EXECUTIVE SUMMARY

Uniquely in the MENA region, Iraq has a rich and diverse resource base - vast oil and gas deposits, abundant water, and significant labor force. There exists an expectation that in one decade this combination of resources could help the country regain the middle-income status it enjoyed thirty years ago. In order to achieve this, Iraq needs to make three major transitions: from a society shaken by a violent conflict to post-conflict rehabilitation; from the closed, state-dominated economy to an open, market-driven one; and from oil dependence to a diversified economy. The report lays out some of the policy options required to accomplish this transformation. 
The report draws on numerous sectoral studies and policy discussions held in 2003-2005 with senior Iraqi counterparts from a wide cross-section of agencies. The paper complements these studies by focusing on the cross-cutting issues that are at the heart of Iraq’s transition. The structure of the paper reflects this focus on integrative themes. Chapter One summarizes the reforms to date and the key challenges of transition. Chapter Two discusses the immediate challenge of reviving the economy and creating jobs. Chapter Three considers the realignment of economic incentives and prices, while Chapter Four discusses oil revenue management. Chapter Five addresses strengthening safety nets. Finally, Chapter Six looks at the overarching issues in public sector governance.

The report is aimed at three audiences: the Iraqi policymakers; the international donor community; and the World Bank itself. For the Iraqi audience, the paper offers an analysis of what worked and what did not in other countries, including MENA. This audience is the most important, since capacity to undertake major reform initiatives remains crucial. The report aims to support the Iraqi Government in strengthening its policymaking capacity in the context of the National Development Strategy. The paper does not aim to be prescriptive; rather, it lays out the options available to the Iraqi Authorities, and discusses tradeoffs under each option. The report may be useful for the international donor community in refining approaches to reconstruction assistance and in improving the efficiency of cooperation with the Iraqi counterparts. Finally, the report aims to provide an integrative analytical platform for the World Bank’s Interim Strategy for Iraq, thus enhancing the Strategy’s effectiveness. 

Finally, a word of caution regarding the quality of data underpinning the analysis. While data have improved since 2003, substantial gaps remain (see Error! Reference source not found.). Further data collection and research are needed to deepen the understanding of challenges facing Iraq. 

Recent Developments and Reforms to Date

The Iraqi reconstruction process is stalling due to the lack of security. Oil production and exports have yet to reach the pre-war levels, and non-oil sectors remain depressed.
 High unemployment, poverty, and weak social protection systems are dominant in people’s minds and threaten a fragile democracy. While formal war was short, the incidence of violence and crime has increased substantially since late 2003. Violence severely hampers the reconstruction process and undermines public sector governance. 
An early progress was made on policy and institutional reforms in public finance, trade, business climate, and financial system. Reforms sought to remove price distortions, increase competitiveness, and enhance economic efficiency. Iraq is reintegrating into the international financial system: in 2004 it adopted its first IMF-supported stabilization program; negotiated a concessional debt rescheduling; gained access to IDA resources; and submitted a request for full WTO membership
. In October 2004 the Government announced its National Development Strategy (NDS), which outlines long-term priorities for reconstruction and reform. The NDS offers a vision of economic revival driven by private enterprise, and supported by a strong and transparent public sector. The NDS document was welcomed by the international donor community, but has not gone far enough in offering meaningful sector strategies. It needs to be further developed by the Transitional Iraqi Government (TIG), which was sworn in on April 28, 2005.

The Key Challenges Ahead

Iraq has made less progress that expected in addressing the most critical condition for the economic recovery, namely reversing the violence and insecurity. Building up law enforcement and strengthening a representative form of government allows conflict resolution via political contest, rather than violent confrontation. Restoring law and order, co-opting all important stakeholders, and reintegrating combatants into the civil society are the highest priorities. Assuming that the representative government is credibly established and violence abates, Iraq’s reconstruction strategy will be shaped by three main objectives: (a) creating sufficient numbers of productive jobs; (b) rebuilding public services such as power, water, roads, schools, and hospitals, and ensuring that their delivery is accountable and responsive to citizens’ needs; and (c) ensuring that vulnerable social groups have access to employment opportunities and vital services. Experience from other successful post-conflict transitions indicates that all three objectives need to be met simultaneously. This will guarantee that all citizens share in a vision of a just and prosperous Iraq. 

