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COORDINATION OF STATE
FISCAL AND MONETARY
POLICY IN THE CONTEXT

OF POST-CONEFLICT RECOVERY

Abstract

The article is devoted to the study of fiscal and monetary components of state's finan-
cial policy and their coordination after the completion of hostilities. The urgency of
the topic is determined by the need to find an optimal (in terms of economic system)
strategy of interaction between the government and the central bank in the conditions
of post-conflict recovery.

The purpose of the article is to summarize the world experience of formation of fiscal
and monetary policy as well as their coordination in order to effectively overcome the
consequences of military conflicts.

The author analyzes the data on the post-war development of 12 countries that suc-
ceeded in restoring their national economies during the first decade after the end of
hostilities (Angola, Cambodia, the Republic of Congo, Croatia, Georgia, Indonesia,
Liberia, Macedonia, Serbia, Sierra Leone, Solomon Islands, Tajikistan) As a result, the
author discovers a gradual transition from the fixed and regulated exchange rate re-
gime to the floating exchange rate in the long-term perspective, reduction of inflation
and interest rates on loans, as well as a gradual increase of GDP and the net inflow of
foreign direct investments, while the share of tax revenues and public expenditures in
GDP remained stable.

On the basis of generalization of the world experience the conclusion was made about
the key role of central banks in ensuring economic growth in the context of post-con-
flict recovery by ensuring price stability and stimulating lending. In addition, the im-
portance of geographic location and availability of natural resources in the restoration
of the national economy of some countries was emphasized.

Keywords military conflict, economic development, coordination,
monetary policy, post-conflict recovery, fiscal policy
JEL Classification  Es2, E62, F51

INTRODUCTION

The post-conflict environment is characterized by significant uncer-
tainty, which may be caused by the weakness of peace agreements,
deepening divisions in society and total neglect of the interests of the
defeated party, and, as a consequence, the recurrence of hostilities as it
was in case in Afghanistan, Cambodia, Congo and other countries. In
addition, the expectations of a rapid recovery in the affected country
and by the international community may apply a peculiar pressure on
government policies, forcing them to reduce the priority of projects
focused on achieving results in the long-term perspective.

Therefore, it is very important, especially for domestic realities, to

study the global experience of monetary and fiscal policies conduct-
ing and their coordination in the context of post-conflict recovery.
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1. LITERATURE REVIEW

The issues related to the monetary policy of
post-conflict countries have been reflected in
many foreign publications including “Monetary
Policy in Post-Conflict Countries: Restoring
Credibility”, which revealed that reforms in
the field of monetary policy are important for
economic recovery through the lowering of the
level of inflation, reduction of uncertainty and
creation of conditions for attracting interna-
tional assistance (Starr, 2004); “Monetary Policy
Issues in the Post Conflict Economies” focusing
on the key issues regarding the preparation for
changes in the monetary policy of Afghanistan,
Bosnia and Herzegovina, and Kosovo (Coats,
2007); “Post-conflict monetary reconstruction”,
which focuses on the study of possibilities of
using a seigniorage, its impact on inflation in
the context of external financial support (Adam,
Collier, Davies, 2008); “Exchange Rate Regimes
for Post-Conflict Recovery” studying the ef-
fects of the post-conflict development exchange
rate regime based on the analysis of data of 132
countries, including 38 countries that hardly
suffered from conflicts over the period 1970-
2008 (Elbadawi, Soto, 2013).

Regarding the fiscal policy of post-conflict
countries, the following studies are of great in-
terest in this area: “The fiscal dimensions of
conflict and reconstruction”, which is devoted
to the relationship of the fiscal policy with the
beginning of conflicts and the importance of
providing public goods as one of the incentives
to increase tax revenues (Addison, Murshed,
2001); “Fiscal decentralization in post-conflict
countries”, which is devoted to the issue of fis-
cal decentralization as one of the elements of
ethnic conflict resolution and ways to increase
the efficiency of redistribution of financial re-
sources at the local and national levels (Fox,
2007); “Budgeting in Postconflict Countries”,
which addresses the problems of income fore-
casting and efficient allocation of budget funds
(Schiavo-Campo, 2007); “A Guide to Economic
Growth in Post-Conflict Countries”, which
seeks to achieve a compromise in the fiscal pol-
icy between short-term and long-term benefits,
speed and legal regulation, efficiency and effec-
tiveness (Dod, Smith, 2009).

