When seen, however, as a component of a comprehensive anti-corruption program,
they could provide a stimulus to more business-like and effective economic activity. Internal reviews
of several companies’ programs tend to agree that they are not a substitute for government policies
and regulations: both are needed and each reinforces the other, and coalition-building approaches

with relevant constituencies have tended to be more effective.

A "best practices"” study undertaken by Transparency International USA of anti-corruption programs
used by major American companies'? stressed that whether a code of conduct is only a piece of paper
or it controls corporate behavior, depends on the compliance program the company uses. These

include: (i) unequivocal commitment by top management, including hands of top-management
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involvement in policy formulation, articulation and implementation, (ii) clear policy statements that
the company prohibits employees and third parties representing the company from offering anything
of value, directly or indirectly, to government official to influence or reward an action; (iii) detailed
guidelines regarding gifts and entertainment, and strict compliance programs with applicable laws
and regulations regarding corporate political contributions and their disclosure; and (iv) the existence
of a system of internal controls and record keeping that ensures that company books accurately reflect
its transactions, overseen by an audit committee, composed of outside directors and associated

internal reporting.

In general, all these initiatives should be seen as a modest beginning. Quite apart of the specific
constraints mentioned above of each of these instruments, those that are more advanced tend to put
the emphasis on issues of enforcement, greater transparency and controlling funds to corrupt officials
or combatants. So far, these efforts have three major shortcomings. First, with no local grounding,
such efforts lack indigenous constituencies and thus that can only survive through continuing
conditionality, institutional compulsion and increased dependency — a poor substitute for homegrown
efforts that can assure sustainability. Second, for the most part, they tend to rely on: (a) gathering of
information and evaluation that are scarce and expensive, which inhibits internal and external
controls, (b) weak information-processing skills at both the individual and institutional levels; (c)
weak incentives in the sense that good performance goes relatively unrewarded and bad performance
based on self-regulation rather than independent or countervailing institutions tending to avoid
“rocking the boat”; and (d) dependence on oligopolistic players who, left to their own devices, many
collude to avoid confrontation.. Third, while such controlling efforts have their place, the inherent
inefficiency of government and international agencies, obsolete tools, inadequate legal environments,

and ineffective doctrines of today's institutions limit the effectiveness of such approaches.
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The sheer absence of visible, discernible improvements and abatement of conflicts despite this flurry
of activity should be a warning that something important is missing. Under the circumstances,
proposals for cutting or controlling flows of resources require the burden of proof — rather than
benefit of doubt, at least when applied across the board, with little adaptation to individual country

circumstances.

IV. TACKLING THE DEMAND SIDE - Building ““bottom-up™ in-country governance

Governance dysfunction and attendant corruption occurs when economic opportunities for it prevail
and political will to combat it is lacking. In a way, corruption is a symptom of fundamental economic
and political problems. Addressing them effectively therefore requires dealing with the underlying

economic, political, and institutional causes.

This requires looking at the demand side (i.e. the “receiving hand”), where empirical evidence

strongly suggests the following striking patters™:

» Corruption tends to be high, the weaker the rule of law and the institutions that impart justice
in the countries concerned. Almost by definition, this makes zones of conflict easy prey for

corruption.

» Similarly, the more societies are pluralistic and thus open to scrutiny, the lower the levels of
corruption. The empirical evidence suggests that countries with the strongest civil liberties
tend to have, government investments with high returns the greater their public accountability,

and that there is an interrelationship among civil liberty, civil strife and public performance™.

> It also stands to reason that the higher the professional levels in civil service, or the sheer
existence of a credible public administration (a particular neuralgic issue in zones of conflict),

the lower are the perceived levels of corruption.
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» Conversely, more often than not, at the root of the problems, one can find excessive
discretionary powers of leaders and administrations -- as the old saying goes: “power

corrupts, absolute power corrups absolutly.”

The foregoing essentially points towards corruption as being an entrenched symptom of
misgovernance often reflected in patronage, red tape, ineffective revenue generating and public
service agencies -- and under extreme conditions, a source of conflicts. At the same time, corruption,
and its attendant breakdown in societal governance, can be reversed by dealing with the underlying
public-private sector interface. When officials in charge of public resources are accountable to their
citizens, decision-making can become participatory. In turn, a participatory process can be the
cornerstone to reform “sick” institutions and improve the welfare of citizenry. In the end, corruption

is an entry point to deeper public/private interface reforms.