This vision calls for the deployment of three policy instruments: (a) reform of incentive system and supporting institutions, to generate faster and more efficient growth in private sector jobs, supported by the reconstruction program; (b) establishment of strong formal safety nets, bringing social safety to the poor and the vulnerable as prices are freed; and (c) accountable and transparent management of public resources, particularly oil.

This vision also calls for a departure from the traditional role of the Iraqi state. The state will remain central to the reconstruction task, but its role should evolve substantively. In the initial post-conflict years, the state will continue to play a vital role in creating jobs, rebuilding human and physical capital, and restoring vital services. But already in this early period and increasingly over time, the state should refocus away from direct involvement in economic activities to providing vital public goods, such as law and order, enabling trade and investment regime, and strong safety nets. 
All three areas of reform are interconnected and great care is needed to pace and sequence them. Pricing reforms need to be carefully calibrated: some should proceed faster than others, so as to bring quick gains, while not hurting the vulnerable groups until safety nets are sufficiently strong. Reform of subsidy system needs to progress, to generate fiscal savings for reconstruction and job creation. Effective public resource management will be central to the success of transition. 
Experience of other post-conflict countries suggests that relative success in reconstruction and recovery will depend on the degree to which social consensus quickly emerges on priorities and tradeoffs of the reform process. The following sections explore the main areas in which achieving social consensus will be particularly crucial. 
Jobs and Reconstruction 

Iraq’s labor force is growing rapidly (at 2.5 percent a year) and will continue to do so in the medium term. The demand for labor cannot absorb large numbers of unemployed and new entrants into the labor market. Once security concerns are addressed, the situation may improve: reconstruction will expand the demand for labor substantially. Many of these jobs will be in the public sector, since reconstruction programs will be initiated by the State, and funded from its oil revenues. 
Public sector job creation should nevertheless proceed hand-in-hand with strengthened private sector role. Experience of other labor-abundant countries indicates that while during the initial 5-8 years of transition the public sector may indeed be the chief job generator, beyond that labor market outcomes often diverge. In countries where state dominates investment and service delivery and the private sector is crowded out, efficiency of production and growth eventually decline, and unemployment remains stubbornly high. On the contrary, where the state moves early to establish a facilitating regime for private enterprise, and then shifts its attention to the provision of key public goods, private enterprise flourishes and the demand for labor expands strongly. A vibrant private sector would deliver not just ample jobs, but jobs of increasingly better quality.

Strong job creation outcomes call for simultaneous improvement of markets for capital (investment climate) and for labor (active labor market policies). 

Strengthening the Investment Climate 
Job creation is primarily driven by investment. Enhancing Iraq’s investment regime presents three challenges: (a) managing public investment and restructuring SOEs; (b) attaining significant levels of private investment; and in the longer term - (c) diversifying through a strong export-oriented industrial sector.

Managing public investment is critical. Even under the private sector led development model and beyond the early reconstruction years, Government will be an important provider of formal sector employment in Iraq. However, as the Government will not be able to create jobs for everyone, its role needs to be redefined from being the primary employer to a partner in creating and sustaining opportunities for employment. The Government should also finalize its SOE diagnostic
 and proceed to restructuring public enterprises. Some SOEs in the tradables sector may be able to regain profitability even in a very open economy, with substantial FDI inflows and low import duties. More time and caution will be needed to restructure public utilities, due to their critical role in supporting the rest of the economy and the welfare of households. 
For the private sector to become the prime job generator in Iraq, both the realignment of price incentives and a strong enabling investment climate are important. The latter comprises clear property rights, stable regulatory framework, and low entry and exit barriers. Other MENA countries have had limited success in fostering national private enterprise since their investment climate is not accommodative. Barriers to entry (time and cost of administrative approvals for setting up a private company) are high; access to finance is still very limited. Regulations do not facilitate the restructuring of viable businesses, whereas nonviable firms are not permitted to close expediently, which raises the social and economic costs of bankruptcy. The judicial system is slow and enforcement is unpredictable. Infrastructure is weak and impedes business activity. Corruption drives many private firms into the grey economy, and discourages possibly even a greater number of entrepreneurs to begin their own businesses. In all of these areas Iraq has made important first steps, but much remains to be done.