20

Considering the high level of centralization of
power in the Soviet period and subordination of
the State Bank to the government of the USSR,
the problems of coordination of fiscal and mon-
etary policies did not represent a significant in-
terest for a long time. The first works in this ar-
ea include such publications as “Some unpleas-
ant monetarist arithmetic” devoted to the inter-
action of the government and the central bank
on the issues of public debt management and
its impact on economic development, in partic-
ular, it studied the impact of the policy of the
Ministry of Finance on the monetary policy of
the Federal Reserve System and possible restric-
tions for the latter (Sargent, Wallace, 1981) and
“Issues in the coordination of monetary and fis-
cal policy”, in which on the basis of the game
theory the author came to the conclusion that
coordination can only be effective if the posi-
tions are fully consistent (Blinder, 1982).

Undoubtedly, these studies were focused on
the peculiar features of the US financial policy
and require adjustments in order to be imple-
mented in other countries. At the same time,
they became the basis for further research, in
particular in Russia (Pekarsky, Atamanchuk,
Merzlyakov, 2007) and the Republic of Belarus
(Bobko, 2008). However, the coordination of
fiscal and monetary policy of Ukraine in the
context of post-conflict recovery is still insuf-
ficiently investigated.

The purpose of the study is to summarize the
global experience in formation of fiscal and
monetary policy as well as their coordination in
order to effectively overcome the consequences
of military conflicts.

2. KEY RESEARCH FINDINGS

The goal of one of the above-mentioned studies
(Elbadawi, Soto, 2013) was to obtain the data on
the dynamics of key macroeconomic indicators of
post-conflict countries with different currency re-
gimes (Table 1).

The author’s own analysis confirms that the vast
majority of post-conflict countries were charac-
terized by the regimes of fixed and regulated ex-
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Table 1. Macroeconomic indicators of conflict economies according to exchange rate systems

Source: Elbadawi, Soto, 2013.

Indicator

Fixed exchange

Regulated Floating exchange

rate exchange rate rate
Change in GDP per capita, % 3.0 2.7 2.1
Growth of Iabor productivity, % 2.3 1.9 1.7
3 Annual |nf|at|on rate, % 4.7 7.6 16.3
23.6 21.1 15.6
5 Tax revenues, % of GDP 11.4 13.0 . 15.1
Mllltary expendltures % of GDP 2.3 2.8 2.1
. Export growth, % of GDP 7.8 7.6 . 5.2
§ Foreign aid, % of GDP 11.1 10.5 17.4
Direct foreign investments, % of GDP 1.3 1.7 2.3

Note: average of five years after conflict ended.

change rates, which provided for a gradual transi-
tion to the floating rate regime (Table 2). During
the first three years central banks usually do not
allow significant fluctuations in official exchange
rates.

Measures to support official exchange rates are
usually aimed at ensuring price stability. The ex-
perience of Angola and Serbia confirms the abil-
ity of the regulator to influence the reduction of

inflation - from 98.22% to 43.54% and 95.01% to
19.49% respectively (Table 3).

In addition, stimulating economic growth it is
necessary to ensure access to credit resources.
Most post-conflict countries are characterized by
the reduction of interest rates on loans (Table 4).
Compared with the first year, in the second year the
most significant reduction was in Tajikistan (from
50.89% to 26.24%), Serbia (from 34.50% to 19.71%).

Table 2. Official exchange rate, local currency per US dollar

Source: World bank Open Data.