The main message to be drawn from the previous discussion is that the fight against corruption and
its ramifications in conflict should not begin or end with fulmination about ethics or the need for a
new set of attitudes. Instead, it should dispassionately look for ways to reduce monopoly power, limit
and clarify discretion, and increase transparency, all the while taking account of the costs, both direct
and indirect, of these ways. After all, the above suggest that corruption is a crime of calculation, not
of passion. People will tend to engage in corruption when the risks are low, the penalties mild, and

the rewards great.

The secret of successful reform should thus focus on changing policies and systems, rather that
hunting for isolated culprits, adding new laws and regulations, or calling for a moral renovation.
When public officials are paid meager salaries and offered no rewards for exceptional performance,

and when penalties against the corrupt are rare and mild, we can expect corruption to flourish. Based
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on the empirical evidence noted above, successful reforms aim at changing in habits and attitudes by

addressing these systemic problems, and acting on the following five “levers” for reforms:

> Building, empowering and enabling an active civil society that protects the rights of the
individual and of groups while holding emerging state institutions accountable to the rule
of law, including actions that: (a) ensure freedom and dissemination of information; (b)
provide for publicly driven hearing or similar arrangements for drafting laws, regulations
or other vehicles of governmental acts; (c) develop media, civil society organizations, etc.
to engage citizenry and level its playing field vis-a-vis government and the private sectors;
and (d) build checks and balances to ensure: independent and effective judiciary,
decentralization with accountability, and support civil society oversight arrangements.

» Starting build-up of public administration and public finance through setting up the
rudiments of: (a) meritrocratic civil service; (b) transparent, monetized public sector with
adequate remuneration; and (c) associated accountability in expenditures -- by setting up
independent treasury, audit, procurement functions and processes, and performance-based
management processes.

> Establishing accountability of political process and finance through: (a) disclosure of
parliamentary or equivalent legislature votes; (b) transparency in party financing; (c) asset
declaration, conflict of interest rules and/or similar actions to build transparency of
associated sections of political processes, (c) disclosure, accounting/audit and other
transparent governance arrangements for private enterprises.

» Establishing mediating mechanisms, requiring as limited institutional-intensive
arrangements as possible to facilitate an enabling environment for the development of

movements and entrepreneurs, however fledging, though competition and entry through:
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(a) competitive restructuring of monopolies; (b) regulatory simplification; and (c)
reducing discretionary powers of public authorities to the maximum extend practical.

» Supporting local efforts through global institutions, by building up: (a) the transparency
of their transactions, including their tax and royalty payments, imports and exports; (b)
establishing business standards, associated internal control and enforcement arrangements;
(c) debarring jurisdictions or countries, enterprises or individual engaged in corrupt
practices; (d) strengthening money flow and trade oversight verification and self-

regulation.

But here is where the commonalities end, and where the crucial country - - and situation—specific
situations begin. After all, there is one thing that is common to all countries: they are all different.
The above-mentioned “levers of change” are the same for nearly every situation, but they can take
you only so far, and play themselves out differently in every particular situation. To carry out
effective reform programs that can bring a nation together, one has to start by: (i) understanding and
diagnosing how the specific corrupt system works in the particular country or regional context
through surveys, workshops with key players, to pinpoint specific vulnerable areas that need
corrective action, and ensuring that one “barks at the right tree”; (ii) overcoming political and
bureaucratic resistance, and garnering support by focusing on early wins, building alliances with
relevant parties, to gain broad support and momentum for the needed reforms, etc.; and (iii) crafting a
sequenced plan of action to heal corrupted systems, break the culture of cynicism, and build political

momentum and transformation of government, civil society and enterprise sectors.

Graphs VI and VII illustrate, for example the extent and different focus of government capture in
some countries, suggesting that in places like Colombia action needs to concentrate on elected offices
like Parliament, the Executive and Municipalities, where as in Honduras or Peru attention needs to be

drilled down on the Judiciary and its associated bodies to build up rule of law.
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In countries emerging from strong and sustained civil strife, the institutional dysfunction is inevitably
more widespread and thus require actions on a broader array of “levers of change”, ranging from the
government apparatus (executive, legislative judiciary) to independent oversight and watchdog
bodies, civil society, media, etc. This requires an internally driven and homegrown process of
renovation such as the one outlined by a broad group of civil society, government and private sector
representatives in the Democratic Republic of Congo in September 2002, which came up with a
series of actions, vehicles for implementation and constraints to overcome to raise awareness, reform

public sector institutions, and develop necessary alliances.*®

V. MEETING SUPPLY AND DEMAND - Tackling problems where needed: bottom-up, top-down

and sideways.

