Comments for Eighth IRFFI meeting on institutional capacity development and possible interventions for private sector development
Since 2003, Iraq began a political and economic transition process from centrally planned economy to open market economy, and from non-democratic central government to democratic, decentralized one. 
But fragile political landscape, insecurity and violence between 2004-2007 affected negatively the transition process, implementation of reconstruction and reforms agenda, and the performance of government entities.
With the ongoing improvement in security situation started in 2007, the government shifted its attention to economic and institutional reforms. Despite all difficulties, progress was achieved in improving macro economic performance; to reduce inflation rate from 65% in 2006 to 12% in 2008, reducing unemployment rate, lifting subsidies, strengthening budget management, and many other reforms related to banking sector, debt restructuring are underway. 

It is necessary to mention that many reforms adopted with the help of international organizations lack domestic adaptation to economic and social context in the country. 
According to the latest surveys of "Food Security and Vulnerability" in Iraq, 2007/2008, and "Household Social and Economic Survey-2007", 3% of Iraqis are food unsecured, 22% are fully dependant on public distribution system, (which comprised 8% of 2008 budget)  although the situation improved compared to 2005, still food vulnerability is critical in Iraq (according to the report). 60% of households are getting subsidies of different sources (government, international organizations, relatives, and private sector). One third of employed Iraqis are working for the public sector, and 45% of labor force are dependant on jobs related to social security program. All these data indicates the consuming character of society, and that economic life is still dominated by public sector.    

By reviewing the history of post-war reconstruction of many countries, it is difficult to identify fully successful examples of reconstruction. This not to deny the efforts of international community to help Iraqis achieving better life. 
Post-conflict reconstruction is complex process that entails international and national political commitments, and should not merely regarded as rebuilding task, rather than a wider issue of integration between economic and social development. It is a development challenge which includes both economic growth, stability, sustainability, and political challenges related to relationships between people and between people and their local and national institutions. It should viewed as long-term development process that require political will and commitment from national and international players, and in a globalized world, any successful development plan have three pillars; markets, government, and people. 

The situation in Iraq is still fragile, and in order to move from fragility to resilience, a combination of capacity, resources, effective institutions and legitimacy is required. Since 2003, Iraq started new reforms aiming at integrating its economy into the global economy, which require dramatic institutional changes from state control into free market with guidance from the government. 
According to official sources, more than 50 billions US$ have been either spent or committed for different sectors; infrastructure and basic services, governance and capacity building. But international assistance was offered at a time when the government was still facing security challenges as violence escalated since 2004 and reached its peak in 2006, in addition to weak absorption capacity of federal and regional institutions, which resulted into limited impact, thus the Iraqi government is facing a huge task to build state institutions, and international technical assistance is needed more than ever.
In this paper, we will elaborate on capacity development as the main drive for reform, and the ways and means for possible donors interventions to promote better role for private sector in Iraq. 

Existing institutional capacity in Iraq
One of the gaps that separates Iraq from the international community is the knowledge gap, as consequences of more than thirty years of an authoritarian regime and destruction policies. After the fall of previous regime in 2003, state institutions are working without clear mandates and objectives which created confusion between government entities and between federal and regional level. As a result state institutions became inflated, inefficient, and a major source of misuse of financial resources and an obstacle of sustainable development.   Planning processes become short sighted, making it difficult for international assistance be guided by a long term strategy and aligned with national priorities. Also high staff turnover prevents building up institutional memory, hampers establishment of clear work processes. In addition to the burden of inflated public sector salaries on budget which comprised 38% of total expenditures in 2008.   
This and many other reasons contributed to low implementation rates of the national capital investment program.
Although allocations for capital investment
 program were increasing throughout the years 2003-2008; US$ 2 bil., US$ 4.6 bil., US$ 4 bil., US$ 8 bil., US$ 10 bil., US$ 16.6 bil., of the total amount at  US$ 45.6 bil., for the period 2003-2008, 40% was spent by ministries. 
In spite of the improvement in financial implementation rate, there is lack of information of physical output in addition to outcomes and impact. 

The capital investment program planning and execution is facing a number of problems related institutional incapacity whether with federal ministries, local authorities, and private sector as executers, like inaccurate cost estimation which result in amendments throughout project cycle, inaccurate working drawings preparations and bill of quantities, delays in advertisement and awarding process, difficulties associated with funds releasing and credit opining, inadequate administrative structures in local governments for project management and monitoring, in addition to inexperienced local contractors, lack of skilled labor, and insufficient equipments and machinery.
In order to advance sustainable development in Iraq, strong institutional framework and skilled and knowledgeable human resources are needed. 

Until now, capacity development was dealt with as an end, and not as means towards reaching specific development outcomes. Also it was not treated as the heart of the organization’s mandate and function, but it was reduced to training of individuals, which is not enough for sustained results. 

UNDP defines capacity as “the ability of individuals, institutions, and societies to perform functions, solve problems, and set and achieve objectives in a sustainable manner”, though, it is a process which should be domestically driven. It is also a political and complex process that cannot be rushed and outcomes cannot be expected in short period of time. 
Iraq has a labor force of 7-8 millions, 15% is unemployed, and 18% is underemployed. This workforce is unable to utilize Iraq natural resources for their wellbeing and prosperity; and the reasons are complicated and compound; decades of wars and sanctions; policies of the previous regime caused severe distortions of the economy, deterioration of infrastructure, as well as migration of intellectuals and skilled people outside the country since eighties. 

