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Geopolitical Threats, Conflicts and Defense Spending on the Rise

Conflicts and Geopolitical Threats
(Count of conflicts and index-left axis;
thousands of deaths-right axis)
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Sources: Caldara and lacoviello (2022); PRIO Battle Deaths Dataset 3.1; UCDP Georeferenced
Event Dataset (GED) 25.1; UCDP/PRIO Armed Conflict Dataset 25.1; and IMF staff calculations.

Defense Spending on the Rise
(Percent of GDP, left scale; percent, right scale)
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Sources: Gethin (2024); Stockholm International Peace Research Institute Military

Expenditure Database; World Human Capital Expenditure Database; and IMF staff

calculations.
Note: NATO = North Atlantic Treaty Organization.
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Chapter 2: Defense Spending—
Macroeconomic Consequences and Trade-Offs

1. How has defense spending evolved and how is it financed?

2. What are the key macroeconomic trade-offs of defense spending build-ups?
= Do they overheat the economy and weaken external balances?
= Do they deteriorate fiscal positions and crowd out social spending?

3. How large are defense spending multipliers?
= How do they vary depending on the policy mix and country characteristics?

Methodology
« Empirics: analyze defense build-up episodes (up to 164 countries, 1946-2024)

« DSGE model: simulations calibrated to planned rise in EU defense spending



Defense Spending Transmission Channels: A Primer

1 Defense spending (boom)

Short-run demand effects: 1 Output and 1 inflation _ _
Financing matters:

= |mportant government consumption impulse
POrAnt 9 ) ) = Deficit : debt 1 , demand 1

= Sectoral reallocation
= Revenues : debt «— , demand |

= |mport leakages
p 9 = Reprioritization: debt < , crowding out

Longer-term supply effects
= |nnovation and R&D spillovers

= Productivity gains




More Frequent and Sizable Defense Spending Booms

Defense spending booms have become more common, and are larger and more enduring when in wartime.
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Source: IMF staff calculations.

Note: The figure shows episodes of defense spending booms, defined as periods during which the two-year moving average of defense spending increases by at least 1 percentage point of GDP, lasting for as long
as defense spending does not decline as a share of GDP. Wartime (peacetime) booms are defined based on whether (or not) an on-site conflict emerges one year before or within three years following the defense
spending boom onset. AEs = advanced economies; EMDEs = emerging market and developing economies.



Defense Spending Booms are Mostly Deficit Financed

Defense scale-ups are front-loaded and financed mainly through deficits. Yet, revenues tend to be mobilized
over time, and reprioritization plays a major role in one-fourth of episodes.

Average Boom Financing Decomposition Defense Spending Booms, by Main Financing Source
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Source: IMF staff calculations.

Note: In panel 1, the black line denotes the cumulative increase in defense spending in percentage points of GDP. The horizontal axis measures the duration of the defense spending booms, in years. For each year, this
increase is decomposed into its financing sources. “Nondefense reprioritization” is computed as the residual in this equation: Change in Deficit = Change in Defense Spending + Change in Nondefense Spending - Change
in Revenues. In panel 2, wartime (peacetime) booms are defined based on whether an on-site conflict emerges one year before or within three years following the corresponding defense spending boom onset. AEs =
advanced economies; EMDEs = emerging market and developing economies.
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Defense Spending:

Empirical Evidence

WORLD ECONOMIC OUTLOOK



What are the Macro-Fiscal Effects of Defense Spending Booms?

Empirical Approach

»  Methodology: Panel local projections
(up to 164 countries, 1946-2024)

«  Study dynamic effect of defense booms on:

i.  Macroeconomic indicators: GDP (and its
subcomponents), inflation

« Focus on peacetime booms — less
likely to be driven by local economic
conditions

il. Fiscal implications: deficit, debt, and
spending allocation (guns vs. butter)

Defense Spending
(Real percent change, three years ahead)

60 r
50
40

30

20

10 r

Total Equipment  Personnel  Operating Infrastructure
expenses

Contributions

Source: IMF staff calculations.