Country Year** 1: Year2 | Year3 : Year4 : Year5 : Year6 : Year7 : Year8 : Year9 : Year 10
Angola 74.61 83.54 8716 80 37 76.71 75.03 79.33 91.91 93.93 95.47
Cambodla 2689. OO 2545.25 i 2450. 83 2624.08 2946 25 3840 75 3916 33 3912.08
Republic of Congo : 711.98 : 733.04 : 696.99 581 20 : . 479 27 447.81 472.19
Croatia : 5.43 6.16 6.36 711 6.70 6 03 5.95
Georgia . 1.67 . 1.78 . 1.69 . 1.65 . : : 2.37 No data No data
Indonesia : 9159.32 : 9141.00 9698.96 : 10389 94 9090.43 8770.43 : 9386.63 : 10461 24 11865 21 13389.41
Liberia : 5491 : 57.10 : 58.01 61.27 63.21 : 68.29 : 71.40 72.23 73.51 77.52
Macedonia 64.35 54.32 49.41 49.28 48.80 44.73 41.87 44.10 46.49 44.23
Serbia : 66.91 : 64.40 : 57.59 : 58.38 : 66.71 : 67.15 : 58.45 : 55 72 67.58 : 7773
Sierra Leone 2099. 03 234794 ; 2701. 30 2889. 59 2961.91 ; 2985.19 ; 2981.51 3385 65 : 3978.09 4349.16
Solomon Islands : 7.48 7.53 7.61 7.65 7.75 8.06 8.06 7.64 i 7.36 : 7.30
Tajikistan 0.78 1.24 2.08 2.37 2.76 3.06 2.97 3.12 3.30 3.44

Note: * average over year. ** year after the end of the conflict.
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Table 3. Inflation (consumer prices), annual %

Source: Wolrd bank Open Data.

Year 10
10.29

Croatia P4 P4 {6, fo4 fo4 i3 P R : i03.32

NodataNodata
s
390
el
539

Country

Georgia : . : . : . : . : . : . : . : .

Indonesia : . ; . ; . H . H . H . ; . i . :
Macedonia . . . . . . . .
Serbla

Solomon Islands {699

Note: years after the end of the conflict.

Table 4. Lending interest rate, %

Source: World bank Open Data.

Country Year1 : Year 2 | Year3 | Year4 | Year5 | Year 6 : Year 7 | Year 8 | Year 9 :Year 10

Angola

1951 1770 L 1568 22.54 | 1876  16.66
e e

1207 955 1284
1359 1249
13.25 11.80
1440 1424
Macedonia 1836 1600 1244 | 1213 1129 1023 968
Serbia 1683 | 1656 . 1113
SierraLeone 2400 2500 = 2450
e e Sy
Pt R e &

Republic of Congo 22, 5 67 18 . 18.00
‘ ‘ ‘ 1494
14.81

1500  Nodata Nodata
e
11.66
1375
1007 948 | 887
2031 | 2328 | 2416 | 2296

Croatia

Georgia

Indonesia

Solomon Islands : . ; . H . ; . :

Tajikistan

Note: years after the end of the conflict.

Table 5. Domestic credit provided by financial sector, % of GDP

Source: World bank Open Data.

Year 8 : Year 9 :Year 10
19.27 ¢ 16.64 : 1548

(Georgia o ...0.3293 0 3318 | 3412 . 3494 4291 & 48.56 . 52.58 | Nodata Nodata Nodata
4343 | 4344 4672
' 563
L3778
4524
1436

Country

Cambodia

Macedonia 1564 1612 1966 1855 2178 3267 4091 4313 4711
Republic of Congo : : : : : : : : :

Solomon Islands

Croatia

Note: years after the end of the conflict.
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MONETARY POLICY

e control over price stability;

¢ exchange rate management
and/or monetary reform;

° improvement of payment systems;
. licensing of commercial banks;

»  strengthened supervision over
the activities of commercial banks;

e review of banking legislation

Accounting and Financial Control, Volume 1, Issue 2, 2017

Source: Dod, Smith, 2009.