More can be done also to raise the role of Iraqi private sector in reconstruction. Procurement systems must be built up and made more transparent. Economic development zones can be established, to ensure security, control red tape and provide infrastructure. Energizing the private sector requires significant effort, including close attention from the top leadership, and efficient cross-ministerial coordination. 

In the longer-term, strong job creation will come only from diversification, particularly in export industries, since Iraq’s petroleum sector does not generate jobs. Iraq faces a dilemma typical for all oil-exporters: as oil revenues flow into the country, they push up the exchange rate and the prices of non-tradables, including labor. This will weaken the ability of domestic producers of traded goods to compete against imports (the “Dutch disease”). Many Iraqi entrepreneurs already complain about the flood of cheap imports. A temptation exists to rebuild the highly protectionist trade system which will shield inefficient SOEs. The tradeoff is that these jobs will come at the expense of decreased economic efficiency. A better approach would be to diversify while maintaining an open trade regime, low price distortions and a competitive exchange rate. Expanding export product variety will require overhauling viable SOEs and encouraging entry by new Iraqi exporters. This calls for substantial time and resources, but in the long-run will bring more stable job creation and growth outcomes than the protectionist model Iraq followed in the 1970’s. Integration into the global economy through the WTO and FTAs can give an additional impetus to export diversification.
Improving Labor Markets
Active labor market programs can tackle labor market dislocations existing in Iraq, but they need to be carefully targeted and monitored, due to their potentially high fiscal costs. Urgent measures are required to cushion workers during SOE restructuring, such as redundancy or severance payments, retraining programs, and assistance with job market reentry with the help of employment agencies and public works programs. 

In the short-term, steps are needed to expand the supply of reconstruction jobs. Iraq’s budgeted capital investment averaged 32 percent of GDP in 2004-2005. Further capital spending is undertaken by the donors outside of the budget
. Most investment which is taking place is capital- and import-intensive. The labor content of reconstruction could be improved by designing employment intensive reconstruction programs; by scaling down the size of projects to make them feasible for local execution; and by building up the capacity of local contractors. Increasing local content of purchases, and encouraging growth of sectors with strong linkages to the domestic economy e.g. housing would also help. Local development strategies could be designed, focusing on job creation and income generation. 

