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 In October 1996, one year after the Dayton
 peace negotiations, Carl Bildt, the interna-
 tional community's high representative in
 Bosnia, faced a crisis. Momcilo Krajisnik, a
 close associate of indicted war criminal Ra-

 dovan Karadzic, had just been elected to
 Bosnia's three-person collective presidency,
 but in a gesture of continuing Bosnian Serb
 defiance toward Dayton's goal of a united
 Bosnia, he now refused to attend the presi-
 dential swearing-in ceremony in Sarajevo.
 His refusal threatened to undermine the

 fragile new Bosnian state from its inception.
 Bildt responded by dispatching his sen-

 ior deputy for economic reconstruction to
 the Bosnian Serb headquarters in Pale, ac-
 companied by the resident representatives of
 the World Bank, the European Bank for Re-
 construction and Development, and the
 European Union, and President Clinton's
 special envoy for reconstruction. Together
 they delivered a stern warning: not one
 penny of reconstruction aid would flow to
 the Serb Republic if Krajisnik failed to ap-
 pear. Four days later, Krajisnik was in Sara-
 jevo for the ceremony.

 The significance of this episode went be-
 yond the modest victory of persuading a re-
 luctant president to attend his own inaugu-
 ration. It demonstrated that aid conditional-

 ity can furnish political muscle for a peace
 process, even when dealing with the most re-
 calcitrant of parties. At the World Bank's
 headquarters in Washington, however, news
 of the show of resolve in Pale was greeted
 not with satisfaction, but with dismay. The
 Bank and its fellow international financial

 institutions (iFls) - the International Mone-

 tary Fund (IMF) and the regional develop-
 ment banks - are quite accustomed to mak-
 ing their aid conditional on economic re-
 forms. Conditionality on behalf of the politi-
 cal foundations of a peace process is another
 matter.

 A hallowed myth at the IFls is the apo-
 litical character of their activities. Never

 mind that throughout the Cold War IFI
 loans were lavished on the authoritarian Pi-

 nochets of the developing world but denied
 to the Allendes, or that the IFls have relent-
 lessly pushed policies with profound (and
 often regressive) effects on the distribution
 of income: these decisions ostensibly were
 taken on "purely economic" grounds. In an
 inversion of the children's fable, the unmen-
 tionable truth is that the emperor does in-
 deed wear clothes, tailored to the political
 fashion of the day. When they decry IFI in-
 trusions on sovereignty, nationalist critics
 buy into the same diplomatic fiction that IFI
 loans can be apolitical. Yet injections of
 large sums of money into a society inevita-
 bly affect the balance of power within it.
 The real issue is not whether political effects
 will result, but what these will be.

 In the traditional division of labor

 within the international community, the
 task of the IFls has been economic develop-
 ment. Conflict prevention and peacebuild-
 ing have been left to others, above all to the
 United Nations. Yet internal peace and eco-
 nomic development do not fit neatly into
 separate boxes. Peace is a basic prerequisite
 for investment and growth, and while eco-
 nomic development does not guarantee
 peace, it can help to lessen the likelihood of
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 civil war.1 Recognition of these inescapable
 links is beginning to dawn at the IFIs. In
 their rhetoric - and at times in practice -
 the IFIs in recent years have promoted mili-
 tary expenditure reductions and good
 governance. In October 1995, incoming
 World Bank President James Wolfensohn
 announced that one of his top priorities
 would be to "anticipate and organize for
 post-conflict economic development pro-
 grams, when war is replaced by peace,"
 and last year the Bank established a Post-
 Conflict Unit to pursue this aim.

 These initial moves should be extended

 in two ways. First, the IFIs should explicitly
 acknowledge that certain economic policies
 may exacerbate social tensions and fuel con-
 flict, and then work to ensure that the poli-
 cies they back do not inadvertently increase
 the risk of violence. Second, in some set-
 tings the IFIs should follow the precedent set
 in Pale and make access to their resources

 conditional on specific actions by the bor-
 rower to secure peace, in an effort to reduce
 the risk of violent conflict.