Note: The figure plots three-year-ahead local-projection estimates of cumulative responses to defense spending
booms. Darker-colored bars denote coefficients that are statistically significant at the 10 percent level. The real
defense spending decomposition focuses on a sample of 31 member countries of the North Atlantic Treaty
Organization (NATO); data are not available for Iceland).
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Defense Spending Booms Raise Output and Prices...

Defense buildups imply a growth-inflation trade-off, which calls for close coordination with monetary policy to
temper inflationary pressures.

Real GDP Consumer Price Index

(Percent) (Percent)
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Source: IMF staff calculations.
Note: The panels plot local-projection estimates of cumulative responses to peacetime defense spending booms. Fragile and conflict-affected states, as well as commodity-exporting emerging market and developing
economies, are excluded from the sample. The sample period spans 1946—2024. Solid lines denote point estimates, and shaded areas denote 90 percent confidence intervals.

INTERNATIONAL MONETARY FUND
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-.Acting as a Positive Sector-Specific Demand Shock...

The output boost is driven by higher domestic absorption, as well as capital stock and total factor productivity.
Yet, a high import content (e.q., for military equipment) worsens the external balance.
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Note: The panels plot the three-year-ahead coefficients from local-projection estimates of cumulative responses to peacetime defense spending booms. Fragile and conflict-affected states, as well as commodity-exporting emerging market
and developing economies, are excluded from the sample. The sample period spans 1946-2024. Darker-colored bars denote coefficients that are statistically significant at the ten percent level. GFCF = gross fixed capital formation; TFP =
total factor productivity.
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..« While Fiscal Positions Weaken and Imply Trade-offs

The reliance on deficit financing raises debt-to-GDP ratios by 7pp over 3 years. Instead, when financing comes
from reprioritizing the budget, social spending tends to be crowded out (quns-vs-butter trade-off).

Fiscal Imbalances: All Defense Spending Booms Reduction of Social Spending: Booms Financed by
(Percentage points of GDP, three years ahead) Spending Reprioritization
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Source: IMF staff calculations. spendmg
Note: The panels plot the three-year-ahead coefficients from local-projection estimates of cumulative responses to defense spending booms. Wartime (peacetime) booms are defined based on whether (or
not) an on-site conflict emerges one year before or within three years following a defense spending boom onset. The sample period spans 1946—2024. Darker-colored bars denote coefficients that are
statistically significant at the 10 percent level.
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Wartime Booms Imply Costlier Trade-offs

During wartime, public debt rises sharply, despite spending reprioritization helping to contain deficits over time.
During peacetime, guns vs. butter trade-off and effect on public debt are muted (multiplier effect).

Fiscal Imbalances: Wartime and Peacetime Booms
(Percentage points of GDP, three years ahead)
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Source: IMF staff calculations.

Note: The figure plots the three-year-ahead coefficients from local-projection estimates of cumulative responses to defense spending booms. Wartime (peacetime) booms are defined based on whether (or not)
an on-site conflict emerges one year before or within three years following a defense spending boom onset. The sample period spans 1946—-2024. Darker-colored bars denote coefficients that are statistically
significant at the 10 percent level.
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Estimated Defense Spending Multipliers are Close to 1...

To mitigate endogeneity concerns, we consider:
I.  Exogenous narrative peacetime defense spending booms as an IV; and
Ii. Sub-samples for which defense spending is plausibly more exogenous

(i) IV Approach (ii)) Subsamples, post-Cold War
(Cumulative multipliers) (Cumulative multipliers)
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Source: IMF staff calculations.

Note: The panels plot local-projection estimates of cumulative responses of output to defense spending. Fragile and conflict-affected states are excluded from the sample. The sample period
spans 1991-2024 in panels 1, 2, and 4 and 1946-2024 in panel 3. In panels 3—-4, multipliers are estimated using narrative defense spending booms as an instrument for defense spending.
Solid lines denote point estimates, and shaded areas denote 90 percent confidence intervals. See Online Annex 2.5 for details. IMCTC = Islamic Military Counter Terrorism Coalition; IV =
instrumental variable; NATO = North Atlantic Treaty Organization; OLS = ordinary least squares.
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.= But Vary Widely Depending on Country and Boom Features

Defense spending multipliers are higher:
*  For EMDEs than AEs (this reverses in post-Cold War period);
*  When defense buildup is more permanent, deficit-financed, and allocated towards current spending; and
* For arms producers (lower import leakage).