The writing is on the wall. One-size-fit-all approaches have had limited, if any, effect on stemming
corruption, controlling resource flows or, ultimately, curbing conflicts. On the other hand, all
evidence seems to point towards governance issues as being the trigger, if not the actual cause, of
many conflicts. In general, strong societies with inclusionary institutions and social policies as

manifested in conflict-mediating institutions, such as efficient and non-corrupt bureaucracy, are more
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likely to be able to prevent or withstand the socioeconomic and political shocks associated with

internal conflicts.

The critical importance of well-performing public institutions and good governance for internal
peace, development and poverty reduction has come to the forefront in the 1990s. Just as it was
increasingly recognized in the 1980s that individual, targeted actions are less likely to succeed in
distorted policy environments, so it has become obvious that neither good policies nor good single-
purpose actions or investments are likely to emerge and be sustainable in an environment with

dysfunctional institutions and poor governance.

Of all institutions, the World Bank (and subsequently other multilateral development banks) has
perhaps been the most open in its admission of this paradigm shift and has responded by introducing
a more comprehensive approach to development, including a broader approach to combating
corruption.* At the same time, it is also clear that building or reforming public institutions is a
complex and difficult task, both technically and politically. “First-generation” reforms, such as trade
liberalization, could often be undertaken through the actions of a relatively small number
policymakers and public managers. Institutional reform, however, typically involves fundamental
changes in the “rules of the game” for a large number of civil servants and private citizens. Such
changes are likely to require long-term high level commitment, in-depth knowledge, and extensive
support and assistance, and above all, tailor-made solutions — not best-practices, but better-fit
solutions. Even when reviewing the experience with individual tools, a survey of civil society
monitoring practices of public procurement showed that the way to manage and apply them need

strong adaptation to respond to local capabilities, institutional and policy contexts.*

While the broadening of World Bank and development institutions‘actions is a welcome shift, one

must be aware of their fundamental constraints. First, the Bank (as other intergovernmental
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institutions) has a technocratic and State-driven approach to problem-solving, with limited
appreciation of the role of civil society, transparency, scrutiny, contestation, and the way of holding
accountable countries’ Administrations. As a result, mediating and empowering organizations, the
institution of proper oversight arrangements with stakeholders’ inputs, checks and balances play only
a marginal, if not perfunctory role in the arsenal of Bank interventions. To an extent, this mirror-
image the Bank's own organization, where economic and sector work -- and in the case of extractive
industries policy and lending/investment work is carried out by the very units that have operational
responsibilities. This tends to create a set of blinders, if not conflicts of interest, regarding the

independence with which the former should be carried out from the latter.

Second, as to vehicles of assistance, the Bank has an outmoded, essentially project-based, approach
to providing assistance. This has served the Bank through much of its existence. However, with the
rapid surge of private capital and human resources flows, with their attendant transfer of knowledge
and technology, information market access and finance, all in tandem, the Bank has great difficulties
to "compete”, replicate or supplement the performance of the new players in the field. Accordingly,
the unbundled approach the Bank uses in the delivery of services (through economic, sector/policy,
project work) more often than not produces serious discontinuities and poor follow-up, with the result
that the institution has great difficulties in "walking the talk" and delivering on what it recommends.

This needs a profound recasting of its delivery instruments and perhaps internal organization

A similarly, welcome shift can be observe in the Publish What You Pay Campaign, which is evolving
to introduce much needed demand-side concerns through a careful review of international
experiences, undertaken by Caspian Sea Revenue Watch.’® The study recognized that, even as
important is information about what the government receives for oil or other natural resources, so is
an understanding of how this compares with what other countries are receiving , and how the

government use the funds it receives from the sale of natural resources.
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Governments should recognize that even in more developed countries major oil companies have tried
to minimize their royalty payments by under-reporting the effective price of oil and over-reporting
their costs, or transferring prices and costs between countries to maximize their overall profitability.
It was only through hard research that such evasion was detected, for instance, in the State of Alaska,
it was only through even harder prosecution that the oil companies finally agreed to pay the more
than a billion dollars that they had avoided paying the State. Similarly contentious legal disputes in
Ecuador, where payments to Government are disclosed, show the sophistication with which formal
rules can be evaded, and the concurrent build-up that is needed in proper incentive structures and

oversight bodies to assure tracking and use of extractive industries surpluses.