Reform of the Pricing System 

In 2003-2004, Iraq made significant progress in price liberalization. Most key prices in the economy are free. At the macroeconomic level, exchange rate policies have sought to stabilize the foreign exchange market, and it will be prudent to continue manage it well, so that domestic production in the non-oil sectors remains competitive. Financial markets are still nascent, and interest rate will need to remain free as well. Most sectoral output prices are free as well. However, there exist several key prices--food, fuel electricity, and other utilities--where subsidies are very large, adding up to possibly more than 60 percent of GDP. The consequences of these subsidies cascade throughout the economy:
· Domestic fuel prices in Iraq are among the lowest in the world. This leads to a rampant black market and fuel smuggling out of the country; inadequate maintenance, let alone modernization or expansion, of the production, transport, and distribution facilities; and waste and over-consumption. The Budget is directly hit, since state-owned refineries cover less than half of domestic demand, and the Government has to import the rest. Black market prices are 10-40 times higher than official ones. Raising prices is the most efficient response to these distortions. Econometric simulation was conducted by the Bank staff to evaluate the impact of domestic fuel prices increases slightly above the Iranian border prices (equivalent to 25% reduction in fuel subsidy). Simulations indicate that such price increase would lead to decline in fuel imports by 60 percent, and black market sales by 6 percent. Government savings would amount to about US$ 1 billion, allowing for additional investment or transfers to households to compensate for higher fuel prices
.
The Government is rightly concerned regarding the pace of price rises, and the “right” level of target prices. The welfare impact on the poor can be substantial, and compensation options are under consideration. Immediate options include raising prices to cost recovery levels, or bringing them higher--to the level of border prices in Iran. This will mean a fivefold increase from current levels and will undercut a large flow of smuggling
. International experience suggests, however, that designing an effective targeted compensation for liquid fuels is very difficult. Absent an already existing mechanism, the cost of administration of targeted fuel price subsidy could far exceed the intended benefits. The most suitable approach is not to focus on the fuel sector, but consider how policies across different sectors (food, water, electricity, fuels, education, health) are affecting the poor in aggregate and to assist them with a direct income transfer to help them purchase the basket of goods they consume. Finally, because fuels are inputs in almost all sectors of the economy, fuel price increases need to be coordinated with policies in other sectors, especially the fuel-intensive ones such as transport, power, and certain industries such as cement. 
· Electricity tariffs in Iraq are also among the lowest in the world (a fraction of one cent per kWh). Collections are very low--distributing companies are awaiting security to resume billing and collection procedures. Negative effects of the electricity subsidy are similar to those described above for fuels. The national grid is currently unable to satisfy the demand, and Iraqis increasingly buy electricity from small privately-operated diesel generators, whose rates are much higher--at least ten times the prevailing tariff. Yet how fast and to what level should the tariffs be increased are not the only policy trade-offs which the Government faces. Iraqis enjoy wide access to electricity grid, and this should be preserved. Low income groups connected to the grid may need subsidized access for a given period of time. This could take the form of a cross subsidy built in the electricity tariff, where larger consumers are proportionately charged more than lower consumers (block tariff). There is an urgent need to mobilize efforts on improving metering, billing and revenue collection. Reliability of service must improve for the tariff hikes to become acceptable. Furthermore, electricity supply will have to revert to its earlier structure of autonomous companies, away from the direct control of the Ministry of Electricity to enable adequate investment allocations and optimal deployment of capital across the industry. 

· The Public Distribution System (PDS) has successfully prevented food shortages and humanitarian crises in Iraq for more than a decade. PDS provides generous in-kind food transfers to the whole nation. Clearly, PDS reform can happen only over medium-to-long term, due to its extreme political sensitivity. Yet the fiscal cost of PDS is large (17 percent of GDP in 2005). The Iraqi Government faces one of the most serious tradeoffs here, since resources used by this generous untargeted program may be more efficiently invested in the production of vital public goods, such as education, health and infrastructure. Measures under consideration include replacing the food basket with a cash transfer or with food stamps. Multifaceted concerns (e.g. food safety, targeting, and implementation) will need to be addressed prior to deciding on any reform to the PDS. From the implementation perspective, until the private sector builds sufficient capacity, the government should continue to ensure maintain the security of food supplies. Alternatives to PDS should be carefully costed, as they would not necessarily be cheaper than the PDS itself. 
The Trade Regime

An open trade regime is the key element of Iraq’s pricing system reform. In 2003-2004, the Government took steps to liberalize its trade policy. Border restrictions to merchandize trade were removed
, a uniform tax of 5 percent was instituted, and foreign exchange markets were liberalized. This open regime should be maintained, to realize trade’s beneficial impacts on job creation and growth. These effects are both direct and indirect: trade services themselves generate substantial demand for labor; at the same time, open trade helps keep the prices of inputs for domestic Iraqi producers low, and thus stimulates the growth of production and hiring. A trade tariff works like a tax on the non-oil traded sector; it must be kept low in order to minimize the Dutch disease and to rebuild a diversified economy. 
Positive effects of open trade will be maximized if it is combined with a friendly FDI regime. This would encourage both foreign and domestic investment in the non-oil sector, and significantly increase the demand for labor. Simultaneously, trade tariffs will diversify the Government’s fiscal base, reducing its dependence on highly volatile oil prices, and possibly relieving the non-oil traded sector and the private service sector of other forms of direct and indirect taxation. 

The main challenge now is to define an optimal tariff structure, which can support Iraq’s broader policy objectives. Totally tariff-free regime will make the recovery of domestic producers very difficult; meanwhile, excessive protection will undermine economic efficiency and stifle the tradables sector. A modest degree of protection from international competition can be advisable, at least for the initial period. International experience suggests that a uniform moderate rate (e.g. 5 percent) will contribute to efficiency in the economy while providing a degree of support for domestic value added. This is preferable to multiple rates for individual products, which invite corruption and create unnecessary distortions. A modest uniform tariff across all goods and all importers will be a welcome sign for all investors, will reduce the cost of capital and intermediate goods, provide access to modern technologies, simplify customs clearance and valuation procedures, and put Iraq’s trade regime close to that of its neighbors. 

