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Preface

E stimates of the cost of rebuilding Iraq after the overthrow of Saddam Hussein’s
regime range from $50 billion to $100 billion. In recent months, U.S. lawmakers have pro-
vided more than $18 billion in grants to assist in that reconstruction. Other countries and
organizations have pledged a similar amount, mostly in the form of loans.

This Congressional Budget Office (CBO) paper—prepared in response to separate requests
from the Chairman of the Senate Budget Committee and the Ranking Member of the
House Budget Committee—examines the key resource issues related to Iraq’s recovery.
Those issues include the country’s reconstruction needs, its potential oil revenues and debt
burden, and what additional resources, if any, may be necessary for the reconstruction effort.
The analysis also considers three illustrative approaches to rebuilding Iraq that could require
different levels of international funding. In keeping with CBO’s mandate to provide
objective, impartial analysis, this paper makes no recommendations.

Eric J. Labs of CBO’s National Security Division wrote the paper under the supervision of
J. Michael Gilmore. Robert Dennis, Richard Farmer, Heywood Fleisig, Doug Hamilton,
Atlene Holen, David Moore, Elizabeth Robinson, Joseph Whitehill, and Thomas
Woodward of CBO provided thoughtful comments on an eatlier draft. Dan Byman of
Georgetown University, Michael O’Hanlon of the Brookings Institution, and Admiral
David Oliver (ret.) also provided helpful suggestions. (The assistance of such external
participants implies no responsibility for the final product, which rests solely with CBO.)

Christian Spoor edited the paper, and John Skeen proofread it. Maureen Costantino

designed the cover, Lenny Skutnik produced the printed copies, and Annette Kalicki
prepared the electronic versions for CBO’s Web site (www.cbo.gov).

N

Douglas Holtz-Eakin
Director

January 2004
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Summary

ebuilding Iraq after 25 years of rule by Saddam
Hussein and the war that overthrew his government will
be one of the United States’ foreign policy priorities in
the coming years. By some estimates, the cost of recon-
structing Iraq ranges from $50 billion to $100 billion.
However, substantial disagreement exists about that cost,
as well as about how much aid from the international
community may be needed to rebuild the country,
whether that aid should take the form of grants or loans,
how much the United States should contribute, and how
much Iraq can finance itself from its future sources of
revenue.

To assess the scope of the reconstruction job, the Coali-
tion Provisional Authority (CPA), the United Nations
and World Bank, and the Bechtel Corporation (under
contract to the U.S. Agency for International Devel-
opment) carried out surveys of Iraq’s needs in 2003.!
The needs that they identified are mainly associated with
the deterioration of Iraqi infrastructure that has occurred
since Iraq invaded Iran in 1980. The surveys indicate
that although sanctions imposed during the 1990s and
damage from recent postwar looting have worsened the
condition of Iraq’s infrastructure, they are not the most
significant cause of its poor state.

1. Those surveys were published in Coalition Provisional Authority,
Request to Rebabilitate and Reconstruct Irag: Summary of the
Request (September 22, 2003); United Nations/World Bank Joint
Irag Needs Assessment (October 2003); and Bechtel National,

Inc., fragq Infrastructure Program: Assessment Report (June 2003).
Also see Office of Management and Budget, Quarterly Report on
Irag (January 6, 2004). The CPA is the organization set up by
the coalition that overthrew the Hussein regime. It is responsible
for administering Iraq during the transition to a new government.
In doing that, the CPA works with Iraq’s Governing Council and

ministries.

This paper aims to help the Congress examine critical
issues dealing with Iraq’s reconstruction by reviewing
those surveys and analyzing the key resource issues re-
lated to Iraq’s recovery over the 2004-2007 period—
including its potential oil revenues, restructuring of its
international obligations (foreign debt and war repara-
tions), reconstruction needs in major sectors, and the
role of international aid. In performing the analysis, the
Congressional Budget Office (CBO) relied on informa-
tion from the CPA, the World Bank, the United Na-
tions, the Iragi government, and the U.S. government.
CBO did not conduct an independent assessment of
Iraq’s reconstruction needs or prepare independent cost
estimates of major construction projects that others have
identified as being necessary.

CBO’s analysis yields three main conclusions:

®  The amount of oil exports and the price the Iraqi

government receives for them will play a critical role
in determining how reconstruction is financed. Al-
though the Iragi government should be able to pay
its day-to-day operating expenses from its oil reve-
nues, those funds will probably not be sufficient to
cover all of the country’s capital investment needs,
at least in the short run.

B The financial plans produced by Iraqi officials do
not anticipate paying high levels of war reparations
or interest on foreign debt. Thus, if Iraq fails to
achieve substantial relief from its international obli-
gations, it may have trouble funding any rebuilding
efforts.

®  Iraq and its international partners could pursue vari-
ous approaches to reconstruction over the next few
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years depending on such factors as their policy goals
and priorities and the amount of resources available.
This analysis examines three illustrative approaches
to reconstruction and their estimated costs.

Besides the levels of oil revenues and international obli-
gations, other factors could affect Iraq’s prospects for
funding its reconstruction needs. Two important factors
are beyond the scope of this analysis but merit attention:
security costs and the role of private investment. The
total costs of providing security and stability in the
country (except to the extent that such costs are included
in the Iraqi government’s budget planning) are unclear.
The continuing insurgency in Iraq makes it difficult to
estimate how much money will be needed to ensure
enough security for reconstruction to take place. The ex-
tent to which private capital can contribute to restoring
Iraq’s infrastructure is also unclear. However, this paper
briefly discusses the conditions needed to attract private
capital as the basis for a market economy.

The 2004 Iraqi Budget

On the basis of estimates included in Iraq’s 2004 bud-
get, CBO assumed that the country would collect a total
of $69 billion in oil revenues between 2004 and 2007 as
well as $2.4 billion in other revenues (see Summary 1a-
ble 1).2 Those resources would be more than enough to
cover the Iraqi government’s planned operating expenses
($51.3 billion) and debt and reparation payments ($4.1
billion), with $16.7 left over for reconstruction or capi-
tal investment.?

2. Iraq’s Ministry of Finance and Ministry of Planning have pub-
lished a budget for 2004 and provided fiscal guidance for the
budgets of 2005 and 2006. For 2007, CBO extrapolated the
numbers in the fiscal guidance for 2006.

3. The CPA and the Iragi government plan to expand Iraq’s security
services from 125,000 to 226,000 personnel, which could add
between $500 million and $1 billion to the government’s ex-
penses over the 2004-2007 period, CBO estimates. At that cost,
the expansion plan would not pose a major financial burden
compared with the effects of oil exports, oil prices, and debt

repayment.

Summary Table 1.
The Iraqi Government’s Budget Plans

(Billions of dollars)

Total,
2004-
2004 2005 2006 2007 2007
Revenues
Qil exports 120 185 193 19.3 69.1
Other revenues 08 07 05 05 24
Total 128 192 1938 19.8 715
Expenditures
Operating
expenses’ 121 130 131 13.1 513
International .
obligations® 0.6 11 12 12 41
Capital investment _07 _51 _54 _54 16.7
Total 134 192 197 19.7 72.1
Surplus or Deficit () -0.6  * * * 05

Congressional Budget Office based on data from Republic
of Iraq, Minister of Finance and Minister of Planning,
2004 Budget (October 2003).

Figures for 2004 come from Iraq’s budget. Figures for
2005 and 2006 come from the fiscal guidance for those
years provided in the 2004 budget. Figures for 2007 are
an extrapolation of those for 2006 (because there was no
fiscal guidance for 2007).

Source:

Notes:

* = petween zero and $50 million.

a. Actual expenses could be higher, depending on the policies and
priorities of the Iraqi government. Additional security (other
than that already programmed into the budget) could cost
another $100 million to $300 miilion per year.

b. Represents payments on Iraq’s international debt and pay-
ments of claims stemming from Iraq’s 1990 invasion of Kuwait.

¢. The government plans to make up that deficit using returned
funds from the U.N. Oil-for-Food Program.

To show how sensitive Iraq’s ability to pay such costs is
to projected oil revenues, CBO varied those revenues
using plausible scenarios of higher and lower oil exports
and prices. The high scenario would earn Iraq $89 bil-
lion in oil revenues between 2004 and 2007, potentially
providing an additional $20 billion for investment.
However, the low scenario would produce only $44 bil-
lion in oil revenues, cutting deeply into Iraq’s ability to
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fund even its day-to-day operations (see Summary Table
2)4

Similarly, the amount and terms of Iraq’s international
obligations—foreign debt, contractual obligations, and
war-reparation claims—could have a significant effect on
the country’s ability to pay for reconstruction. Estimates
of Iraq’s debts range from $45 billion to almost $400
billion (half of that latter estimate consists of reparations
and compensation claims from the 1990-1991 Gulf
War). The international community seems to recognize
that Iraq would have difficulty paying all of those obliga-
tions. The U.N. Security Council passed resolution
1483 declaring a moratorium on Iraqi debt repayment
until the end of 2004.’ In addition, former U.S. Secre-
tary of State James Baker has apparently secured pledges
of debt reduction from some of Iraq’s creditors. Restruc-
turing Iraq’s foreign debt will continue to be the subject
of negotiations, with the end result unclear. A substan-
tial reduction combined with a longer moratorium could
effectively lower Iraq’s payments to zero for a few years.
Conversely, if negotiations failed, the country could still
be obligated for the full amount of its foreign obliga-
tions—although, as a practical matter, such a figure
would probably never be paid.

CBO examined three possible levels of total Iraqi foreign
debt and war reparations—$40 billion, $80 billion, and
$120 billion—at high and low interest rates to illustrate
their differing effects on Iraq’s financial recovery. The
most optimistic case would require about $4 billion in

4. The Iraqi budget anticipates exporting a total of 3.3 billion bar-
rels of oil during the 2004-2007 period at an average price of
$21 per barrel. CBO’s high case assumes that level of exports but
at an average price of $27 per barrel. CBO’s low case assumes
total exports of 2.3 billion barrels over that period at an average
price of $19 per barrel. If Iraq met the targets underlying its
budget, it would be exporting more oil and consistently earning
more oil revenue than at any time since the 1980s.

5. However, that resolution requires Iraq to continue setting aside
5 percent of its revenues from oil exports (including in 2004) to
pay compensation for the 1990 invasion of Kuwait.

payments to foreign creditors between 2004 and 2007,
which is consistent with the assumptions in Iraq’s bud-
get planning. Under that scenario, Iraq would be able to
contribute about $16 billion to reconstruction during
that period. The most pessimistic case that CBO consid-
ered would require the country to pay $33 billion to for-
eign creditors during that period, making it impossible
for Iraq to cover even its planned operating expenses.

Summary Table 2.

Range of Estimates for Iraqi
Government Funds and Costs,
2004 to 2007

(Billions of dollars)
Low High
Estimate Estimate

Funds Available to the Iragi Government

Oil Revenues 44 89
Other Revenues® 3 3
U.S. Aid 18 18
Other Aid° 18 18

Total 83 128

Costs and Obligations

Reconstruction Costs 18 55
Iragi Operating Costs’ 72 72
International Obligations 4 3

Total 94 160

Source: Congressional Budget Office.

a. Represents the $2.4 billion in other revenues envisioned in the
Iraqi budget and $600 million in returned funds from the U.N.
Qil-for-Food Program.

b. The U.S. figure reflects amounts appropriated in the 2004
supplemental spending law enacted in November; it excludes
about $3 billion provided in 2003. The figure for other aid
represents the full amounts that had been pledged by other
countries and international institutions when this report went
to press. Although CBO used the same figures in its high and
low estimates, those numbers could vary depending on
whether donors provide the aid they have pledged or whether
the donor community decides to provide more assistance. U.S.
aid is in the form of grants, meaning the money does not have
to be repaid. Most of the other aid is in the form of loans.

c. The figure is from the 2004 Iraqi budget. It could vary depend-
ing on the priorities of a new sovereign Iragi government.

xi
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Foreign Assistance

To help Iraq with its rebuilding efforts, the international
donor community has pledged about $36 billion in aid.
Around half of that amount, $18.4 billion, will come
from the United States and take the form of grants.’ The
rest will come from other countries and international
institutions, mainly in the form of loans. CBO assumes
that most or all of that money will ultimately be pro-
vided during the four-year period of this analysis. If so,
it will represent a large contribution to meeting Iraq’s
reconstruction needs.