 "The Smile on a Child's Face"

 The IFIs' core mandate is to promote the
 economic well-being of their member states.
 The IMF's main charge is macroeconomic
 stability; that of the World Bank and the
 regional development banks - the Asian
 Development Bank, the Inter-American De-
 velopment Bank, the African Development
 Bank, and the European Bank for Recon-
 struction and Development - is economic
 growth. Over the years, the IFIs have ex-
 tended the definition of their mandates to

 embrace distributional equity and environ-
 mental sustainability. World Bank presi-
 dent Wolfensohn has suggested an even
 broader vision, stating that the real test of
 development is "the smile on a child's face."2

 Preventing conflict clearly fits within
 this generous interpretation of IFI mandates.
 But even in narrower economic terms, con-
 flict prevention can make good sense. War
 imposes huge costs - in lost lives and hu-

 man suffering, in the physical destruction of
 assets, in foregone economic development,
 and in the cost of resources devoted to war-

 fare itself. Investments in conflict preven-
 tion hence can be justified on economic as
 well as on humanitarian and political
 grounds.

 Today, one-quarter of the World Bank's
 concessional lending, excluding that to
 China and India, goes to countries that have
 recently undergone or are just emerging
 from intrastate conflict. Yet even in these

 postwar transitions, where the costs of con-
 flict are most evident and the risks of re-

 newed violence most acute, the Bank and its
 fellow IFIs have been slow to accept conflict
 prevention as an integral part of their eco-
 nomic mandates.

 In El Salvador, for example, two key
 elements of the 1992 peace accords that
 ended the country's decade-long civil war
 were the creation of a neutral civilian police
 force and a land-transfer program for ex-
 combatants. With the guerrillas demobi-
 lized, the government dragged its feet in the
 implementation of these programs, pleading
 lack of resources, a smoke screen for its lack

 of political will. Meanwhile it maintained
 military expenditure at more than 2 percent
 of GNP, compared to 0.7 percent before the
 war. Despite the resulting risks to the peace
 process - and, by extension, to the country's
 economic recovery - the World Bank, the
 IMF, and the Inter- American Development
 Bank chose not to press the government to
 shift expenditure to these high-priority
 peace programs. "This is political condition-
 ality," an official explained, "and we are apo-
 litical organizations."

 The Articles of Agreement of the World
 Bank state that its loans shall be arranged
 "with due attention to considerations of

 economy and efficiency and without regard
 to political or other non-economic influ-
 ences or considerations." But "economy and
 efficiency" can seldom be wholly divorced
 from "political considerations." The attempt
 to erect an iron wall between the two is par-
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 ticularly ludicrous when the political consid-
 erations at stake include the risk of violent

 conflict. Given the overlay between econom-
 ic and political considerations, this exclu-
 sionary clause can be read in either of two
 ways: as ruling out all political considera-
 tions, even where these are of great eco-
 nomic importance, or as ruling out only
 those political considerations that are eco-
 nomically irrelevant. The latter, we believe,
 is the more sensible reading.

 To say that conflict prevention should
 figure among IFI objectives is not to say that
 it should be the sole objective, nor that it
 should override all others when trade-offs

 arise. In some cases it may not be possible to
 prevent conflicts at any realistic cost. In oth-
 ers, conflicts can help to launch a society
 onto a more economically inclusive and
 politically sustainable path; the struggle
 against apartheid in South Africa is an exam-
 ple. In many cases, however, investment in
 conflict prevention can yield handsome re-
 turns, in economic terms as well as in the
 broader dimensions of human well-being.