In this connection, institutional arrangements like stabilization funds can be essential to managing
wealth derived from natural resources and ensuring that the money is used to replace the natural
resources endowment that is being depleted. But the road ahead for dealing with surpluses of
extractive industries, which easily expose countries to deflections to finance conflicts, is not an easy
one. Accountability, transparency, and public oversight require the creation of checks and balances
and a separation of powers among an array of institutions established to oversee the flow such
revenues. They also demand input from civil society and the creation of a powerful sense of pubic

ownership of the revenues.

However, as massive rents of natural resources activities begin to hit coffers, developing countries
(particularly those in conflict) are in the best of circumstances still in the process of formulating
systems of public administration and expenditure, tax collection, legal adjudication, a civil service,
and other components of a modern State. In countries as diverse as Iran, Nigeria, and Venezuela --

not to speak of countries in conflict - - this combination of state infancy and revenue windfalls has
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proved overwhelming, undermining even the best efforts to develop these countries’ non-extractive
economies and improve living standards for their populations. Only when natural resource funds
(NRFs) have been strongly separated out of normal fiscal management and access to political leaders,
and have built-in automatic trigger points, to avoid political temptations on easy use of resources, and
management rules adapted to institutional capacities in the country, such as has been the case in

Chile, has there been a manageable environment of extractive resources surpluses.

Specifically, given the primacy of natural resources in the fueling of internal warfare - - or
development -- the build-up of NRFs are not just fiscal instruments. The evidence of their
effectiveness as tools to smooth out and professionalize fiscal management under commodity price
volatility has been on the whole mixed. However, the real value of an NRF is not in its effectiveness
as a fiscal tool but as a political and institutional instrument — i.e. a compact between a government,
the private sector and its citizen that under ideal conditions, forces governments to plan ahead and to
be transparent about what they are earning, managing and spending. NRFs can thus commit
governments to treat revenues as public monies, not as private income ceiled from public scrutiny. By
providing information to legislatures and citizens about how oil or mining revenues are being
managed, NRFs can encourage another key component of good revenue management: an educated
and active citizenry capable of organizing to demand government expenditure accountability. Even
so, NRFs must be anchored in suitable taxation, natural resources enabling legislation, and other

mutually supportive actions and policies to become effective. 17

Examples such as Norway and Alaska provide important guidelines on how to build transparency and
accountability into an NRF with active civil society involvement to force accountability. Examples
such as Venezuela, Oman, and Kuwait, on the other hand, demonstrate how vulnerable NRFs can
become when power is concentrated in the hands of an executive and an absence of democracy

results in no effective oversight. Conversely, examples of Chad and Chile illustrate how NRFs can
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function even where democracy and local institutions may be weak and distrust of government high.

The basic principles one can derived are from these cases, to enhance the chances for success are:

» Checks and Balances. One of the principal reasons for creating an NRF is to help
government resist temptations to spend everything, at the expense of future generations. A
separation of oversight powers creates layers of supervision into an NRF and minimizes
opportunities for diversion of resources.

» Transparency. NRFs that operate behind a veil of secrecy are more likely to be diverted from
their original goals. An aggressive disclosure minimizes opportunities for abuse — just as the
proverb states, sunlight is the best disinfectant, and produces a sense of ownership with its
consequent accountability.

> Public involvement. The more engaged a citizenry is in the fate of its country’s resource
revenues, the less likely it is that a government will risk public ire by tampering with an NRF.
With public involvement, the NRP can serve effectively as a compact between governments
and citizens.

> Depolitization. The more technical and non-discretionary the rules of the NRF are (such as
the establishment of thresholds for resource use or savings), state-of-the-art expertise to
establish and guide the NRFs policies, and the more attuned resource uses are to the country’s
absorptive capacity (to avoid “Dutch Disease”) the better the chance for a good and generally

acceptable resource use.

In sum, control of money and trade flows that sustain conflicts, are not simple. They are costly to
monitor and costly to punish. In the end, the solutions have to be grounded on institutions that are
accountable in the countries concerned, are compatible with the institutional capabilities (in
developing and developed alike), and are driven by commitments in countries resulting from

incentives rather than mere burocratic compulsion of donors or well meaning advocacy groups.
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Above all, no international tracking of resources is bound to succeed unless it is associated with a
build-up of and adaptation to local capacity for public administration, budget monitoring and
educated, well grounded policy debate that can provide the scrutiny required for accountable

administrations.

(*) M. Schloss is Managing Partner of DAMConsult Ltd., former Executive Director of Transparency International, and Division Chief

at the World Bank.
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