Three Ilustrative Approaches
to Reconstruction

For the various reasons discussed above, the amount of
money that will ultimately be available to Iraq for recon-
struction is uncertain. To illustrate how much could be
done with different funding levels, CBO examined three
alternative approaches to the task of rebuilding (see Sum-

mary Table 3):

m  The first approach would fully pursue the objectives
for reconstruction outlined in the United Nations/
World Bank Joint Iraq Needs Assessment (referred to
here as the World Bank report). Generally, the goals
of that approach are to restore Iraqi infrastructure to
its pre-1991 state and set the country on the path to
representative government and a market-oriented
economy. According to the report, that approach
would cost a total of about $55 billion through
2007.

6. That $18.4 billion was appropriated in the 2004 supplemental
spending law enacted in eatly November 2003. It is in addition
to about $3 billion appropriated for 2003 after the end of major

combat operations in Iraq.

® A second approach would focus only on meeting the
immediate (2004) needs outlined in that assessment.
It would essentially restore Iraq’s infrastructure to
the level that existed before the recent conflict began
in March 2003. Such an approach would cost about
$18 billion, mostly spent in 2004 and 2005.

® The third approach would pursue a middle path
between the first two, funding all of the immediate
needs in the World Bank report plus some major
medium-term (2005-2007) needs. That approach
would cost between $34 billion and $40 billion over
four years.

The reconstruction efforts in the second and third ap-
proaches would also improve living conditions in Iraq
but would not restore infrastructure to the same level as
that envisioned in the World Bank report.

Implications of the Analysis

Iraq’s need for foreign aid beyond the $36 billion al-
ready pledged by international donors will depend
largely on its success in reinvigorating its oil industry
and the willingness of creditors to reduce its foreign
obligations (as well as the unknown potential of private
capital). If oil exports and prices meet or exceed the as-
sumptions made by the Iraqi government, and if the
country’s debt is reduced sufficiently to permit a reason-
able level of annual payments, further U.S. assistance
beyond the $18.4 billion already appropriated may not
be necessary. Iraq itself could fund a robust reconstruc-
tion effort. Conversely, lower oil exports or prices and
high levels of debt payment would most likely mean that
Iraq could not afford to pay for even modest reconstruc-
tion efforts. In that case, the country could be a candi-
date for billions in additional aid in the coming years.
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Summary Table 3.
The Costs of Three Approaches to Reconstructing Iraq, 2004 to 2007

(Millions of doliars)

Approach 1:
Fully Fund Immediate (2004) Approach 2: Approach 3:
and Medium-Term Fund Only Fund Immediate Needs
(2005-2007) Needs Immediate Needs and Some Medium-Term
as Reported by the as Reported by the Needs as Reported by the

World Bank and CPA World Bank and CPA World Bank and CPA

Sectors Assessed Directly by the
United Nations and World Bank

Electricity 12,122 2,377 6,131 to 8,131
Water and sanitation 6,842 1,881 4,993 to 5,898
Education 4,805 1,005 2,165 t0 2,921
Agriculture 3,027 1,230 1,979 t0 2,791
Transportation 2,030 574 731 to 1,060
Housing and urban management » 1,831 535 1,267 to 1,377
Health 1,600 500 900 to 1,600
Private-sector development and rapid-
employment programs 1,562 551 684 t0 1,184
Telecommunications 1,379 469 590 to 690
Local administration and civil society 387 99 15210175
Mine clearing 234a 80 234
Subtotal 35,819 9,301 19,826 to 26,061

Sectors Assessed by the CPA and Provided
to the United Nations and World Bank’

Oil 8,000 2,000 8,000
Security, police, and justice 5,000 5,000 5,000
Environment 3,500 500 500
Culture 940 140 140
Human rights 800 200 200
Science and technology 400 100 100
Religious affairs 300 100 100
Youth and sport 300 100 100
Foreign affairs , 200 _ 100 100
Subtotal 19,440 8,240 14,240
Total Costs 55,259 17,541 34,066 to 40,301

Source: Congressional Budget Office based on data from United Nations/World Bank Joint Iraq Needs Assessment (October 2003).
Note: CPA = Coalition Provisional Authority.

a. Excludes $1.8 billion required for operation and maintenance of many of the facilities in these sectors between 2004 and 2007.
b. Excludes operation and maintenance spending.

¢. The estimates for these sectors were provided to the World Bank by the Coalition Provisional Authority; the World Bank did not produce
an independent assessment. The estimate for culture is based on an assessment by the United Nations Educational, Scientific, and Cul-
tural Organization.
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Introduction

According to various estimates, the cost of reconstruct-
ing Iraq after the overthrow of Saddam Hussein’s regime
could range from $50 billion to $100 billion. As that
range indicates, there is considerable uncertainty about
the amount of funding that might be necessary to re-
build the country. Debate also continues about how
much international assistance Iraq will need, whether
that aid should come as grants or loans, what share the
United States should contribute, and how much recon-
struction Iraq can pay for from its own future revenue
sources, principally oil.

The Focus of CBO’s Analysis

To help lawmakers consider those questions, the Con-
gressional Budget Office (CBO) has analyzed the major
resource issues related to Iraq’s recovery, including
potential oil revenues, possible restructuring of foreign
debt, the need for reconstruction in key sectors of the
economy, and the role of foreign assistance. The analysis
relies on surveys of Iraq’s reconstruction needs con-
ducted by the United Nations and the World Bank, the
Coalition Provisional Authority (the U.S.-led entity set
up to administer Iraq during the transition to a new gov-
ernment), and the U.S. Agency for International Devel-
opment (USAID) through a contract with the Bechtel
Corporation.'

Those surveys identify reconstruction needs associated
mostly with the neglect of Iraq’s infrastructure that has

1. See United Nations/World Bank Joint Iraq Needs Assessment
(October 2003); Coalition Provisional Authority, Request ro
Rehabilitate and Reconstruct Iraq: Summary of the Request (Sep-
tember 22, 2003); and Bechtel National, Inc., frag Infrastructure
Program: Assessment Report (June 2003).

occurred since the country invaded Iran in 1980. The
survey results indicate that although international sanc-
tions imposed in the 1990s and damage done by the
recent postwar looting have worsened Iraq’s infrastruc-
ture, they are not the most significant reasons for its
poor state. CBO did not conduct its own assessment of
Iraq’s reconstruction needs or independently estimate
the costs of major construction projects that those sur-
veys have identified as necessary.

Living conditions in Iraq have deteriorated sharply over
the years. In the 1970s, Iraq was considered an upper-
middle-income country by the World Bank, just slightly
below the industrialized countries and on par with such
nations as Brazil, Argentina, or prerevolutionary Iran.
Today, however, Iraq’s gross domestic product (GDP)
per capita places it among lower-middle-income coun-
tries, such as Egypt, Honduras, and the Dominican Re-
public. Moreover, its debt per capita makes it one of the
most heavily indebted nations in the world.?

This paper discusses the amount of funding that Iraq
could contribute to meeting the needs identified in those
surveys over the 2004-2007 period. By comparing the
Iragi government’s budget plans with alternative scenar-
ios, the analysis shows that oil and foreign debt are likely
to play critical roles in the country’s ability to pay for re-
construction efforts over the next few years. The paper
also discusses the international assistance pledged to Iraq

2. World Bank, World Development Report, 1978 (Washington,
D.C.: World Bank, August 1978), p. 77, and World Development
Indicators, 2003 (Washington, D.C.: World Bank, April 2003).
Although data on Iraqg’s per capita GDP are hard to come by and
somewhat unreliable, the World Bank’s annual reports suggest
that Iraq slipped from being an upper-middle-income country to
a lower-middle-income country around 1991.
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so far. Finally, to illustrate what could be accomplished
with different levels of resources, the analysis looks in
detail at three alternative approaches to reconstruction.
All of the approaches would improve conditions in the
key sectors of electric-power generation, oil production,
water and sanitation, education, and health, bur to dif-

fering degrees.

Other Factors: Security Costs

and the Unknown Potential of Private Capital

Some other issues that could have a positive or negative
impact on Iraq’s ability to fund its reconstruction needs
are not included in this analysis. Two of those issues
stand out in particular—the costs of defeating the insur-
gency and restoring security to Iraq and the role of pri-
vate investment in rebuilding the country’s infrastruc-
ture and economy.

The total costs of providing security and stability (except
to the extent that those costs are included in the Iraqi
government’s budget plans) are unclear. CBO has no
way to determine how much money or how many secu-
rity personnel, either from the international coalition or
Iraqi forces, will to be necessary to ensure a safe environ-
ment for reconstruction efforts, or for how long they
will be needed.® Current plans call for the Coalition Pro-
visional Authority (CPA) and the Iraqi government to
increase Iraq’s security forces from about 160,000 per-
sonnel in December 2003 to 226,000 personnel in the
spring of 2004. The costs for 125,000 of those personnel
appear to be included in Irag’s budget plans. Additional
security forces could add between $500 million and

$1 billion to the government’s costs over the 2004-2007
period.* Although those sums are not insignificant, ex-
pansion of the security forces would not have as great an

3. For more information, see Congressional Budget Office, Lester 10
the Honorable Robers Byrd regarding the U.S. military’s abilizy to
sustain an occupation in Irag (September 2003).

4. If the average cost (including hazardous-duty pay) of the addi-

tional 101,000 security personnel was $100 per month (about
| . . .

the pay of a high-grade sergeant in the new Iraqi army), the extra
costs over four years would total about $500 million. If the aver-
age cost per person was $200 a month (the salary of a mid-grade
lieutenant colonel), the additional four-year cost would amount
to about $1 billion.

impact on Iraq’s budget as oil exports, oil prices, and
debt repayment would.

CBO did not examine the extent to which private capi-
tal—whether from Iraq or abroad—can contribute to re-
building the country’s infrastructure. In September, the
CPA and the Iragi Governing Council announced a new
law allowing foreign investment and ownership in most
sectors of the economy, including, for example, infra-
structure for telecommunications, generation and provi-
sion of electricity, and water and sanitation. (The law
specifically excludes the oil and mineral sectors.) The
CPA hopes that such a policy will encourage private
investment and contribute over the long run to Iraq’s
reconstruction, economic growth, and prosperity.’

Experience with economic reforms in other countries
(especially in Eastern Europe) suggests that a number of
critical factors would be necessary in Iraq for private in-
vestment to play a significant role. They include laws
that protect property rights and a judicial system capable
of preventing crime, enforcing contracts, and adjudicat-
ing disputes. Setting up regulatory and tax structures
suitable for long-term investment also appears to be ne-
cessary for attracting private capital. Since current plans
call for handing over sovereignty to a new Iraqi govern-
ment in July 2004, much uncertainty exists about what
laws and systems will ultimately be developed and on
what schedule. On the basis of experience with other
countries, it appears that such changes would most likely
take several years, if not longer.

In the opinion of Iragi businessmen who took part in a
World Bank meeting, the greatest obstacles to improving
the country’s investment climate are crime, macroeco-
nomic instability, the financial system, and the telecom-
munications system. Close seconds are the transporta-
tion system, uncertainty about future regulatory policies,
and the limited availability of electricity. Conversely, the
Iraqi businessmen did not rank the legal system, cor-

5. Some people have argued, however, that the CPA’s policy may be
inconsistent with previous agreements about the governance of
occupied countries; see Daphne Eviatar, “Free-Market Iraq? Not
So Fast,” New York Times, January 10, 2004. '




ruption, or education levels as significant obstacles to
investment.®

CBO cannot quantitatively assess what impact private
investment may have on reconstruction. A successful
resolution of the security problem and appropriate re-
forms to many aspects of the country’s legal, regulatory,
financial, and institutional frameworks could permit
significant private investment in Iraq in coming years.

Various Agencies’ Assessments of the

Costs of Reconstructing Iraq

Since the fall of the Hussein regime in April 2003, three
organizations have conducted assessments of Iraq’s re-
construction needs. The first assessment, by the Bechtel
Corporation under contract to USAID, focused almost
exclusively on infrastructure (excluding the oil industry
and needs for security). It examined what facilities could
be fixed both in the short term (through 2004) and be-
yond that. The report identified a total of $15.9 billion

in infrastructure needs (see Table 1).