 Social Seismic Zones

 Economic inequalities are hardly the only
 source of violent conflict, but they can be an
 important one, especially when combined
 with other sources of social stress. In Central

 America, for example, deep inequities in the
 distribution of land and other assets pro-
 vided the tinder for violent conflict, with
 macroeconomic crises adding the spark.3
 Similarly, tensions over how to distribute
 the burden of economic austerity, precipi-
 tated by an external debt crisis, were a major
 source of the conflict that tore apart the for-
 mer Yugoslavia.4

 This link underscores the shallowness of

 the conventional notion of "efficiency" as
 the sole basis for policymaking. A preoccu-
 pation with how to bake a bigger economic
 pie is misplaced when conflicts over how it
 will be sliced threaten to wreck it. What is

 more, a growing body of recent economic
 research suggests that countries with more

 equitable distributions of income and power
 tend to have faster economic growth because
 they invest more in physical and human
 capital, and because they avoid destructive
 political struggles.5

 In analyzing policies and appraising pro-
 jects, the iFls therefore should ask not only
 whether total benefits exceed total costs but
 also to whom the benefits and costs will

 accrue and whether equity will be served.
 One way to do this is to use distributional
 weights, in effect recognizing that a dollar is
 worth more to a poor person than to a rich
 person. Methodologies for this purpose are
 well known, but at present they are seldom
 applied by the IFls.6

 Not only class divides, but also the more
 "horizontal" stresses of ethnic group and re-
 gional differences can threaten to become
 fault lines of violent conflict. To address this

 risk, the IFls could undertake conflict-risk
 impact assessments - akin to environmental
 impact statements - for proposed loans.
 These would consider how the project or
 program might exacerbate social cleavages.7
 In a document endorsed in May 1997 by the
 World Bank, "social assessments" of this
 type are identified as an area in which "sig-
 nificant improvement is needed."8 A World
 Bank staffer explains, "If you are designing a
 project for a seismic zone, you need to take
 account of the risk of earthquakes."

 Peace Conditionality
 Loans from IFls invariably come with strings
 attached. Project loans from the World
 Bank and the regional development banks
 include requirements for timely and effec-
 tive implementation, and frequently specify
 administrative and policy reforms. IMF
 standby agreements and program loans from
 the banks typically require recipient govern-
 ments to take specific steps toward macro-
 economic stabilization and structural adjust-
 ment, including budget deficit reduction,
 trade liberalization, limits on money-supply
 expansion, and the privatization of state-
 owned enterprises.
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 In postconflict transitions, the iFls could
 similarly attach conditions relating to the
 implementation of peace accords and the
 consolidation of peace. Bosnia is not the
 only place where such a stance could ad-
 vance both peace and economic develop-
 ment. In El Salvador, peace conditionality
 could have speeded implementation of key
 provisions of the accords, such as the replace-
 ment of paramilitary forces by a new civilian
 police force.9

 In Guatemala, the peace accords con-
 cluded in 1996 mandate an increase in the
 ratio of taxes to national income, now the
 lowest in Latin America, by at least 50 per-
 cent by the year 2000, and similar increases
 in public spending for health and education.
 Firm IFI conditionality will be needed to en-
 force these targets. A critical related issue is
 the distribution of the tax burden: will the

 extra revenue come from Guatemala's upper
 classes, who have long resisted taxation for
 social spending, or from the poor? The peace
 accords call for taxation to be "fair, equita-
 ble and, on the whole, progressive," but how
 fully these aims will be translated into prac-
 tice remains an open question, the answer
 to which could be decisively shaped by IFI
 policies.

 A multidonor evaluation of the interna-

 tional response to the conflict in Rwanda
 concluded that peace conditionality could
 have helped to deter the 1994 genocide, in
 which more than 500,000 people were
 killed. In the months leading up to the
 slaughter, the donors were stubbornly preoc-
 cupied with economic reforms, and many
 praised the Rwandan government's "absorp-
 tive capacity" for aid. A few bilateral donors
 voiced criticisms of flagrant human rights
 violations, but they never cut aid on that ba-
 sis, sending the message that "human rights
 conditionality was preached but not prac-
 ticed."10 Instead, foreign aid to Rwanda rose
 by 50 percent in 1991-93, from $235 mil-
 lion per year in the late 1980s, to $355 mil-
 lion.11 The flow of external assistance con-

 tinued even as government-linked extremist

 groups openly prepared for the genocide.
 Whether, and at what stage, conditionality
 might have altered the course of events in
 Rwanda will never be known. What is clear
 is that the final outcome could not have
 been worse.12