Many lessons could be drawn from countries that experienced similar transitional period. Those lessons indicate a balance is required between immediate reconstruction priorities and long-term development needs. And a prerequisite to attain development objectives, is the availability of strong institutions that are able to function in a sound manner to achieve development goals. 

In Iraq, if we are aiming to strengthen our institutions in a sustainable manner, we should treat capacity development as four-fold process, that starts with assessing the capacity needs, and the assessment process would include reviewing mandates, structures, policies, and human resources management policies; formulation of CD strategy; costing and implementing strategies; monitor and evaluation CD strategies. The findings of needs assessment stage should be integrated into national and local development plans and budgets, and sector strategic needs. 
The huge governance gap in Iraq requires that this process be dealt with within a comprehensive public administration reform process which must include; civil service reform through modernizing policies of administration system, (human resources management, performance management, training, incentives), on addition to setting criteria for wages, competency, recruitments, and promotion. Second; reform of the machinery of the government with regard to restructuring of public sector institutions in harmony with the new decentralized governance structure of the state of Iraq. Third; to reform public sector expenditure management system consistent with fiscal federalism concept at national and local level. 

Private sector in Iraq 
According to Doing Business Report “Country Profile for Iraq”, Iraq ranked 152 out of 181 economies in ease of doing business. Among the 10 stages of business life for small and medium size companies, the worst rank lies with starting business, trading across borders, and closing the business. To register a business, the entrepreneur have to pass through 11 procedures taking more two months duration, and 59% of GNI per capita, for a company between 10 to 50 employees company size, and 100% domestically owned limited liability general trading company. And almost all stages of the process is burdensome and in some cases corruption is involved to speed up the process, or the decision will be to run the business informally.
Although the survey didn’t take into consideration proximity to large markets, quality of infrastructure, transparency of government procurement, macroeconomic situation, and the strength of institutions, it gives good indication of obstacles to business life in Iraq. 

With the Iraqi economy heavily dependant on oil, major challenges are ahead to diversify budget inputs in order to increase employment and motivate contribution of private sector into economic life. This requires a sequenced approach of economic governance, a harmonized manner of dealing with local immediate needs and the integration of Iraq economy with the region and the world economy, taking into consideration special requirements of post-conflict context and longer term institution and capacity building. The economic situation in the country requires dedicated actions to revitalize productivity of non-oil sectors. 
Agriculture is suffering from serious difficulties at both national and local levels. This is reflected in its low contribution in GDP as it was only 10% of GDP in 2007, although it is the first labor intensive sector in Iraq. Absorbing only 23% of labor force in 2000, with the fact that one third of Iraq area is fertile, while there is a huge nutrition gap in Iraq which is increasing over time as a result of inability of this sector to achieve food security. The difficulties facing this sector are enormous including: lack of legislation for ownership and production relationships, infrastructure related to water sources and others, lack of competitiveness of output in local markets, prices policies and subsidies, lending programs, and trade custom policies.
As for industrial sector contribution to GDP, it was only 2% in 2007 for manufacturing industries, employing 5.9% of labor in 2000. 
The value of industrial output was vibrant throughout the years 2001-2006, reaching only 1 bil. In 2006, of which private companies contribute only 20% in 2006. Industrial activities are concentrated in limited types of industries, first comes the non-metallic and mineral raw (bricks and cement) and second foodstuffs. 
In general, besides needed reforms on upstream level for both sectors, that would contribute to creating an enabling environment for private investment, SOEs revitalization, trade policies, within a general framework of economic reforms. micro-lending and SMEs development would present short and medium term solutions for job creation and would contribute to satisfaction of local needs and food security. 
The current Iraqi banking system remain a challenging problem for private sector development, due to its structural problems related to infrastructure, technology, and limited credit services. Also limited number of private banks with state owned banks accounting 90% of banking sector. This would entail the need for private financing to create jobs in the short and medium term.  

Other countries experience of reforms shows that supporting the development of small and medium enterprises is key factor to alleviating poverty. In other countries, competitive SMEs is an important source of growth through partnership with multinational corporations, and opening the door for integration into international production chains. 
In Iraq, the agro-industrial sector is promising with the existing potentials in the country. Technical assistance is needed to introduce new technologies, business management practices, increase productivity of existing factories, and improving ability to access capital and new markets. 
According to Iraq living condition survey small and medium enterprises account for 99% of private sector employment, dominating by trading, construction, light manufacturing, and services, which large portion of them is informal. As mentioned before, it is important to ensure positive incentives for the business to become formal. 
Ministry of planning through economic development fund among other ministries is mandated to provide financial and technical support for entrepreneurs. Several NGOs developed successful microfinance programs over the past few years. 
There is an opportunity to scale up microfinance to expand employment, given the large number of micro and small enterprises, as immediate and short term solution for job creation and private sector development.  
The United Nations has recently developed three major joint programs for public sector reform, decentralization and local Governments development, and private sector development, together with other two by the world Bank for public financial reform and banking sector reform. A close collaboration from other donors is required to support those programs. We envisage that the next period of new normalcy in Iraq would require intensive coordination between the donor community and national stakeholders and to change the behavior of individual acting of donors to collective team spirit to create new partnership with the Iraqi government, and to make aid more effective and efficient and of better impact. 
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