The second assessment is contained in the Coalition
Provisional Authority’s request for supplemental funding
for fiscal year 2004. The CPA asked for $20.3 billion in
reconstruction money, including $7.2 billion to improve
security and the oil industry. Some CPA officials have
also indicated that Iraq’s reconstruction needs could cost
tens of billions of dollars more. On November 6, 2003,
the President signed an appropriation law providing
about $18.6 billion for the Iraq Relief and Reconstruc-
tion Fund—the money that will be available to the CPA
for rebuilding activities. However, $210 million of that
amount was set aside for assistance to Jordan, Liberia,
and Sudan.” In a January 2004 report to the Congress,

6. Those findings come from a World Bank roundrable discussion
with the Iraqi Businessmen’s Association; see fraq United Na-
tions/World Bank Joint Needs Assessment: The Investment Climate,
Working Paper (October 2003), p. 2.

7. The Consolidated Appropriations Act, 2004 (H.R. 2673) allows
another $100 million of that amount to be used for assistance to
Turkey and $30 million for the Middle East Partnership Initia-

tive.
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the CPA indicated how it plans to spend the $18.4 bil-
lion available to it (see Tuble 1)

The third assessment—and the most comprehensive to
date—was conducted jointly by the United Nations and
the World Bank. (For simplicity, it is referred to in this
analysis as the World Bank report.) That survey inde-
pendently identified $35.8 billion in reconstruction
costs and included another $19.4 billion in costs that
were assessed by the CPA, for a total of $55.3 billion.
Despite their common source, the $19.4 billion in needs
identified by the CPA differs substantially from the
CPA’s supplemental funding request of $20.3 billion.
For example, although both sets of numbers include $5
billion for security, the CPA’s contribution to the World
Bank report identifies $8 billion worth of spending
needed for the Iraqi oil sector, whereas the CPA’s re-
quest for supplemental funding in 2004 includes only
$2.1 billion for that sector.”

The estimates in the World Bank report are divided into
“immediate needs” for 2004 and “medium-term priori-
ties” for 2005 through 2007. In general, the immediate
needs are aimed at restoring conditions and services to
the state they were in before March 2003, when the war
to overthrow the Hussein regime began.'’ Those imme-
diate needs make up an estimated $17.5 billion of the
$55.3 billion. The medium-term priorities represent in-
vestments to move the Iraqi economy to a market orien-
tation, promote long-term economic growth, improve
living conditions, and restore institutions to a state more
reflective of the flourishing Iraqi society of the 1970s.
The costs for those activities total $37.7 billion. The re-
port states that although its estimates represent the best
information available to U.N. and World Bank staff at

the time of the assessment, there were many constraints

8. See Office of Management and Budget, Quarterly Report on Iraq
(January 6, 2004), available at www.whitehouse.gov/omb/
legislative/index.huml#iraq.

9. However, that $2.1 billion is consistent with the $2 billion in
immediate needs for the oil sector identified by the CPA in the

World Bank report.

10. United Nations/World Bank Joint Iraq Needs Assessment, p. viii.
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Table 1.
Assessments of the Costs to Reconstruct Iraq, 2004 to 2007

(Miltions of dollars)

Coalition Provisional Authority

World Bank Report Request Allocation Bechtel Report

Sector (October 2003)* (September 2003) (January 2004) (June 2003)
Electricity 12,122 5,675 5,560 6,045
Water and Sanitation 6,842 4,355 4,053 6,334
Education 4,805 0 90 300
Agriculture 3,027 130 279 109
Transportation 2,030 753 605 2,411
Housing and Urban Management 1,831 100 0 n.a.
Health 1,600 850 793 320

Private-Sector Development and

Rapid-Employment Programs 1,562 353 214 n.a.
Telecommunications 1379 322 135 45
Local Administration and Civil Society 387 413 743 283
Mine Clearing 234 61 61 n.a.
Subtotal 35,819 12,951 12,533 15,847
oil 8,000 2,100 1,701° na.
Security, Police, and Justice 5,000 5,075 4,190 n.a.
Environment 3,500 100 0 100
Culture 940 n.a. n.a. n.a.
Human Rights 800 15 15 n.a.
Science and Technology 400 n.a. n.a. n.a.
Religious Affairs 300 n.a. n.a. n.a.
Youth and Sport 300 2 0 n.a.
Foreign Affairs 200 _na. _na. na.
Subtotal 19,440 7,353 5,906 100
Total Costs 55,259 20,304 18,439d 15,947

Source: Congressional Budget Office based on data from United Nations/World Bank Joint Iraq Needs Assessment (October 2003); Coali-
tion Provisional Authority, Reguest to Rehabilitate and Reconstruct Iraq: Summary of the Request (September 22, 2003); Office
of Management and Budget, Quarterly Report on Iraq (January 6, 2004), available at www.white-house.gov/omb/legislative/
index.html#iraq; and Bechtel National, Inc., Irag Infrastructure Program: Assessment Report (June 2003).

Note: n.a. = not available.

a. The first set of sectors comprises those that the World Bank and United Nations assessed directly for their report. For the second set of
sectors, the World Bank and United Nations used estimates from the Coalition Provisional Authority rather than conducting an inde-
pendent assessment. (The estimate for culture is based on an assessment by the United Nations Educational, Scientific, and Cultural

Organization.)
b. Excludes $1.8 billion required for operation and maintenance of many of the facilities in these sectors.
¢. Includes $501 million for the purchase of emergency petroleum products, which is not a capital investment.

d. The Congress appropriated $18.6 billion for the Iraqg Relief and Reconstruction Fund, but $210 million was set aside for assistance to
Jordan, Liberia, and Sudan. The Consolidated Appropriations Act, 2004 (H.R. 2673) allows another $100 million of that amount to be
used for assistance to Turkey and $30 million for the Middle East Partnership Initiative.




and difficulties in making the estimates, so actual costs
in some sectors could be higher.

The reconstruction costs included in those three assess-
ments should not be regarded as comprehensive. Little
agreement exists about how much money would be ne-
cessary to achieve the stated policy goals of creating a
democratic and free-market Iraq. Further, if the objec-
tive was to raise Iraq’s infrastructure to Western stan-
dards, costs could be much greater than those identified
in the World Bank report.

How Much Funding Could Iraq
Contribute to Reconstruction?

One major policy question is how much of Iraq’s recon-
struction funding should be provided by the country
itself. Budgets drawn up by Iragi planners envision
spending about 72 percent of revenues on the govern-
ment’s day-to-day operating expenses, 23 percent on
reconstruction, and about 6 percent on foreign obliga-
tions. Overall, the amount that the Iraqi government can
contribute to reconstruction will depend on how much
revenue it receives from oil exports and how much debt

and other foreign obligations it must pay.

Iraq’s Budget Plans

Iraq’s Ministry of Finance and Ministry of Planning
have published a budget for 2004 and provided fiscal
guidance for the budgets of 2005 and 2006 (see Table 2).
The budget envisions spending $13.4 billion in 2004,
mainly on government operations, and collecting reve-
nues of $12.8 billion, mostly from oil."" The resulting
deficit of about $600 million would be made up with

11. The budget is reported in new Iraqi dinars and assumes an ex-
change rate of 1,500 to one U.S. dollar. (The current rate as of
January 20, 2004, is 1,405 dinars to the dollar.) Differences
between the set exchange rate and the actual exchange rate when
the money is spent could affect the amount of funds available for

reconstruction.
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Table 2.
The Iraqi Government’s Budget Plans

(Billions of dollars)

Total,
2004-
2004 2005 2006 2007 2007
Revenues

Oil exports 120 185 193 193 691
Customs duties 0.3 0.4 0 0 0.7
Income taxes 0 01 0.2 0.2 0.4

Returns from state-
owned entities 0.4 01 01 0.1 0.7

User fees and charges 0.1 01 01 0.1 0.4
Other taxesand income 0.1 01 01 01 03

Total 128 192 198 198 715

Expenditures
Operating expenses’ 121 130 131 131 513
Kuwait war reparations® 0.6 09 10 1.0 3.5
Interest on foreign debt® 0 02 02 0.2 0.6

Capital investment 07 51 54 54 167
Total 134 192 197 197 721
Surplus or Deficit (-) -0.64 * * * 05

i

Source: Congressional Budget Office based on data from Republic
of Iraq, Minister of Finance and Minister of Planning, 2004
Budget (October 2003).

Figures for 2004 come from Iraq’s budget. Figures for
2005 and 2006 come from the fiscal guidance for those
years provided in the 2004 budget. Figures for 2007 are
an extrapolation of those for 2006 (because there was no
fiscal guidance for 2007).

Notes:

* = between zero and $50 million.

a. Actual expenses could be higher, depending on the policies and
priorities of the Iraqi government. Additional security (other
than that already programmed into the budget) could cost
another $100 million to $300 million per year.

b. U.N. Security Council resolution 1483 requires Iraq to pay
5 percent of its gross revenues from oil exports to meet repa-
rations claims from the 1990-1991 Gulf War.

c. U.N. Security Council resolution 1483 provides for a morato-
rium on interest and principal repayments of Iraqg’s foreign
debt until the end of 2004. The actual amount of debt that Iraq
will be required to repay is unknown at this time.

d. The government plans to make up that deficit using returned
Oil-for-Food Program funds.
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returned funds from the Oil-for-Food Program.'? Under
that budget plan, only $700 million would be available
to fund the $17 billion of immediate reconstruction

needs identified by the World Bank.

The budget picture changes in later years. Over the
2004-2007 period, Iraq would collect a total of $71.5
billion in revenues (97 percent from oil exports) and
spend $72.1 billion."” But after 2004, annual govern-
ment spending on capital investment (reconstruction)
would grow from $700 million to more than $5 bil-
lion—for a total of $16.7 billion over four years (see Ta-

ble 3).

The Role of the Oil Sector

The major way for Iraq to finance capital investment is
to increase its oil exports and, thus, its oil revenues. To-
day, the country exports about 1.6 million barrels of oil
per day and receives an average price of about $28 per
barrel.” (Total oil production is usually about 500,000
barrels per day higher than exports, with the difference
going for domestic use.) The Iraqi government hopes to
maintain exports at an average of 1.6 million barrels per
day throughout 2004 and raise them to 2.5 million bar-
rels per day by 2006. That plan would result in total ex-
ports of 3.3 billion barrels over the 2004-2007 period.
However, the government anticipates that the average
price it receives will fall to $21 per barrel. If those targets

12. The Oil-for-Food Program was set up in 1996 and run by the
United Nations. Under it, Iraq could sell oil through the United
Nations and have the revenue deposited in a U.N.-administered
account, which could then be used to purchase humanitarian
goods, such as food and medical supplies. (Later, the program was
expanded to allow Iraq to buy materials to improve its infrastruc-
ture, including the oil sector.) At the overthrow of the Hussein
regime, the account balance stood at about $3 billion. The pro-
gram ended in November 2003 and the proceeds were refunded
to Iraq. Most of the money was used in 2003.

13. Iraq’s budger provides fiscal guidance only through 2006. To
ensure comparability with the World Bank report (which covers
the 2004-2007 period), CBO extrapolated the data for 2006 to
provide numbers for 2007.

14. Those numbers are weekly averages as of January 14, 2004.

are met, the government will net $69.1 billion in oil rev-

enues during that period.

The Coalition Provisional Authority places great empha-
sis on increasing Iraq’s oil production and exports, since
oil revenue is considered critical to the country’s ability
to provide for its own needs, including reconstruction.
Oil is the key sector of the economy that the CPA does
not propose to privatize. However, meeting the Iraqi
government’s goals for oil revenue could be challenging,
judging from the past. The government hopes to earn
almost $19 billion a year from oil by 2006 (or about $18
billion a year in 2002 dollars). That figure represents a
level of revenues not generally seen since before the
1990-1991 Gulf War (see Figure 1). Iraq has proven oil
reserves of 112 billion barrels, but reaching the level of
production that the Iraqi government envisions and sus-
taining it over time will depend on improving the secu-
rity situation as well as investing in the oil fields and
infrastructure (elements of which were in poor condition

after the recent conflict).”