FISCAL POLICY

e introduction of control over expenditures;
*  revenue management;

e control over indirect taxes;

e control over direct taxes;

e reform of tax policy;

e control over expenditures of state
institutions;

e tax planning

Figure 1. Key measures of fiscal and monetary policy in post-conflict recovery

At the same time, as a result of reduction of in-
terest rates there was no sharp increase in do-
mestic lending by financial institutions due to
the impact of such factors as loan security, high
level of risks and poor financial condition of
borrowers (Table 5).

There is an opinion (Dod, Smith, 2009) that the
key measures of macroeconomic policy regula-
tion in post-conflict countries should be as follows
(Figure 1).

A similar approach can be traced in the study
“Economic Governance in War Torn Economies:
Lessons Learned from the Marshall Plan to the
Reconstruction of Iraq”, in which USAID ex-
perts (Lewarne, Snelbecker, 2004) identified
several key provisions for successful economic

MONETARY POLICY

e regulation of money turnover, launching (resetting) of
the currency market, formation of market data, ensurmg
the independence of the central bank;

*  currency and anti-inflationary policies should
be balanced between the provision of economic
stabilization and export competitiveness;

¢ inflationary restrictions (the proposed corridor within
5-10%);

*  orientation towards the creation of payment systems,
regulation of the banking sector, gradual transition from:
simple financial instruments to more complex ones

recovery, in particular, in the area of monetary
and fiscal policy (Figure 2).

In general, most post-conflict countries are charac-
terized by GDP growth after the ending of military
conflicts (Table 6). The largest increase was observed
in the Republic of Congo (7.58%), Indonesia (5.50%)
and Tajikistan (5.30%). At the same time, in 2009
(the first year after the end of hostilities) Georgia’s
GDP continued to decline, which could be explained
by the impact of the economic crisis.

An influx of foreign direct investments plays an im-
portant role in economic recovery, especially in ex-
port-oriented industries (Table 7). At the same time,
success in fighting corruption and creating an ap-
propriate business climate determines the fur-
ther dynamics of attracting financial resources.

Source: Lewarne, Snelbecker, 2004.

FISCAL POLICY

e priority of improving the policy of state
expenditures and budget execution, in particular,
through modernization of the treasury system to
control and ensure more efficient use of funds;

e establishment of tax policies should be consistent
with the abilities of tax administration ranging from
simple indirect taxes to more complex ones such as
value added tax;

* integration of capital expenditures and investment
projects in the state investment programs

Figure 2. Some provisions of successful post-conflict economic recovery
in the sphere of monetary and fiscal policies
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Table 6. GDP growth, annual %

Source: World bank Open Data.

Country Year 9 : Year 10
Angola ¢392 ¢ 516
Republic of Congo 7.47
Croatia i 416
Georgia -
Indonesia 4.79
Liberia 8.70
Macedonia ©234
Serbia {058

o 3.0

Tajikistan 7.80

Note: years after the end of the conflict.

In the post-conflict period the share of tax revenues  The redistributive role of the state in the processes of
in GDP is usually at a stable level, which reflects their ~ social reproduction is gradually changing. Therefore,
gradual change in accordance with the dynamics of Angola, Croatia, Georgia and Sierra Leone are char-
GDP (Figure 3). The important element of fiscal pol- acterized by the decreasing share of public expendi-
icy is the fight against the “shadow” economy, the tures in GDP (Table 8). However, in Liberia, where
development of which can be observed during the the fiscal capacity of public authorities is sufficiently
military hostilities and the existing legal vacuum. different, the share of such expenditures is stable.

Table 7. Foreign direct investment (net inflows), % of GDP

Source: World bank Open Data.

Country Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 %Year 10
Angola V V V V V V V V -2.90 -5.98
Cambodia 368 3.06
Republic of Congo 713 1328
Croatia s 395
H'G'e‘orééé ....... _ _ -
ndonesia e 233
bera e 3598
Macedonia 320 484
Sebia 6w 420
'.S.i.érraHL.e.éne ..... ] 911 3230
Solomon slands 23 504
Tajiistan %6 968

Note: years after the end of the conflict.