Differences in Defense Spending Multipliers
(Cumulative multipliers, three years ahead)
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Source: IMF staff calculations.

Note: The figure shows nonlinearities in the size of three-year-ahead cumulative multipliers by income group, conflict status, boom persistence, size of defense industry, sources of
financing, and spending composition. “Wartime” (“Peacetime”) is defined based on whether (or not) an on-site conflict has occurred in the past year or occurs within three years ahead. A
change in defense spending in year t is defined as “Permanent” if the direction of the change in the ratio of defense spending to GDP in that year is sustained over the subsequent 10 years
and as “Temporary” otherwise. “Importer” (“exporter”) refers to economies in which the average share of arms exports in their arms trade is below (above) the median for the sample.
“Deficit financed” is defined based on whether the annual change in a country's defense spending is mostly driven by a change in its deficit (rather than by changes in its revenues or
nondefense spending). “Current” spending comprises personnel and operating expenses, whereas “Capital" spending comprises spending on equipment and infrastructure. Bars denote
point estimates, and whiskers denote 90 percent confidence intervals. AEs = advanced economies; EMDEs = emerging market and developing economies.
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Modeling Defense Spending in a GE Framework

Multi-region DSGE model for European Union (IMF’s Flexible System of Global Models) to assess the
dynamic macroeconomic effects of defense spending buildup.

1. Baseline scenario calibrated to pre-war (2021) defense spending, import intensity, and other variables:

= The EU spending shock is measured by the difference between current and projected defense
spending and pre-war levels;

= Defense spending is fully debt financed through 2028. Offsetting measures are introduced in 2029
and fully implemented by 2033

2. Alternative scenarios:
I. Monetary accommodation
ii. Immediate fiscal measures
lil. A coordinated EU-level spending
Iv. Higher share of investment in composition of defense spending

18



Defense Spending: Baseline and Alternative Policy Scenarios

» Baseline: short-run GDP growth is boosted, but inflation rises and fiscal and external balances deteriorate.
» Monetary policy accommodation risks overheating the economy, while fiscal measures dampen demand effects.

GDP Path of Shock and Real GDP Core CPI Inflation
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Source: IMF staff calculations.

Note: The figure presents model simulations calibrated to a defense spending shock in the European Union. The monetary accommodation scenario assumes that the central bank does not react following a standard interest rate rule.

The immediate fiscal measures scenario assumes that offsetting measures are implemented immediately rather than gradually to make the defense spending shock budget neutral.
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Higher Investment Spending and Coordinated Defense Spending

» Coordinated defense spending and financing can raise the productivity of defense investment (via economies of
scale and innovation spillovers), and lower borrowing costs and import content, but also raises inflation pressures.

» Higher defense investment boosts long-run output, but worsens fiscal and external positions.

Defense Spending Shock and Real GDP Core CPI Inflation
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Source: IMF staff calculations.

Note: The figure presents the model simulations calibrated to a defense spending shock in the European Union. The higher defense investment scenario assumes a larger share (40 percent rather than 20 percent) of government
defense spending allocated to investment. The coordinated defense spending scenario assumes a lower import content of the spending shock, a 20 basis point reduction in the risk premiums, and a 20 percent increase in the
productivity of public investment.