To illustrate the sensitivity of available reconstruction
funding to developments in Iraq’s oil sector, CBO
looked at five alternative scenarios for oil exports and
prices (see Table 4). One scenario assumes that the price
of oil is $21 per barrel, as in Iraq’d budget, but that ex-
ports do not rise above the projected 2004 level; in that
case, Iraq would export 2.3 billion barrels between 2004
and 2007 rather than the 3.3 billion assumed in the
budget. In two other scenarios, the price for Iraqi oil
would increase to $27 per barrel: in one case with oil
exports achieving the level assumed in the budget and in

the other with exports remaining at the projected 2004

15. For example, unless the northern oil pipeline through Turkey can
be opened and kept operating, Iraq’s maximum export capacity
will be about 2 million barrels per day. For two differing views on
the challenge that Iraq faces, see Helmut Merklein, “Who Needs
Big Oil in Iraq: The Case for Going It Alone,” and Sadek
Boussena, “Iraq’s Petroleum Sector: Future Prospects,” both in
Middle East Economic Survey, vol. 47, no. 2 (January 12, 2004).
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Table 3.
Capital Investment, by Sector, in the Iraqi Budget, 2004 to 2007

(Millions of dollars)

Total,

Sector 2004 2005 2006 2007 2004-2007
Electricity 0 1,500 1,650 1,650 4,800
Water and Sanitation 128 500 500 500 1,628
Education 15 25 25 25 90
Agriculture 12 50 50 50 162
Transportation 62 500 500 500 1,562
Housing and Urban Management 133 300 300 300 1,033
Health 50 100 100 100 350

Private-Sector Development and

Rapid-Employment Programs 0 0 0 0 0
Telecommunications 5 150 150 150 455
Local Administration and Civil Society 169 495 665 665 1,994
Mine Clearing _0 0 _ 0 0 0
Subtotal 573 3,620 3,940 3,940 12,074
0il 0 1,000 1,000 1,000 3,000
Security, Police, and Justice 42 200 200 200 642
Environment 1 20 40 40 101
Culture 1 15 15 15 46
Human Rights 1 5 10 10 26
Science and Technology 5 10 10 10 35
Religious Affairs 5 0 0 0 5
Youth and Sport 3 50 50 50 153
Foreign Affairs 6 10 _ 10 _ 10 _ 3
Subtotal 65 1,310 1,335 1,335 4,045
Other? 107 _161 _161 _161 590
Total 746 5,091 5,436 5,436 16,709

Source: Congressional Budget Office based on data from Republic of Iraq, Minister of Finance and Minister of Planning, 2004 Budget
(October 2003).

Notes: The categories used in this table correspond to the sectors listed in the World Bank report. Irag’s budget allocates funding for
capital investment by ministry.

Figures for 2004 come from Iraq’s budget. Figures for 2005 and 2006 come from the fisca! guidance for those years provided in
the 2004 budget. Figures for 2007 are an extrapolation of those for 2006 (because there was no fiscal guidance for 2007).

a. Includes categories that do not appear to match well with the sectors listed in the World Bank report, such as trade, planning, and
industry and minerals.
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Figure 1.
Past Iraqi Oil Exports and Revenues, Compared with the Government’s
2006 Goals

Oil Exports
0 Millions of barrels per day

2006 Goal

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Qil Revenues
Billions of 2002 dollars

30

2006 Goal

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Source: Congressional Budget Office based on data from the Organization of petroleum Exporting Countries; the International Monetary
Fund; the Department of Energy, Energy Information Administration; and Irag’s Ministry of Finance and Ministry of Planning.
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Table 4.

Effect of Oil Exports and Prices on Iraq’s Budget for Reconstruction
Under Various Scenarios, 2004 to 2007

(Billions of dollars)

Operating
Total Expenses and  Funds Available
Oil Exports Average Price Other Revenues Debt Payments for Reconstruction
(Billions of per Barrel Total Assumed in Assumed in the (Excluding
Scenario barrels) (Dollars)®  Oil Revenues Iraq's Budget® Iraqi Budget foreign aid)°

Under the Iragi Budget

Targets and Assumptions
in the Budget 33 21 69.1 3.0 55.4 16.7

Under Alternative Scenarios for Oil Exports and Prices

Exports Remain at Projected
2004 Level; Oil Price Equals

Target 2.3 21 49.1 3.0 55.4 3.2
Exports Reach Target Level;
Oil Prices Exceed Target 33 27 88.7 3.0 55.4 36.4

Exports Remain at Projected
2004 Level; Oil Prices Exceed

Target 23 27 63.1 3.0 55.4 10.8
Exports Reach Target Level;
Oil Prices Fall Below Target 33 19 62.4 3.0 55.4 10.1

Exports Remain at Projected
2004 Level; Qil Prices Fall

Below Target 23 19 444 3.0 55.4 -79
Memorandum:

Exports and Prices Remain

at Current Levels® 23 28 65.4 3.0 55.4 13.0

Source: Congressional Budget Office.

Note: Figures for 2004 come from Irag's budget. Figures for 2005 and 2006 come from the fiscal guidance for those years provided in the
2004 budget. Figures for 2007 are an extrapolation of those for 2006 (because there was no fiscal guidance for 2007).

a. In these scenarios, the *high” price of $27 per barrel and the “low” price of $19 per barrel come from forecasts in Depart-
ment of Energy, Energy Information Administration, Annual Energy Outlook 2003 with Projections to 2025 (January 2003), available
at www.eia.doe.gov/oiaf/archive/aeo03/index.html. Those forecasts are based on the average price of landed imports in the United
States. To estimate high and low prices, CBO used averages of the 2004-2007 period in those forecasts and subtracted $4 to reflect the
price that Iraqis actually receive for their oil.

b. The $2.4 billion in other revenues envisioned in the Iraqi budget and $600 million in returned funds from the Oil-for-Food Program.

c. This column represents the funds that the Iragi government wou!d have available for reconstruction after meeting its operating and
debt expenses. A negative number implies that the government would not be able to cover all of its projected operating expenses.

d. Current levels represent weekly averages as of January 14, 2004.




10 PAYING FOR IRAQ'S RECONSTRUCTION

figure. The last two scenarios assume those two export

levels but with a price of only $19 per barrel.'

CBO did not consider scenarios in which oil exports ex-
ceed 2.5 million barrels per day because the challenge in
generating those higher export levels would be much
greater than the already-considerable task the govern-
ment faces in meeting the targets assumed in the budget.
Further, higher exports would require additional invest-
ment—3$10 billion to $15 billion, by one estimate—
which is not accounted for in either the World Bank’s

report or the CPA’s request for funding.

The scenarios in Table 4 indicate that if Iraq did not re-
ceive its expected price for oil exports or if oil produc-
tion did not meet the goals contained in the budget, the
amount of money available for reconstruction would be
$6 billion to $25 billion less than the budget anticipates.
In the worst-case scenarios that CBO examined, Iraq
would have insufficient funds to meet its operating ex-
penses and no money available for investment. In CBO’s
best-case scenario (in which oil exports met the budget-
ary targets and oil prices exceeded them), Iraq could
have up to $20 billion more available for investment

than assumed in the budget.

Iraq’s International Obligations

Another key determinant of how much money the new
Iragi government will be able to devote to reconstruc-
tion is the amount of international debt and other obli-

gations from Saddam Hussein’s regime that it will be

16. The price range of $19 to $27 comes from the long-range fore-
casts in Department of Energy, Energy Information Administra-
tion, Annual Energy Outlook 2003 with Projections to 2025 (Jan-
uary 9, 2003), available at www.eia.doe.gov/ oiaf/archive/aco03/
index.html. The prices in those forecasts, which are in 2001 dol-
lars, reflect the average price that U.S. refiners would pay for oil
imports at U.S. terminals. The price that the government of Iraq
receives for oil exports is about $4 less than the average price paid
by U.S. refiners. To be consistent with Iraq’s budget and the
World Bank report, which are in nominal currencies, CBO
converted those oil-price forecasts into nominal dollars and then
subtracted $4. (The price of $21 assumed in Iraq’s budget is
consistent with the Energy Information Administration’s baseline
projection for oil prices, minus about $4.)

expected to pay. Estimates of Iraq’s total debt and other
obligations range from $45 billion to nearly $400 bil-

lion."”

Iraq’s 2004 budget and subsequent fiscal guidance as-
sume that only a relatively modest level of funding will
be necessary to meet the country’s international obliga-
tions. U.N. Security Council resolution 1483 set a mor-
atorium on Iraq’s principal and interest payments of its
international debt until the end of 2004. At the same
time, it required Iraq to put 5 percent of its revenues
from oil exports into a U.N. fund to pay claims stem-
ming from Iraq’s 1990 invasion of Kuwait. Conse-
quently, the Iraqi budget reflects the 5 percent allocated
to war claims but sets aside only a small amount for
future principal and interest payments. Between 2004
and 2007, the amount budgeted for both reparations
and debt is only about $4.1 billion.

Pros and Cons of Forgiving Foreign Debt. Most observ-
ers agree that Iraq’s international obligations will have to
be renegotiated. For example, Horst Kohler, Managing
Director of the International Monetary Fund, has stated
that without “substantial debt relief, the country has no
prospect of restoring its creditworthiness and of regain-
ing access to private capital to finance future growth.”"®
Some observers argue that all of the debt accumulated
under the Hussein regime should be forgiven. They
maintain that it is unfair to saddle a free people with the
debt incurred by the previous, odious regime in which it
had no voice. Others believe that Iraq must pay its obli-
gations in order to avoid serious consequences for other
nations and, possibly, for the international financial

system. In that view, if Iraq’s debt was forgiven, other

17. Hereafter, “international debt” or “foreign obligations” refers to
all of the money Iraq owes externally, which could include sov-
ereign debt, reparations and compensation for the Gulf War, and
contractual obligations incurred by the Hussein government.

18. “The IMF Stands Ready to Help Iraq” (statement of Horst
Kohler, Managing Director of the International Monetary Fund,
to the International Donors” Conference for the Reconstruction
of Iraq, October 24, 2003), available at hetp://imf.org/external/
np/dm/2003/102403.htm.




countries that were less than fully democratic might no
longer be able to attract financing from the capital mar-
kets for fear that the money would not be repaid if re-
gimes changed. And if those countries could no longer
borrow funds, they would appear to have little incentive

to pay back what they already owed.

Ample historical precedent exists for reducing the
amount that a country owes or the interest rate on its
debt after it experiences severe economic difficulties or a
regime change. For example, following the fall of the
Milosevic government in Serbia, the new government’s
debt was renegotiated and cut by 66 percent. A two-
thirds reduction in debt is considered a common stan-

dard.?

Uncertainty About Iraq’s Current Obligations. One dif-
ficulty with assessing the potential budgetary impact of
Iraq’s international obligations is that there appears to be
substantial uncertainty about the total amount it owes.
For example, Iraq’s trade minister recently stated that
the country’s foreign debt was $45 billion (a figure that
does not appear to include Gulf War compensation) and
argued that 65 percent of that amount should be for-
given.” In 2001, the World Bank estimated Iraq’s debt
at $128 billion, including $47 billion in accrued inter-
est.”’ The recent World Bank needs assessment suggested

a figure of about $70 billion, including interest but ex-

19. See Alex Skorecki, “U.S. Investors Stay Shy of Iragi Debt Trade,”
Financial Times, June 27, 2003; David Mulford and Michael
Monderer, “Iraqi Debt, Like War, Divides the West,” Financial
Times, June 22, 2003; Stan Crock, “Iraqi Debt: Fast-Track the
Restructuring,” Business Week Online, October 13, 2003; Susan
Lee, “Why Iraq’s Debt Needs a Good Haircut,” Wall Street
Journal, October 22, 2003; and Steven R. Weisman, “Baker to
Press Arab Lands to Forgive Huge Iraqi Debt,” New York Times,
January 5, 2004.

20. “German Government Will Consider Debt Moratorium,” USA
Today, October 28, 2003, p. 9A.

21. Although many discussions distinguish between principal and
interest, some observers would argue that such a distinction is
artificial because accumulated interest on a debt becomes part of
the obligation for that debt.
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Table 5.