24



35
30
25
20
15
10

Accounting and Financial Control, Volume 1, Issue 2, 2017

Source: Wolrd bank Open Data.

\~+4I\.

F+$%++w

Year1l Year2 Year3 Year4 Year5 Year6 Year7 Year8 Year9 Year 10

=#—Angola Croatia

=O==@Georgia

—@—Sierra Leone

Figure 3. Tax revenue, % of GDP

Note: years after the end of the conflict.

It is also necessary to investigate the success-
ful experience of some post-conflict countries.
For example, the financial policy of Angola af-
ter the end of the civil war was based on active
involvement of external resources for the resto-
ration of the national economy. Given the high
level of corruption in 2004, cooperation with
international financial institutions was limited.
That is when China became the key donor while
its government was interested in oil deposits in
Angola. Development of cooperation with Asian
investors made it possible to increase several
times the volume of energy exports, which in
turn led to increased tax revenues to the bud-
get. According to D. Zondwe (Zongwe, 2010),
the post-war development model of Angola can
be used for other African countries, which are

Table 8. Government expense, % of GDP

rich in natural resources (Chad, Congo, Cote
d’Ivoire and others). Despite the progress made
in addressing the issues of the social sphere and
national defense, the government failed to over-
come the “Dutch disease” making the economy
deformed towards the energy sector, which is
quite sensitive to fluctuations in energy prices
and depending on external lenders, especially
China.

Economic success of the post-conflict develop-
ment in Azerbaijan is also related to oil deposits.
The “Production Sharing Agreement” regarding
the deep-sea deposits, the so-called “Contract
of the Century”, signed by Azerbaijan with
companies from the USA, Great Britain, Russia,
Turkey, Norway, Japan and Saudi Arabia, gave

Source: World bank Open Data.

Country Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 %Year 10
Angola A 32.52 A 19.36 A 27.27 A 23.86 A 22.48 A 23.55 A 23.75 A 26.06 A 28.64 A 26.03
Croatia 39.99 : 40.42 : 39.48 38.42 : 38.68 : 36.96 : 35.66 34.73 34.66 3417
Georgia 30.94 26.35 24.35 . 25.38 24.38 25.66 25.74 No data f No data f No data
Liberia 0.25 | 0.21 | 0.18 | 0.23 | 0.33 No data | 0.29 | 0.29 | 0.34 | 0.34
Sierra Leone 21.62 18.57 17.80 A 17.50 16.43 12.80 15.86 A 17.23 A 13.46 A 13.07

Note: years after the end of the conflict.
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a significant impetus to the development of the
whole economy of the country. The received rev-
enues were aimed at infrastructure development,
assistance to the poor, improvement in the quality
of healthcare and education, which made it pos-
sible to significantly improve the country’s posi-
tion in the rating “Doing Business” (Girod, 2015).

In addition to use of natural resources, an im-
portant role in restoring a country like Liberia
was played by its “flag-of-convenience” status
with attractive conditions of registration for
foreign ship owners. This income item provid-
ed about 18 million US dollars annually since
1996, which is the equivalent of a quarter of the
country’s budget in 2002-2003 (Africa South of
the Sahara, 2004). The new government of the
country managed to reduce the level of depen-
dence on this source of revenues and expanded
the base of financial resources, directing these
funds to address the most urgent economic
problems.

An important role in settling the Aceh conflict
(1975-2005) in Indonesia was played by finan-
cial decentralization. In accordance with the
Memorandum of Understanding between the
Government of Indonesia and the “Free Aceh
Movement”, the local authorities were granted
special powers, in particular, the rights to:

« attract foreign loans and increase the interest
rate set by the central bank;

Source: Blinder, 1982.

RESTRICTION

introduce local taxes and raise the rates to
the national taxes;

« retain 70% of revenues from the natural re-
sources of the province (this applies mainly
to hydrocarbon deposits).