 Peace conditionality could involve for-
 mal performance criteria, informal policy
 dialogue, or other measures to tie assistance
 to specific actions by the borrower. Its pri-
 orities will vary from one case to the an-
 other. In some countries the key issues are
 taxes and expenditure, in others human
 rights and the rule of law. But the basic
 principle is straightforward: IFI conditionali-
 ties should reflect fully the interdependence
 between conflict prevention and economic
 development.

 Buying Peace in the Serb Republic
 For the first two years after the signing of
 the Dayton Peace Agreement in December
 1995, reconstruction aid to Bosnia's Serb
 Republic was held up in an effort to press
 its hard-line leaders to comply with the
 agreement. Despite this pressure, Bosnian
 Serb leader Radovan Karadzic, who is barred
 from formal public office as an indicted war
 criminal, and fellow hard-liner Momcilo
 Krajisnik, the Serb member of Bosnia's col-
 lective presidency, showed few signs of re-
 lenting. While economic recovery stirred in
 the Muslim-Croat Federation, the Serb Re-
 public's economy remained in shambles. Un-
 employment stood at 60 percent, and for
 the minority with jobs the average wage was
 less than $35 per month. Humanitarian re-
 lief was exempted from political conditions,
 but some aid officials chafed for reconstruc-

 tion funds to be released, too. "Conditional-
 ity is great when it works," a World Bank
 staffer mused, "but what about when it
 doesn't?"

 At the December 1996 Peace Implemen-
 tation Conference in London, one year after
 the Dayton signing, High Representative
 Bildt urged donors to rebalance the flow of
 aid. "Frankly, conditionality hasn't been
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 working on either side," he explained. "The
 Federation is convinced money will flow to
 it no matter what, and Republika Srpska is
 convinced it won't receive aid under any cir-
 cumstances."13 While agreeing that recon-
 struction aid should be distributed "on an

 equitable basis," the London conference reaf-
 firmed that it would be "conditional upon
 support for implementation of the Peace
 Agreement."

 A trickle of reconstruction funds flowed

 into the Serb Republic in 1997, but of the
 $1.5 billion in reconstruction aid disbursed
 in Dayton's first two years, 95 percent was
 spent in the Muslim-Croat Federation, even
 though the Serb Republic comprises 49 per-
 cent of the country's territory and one-third
 of its population.

 The pressure on the Bosnian Serb leaders
 began to bear fruit last summer. Bosnian
 Serb president Biljana Plavsic denounced
 Karadzic and his cronies for corruption
 and signaled a willingness to make conces-
 sions to Dayton principles in return for aid.
 She called for new parliamentary elections,
 which culminated in January in the installa-
 tion of Milorad Dodik, an outspoken propo-
 nent of the peace process, as the entity's new
 prime minister.

 International donors responded swiftly
 to these developments. The United States
 and the European Union offered fresh aid,
 and in December the World Bank an-

 nounced a $17 million loan for "humanitar-

 ian reconstruction" in the Serb Republic. In
 deference to the continuing political clout of
 the hard-liners - and Krajisnik's ability to
 block the loan - about 1 5 percent of the
 World Bank funding was slated for those ar-
 eas of the Serb Republic under their control.
 After lobbying by human rights groups and
 objections from U.S. legislators, the Bank
 excluded from the loan the town of Srbinje
 (formerly called Foca), where indicted war
 criminals remain at large under the protec-
 tion of local officials.14

 While aid conditionality helped to spur
 the recent changes in the Serb Republic,

 more forceful measures - notably the use of
 NATO-led troops to seize television transmit-
 ters and police stations from hard-liner con-
 trol - were also crucial. In coming months,
 the efficacy of the carrot-and-stick approach
 will be put to its most severe test as minori-
 ties attempt to return to their former homes
 on both sides of Bosnia's inter-entity bound-
 ary line, in an effort to roll back the results
 of ethnic cleansing.