Estimates of Iraq’s International
Obligations

Amount in
Billions of
Dollars
Gulf War Reparations and Compensation
Individuals and families 27
Kuwait 69
Saudi Arabia, Egypt, Syria, Turkey, Israel,
and Jordan 36
Europe and the United States 24
Other governments 43
Subtotal 199
Foreign Debt
Gulf states and Kuwait 47
Other countries 34
Accumulated interest 47
Subtotal 128
Pending Contracts
Russia 52
Others ]
Subtotal 57
Total International Obligations 383

Source: Congressional Budget Office based on data from Center
for Strategic and International Studies, 4 Wiser Peace:
An Action Strategy for a Post-Confiict Irag (January 23,
2003).

cluding war reparations. A London-based brokerage esti-
mates that Iraq owes $116 billion, including $42 billion
to members of the Paris Club and $46 billion to coun-
tries in the Middle East. Various press reports have also
stated that Iraq owes about $40 billion to members of
the Paris Club as well as $80 billion to other states (in-

cluding interest but excluding reparations).

In January 2003, the Center for Strategic and Interna-
tional Studies (CSIS) published a comprehensive assess-
ment of Iraq’s international obligations, which it esti-
mated at $383 billion (see Table 5). That estimate in-
cludes items of considerable controversy, however. For

example, Iraq argues that money it received from the

11
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Persian Gulf states and Kuwait during the 1980s, when
it was fighting Iran, was a grant; those countries claim
that the funding was a loan. Other contentious issues
include whether Iraq should be held responsible for the
$47 billion in accumulated interest included in that as-
sessment, whether Gulf War reparations and compensa-
tion to Kuwait and other parties should be discarded in
light of the overthrow of the Hussein government, and
whether Iraq must honor the contracts that government

signed with Russia or other countries.?

To begin the process of resolving Iraq’s debt situation,
the Bush Administration asked former Secretary of State
James Baker to visit many of Iraq’s foreign creditors to
convince them to support debr relief. Although none of
the commitments that Secretary Baker has received thus
far appear to be binding, many creditors seem open to
the idea of debt reduction for Iraq. Russia offered to cut
the amount that Iraq owes it by 65 percent after Iraqi
officials signaled that Russian companies would most
likely be able to restart some prewar oil contracts. France
and Germany also offered debt relief but did not specify
an amount. Japan, Qatar, and the United Arab Emirates
offered to forgive most or all of their Iragi debt. And
Saudi Arabia and Kuwait—Iraq’s largest creditors in the
Middle East—said they were ready to forgive debt but

would only deal with a new sovereign Iragi government.

Effects of Various Scenarios for Iragi Debt. To show
how sensitive Iragi reconstruction funding is to the debt
issue, CBO constructed six scenarios of the country’s
future international obligations (see Table 6).2 (In that

analysis, CBO takes no position on any of the issues

22. A further question is whether the international community would
provide loans to a nonsovereign Iraqi government. The issue may
be moot, however, since the U.N. moratorium on Iraqi debt re-
payment runs until the end of 2004, and the CPA plans to trans-
fer sovereignty to a new Iraqi government by the summer of
2004. If that timetable was met, Iraq would not need new or
refinanced loans until its new sovereign government was in place.

23. Those scenarios are denominated in dollars. It should be noted
that dollar interest rates are currently at all-time lows, and in-
creases in those interests rates could affect the scenarios.

relating to Iraq’s foreign debt, contractual obligations, or
war reparations, nor does it attempt to analyze the ratio-
nales for the arguments on one side or another.) The
scenarios combine one of three different levels for Iraq’s
total international obligations ($40 billion, $80 billion,
or $120 billion) and one of two interest rates (3 percent
or 9 percent) to estimate how much funding from the
Iraqi budget would be available for reconstruction over
the 2004-2007 period, assuming that total revenues and
government operating expenses (minus foreign obliga-
tions) in that period equaled the numbers in the budget.

The upper limit for debt and other obligations in the
scenarios, $120 billion, reflects a reduction of about
two-thirds from the CSIS total of $383 billion. The level
of $40 billion was chosen as the lower limit because it,
along with an interest rate of 3 percent, produces debt-
service payments over the 2004-2007 period that are
equivalent to what the Iragi government has budgeted
for Gulf War reparations and compensation and debt
service during that period. (To simplify the illustration,
CBO assumed that debt service would involve only in-
terest payments. For information about possible options

for renegotiating the terms of Iraq’s debt, see Box 1.)

The interest rates in the scenarios reflect the government
bond yields published in the August 2003 issue of the
International Monetary Fund’s International Financial
Statistics. The lower bound, 3 percent, is the interest rate
paid by borrowing countries that are considered low
risk, such as Switzerland or the United States. The 9
percent rate represents the interest rate paid by countries
that are considered to be higher-risk borrowers. It is
comparable to what Mynamar or South Africa might
pay but is less than the rates paid by countries such as
Nambia or Samoa. (The highest rate in those statistics,

33 percent, was paid by Venezuela.)

The results of the scenarios indicate that the amount of
funding Iraq will be able to contribute for reconstruc-
tion spans a wide range, depending on the international
obligations it is required to pay and the terms for that

payment. CBO’s best-case scenario—total obligations of
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Effect of Debt Levels and Interest Rates on Iraq’s Budget for Reconstruction

Under Various Scenarios, 2004 to 2007

(Billions of dollars)

Total Operating
Expenses

Total Foreign

Funds Available

Total Revenue for Reconstruction

Total Level Interest Rate Debt Payments Assumed in the Assumed in the (Excluding
of Debt (Percent)® (Interest only)" Iraqi Budget Iraqi Budget® foreign aid)"
Under the Iraqi Budget
n.a. n.a. 41 51.3 72.1 16.7
Under Alternative Scenarios for Debt and Interest Rates

40 3 4.2 51.3 72.1 16.6
80 3 7.8 513 72.1 13.0
120 3 114 51.3 72.1 9.4
40 9 11.4 513 72.1 9.4
80 9 22.2 513 72.1 -1.4
120 9 33.0 513 72.1 -12.2

Source: Congressional Budget Office based on data from Republic of Iraq, Minister of Finance and Minister of Planning, 2004 Budget

(October 2003).

Notes:

Foreign debt is defined to include all international obligations (war reparations as well as debt).Figures for 2004 come from Irag’s

budget. Figures for 2005 and 2006 come from the fiscal guidance for those years provided in the 2004 budget. Figures for 2007
are an extrapolation of those for 2006 (because there was no fiscal guidance for 2007).

n.a. = not available.

a. The "high” interest rate of 9 percent and the “low” interest rate of 3 percent represent the reasonable range of government bond yields
paid by higher-risk countries and lower-risk countries according to International Monetary Fund, International Financial Statistics

{August 2003).

b. In the scenarios, debt service for 2004 is held constant at $600 million. Added to that number is the debt service for 2005 to 2007,
which is calculated by multiplying the interest rate and the debt level and then multiplying by three for the three-year period..

¢. Includes $600 million in returned funds from the Oil-for-Food Program.

d. This column represents the funds that the Iragi government would have available for reconstruction after meeting its operating and debt expenses. A
negative number implies that the government would not be able to cover all of its projected operating expenses.

$40 billion at 3 percent interest—Ileaves almost the same
amount available for capital investment from 2004 to
2007 ($17 billion) as assumed in the Iraqi budget. In-
creases in either the debt level or the interest rate reduce
that available funding in gradually increasing amounts.
The worst-case scenarios—total obligations of more than
$40 billion at 9 percent interest—leave no funds in the
Iraqi budget for capital investment and produce substan-
tial shortfalls in the government’s ability to meet its day-
to-day operating expenses (see Table 6).

A drawback of that analysis is that combining the debt
and war-reparations issues, as CBO does, may understate
the difficulty of resolving the reparations problem. Par-
ties who have claims against Iraq related to the Gulf War
feel strongly that they should be paid, regardless of who
governs the country. If Iraq continues to be required to
set aside 5 percent of its oil revenue to cover such claims,
the amount of sovereign debt and the interest rate that it
must pay will have to be very low—for example, debt of
only $10 billion at 2 percent interest—to match the pay-

13
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Box 1.
Terms for Renegotiating
International Debt Obligations

The Paris Club, an informal group of governments to
whom most debt of developing countries is owed,
usually takes the lead in providing debt reduction
and rescheduling to countries that owe money to its

member governments. Terms are determined on a
case-by-case basis and can vary considerably—from
reducing debt or interest rates to lengthening the
term of the debt to offering long or short grace peri-
ods before payments are required, among other op-

tions.

In general, poorer, more heavily indebted countries
tend to receive greater relief. Iraq would appear to
qualify for the club’s “Houston” terms, which are
designed for heavily indebted lower-middle-income
countries. Although the Paris Club is careful to note
that debt relief is always determined with an eye to
the individual country and its particular circum-
stances, the terms under that category may include
repayment periods of 15 to 20 years, a maximum 10-
year grace period on payments, new interest rates set
below the market rate, and debt swaps (such as selling
the debt to an investor who then trades it to the
debror government for something of value, such as
equity or environmental preservation).

ment assumptions in Iraq’s budget plans. (That example
assumes that the Iraqi government has no further re-

sponsibility for previously signed contracts.)

Foreign Aid Pledged

for Reconstruction

Officials in the Bush Administration have argued that
giving [raq substantial aid to help it make the transition
from a socialist, Ba’athist dictatorship to a constitutional
government and free-market economy is crucial—espe-
cially in 2004, when oil revenues could be relatively low.
When this report went to press, numerous countries and

international institutions had pledged to provide Iraq

with up to $36 billion in future financial assistance (see
Table 7). That figure is roughly equivalent to the
amount of foreign aid that Iraq might be expected to re-
ceive judging from the example of postwar reconstruc-

tion efforts in Bosnia and Kosovo (see Box 2).

Of that $36 billion, half ($18.4 billion) comes from the
United States. It was appropriated in the 2004 supple-
mental spending law enacted in November 2003. That
money is in addition to about $3 billion appropriated
for 2003 after the end of major combat operations in
Iraq (which is not included in the numbers in Table 7).
The U.S. aid takes the form of grants to the Iragi gov-

ernment, meaning that the money will not have to be

repaid.

Table 7.
Projected International Financial
Assistance for Iraq, 2004 to 2007

(Billions of dollars)

Source Grants Loans Total
United States® 18.4 0 18.4
Japan 15 34 49
World Bank 0 3.0t05.0 3.0t05.0
International Monetary

Fund 0 26t04.3 2.6t04.3
European Union and

Associated States 0.7 0.8 15
Saudi Arabia and

Kuwait® 0.5 0.5 1.0
Others® 0to 1.0 0to 1.0 1.0

Total 21.1t022.1 10.3to15.0 32.4t036.1

Source: Congressional Budget Office.

a. In November 2003, the Congress appropriated $18.6 billion for
the Iraq Relief and Reconstruction Fund, but $210 million was
set aside for assistance to Jordan, Liberia, and Sudan. The Con-
solidated Appropriations Act, 2004 (H.R. 2673) allows another
$100 million of that amount to be used for assistance to Turkey
and $30 million for the Middle East Partnership Initiative.

b. Press reports are unclear about the split between loans and
grants being offered by Saudi Arabia and Kuwait, but it appears
to be about 50/50.

c. The breakdown between grants and loans in that $1 billion is
unclear.




Box 2.

The Cost of Reconstructing Iraq
on the Basis of Analogies from
Bosnia and Kosovo

A simple top-down approach to estimating how
much foreign assistance Iraq may require is to exa-
mine the amount of aid per capita that Bosnia and
Kosovo received from the international community
after the conflicts there. To date, Bosnia has been
given a total of about $1,300 in foreign aid per per-
son, the Congressional Budget Office estimates, and
Kosovo has received about $2,200 per person. Extra-
polating those numbers to an estimated Iraqi popu-
lation of 27.1 million produces a range of $35 billion
to $60 billion in foreign assistance.

In contrast, the World Bank and the International Mon-
etary Fund (IMF) have pledged up to $8 billion for Iraq
in the form of loans, which will require repayment. The
terms under which those loans will be made available are
not yet clear. Unlike sovereign states, which can inde-
pendently set the terms of their financial assistance, the
World Bank and IMF are multilateral institutions and
must follow certain rules in determining whether a
country is entitled to receive grants or loans at zero or
very low interest rates, or whether the country must pay

market rates to borrow funds.

The remainder of the aid pledged to date, about $8 bil-
lion, comes from various individual countries—the larg-
est donor being Japan—and from the European Union.
Most of that aid will probably also be loans, although
the terms are still unclear. At least $3.4 billion of Japan’s

pledge is in the form of loans.