The CGE model described above was used to illustrate the impact of tariff levels on household consumption and domestic production. …
The service sector, including trade in services, is likely to be the largest source of employment in Iraq. Efficient provision of so-called “backbone” services (power, telecommunications, transportation/logistics, and finance) is crucial to productivity and international competitiveness. Stimulating competition in the service sector and providing access to state-of-the art technologies and management practices, by allowing foreigners access to the domestic market for services, should be a central thrust of Iraq’s development strategy. A liberal FDI regime is also essential to promoting Iraq’s trade integration in global markets for manufacturing and agriculture/food processing. 
The much needed but technically difficult regulatory reforms in services can be supported by WTO accession. Iraq’s application for WTO membership in 2004 sent an important signal to investors that Iraq is willing to commit to transparent, rule-based liberal trade policies. WTO-compatibility of domestic regulations and policies does not in itself create a high-quality institutional environment; but WTO commitments can be used as a strategy to leverage domestic reforms and to integrate Iraq’s economy into global markets, with wide-ranging beneficial consequences for growth and job creation. 

Iraq’s short-term priority is the rehabilitation of the Customs Authority and maintaining standards and food safety. Iraq’s success in agricultural and manufacturing exports hinges on its ability to enhance the quality of domestic products. Here, too, institutional capacity of the State Standardization and Metrology Agency will be central to success. There also may be scope for near-term initiatives directed at selected industries or commodity sub-sectors which have some export track record, yet are likely to face market access problems due to non-conforming product quality, safety, or certification. 

Governance of Oil Revenues

Poor economic performance of oil exporters is well known and is often explained by the influence of oil wealth on governance as well as by possible harmful real exchange rate effects on the non-oil sector (the Dutch disease described earlier). The CGE model was used to evaluate the impact of price rises of labor and other non-tradables on household consumption and domestic production. …
The key problem of Iraq, as all oil producers, is the high volatility of its budgetary revenues. A fall in oil prices or production leads to a fiscal contraction and unexpected deficits; the government then transmits this shock to the rest of the economy. Volatility increases uncertainty, depresses investment, and undermines economic diversification and growth. Fluctuations in the investment program reduce its efficiency. Periods of rapid expansion in investment and growth are followed by a collapse in growth that far outweighs the decline in investment. 
The key to avoiding the transmission of volatility of oil prices to the economy is expenditure smoothing. Investment levels should fluctuate substantially less than the price of oil. The Government needs to determine a sustainable level of capital and current spending based on whether the higher revenue flow is temporary or permanent and whether the expected (financial and social) return justifies the expenditure. Another key concern is the quality of public investment: oil windfalls often promoted diversification that relied on huge, insolvent state-owned firms (“white elephants”). Coupled with poor project evaluation capacity, corruption and favoritism as well as lack of competitive bidding, such initiatives have resulted in ill-conceived and frequently expensive failures. 

In order to address the volatility problem, a number of oil-exporting countries have combined mechanisms to accumulate foreign reserves during periods of high revenues with rules regarding fiscal expenditure of these funds. Others have introduced state oil funds, from which an annual transfer is made to meet the needs of the non-oil deficit in the budget. Well designed oil funds can be effective in enhancing the transparency of oil revenues and expenditures, but they are no substitute for fiscal prudence and improvements in public resource accountability. The key ingredients for a successful fund are transparency, a strong sense of public ownership and a separation of oversight powers. The Development Fund for Iraq, as the key tool in managing the Iraqi oil revenue flow should abide by these principles.
Representative political system and strong public sector governance are of particular importance for Iraq. Mineral wealth often corrupts political process into a competition for control over natural rent. Sustainable political workout in Iraq should be based on transparent management of national wealth. Transparency and good governance can help foster a democratic debate, increase accountability, improve macroeconomic management, and enhance access to finance. Minimal standards include: transparency of the oil sector finances; independent, credible and transparent audit; and involvement of the civil society. 