 Micro-level Conditionality
 Peace is not built at the national level alone:

 regional and local governments and private-
 sector actors also can fuel violent conflict or

 help prevent it. In Bosnia, several aid donors
 have experimented with peace conditional-
 ity at these "micro" levels. For example, the
 commitment of local officials to Dayton
 principles varies greatly across municipali-
 ties. A few such officials protected minori-
 ties during the war, even at the risk of
 antagonizing nationalist politicians on
 "their" side. Others organized and benefit-
 ted personally from ethnic cleansing and
 now openly oppose the return of minorities
 to their former homes. Many sit on the
 fence, neither actively promoting nor ac-
 tively obstructing returns, and aware that ef-
 forts to help minorities could imperil their
 support in the majority community.

 Donors can target aid selectively to re-
 ward Dayton compliance, penalize obstruc-
 tion, and encourage the vacillators to ven-
 ture off the fence. The United Nations High
 Commission for Refugees (unhcr) adopted
 this strategy in its "Open Cities" program,
 launched in spring 1997, which targets re-
 construction aid to municipalities that pub-
 licly declare their willingness to allow mi-
 norities to return. Where this commitment

 is demonstrated with actual minority re-
 turns, the UNHCR provides assistance not
 only to the returnees but also to the major-
 ity community.

 The World Bank, a major player in
 Bosnia's postwar reconstruction, has so far
 shunned such explicit municipal-level peace
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 conditionalities. Some informal screening is
 carried out in consultation with the Office

 of the High Representative, the body
 charged with oversight of civilian aspects of
 the Dayton agreement. The director of the
 World Bank's Resident Mission explains:
 "There might be a community in Bosnia
 that does not want to accept refugees, and
 every time refugees come back, people in
 that community blow up houses. The High
 Representative may alert donors to the fact
 that building a house in that community is
 unlikely to have a lot of success."15 Bank offi-
 cials maintain that, since the Bank's funds
 are extended in the form of loans rather

 than as grants, control over site selection is
 largely ceded to the Bosnian authorities. Yet
 the recent exclusion of Srbinje from the Serb
 Republic loan demonstrates that when the
 Bank wants to act, it can.

 One way to incorporate micro-level
 peace conditionality in IFI loan agreements
 would be through dated covenants, in
 which the borrower pledges to undertake
 specific actions by specific dates. The use of
 such covenants is already common practice;
 a transportation loan agreement, for exam-
 ple, may require the borrower to increase
 railway tariffs by a certain date. Noncompli-
 ance can trigger the suspension of loan dis-
 bursements. In a similar fashion, dated
 covenants could be used to enforce timeta-

 bles for implementing the provisions of
 peace accords by local authorities.

 Of course, the monitoring of local com-
 pliance would require time and effort. We
 believe that in many cases the benefits
 would justify IFI investment in the necessary
 monitoring capacity. In some places, how-
 ever, the iFls could turn to other agencies
 that already possess the needed expertise,
 such as the Office of the High Representa-
 tive in Bosnia or the United Nations Verifi-
 cation Mission in Guatemala.

 There is also scope for peace conditional-
 ity with respect to private-sector actors. The
 U.S. Agency for International Development
 requires borrowers in its private-sector lend-

 ing program in Bosnia to sign contracts in
 which they agree not to discriminate on the
 basis of ethnicity in hiring decisions. Non-
 discrimination clauses could likewise be in-

 serted in contracts with private firms under
 iFl-financed projects. Even if imperfectly en-
 forced, such provisions would send an im-
 portant signal to the private sector. A turn-
 ing point in El Salvador's civil war came
 when key business sectors concluded that
 armed conflict was impeding their ability to
 engage in commercial trade and industrial
 development. This helped to create the
 political space for negotiation, allowing a
 conservative, business-oriented president to
 lead the Salvadoran government to a success-
 ful peace agreement with leftist insurgents.
 In their training programs for local busi-
 nesses, the IFls and other donors could make
 conflict prevention part of the message, en-
 couraging a pro-peace stance in business
 sectors.