The $36 billion pledged for Iraq exceeds the amount
needed to cover reconstruction needs for 2004, as identi-
fied in the World Bank report. U.S. aid alone appears
sufficient for those immediate costs. Thus, the addi-
tional funding offered by other countries and multilat-
eral institutions could finance a number of the medium-

term needs discussed in that report.
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As with oil revenues and debt, however, uncertainties
surround those aid commitments. For example, the
IMF’s assistance will most likely depend on the fund’s
assessment of whether Iraq needs the loans to support its
balance of payments, whether the new government
adopts strong economic programs, and whether it is able
to implement them effectively.” World Bank assistance
will also almost certainly involve some element of condi-
tionality on what the bank considers sound economic
and fiscal policies, as has been the bank’s practice in
recent years. Furthermore, although U.S. aid will be
placed at the disposal of the CPA, most other aid will be
provided through the United Nations. Careful planning
and coordination may be necessary to ensure that the
different financing streams complement one another and
do not work at cross purposes. In an attempt to foster
such coordination, the CPA and other donors have
organized a group to apportion the aid coming from all

sources. 5

Three Approaches
to Reconstructing Iraq

Uncertainty about the amount of money available to the
Iraqi government for reconstruction, the time it will take
to defeat the insurgency, and the role of private invest-
ment could cause the United States and the international
community to change its plans for rebuilding Iraq. The
rest of this analysis looks at three approaches to U.S. and
international involvement in Iraq’s reconstruction that
would require different levels of investment. The ap-
proaches all take as their starting point the needs assess-
ment conducted by the United Nations and World

24. See “The IMF Stands Ready to Help Iraq” (statement of Horst
Kohler, Managing Director of the International Monetary Fund,
to the International Donors’ Conference for the Reconstruction
of Iraq, October 24, 2003), available at http://imf.org/external/
np/dm/2003/102403.htm.

25. For a broader discussion of the effectiveness of aid in promoting
development and economic growth in developing countries under
various conditions, sec Congressional Budget Office, The Role of
Foreign Aid in Development (May 1997).
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Table 8.
The Costs of Three Approaches to Reconstructing Iraq, 2004 to 2007

(Millions of dollars)

Approach 1:
Fully Fund Immediate (2004) Approach 2: Approach 3:
and Medium-Term Fund Only Fund Immediate Needs
(2005-2007) Needs Immediate Needs and Some Medium-Term
as Reported by the as Reported by the Needs as Reported by the

World Bank and CPA World Bank and CPA World Bank and CPA

Sectors Assessed Directly by the
United Nations and World Bank

Electricity ' 12,122 2,377 6,131 to 8,131
Water and sanitation 6,842 1,881 4,993 t0 5,898
Education 4,805 1,005 2,165 to 2,921
Agriculture 3,027 1,230 1,979 to 2,791
Transportation 2,030 574 731 to 1,060
Housing and urban management 1,831 535 1,267 to 1,377
Health 1,600 500 900 to 1,600
Private-sector development and rapid-
employment programs 1,562 551 684 to 1,184
Telecommunications 1,379 469 590 to 690
Local administration and civil society 387 99 152 to 175
Mine clearing 234a 80 234
Subtotal 35,819 9,301 19,826 to 26,061

Sectors Assessed by the CPA and Provided
to the United Nations and World Bank

oil 8,000 2,000 8,000
Security, police, and justice 5,000 5,000 5,000
Environment 3,500 500 500
Culture 940 140 140
Human rights 800 200 200
Science and technology 400 100 100
Religious affairs 300 100 100
Youth and sport 300 100 100
Foreign affairs 200 __100 - 100
Subtotal 19,440 8,240 ' 14,240
Total Costs 55,259 17,541 34,066 to 40,301

Source: Congressional Budget Office based on data from United Nations/World Bank Joint Irag Needs Assessment (October 2003).

Note: CPA = Coalition Provisiona! Authority.
a. Excludes $1.8 billion required for operation and maintenance of many of the facilities in these sectors between 2004 and 2007.

b. Excludes operation and maintenance spending.

¢. The estimates for these sectors were provided to the World Bank by the Coalition Provisional Authority; the World Bank did not produce
an independent assessment. The estimate for culture is based on an assessment by the United Nations Educational, Scientific, and Cul-

tural Organization.




Bank; they differ in whether they would fund those
needs only in the short term (2004) or in the medium
term (through 2007) and, if the latter, how many of the
medium-term needs would be addressed (see Table 8).

m  The first approach would fully fund Iraq’s recon-
struction needs as identified in the World Bank
report, at a cost of $55 billion over the 2004-2007
period.

B The second approach posits that once conditions in
Iraq were restored to the level that existed before
March 2003, any further investment would be the
responsibility of Iraq’s new government. Thus, that
approach would fund only the “immediate,” or
2004, needs identified in the World Bank report, at
a cost of about $18 billion.

B The third approach takes a middle path between the
other two. Rather than fund all of the needs identi-
fied in the World Bank report, it would establish
priorities among them once immediate needs were
covered. The funding required under that approach
could range from $34 billion to $40 billion.

The Condition of Key Iraqi Sectors

The analysis that follows looks at reconstruction needs
for five major sectors of Iraq’s economy: electricity gen-
eration, oil production, water and sanitation, education,
and health. Those sectors include about 60 percent of
the $55 billion in reconstruction needs identified by the
World Bank. (The three next largest sectors—security,
the environment, and agriculture—represent another 21
percent of the World Bank’s proposed spending plan.
The remaining 19 percent consists of needs associated
with transportation, housing, telecommunications, gov-

ernance, civil society, and economic reform.)*

26. The smaller percentages do not imply that those latter categories
are less important, only that, according to the Wortld Bank re-
port, they represent a smaller financial requirement.
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As a rough guide to the conditions in some of those sec-
tors, CBO compared Iraq with other countries in the
region and other major developing countries using five
indicators of development: consumption of electricity,
rate of illiteracy, share of the population with access to
improved sanitation or water, and rate of infant mortal-
ity (see Table 9). No group of indicators is fully reliable
in determining the level or quality of a country’s devel-
opment, and the statistics that underlie such indicators
are often suspect. Nevertheless, those indicators may
offer some insight into how large a reconstruction effort
the United States or others might face in Iraq and how

priorities could be set.

In 2001 (the last year for which the World Bank has
compiled a reasonably comprehensive set of data), Iraq
compared favorably with other developing countries in
terms of electricity consumption and the urban popula-
tion’s access to improved water and sanitation facilities.
With respect to infant mortality, however, Iraq fared far
worse than many countries, including those much
poorer than itself. In terms of adult illiteracy, figures
from the Iraqi government put the country roughly on a
par with other nations in the region, but figures from
various international organizations ranked Iraq much
worse than its neighbors (see Table 9).

Reliable data for Iraq today, after the war, are virtually
impossible to obtain. Presumably, the indicators men-
tioned above did not improve between 2001 and 2003
—and judging from data in the sector papers written to
support the World Bank report, they appear to have de-
clined since the recent conflict. Nevertheless, those indi-
cators suggest that restoring Iraq’s electric-power system
to the level that existed in 2001 would put it in far better
shape than many developing countries around the globe.
The same could be said of Iraq’s water and sanitation
systems. However, for the health sector to be on a par
with those of other countries in the region, it would
need enough investment to return it to pre-1990 levels

or better.

17
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Table 9.

How Iraq Compares with Other Countries in Some Key Indicators

of Development, 1990 and 2001

Percentage Percentage of Percentage of Infant
Electricity of Adults Urban Population Population Mortality Rate
Consumption Who Are with Access to with Access to (Per 1000
(Kwh per capita) Illiterate Improved Sanitation Improved Water live births)
1990 2001 1990 2001 1990 2000° 1990 2000° 1990 2001
Irag 1,064 1,436 40 o7 n.a. 93 n.a. 85 65 107
Iran 902 1,735 46 23 n.a. 86 n.a. 92 88 35
Egypt 679 974 52 44 9 100 97 97 66 35
Jordan 981 1,339 20 10 100 100 99 96 51 27
Syria 836 1,291 36 25 na. 98 n.a. 80 43 23
India 305 488 52 42 44 61 88 84 92 67
Indonesia 230 391 23 13 66 69 92 78 61 33
Philippines 353 516 10 5 85 93 93 86 41 29
Middle East and
North Africa® 1,291 1,775 47 36 n.a. 94 n.a. 88 79 4
Middle-Income
Countries® 813 1,648 22 13 75 82 95 82 48 3l

Source: Congressional Budget Office based on data from the World Bank’s World Development Indicators online database; Department of
Energy, Energy Information Administration; Department of Commerce, Bureau of the Census; and Irag’s Central Statistical Organi-

zation.
Note: Kwh = kilowatt hour; n.a. = not available.

a. No data for 2001 were available.

b. The data for Iraq’s adult illiteracy are ambiguous. This figure comes from a 2000 survey of Iraq’s adult population conducted by the
Iraqi government. CBO chose to use the figure because it represents a primary source, although the method used is unclear. Statistical
databases of organizations such as the Central Intelligence Agency, the World Bank, and the United Nations Children Fund report Iraq’s

adult illiteracy rate at 40 percent to 60 percent for the same period.

c. Algeria, Cyprus, Djibouti, Egypt, Iran, Iraq, Israel, Jordan, Kuwait, Lebanon, Libya, Morocco, Qatar, Saudi Arabia, Syria, Tunisia, and the

United Arab Emirates.

d. Middle-income countries, as defined by the World Bank, are those with gross national income per capita of $746 to $9,205. (Lower-
middle income would be from $746 to $2,975 and upper-middle income would be from $2,975 to $9,205.)

Approach 1: Fully Fund the Needs Identified

by the United Nations and World Bank

This approach would fund—using external sources—the
full reconstruction effort presented in the United Na-
tions/World Bank Joint Iraq Needs Assessment report. That
approach is consistent with statements by Ambassador
Paul Bremer, civilian head of the Coalition Provisional
Authority, that Iraq will require $50 billion to $100 bil-

lion for reconstruction.

The goals of the World Bank and the CPA are not
merely to rebuild damage caused by the recent conflict

but to reverse much of the neglect that Iraq’s infrastruc-
ture suffered during the Hussein regime; change the
country’s economy from a socialist system to a free-mar-
ket, capitalist one; and remake Iraqi governance and
society, transforming it from a dictatorship into a plural-
ist, liberal democracy in which the rule of law prevails
and individual rights are respected. The CPA articulated
that vision in its supplemental funding request: the ob-
jective is “an Iraq government by and for the people of
Iraq, to serve as the model for democracy in the Middle
East and to help fight the global war on terrorism by



providing an alternative framework for governance.””

According to the World Bank report, the “development
priorities for Iraq include: (i) strengthening institutions
of sovereign, transparent, and good government; (ii)
restoring critical infrastructure and core human services
destroyed and degraded by years of misrule and conflict;
and (iii) supporting an economic and social transition

that provides both growth and social protection.””

Advocates of this sort of extensive reconstruction effort
argue that Iraq will need substantial international help to
transform itself into a democratic, free-market system
that can serve as a model for other Middle Eastern coun-
tries—an outcome that many regard as being in the
United States’ national security interests. The immediate
aftermath of the war and decades of neglect and misrule
by the Hussein regime left Iraq incapable of providing
for its operating expenses in 2003, much less of financ-
ing its reconstruction in 2004. Eventually, as institutions
are reformed and infrastructure rebuilt, Iraq will be able
to manage and pay for its own long-term investment

needs, supporters maintain.

Opponents of this approach would argue that although
Iraq may need some modest, short-term help, a $55 bil-
lion program over four years is too expensive, risks de-
priving Iraq of being able to chart its own future path,
and probably cannot be executed efficiently or cost-
effectively. Indeed, the historical record on the effective-
ness of aid provided by one government to another is
ambiguous at best.”” Further, critics would argue, since
most of Iraq’s needs were not caused by the recent con-
flict but by the way the Hussein regime governed the
country, the international community should not be
responsible for rebuilding Iraq.