Reducing Poverty and Vulnerability

Large segments of Iraq’s population face unprecedented social and economic risks. The incidence of absolute poverty is significant at 8-10 percent, and a further 12-15 percent of population face the risk of falling into absolute poverty. Both monetary and non-monetary aspects of poverty have worsened dramatically in recent decades. Several population groups are especially vulnerable: unemployed youth; demobilized soldiers and militia; war victims with disabilities; and internally displaced persons, refugees, and returnees. Iraq’s volatile security is likely to have continuing consequences on poverty and vulnerability. Recent assessments confirm the importance of developing social protection mechanisms that help mitigating the consequences of economic transition. 

Apart from the universal food safety net (PDS), social protection consists of a collection of program interventions and providers, including direct assistance from families, private and charitable assistance, and government programs. Private and/or informal safety nets (e.g. zakat, waqf) likely account for the majority of social protection. The government-sponsored system has been profoundly weakened by wars and sanctions; cash benefits currently paid are modest and reach less than 15 percent of the estimated needy. None of these transfers is based on a consistent definition of need, and leakages to those less needy are highly possible. State-sponsored disability care institutions have been severely damaged and have inadequate supplies; the number of their beneficiaries is quite small. 

The Iraqi pension system is financially broke, despite the fact that it covers a relatively small share of the population. It is also inefficient and expensive. These problems only partly stem from the emergency policies put in place by the CPA after the war. To a large extent the problems are structural and must be addressed under any circumstances. These structural weaknesses are: 
· Dual structure of the Iraqi pension system, which leads to inequality and excessive administrative cost, and restrains the efficient allocation of labor; and

· The mandate of the system is unaffordable, due to very high gross replacement rates--close to 100 percent of the last salary for the average full-career worker. 
These structural problems reduce the incentives to diversify the sources of savings for retirement, particularly among middle- and high-income workers, which limits alternative means of managing financial and longevity risks. The pension scheme for private sector workers has unacceptably low coverage rate. Employers systematically under-report the number of employees in order to remain below the minimum at which pension enrollment becomes mandatory. The governance structure and administrative capacity of the pension system are also reasons for concern. The current staff needs additional skills to properly manage a reformed pension fund and to design and implement necessary reforms. Information and payment systems need to be modernized. 

Strengthening Governance and Public Management

Issues of public management and governance will be at the forefront of Iraq’s reform agenda for many years to come. The most immediate challenge is to build a legitimate state and ensure the security and the basic rights and freedoms of Iraqi citizens. Equally pressing concern is to determine the size and scope of government and the appropriate division of responsibilities between ministries and different levels of government. Other pressing questions are: how financial and human resources should be organized and optimally deployed; and how Iraq can ensure public sector integrity. Many of these broader issues will be addressed in the new Iraqi constitution. 

Prior to the war, the budget system in Iraq was fairly efficient and robust. Elements of this system still remain, but unfortunately it has been hampered by challenges ranging from the poor security and difficulties in communication to the non-transparent recording of subsidies. This has degraded the government’s ability to allocate resources effectively and to track spending and outcomes. Urgent reforms are needed to address the fragmentation of the budget, inadequate reporting of revenues and expenditures, and weak accountability. The new Financial Management Law (2004) established principles for strengthening the budget process. The Law does not itself provide a complete picture of the fiscal architecture required to rebuild the budget as the primary policy instrument; this requires further political and administrative decisions, e.g. on the appropriate roles for various institutions. A fundamental problem is budget fragmentation. There are currently several parallel spending plans in Iraq and virtually no coordination in their preparation or execution. Improving the coverage of the budget so that it incorporates all significant government revenues and expenditures, and improving its transparency are critical needs. It is similarly important to ensure that all donor aid is brought within the budget. Basic institutional issues should be resolved regarding the role of various government agencies; and capacity needs to be strengthened to develop new skills in areas ranging from treasury operations to debt management to financial auditing. 