 Reconstructing the IFls

 The eventual repayment of IFI loans - par-
 ticularly those of the World Bank and the
 IMF - is, in effect, guaranteed. Whereas com-
 mercial banks and bilateral aid agencies
 have reluctantly written off large sums of de-
 veloping country debt in recent years, the
 IFls have largely avoided debt forgiveness
 and outright default, even when faced with
 problematic arrears such as the debt of the
 former Yugoslavia. When necessary, they fi-
 nesse this by lending new money to service
 prior debts.

 For example, the IMF lent $45 million to
 Bosnia in December 1995 - the first loan is-
 sued under the Fund's newly created emer-
 gency credit window for postconflict coun-
 tries. The IMF heralded this loan as "a new

 beginning."16 But its purpose was simply to
 allow the Bosnian government to repay a
 bridge loan from the Dutch government,
 which in turn was used to repay Bosnia's as-
 sessed share of the former Yugoslavia's ar-
 rears to the IMF. Old Yugoslavian debt was
 thereby transformed into new Bosnian debt.
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 Such creative devices not only absorb
 scarce resources - one can imagine other
 worthwhile uses for emergency assistance -
 but also give rise to a moral hazard problem:
 when insured against a risk, an individual
 (or institution) has less incentive to take pre-
 cautions against it. In private bank lending,
 the fact that repayment is tied to perform-
 ance gives the creditor an incentive to take
 account of all relevant information - includ-

 ing the risk that the value of the asset will
 be impaired or destroyed by violent con-
 flict - before making a loan. This salutary
 incentive is largely absent at the IFIs.

 Instead, IFI loans are repaid or resched-
 uled, regardless of their effects. Within the
 IFIs, staff performance is measured more by
 the quantity of lending than by its results:
 the route to advancement is to make loans,
 not to withhold them. Individuals, like the
 institutions they serve, face no effective pen-
 alties for failure to exercise due diligence in
 conflict prevention.

 This is not to suggest that the IFIs
 should operate no differently from commer-
 cial banks, nor that their lending should not
 receive some subsidy from member govern-
 ments. The IFIs need incentives to take risks

 for peace, as well as to reduce the risks of
 war. But between the extremes of full-risk

 commercial lending and the current practice
 of virtually risk-free IFI lending, there is a
 wide middle ground. It is here, we believe,
 that an appropriate incentive structure is to
 be found. For many years, the IFIs have
 championed the virtues of privatization and
 market discipline. They could benefit from
 a judicious dose of their own medicine.

 At the IFIs, recognition of the connection
 between peace and development has all too
 often been spun into a further rationale for
 business as usual: the politics of conflict pre-
 vention and peacebuilding should not be al-
 lowed to interfere with sound economic

 policy, they claim, since the latter is a pre-
 requisite for peace. Here we have advanced a
 contrary premise: unless the politics of peace
 are allowed to reshape economic policy, both

 will fail. That is, the soundness of policies
 can be judged only in light of the political
 economy of peace.

 It is time to begin a search for new poli-
 cies, and new forms of conditionality, that
 sow the seeds of peace rather than conflict.
 The broad outlines of a peace-friendly
 agenda at the IFIs are clear. The costs of vio-
 lent conflict, and the benefits of its preven-
 tion, should be brought into the decision-
 making calculus. Distributional weights
 and conflict-risk impact assessments should
 be incorporated in project appraisal and pol-
 icy analysis. In program lending, the IFIs
 should exercise peace conditionality by
 means of formal performance criteria and in-
 formal policy dialogue with borrower gov-
 ernments. In project lending, they should
 exercise micro-level peace conditionality in
 the selection of public- and private-sector
 partners. Last but not least, the incentive
 structure at the IFIs should be amended to

 support conflict prevention and peacebuild-
 ing. If the IFIs are to invest wisely in peace,
 they must reconstruct themselves. •
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