27. Coalition Provisional Authority, Request to Rehabilitate and Re-
construct Irag, p. 3.

28. United Nations/World Bank Joint Irag Needs Assessment, p. vi.

29. See Congressional Budget Office, The Role of Foreign Aid in De-
velopment.
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Electricity. In the opinion of the United Nations and
World Bank, restoring and improving electric-power
generation will require far more resources than any other
sector. Their report estimated $12.1 billion in immedi-
ate and medium-term needs for that sector, about 22
percent of the total (see Table 8 on page 16). Overall, the
World Bank’s approach would restore the Iraqi power
system to the level of efficiency and capability it had be-
fore 1991 but would not necessarily enhance the system
further. By comparison, the CPA’s supplemental fund-
ing request proposed investing $5.7 billion in the elec-
tricity sector immediately to help alleviate shortages, an

amount roughly consistent with Bechtel’s estimate of

$6.0 billion. (The CPA allocated $5.6 billion.)

The potential continuous demand for electricity in Iraq
is 6,500 to 7,000 megawatts (MW), whereas current
electricity generation averages about 3,700 megawatts,
with a peak capability of about 4,400 MW. (That peak
figure, which is similar to the prewar average, is up from
a low of 3,300 MW in the summer of 2003.) The
World Bank proposes a program of investment that
would increase generating capacity to 4,775 MW by
2004 and 8,760 MW by 2007, anticipating that recov-
ery and economic growth would boost the demand for
electricity (see Table 10).>° That program would also im-
prove the infrastructure for transmitting and distributing
electricity.

The CPA hopes to reach 6,000 MW of generating capa-
city by the summer of 2004, but the World Bank report
says that goal “will be difficult to achieve without the
addition of significant emergency generating plants.”!
The CPA does plan to install emergency plants, but it is
not clear from available data whether they, along with
other efforts, will be sufficient to meet the 6,000 MW

30. Although the June 2003 Bechtel report is now dated, as a point
of comparison, most of the money it proposed spending on the
electricity sector would be used to build new plants over five years
to provide an additional 6,000 MW of generating capacity. Ac-
cording to Bechtel, Iraq was producing only about 2,600 MW of
electricity at the time that report was published.

31. United Nations/World Bank Joint Iraq Needs Assessment, p. 30.
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Table 10.

Summary of the Different Approaches to Reconstruction, by Sector

and Funding Provided in the Iraqi Budget

Approach 1:

Fully Fund Immediate (2004)

and Medium-Term

(2005-2007) Needs
as Reported by the
World Bank and CPA

Approach 2:
Fund Only
Immediate Needs
as Reported by the
World Bank and CPA

Approach 3:

Fund Immediate Needs
and Some Medium-Term
Needs as Reported by the
World Bank and CPA

Electricity Sector

Water and Sanitation Sector

Education Sector

Health Sector

Total Costs of Approach

Total Costs Minus Funds for

Reconstruction in Iraq’s Budget

for 2004

Total Costs Minus Funds for

Reconstruction in Irag’s Budget Plans

for 2004 to 2007

$12.1 billion to increase

electricity generation to

4,775 MW in 2004 and
8,760 MW by 2007

$6.8 billion to restore water
and sanitation to
pre-1991 levels and then
expand access by 2007

$4.8 billion to rehabilitate
or construct schools and
higher education systems

$1.6 billion to raise
per capita spending
on health care to $70
through 2007
$55.3 billion

$54.6 billion

$38.6 billion

$2.4 billion to increase

electricity generation to
greater than pre-March 2003

capacity or to 4,775 MW

$1.9 billion to repair existing
systems damaged after the
recent conflict and looting
and then expand access

$1.0 billion to rehabilitate
existing schools and build new
schools to relieve extreme
congestion; very little funding
for higher education

$500 million to raise

per capita spending

on health care to $70
in 2004 only
$17.5 billion

$16.8 billion

$0.8 billion

$6.1 billion to $8.1 billion to
increase electricity generation
to 4,775 MW in 2004 and
6,000 to 7,000 MW by 2006

$5.0 bitlion to $5.9 billion
to repair existing systems
and then expand access
in urban areas

$2.2 billion to $2.9 billion to
rehabilitate existing schools
and build new ones;
very little funding
for higher education

$900 miltion to $1.6 billion
to raise per capita spending
on health care to $62 to $70
through 2007
$34.1 billion to $40.3 billion

$33.4 billion to $39.6 billion

$17.4 billion to $23.6 billion

Source: Congressional Budget Office.

Note: CPA = Coalition Provisional Authority; MW = megawatts.




goal. (The emergency plants by themselves would not be
enough to reach that level.)

According to the World Bank, electricity consumption
in Iraq averaged about 700 kilowatt hours per person in
the summer of 2003, after the war. That marked a de-
cline of more than half from 2001, when per capita con-
sumption exceeded 1,400 kilowatt hours (see Table 9 on
page 18).”* Today, consumption appears to have risen to
about 1,300 kilowatt hours per capita, based on current
average generating capacity. (For an explanation of how
generating capacity in megawatts translates into con-

sumption in kilowatt hours per capita, see Box 3.)

0Oil. The oil sector, which is expected to become a major
source of revenue for Iraq, will require significant recon-
struction funding.”” The World Bank did not assess
Iraq’s oil sector independently; it adopted a CPA esti-
mate that $8 billion will be necessary between 2004 and
2007 to improve the oil industry. The CPA did not spe-
cify what that $8 billion would buy, and CBO found
little independent information about those expenditures
(which is why they are not included in Table 10). Pre-
sumably, that amount is associated with achieving and

sustaining the Iraqi government’s export goal of 2.5 mil-

32. The World Bank reported that same consumption for 2002 as
well as 2001.

33. For some useful background information on Iraq’s oil sector be-
fore the war, see Guiding Principles for U.S. Post-Conflict Policy in
Iraq, Report of an Independent Working Group Cosponsored by
the Council on Foreign Relations and the James A. Baker I11
Institute for Public Policy of Rice University (New York: Council
on Foreign Relations, December 2002), available at www.cfr.org/
pdf/Post-War_Iraq.pdf. See also, Department of Energy, Energy
Information Agency, Iraq Country Analysis Brief (August 2003),
available at www.eia.doe.gov/emeu/cabs/iraq.html.
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Box 3
Generating Capacity and Electricity
Consumption in Iraq

A country’s total capacity to generate electricity is mea-
sured in megawatts (MW), or millions of watts, whereas
electricity consumption is often measured in kilowartt
(1,000-ware) hours per capita per year. Assuming that gen-
erating systems ran 24 hours a day, 365 days a year, and
that all of the electricity produced was consumed, a gener-
ating capacity of 4,000 MW in Iraq would equal consump-
tion of about 1,300 kilowatt hours per capita. The formula

for conversion is straightforward:

4,000,000,000 watts x
365 days per year x
24 hours per day
= 1,293 kilowatt hours
27,100,000 Iraqis per capita per year

Thus, the different capacity levels discussed by the Coali-
tion Provisional Authority and the World Bank convert as

follows:
Generating Capacity Consumption
(MW) (Kilowatt hours per capita)
3,200 1,034
4,000 1,293
4,400 1,422
4,775 1,543
6,000 1,939
6,500 2,101
7,000 2,262
8,760 2,831

Those calculations assume that capacity is fully used
around the clock, with no downtime for maintenance.
Incorporating downtime would reduce per capita con-
sumption from the numbers shown above. However, the
CPA’s and World Bank’s goals for electricity consumption
appear to already factor in downtime for maintenance or
other purposes, which means that the numbers shown here

would represent actual COl’lSllmptiOl’l per capita.
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lion barrels per day, compared with the current level of

1.6 million barrels per day.*

Water and Sanitation. According to the World Bank re-
port, this sector needs the third-largest amount of money
for investment over the 2004-2007 period, $6.8 billion.
The report proposes a program that would restore Iraq’s
water and sanitation systems to pre-1991 levels and then
expand urban and rural access to improved water and
sanitation by 15 to 30 percentage points.”> By compari-
son, Bechtel’s report called for spending $6.3 billion on
water and sanitation—including more than $3 billion to
improve and expand sewer services in Baghdad and
Basra, which were the focus of the company’s initial

efforts.

As with electricity, the demand for safe water and sanita-
tion exceeds the available supply. Little of Iraq’s water
and sanitation infrastructure was damaged in the recent
conflict; its problems result from the 1990-1991 Gulf
War, long-term neglect by the Hussein regime, and loot-

ing after the recent conflict.

Education. The World Bank report envisions an invest-
ment program for the education sector of about $4.8
billion over the next four years, with the goal of restor-

ing Iraq’s education system to the level of the early

34. Sustaining an export goal requires continuous investment as well
as funding for day-to-day operations. For example, maintaining
pressure in an oil field so it continues to produce usually requires
pumping in water to take the place of the oil that is being
pumped out. If such action is not taken when required, the pro-
ductive capacity of the field will eventually decline. Iraq has many
fields that cannot produce or are producing pootly but that can
begin producing again if investments are made.

35. As an example of the unreliability of data on development indica-
tors, three World Bank publications provide three different num-
bers for the percentage of the urban population in Iraq that had
access to improved water in 2000. The World Bank’s online
database puts that figure at 85 percent, whereas the World Bank
needs assessment gives the number as 92 percent. The World
Bank publication World Development Indicators uses the figure of
96 percent, which would suggest no real decline in the urban

population’s access to water since 1990.

1980s. Of that amount, $2.2 billion would be spent on
rehabilitating or constructing elementary and secondary
schools, $1.9 billion on higher education, and almost

$800 million on education supplies, such as textbooks.

Education levels in Iraq have declined dramatically over
the past 20 years. In the 1970, the country had one of
the best education systems in the region, with nearly
universal enrollment, and in 1985, adult illiteracy stood
at only 12 percent. By the 1999-2000 period, primary
school enrollment had fallen to 93 percent, secondary
school enrollment was less than 40 percent, and actual
attendance was even lower.® Adult illiteracy had risen to

27 percent (or far higher, in some estimates).

Health. The assessment in the World Bank report is that
Iraq’s health care sector will need up to $1.6 billion in
funding beyond that already expected from the Iraqi
budget and private sector. Lack of data prevented the
World Bank from trying to determine the needs of the
Iraqi health care system by assessing actual infrastructure
problems or shortages, as it did with other sectors. In-
stead, the World Bank assessment (in conjunction with
the World Health Organization, UNICEF, and the
CPA) looked at the level of per capita funding for health
care in countries of a similar socioeconomic status. It
determined that a spending level of $70 per person based
on a gross national product per capita of $1,000—the
projected amount for Irag—was an appropriate funding
level for the health sector. Although that level is lower
than in most of the Gulf states, Iran, or Jordan, it is
higher than the amount spent by Egypt, Syria, Algeria,

or Yemen.”

36. Iraq United Nations/World Bank Joint Needs Assessment: Education
Sector, Working Paper (October 2003).

37. The health sector is another area in which data are unreliable.
Figures for per capita health spending in Middle Eastern coun-
tries in the World Bank report differ from those published by the
World Health Organization (WHO). Although the World Bank
report did not provide a number for such spending in Iraq in
2002, one report by WHO cites a figure for 2000 of $375 per
person (at current exchange rates). However, WHO’s country
profile for Iraq reports total health spending per capita of $44.




According to the World Bank report, that $1.6 billion
from the international community would probably be
spent on improving Iraq’s health care infrastructure, not
on providing ordinary health care services. Other coun-
tries’ per capita spending is not being spent on improv-
ing infrastructure to the same degree because their health
care systems have not suffered the damage and neglect
that Iraq’s has.

Approach 2: Fund Only the 2004 Needs

Identified by the United Nations and World Bank
An alternative approach to reconstruction would be for
the international community to fund only what the
World Bank identified as immediate needs (the funding
for 2004). Such an approach, which would cost about
$18 billion, would address only the most critical prob-
lems, with an emphasis on restoring services to the levels
that existed before March 2003. After those immediate
needs were met, Iraq would have to find—and fund—its

own path to reconstruction.

Supporters of that approach might argue that regardless
of how much aid was provided, transforming Iraq into a
market-oriented country with a democratic government
could prove difficult, if not impossible. It is not clear
that any amount of money could bring about such a
transformation. Therefore, since the United States
caused little actual damage in its military campaign to
overthrow Saddam Hussein, it or other countries should
not be responsible for rebuilding Iraq beyond the condi-
tions that existed when the campaign began. (In that
view, most of Iraq’s reconstruction needs resulted either
from years of misrule by its former government or from
the actions of Iraqis themselves, particularly the looting
and vandalism that occurred after the Hussein regime
fell.) Other advocates of this approach could contend
that giving Iraq large amounts of aid over a relatively
short period risks having the funds used inefficiently or
ineffectively. Better, they would say, to meet only imme-

That number seems more consistent with available information on
the condition of Iraq’s health care system.
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diate needs and then let Iraqis figure out for themselves
the best means and timetable for future reconstruction.