Rebuilding Iraq’s civil service will need to address a basic set of issues regarding the way in which its employees are organized, including: (1) the statutory basis under which civil servants function; (2) the scope and comprehensiveness of the civil service; (3) its management; (4) the composition of categories and grades; (5) salary structure and benefits; (6) recruitment and promotion; (7) disciplinary procedures and termination; and (8) the boundary between the political and administrative spheres. These issues need to be addressed both carefully and soon. Several CPA directives addressed various aspects of civil service reform, but the record of implementation was uneven. One of the most urgent steps would be to create two units with responsibility for human resource (HR) management throughout the civil service: one within the executive branch, focusing on human resource management and policy issues; and the other with some degree of constitutional independence overseeing compliance with HR guidelines and serving an appeals function as well. In the near-term, it is also of paramount importance that robust payroll and HR controls be put in place to provide an accurate picture of the civil service and to avoid the pilferage of government resources. HR legislation and regulations need to be developed which enhance meritocracy and protect workers from harassment. The management of the civil service needs to be strengthened by providing support to new HR policy and enforcement institutions. Modern HR practices will need to be developed at both the central and ministerial level. The capacity of line ministries and departments to manage their staff will need to be strengthened. Eventually, issues of organizational structure and appropriate staffing levels will also need to be addressed.

Intergovernmental fiscal relations require careful consideration as Iraq prepares its constitution. As with most MENA countries, Iraq is a unitary country with a dominant central government and weak local governments. Three Northern governorates are run by the Kurdish Regional Government and are de facto autonomous; the other fifteen governorates are administrative units with no control over revenues and expenditures. The CPA initiative to empower local governments (2003) did not live up to expectations. Newly-created local councils often lacked basic skills and have found it difficult to exercise authority over departments of central government ministries, which remain in control of service delivery. A confusing patchwork of legislation and practice emerged. 
There exist no technical answers to the question of how far Iraq will proceed in decentralization: this is typically determined by political imperatives. Decentralized governance can accommodate diverse populations and maintain national unity; empower people to support democratization; and improve the efficiency of service delivery. The new Iraqi constitution will need to address three vital questions: (a) should Iraq be a federal or unitary country; (b) should decentralization be symmetrical or asymmetrical (equal autonomy for all sub-national units or greater autonomy to certain areas); and (c) how will national revenues be shared? The other key concerns involve public safety and rule of law. A second layer of questions revolves around the assignment of responsibilities for each level of government. The guiding principle would be to give responsibilities for public services to the level of government which can discharge them most effectively. The determination of appropriate local tax bases would follow. Given the predominance of oil revenue, intergovernmental transfers will remain the main source of financing for local governments. If the latter are responsible for delivering public services, they must be able to finance them. The sources of own revenues will need to be identified, and institutional arrangements developed that would define accountability and incentive frameworks for each level of government. 

Corruption is widely perceived to be a significant concern in Iraq. To combat it, several initiatives were launched: the independent Inspector Generals within individual Iraqi ministries; the new Commission on Public Integrity, and the revival of an existing Supreme Board of Audit (SBA). The Inspector Generals were authorized to perform a variety of functions, including auditing all records and activities of the ministry; conducting administrative investigations against any ministry official, including the minister; auditing the economy, efficiency and effectiveness of the ministry’s operations; and reviewing any ministry systems for measuring performance. The Commission on Public Integrity was charged with the criminal investigation of corruption cases and violations of the code of conduct. To succeed, Iraqi anticorruption efforts must prioritize the following four dimensions: (1) strengthening the legal and regulatory framework; (2) developing strong accountability institutions; (3) supporting prevention within individual agencies; and (4) enhancing public opinion and awareness.
� Non-oil sector growth was stronger in the North, which witnessed lower levels of violence.


� In 2004 it has obtained an observer status with the WTO.


� This is under way since 2004.


� Security risks keep the actual levels of investment well below these numbers.


� A standard small open economy computable general equilibrium model (CGE) was formulated for this exercise.


� Iran also subsidizes fuels, but not as heavily.


� Tariff-free regime was as much a de facto development as government policy. The Customs Authority has collapsed in Spring 2003 and could not control border crossings. Up until now, the Customs capacity remains limited, and it cannot collect the reconstruction levy in full.