It should be noted that post-conflict reconstruc-
tion of Indonesia was complicated by the conse-
quences of tsunami considering that housing and
infrastructure were the priority sphere for recon-
struction. In addition, there was an unequal dis-
tribution of aid from international donors, the im-
pact of which was also significant (Fan, 2014).

An ethnic conflict took place in Macedonia in
2001. It led to a 5% reduction in GDP, rising in-
flation, outflow of capital, the reduction of gold
and foreign exchange reserves. Due to the expan-
sion of authority for certain regions with the pres-
ervation of the unitary status of the country and
active support of international organizations, in
particular, of the European Union, governments
of other countries they managed to restore eco-
nomic growth and improve investment climate in
a rather short period.

The conflict may have an interethnic character as
it was in Tajikistan during 1992-1997. The rise in
prices on cotton and aluminum in 1997-2007 led
to stabilization of this agrarian-industrial econ-
omy of Central Asia. At the same time, there are
still a lot of problems related to food and energy

MONETARY POLICY

EXPANSION

RESTRICTION
FISCAL
POLICY

EXPANSION 3

Figure 4. The matrix of interaction between government and central bank

Note: evaluation of events by central bank appeared above the diagonal in each box, and evaluation of events by government

appeared below the diagonal in each box.
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security, high rates of poverty, religious extrem-
ism, smuggling, drugs and weapons transit, hu-
man trafficking. In resolving of these issues the
government actively cooperates with the World
Bank Group and regional financial institutions,
in particular, the Islamic Bank for Development
(Toshmuhammadov, 2004).

A special attention should be paid to the issue of
coordination of the monetary and fiscal policies,
especially in the context of post-conflict recon-
struction, taking into account the independence
of institutions that carry them out - the central
bank and the government, respectively.

Alan Blinder (1982) proposes to assess the possi-
ble scenarios of events depending on the actions
(measures of restrictive or expansionist nature)
of the two participants of interaction in the range
from 1 (the best) to 4 (the worst) (Figure 4).

At the same time, the author assumes that among
the two options of mixed policies (right upper
corner and lower left corner) the most optimal for
the economy as a whole is a combination of ex-
pansionary monetary policy (a policy of “cheap
money”) with restraining fiscal policy (a policy

Accounting and Financial Control, Volume 1, Issue 2, 2017

of limited expenditures with an increase in tax-
es). However, acting without coordination and in
their own interests (curbing of inflation for the
central bank and increasing economic activity
for the government), the most likely outcome is
a balance in the lower left corner. But the strate-
gies of interaction between the central bank and
the government in post-conflict countries can dif-
fer significantly. This issue remains insufficiently
investigated. It should be noted that fiscal policy
may have a more favorable basis comparatively
with monetary policy.

The experience of former USSR countries and
Yugoslavia, which proclaimed their indepen-
dence and which earlier had not possessed
any statehood and sovereignty (in particular,
Azerbaijan, Bosnia and Herzegovina, Tajikistan,
Croatia), showed that they had some experience
to organize and ensure institutional provision of
fiscal policy. At the same time, in the sphere of
monetary policy, which had previously been car-
ried out in a centralized way, there were much
more problems, in particular, a choice between
the introduction of the national currency or tran-
sition to the currency of another country, forma-
tion of the institute of national central banks etc.

CONCLUSIONS AND RECOMMENDATIONS

FOR FURTHER RESEARCH

The strategies of interaction between the central bank and the government can be adjusted in accor-
dance with the priorities of the economy’s post-conflict recovery. Such situation may occur when the
government’s ability to replenish the budget is limited and the only source of replenishment of the state
treasury is money emission. The analysis of key macroeconomic indicators of the countries, that suc-
cessfully overcame the consequences of hostilities, confirms the key role of the central bank in stimulat-

ing economic growth.

The results of the research also indicate the importance of geographic location and available natural
resources for the restoration of post-conflict countries, which makes it possible for them to focus on
the development of the most competitive industries on the global market using the existing financial

potential of the state.

Solving the problems of post-conflict recovery it seems expedient to build econometric models of the
impact of financial policy measures on economic development and national security.
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