Opponents of this more limited approach, by contrast,
could argue that providing only for immediate needs
would be insufficient to support Iraq’s change into a
stable, free-market-oriented, democratic country. With-
out large amounts of assistance, Iraq might be unable to
provide many basic services, such as electricity, water,
and sanitation. Such inability could provoke social dis-
content and thus make the transition to a peaceful, dem-
ocratic state difficult—an outcome that some observers
believe could harm U.S. national security. Some critics
of this approach might also argue that although damage
from the recent conflict was relatively light, sanctions
imposed on Iraq by the United Nations throughout the
1990s, as well as postwar looting, did as much harm to
Iraq’s infrastructure and society as Saddam Hussein did.
Thus, they would say, the international community has
an obligation to assist as much as possible in Iraq’s re-

construction.

Electricity. The World Bank identified about $2.4 bil-
lion in immediate needs for the electricity sector. The
short-term objective for that funding would be to restore
generating capacity to 4,775 MW in 2004 as well as to
repair transmission and distribution systems (see Table
10 on page 20). That amount of generating capacity
would exceed the level of March 2003 but fall well short
of the demand (more than 6,500 MW) that is expected
to occur when the heat of the summer returns in 2004.

0il. The World Bank report (based on estimates pro-
vided by the CPA) stated that Iraq’s oil sector will re-
quire $2 billion of investment in 2004 alone. The CPA’s

supplemental funding request of September 2003 speci- -

fied $2.1 billion in investment for the sector. Presum-
ably, those two estimates reflect essentially the same re-
quirements. The CPA’s request spelled out a variety of
activities to fund, including repairing damage from the
war and postwar looting, improving security, and restor-
ing wells and other systems. Its goal is to return sus-

tained oil production to the prewar level of abourt 2.5
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million barrels per day, which would translate into about

2 million barrels per day for export.

Water and Sanitation. In its assessment of this sector, the
World Bank identified about $1.9 billion in immediate
funding requirements for 2004 that could not be pro-
vided from the Iragi budget. The emphasis of those im-
mediate needs is to repair systems damaged by looting,
vandalism, or neglect after the recent conflict. That
amount of funding would increase the share of the pop-
ulation with access to clean water by 15 percentage
points in urban areas and 20 percentage points in rural
areas. It would also reduce the rate of water loss by 10
percentage points by fixing visible water leaks and would
raise the urban population’s access to sanitation by 10
percentage points. Rehabilitation or improvements be-
yond those levels would be left to the Iraqis to finance.

Education. The World Bank’s immediate needs for the
education sector amount to about $1 billion. Most of
that money would go to rehabilitate and reconstruct
existing primary and secondary schools. Some could also
be spent to build new schools in particularly congested
situations. (For example, some schools are operating in
triple shifts and could be targeted first.) That funding
would also provide for an immediate infusion of text-
books and other school supplies. Few investment re-
sources would be spent on higher education.

Health. According to the World Bank, the financing gap
for health care (the amount needed to reach a funding
level of $70 per person) is $500 million for 2004. This
approach would cover that gap in 2004 but not in subse-

quent years.

Approach 3: Fund All Immediate Needs

and Some Medium-Term Needs

A third approach to reconstructing Iraq could take a
middle course between the previous two plans—the
international community could pay for all of the 2004
needs outlined in the World Bank report as well as some

medium-term priorities. In this illustrative example,

such an approach would cost $34 billion to $40 billion
over the 2004-2007 period.

Advocates of an intermediate approach would argue that
funding the full World Bank program might be more
ambitious than international donors’ resources or Iraq’s
absorprive capacities would allow. It might also be more
than one country deserved, especially since many other
countries around the world are in equally bad shape as
Irag, or worse. However, they would argue, funding
only Iraq’s immediate needs would probably be insuffi-
cient to set the country on the path to recovery, given
the poor state of its infrastructure. Providing enough aid
to meet some longer-term needs as well would be more
likely to achieve a successful transition to a freer soci-
ety—and thus avoid the serious long-term consequences
(including to U.S. national security) that could follow if

such a transition was unsuccessful.

Another argument in favor of an intermediate approach
is that given the uncertainty surrounding the total cost
of rebuilding Iraq, a middle path may be reasonable.
That total cost could far exceed the amount identified in
the World Bank report—in which case, Iraq would of
necessity have to fund a substantial fraction of the recon-

struction effort itself.

Opponents of this intermediate path could cite the argu-
ments for one or the other of the approaches described
above. On the one hand, they might say that the poten-
tially large amounts required to pay for Iraq’s total re-
construction are a reason to fund nothing less than all of
the needs identified by the World Bank. On the other
hand, they could argue that financing more than Iraq’s
immediate needs could prove counterproductive if the
country was unable to absorb the funds efficiently or if
Iraqis did not feel they had control over rebuilding their
own country. Opponents on that side might also observe
that even with all of Iraq’s recent troubles, its develop-
ment indicators and natural resources put it in a stronger

position than many other developing countries.




Electricity. This approach would fully fund the 2004
needs of the electricity sector as well as efforts to rehabil-
itate and reconstruct existing electric power systems, at a
cost of $6.1 billion over four years. If donors desired,
they could invest a further $2 billion in new systems to
expand Iraq’s generating, transmission, and distribution
systems, for total aid to the electricity sector of $8.1 bil-
lion. That range of funding would bring total generating
capacity to about 6,000 to 7,000 MW by 2005 or
2006—enough to support electricity consumption of
1,900 to 2,300 kilowatt hours per person (see Table 10
on page 20).

0Oil. Because of the lack of information about needs in
the oil sector, and because of the importance of raising
oil exports to generate additional revenue for reconstruc-
tion, CBO did not choose a middle path for this sector.
Instead, it adopted the full CPA assessment of require-
ments through 2007. Thus, this approach—Ilike the first
one—would spend $8 billion on the oil industry during
the 2004-2007 period, with the goal of exporting 2.5
million barrels per day by 2006.

Water and Sanitation. Besides fully funding immediate
needs, this approach would restore Iraq’s water and sani-
tation infrastructure to pre-1991 levels. In addition,
funding could be provided to increase access to potable
water in urban areas by 15 percentage points, reduce
water loss by 20 percentage points, and raise sanitation
coverage in urban areas by 30 percentage points. Those
activities would require total funding of $5.0 billion to
$5.9 billion over four years. (Needs cited by the World
Bank that would not be funded in this approach include
expanding water and sanitation services in rural areas

and improving trash and other solid waste removal.)

Education. As with the electricity and water sectors, this
approach would fully fund Iraq’s immediate education
needs as identified by the World Bank report. In addi-
tion, it would finance the rehabilitation and rebuilding
of existing primary and secondary schools as well as
needed textbooks and supplies through 2007. This ap-

proach could also fund construction of new primary and

PAYING FOR TRAQ'S RECONSTRUCTION 25

secondary schools as identified by the World Bank.
However, most funding for higher education—primarily
rehabilitation and reconstruction of technical institutes
and universities—would not be covered. The amount of
funding required under this approach could range from
$2.2 billion to $2.9 billion.

Health. In light of the World Bank’s method of assessing
the level of funding required for health care, providing
an intermediate approach is difficult. Most countries in
the region spend more than the World Bank’s goal of
$70 per person on health care per year (the average for
the Middle East and North Africa is $113). However,
one alternative approach would be to spend $62 per
capita on health care, which is the level of funding in
Algeria—a much larger country than Iraq with more
than twice its per capita GDP. Reaching that level of
spending would require $900 million through 2007,
compared with $1.6 billion to reach the World Bank’s
goal. Those two amounts are the range that CBO used
for the middle approach.

The Cumulative Effect of the Oil and
Debt Scenarios and the Approaches
to Iraq’s Reconstruction

To illustrate how much reconstruction funding might be
available to pay for those approaches, CBO examined
the combined effects of the different scenarios for Iraqi
oil revenues and international obligations presented ear-
lier and the amount of foreign aid pledged to date. The
six oil-revenue scenarios and six debt-service scenarios
produce 36 potential outcomes; eight are shown in Tzble
11, including the best- and worst-case scenarios and the
one that most closely matches the assumptions used in
the Iraqi budget. (All of the scenarios assume that the
Iraqi government’s operating expenses over the 2004-
2007 period total $51.3 billion; its nonoil revenues total
$3.0 billion, including $600 million in returned funds
from the Oil-for-Food Program; and international assis-

tance equals $36 billion.)
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Table 11.
The Impact of Oil Prices and Debt on Iraq’s Reconstruction, 2004 to 2007

(Billions of dollars)
Funds Available Total Funds Available

Total Foreign for Reconstruction for Reconstruction
Debt Payments Total Qil from the Iraqi (Including $36 billion
Scenario Assumptions (Interest only) Revenues Government in foreign aid)

1 3.3 billion barrels of oil exports 42 88.7 36.2 72.2°
$27 per barrel
$40 billion in foreign debt
3 percent interest rate

2 3.3 billion barrels of oil exports 22.2 88.7 18.2 54.2
$27 per barrel
$80 billion in foreign debt
9 percent interest rate

3 3.3 billion barrels of oil exports 42 69.1 16.6 52.6
$21 per barrel
$40 billion in foreign debt
3 percent interest rate

4 3.3 billion barrels of oil exports 22.2 69.1 -14 34.6
$21 per barrel
$80 billion in foreign debt
9 percent interest rate

5 2.3 billion barrels of oil exports 114 49.1 -10.7 253
$21 per barrel
$40 billion in foreign debt
9 percent interest rate

6 3.3 billion barrels of oil exports 33.0 62.4 -18.9 171
$19 per barrel
$120 billion in foreign debt
9 percent interest rate

7 2.3 billion barrels of oil exports 22.2 444 -26.1 9.9
$19 per barrel
$80 billion in foreign debt
9 percent interest rate

8 2.3 billion barrels of oil exports 33.0 444 -36.9 0.9
$19 per barrel
$120 billion in foreign debt
9 percent interest rate

Source: Congressional Budget Office.

Note: This analysis assumes that, as projected, the Iragi government’s operating expenses over the 2004-2007 period total $51.3 billion
and its other revenues total $3.0 billion (including $600 million in returned funds from the Oil-for-Food Program). The analysis also
assumes that international assistance equals $36 billion, the amount pledged to date.

a. This represents the best-case scenario that CBO explored.

b. The assumptions in this scenario conform most closely with those of the Iraqi budget.
c. This represents the worst-case scenario that CBO explored.




CBO has no basis for assessing the likelihood of the vari-
ous results. Nevertheless, the analysis indicates that there
are many plausible outcomes in which substantially
greater or lesser amounts would be available to pay for
Iraq’s reconstruction. For example, Scenario 1, the best
case, would provide a total of $72.2 billion over four
years for reconstruction. That amount would be enough
to fully fund the $55.3 billion in needs assessed in the
World Bank report even if little foreign aid other than
that appropriated by the United States materialized (or
enough for a larger rebuilding effort if it did). Scenarios
2 and 3 would both permit a level of investment that
could pay for almost all of the recommendations in the
World Bank report (Approach 1). Scenario 4 would
provide enough funding to carry out the intermediate
approach to reconstruction described above (Approach
3). Scenarios 5 and 6 would only permit Iraq to cover
the most immediate needs identified in the World Bank
report (Approach 2). Scenarios 7 and 8 would essentially
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represent disaster for Iraq’s reconstruction efforts: much
of the foreign assistance pledged to date would be
needed to cover the government’s operating expenses,

leaving little or no money for rebuilding.”®

Those results show that if oil exports and prices meet or
exceed the goals set by the Iraqi government, and if the
country’s international obligations are reduced suffi-
ciently to permit a reasonable level of debt service, fur-
ther U.S. aid beyond the $18.4 billion already appropri-
ated may not be necessary. However, lower oil exports or
oil prices and higher levels of debt service could mean
that Iraq would need billions in additional assistance in

the years to come.

38. Those last two scenarios may understate how difficult the situa-
tion would be, as international donors would be unlikely to pro-
vide aid just to support Iraq’s operating budget.
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