Key Takeaways

Main findings:
Defense spending booms are more frequent, sizable, and mostly debt-financed
Output gains are modest on average
» Sector-specific demand shock
* Increased capacity utilization and possibly productivity gains
 Weakened fiscal and external balances, and risk crowding out social spending

The fiscal multiplier is close to one, with substantial heterogeneity (degree of import leakages, policy
mix, and spending composition)

Policy implications:
Integrate defense buildup within a credible medium-term fiscal framework;
Carefully manage macroeconomic conditions to prevent overheating and friction costs;
Balance spending composition between short-term stimulus and long-term productivity; and
Strengthen alliance-level coordination on procurement and financing when feasible

21
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Chapter 3: The Macroeconomics of Conflicts and Recovery

1. Macroeconomic dynamics during conflicts
= What are the macroeconomic effects of conflicts?
= Through which channels do they operate, and what are the trade-offs?

= What are their long-term scarring effects?

Methodology
- Empirics: macro and micro analysis of conflict onsets (~190 economies, 1946—2024)

2. Post-conflict recovery
= How do economies recover after conflicts?
= How do they achieve macroeconomic stabilization?
= To what extent do policies shape post-conflict recovery?

Methodology
- Empirics: macro dynamics following conflict termination (~190 economies, 1946-2024); 6 case

studies; micro evidence (development project outcomes, subnational, and firm-level analysis)
«  Model: simulations of policies for post-conflict recovery
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Post-World War 1l Conflicts

Conflicts are rising, predominantly within states and, more recently, between states, with an uneven distribution across regions.

Global Post-World War Il Conflicts Conflicts by Geographical Region
(Number of conflicts) (Number of conflicts, used in analysis)
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80 r = Nonstate
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Sources: UCDP/PRIO Armed Conflict Dataset version 25.1; and IMF staff calculations.
Note: The figure shows the number of active conflicts per year with at least 25 battle-related deaths, aggregated by conflict type. Nonstate conflicts involve organized nongovernment actors and are identified based on the IMF

staff’'s construction using text analysis of annual reports from the United Nations Security Council. The black line indicates the subset of conflicts of focus in the chapter’s analysis. CCA = Caucasus and Central Asia; LAC = Latin
America and the Caribbean; MENAP = Middle East, North Africa, Afghanistan, and Pakistan; SSA = Sub-Saharan Africa.
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Macroeconomic Dynamics During Conflicts: A Primer

During conflict
Production: Expenditure:
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Macroeconomics During Conflicts: Empirical Specifications

Macro-level evidence (~190 economies, 1946-2024)

ln(yl-,Hh) —In(y; 1) = B Conflict Onset; . + §"Controls; ; + 6O + ul + ei’ft

Key outcome variables: GDP; monetary, fiscal and external sector indicators; supply-side

Conflict onset: first year a country experiences a conflict with at least 25 battle-related deaths

Conflict exposure: conflict-site economies, other belligerents, and third countries

Estimated using local projections DiD (Dube and others 2025) with clean control restrictions
~ Robustness to identification strategy based on narrative classification of conflicts’ motives

Micro evidence on scarring effects on individuals’ health outcomes (~40 economies, 2000-22)

= Long-term effects of living through conflict on health scores H for older individuals i aged 50-90

H;: = B1YearsinConflict;, +0X; + @. + & ¢
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Large, Persistent Output Losses in Conflict-site Economies

Conflicts impose large economic costs, exceeding those from financial crises and severe natural disasters.

Impact of Conflict on GDP Comparison to Other Shocks Heterogeneity by Conflict Intensity,
(Percent) (Percent) Duration, and Type
(Percent)
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Source: IMF staff calculations.
Note: The figures report local projection differences-in-differences estimates of the effects of conflicts (and other shocks) on output cumulatively up to five years after conflict onset. In panel 1, the line denotes point estimates,
and the shaded area denotes 90 percent confidence intervals. In panels 2 and 3, bars denote point estimates, and whiskers indicate 90 percent confidence intervals.
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Spillovers to Third Countries

Belligerent economies are relatively protected, but neighboring economies and trade partners face temporary output losses.

Output Cost Spillovers from Major Conflicts

(Percent)
2 -

1 2 3 4 5 1 2 3 4 5 1 2 3 4 5
Belligerent economies Neighboring economies Trade partners

Years after conflict onset
Source: IMF staff calculations.

Note: The figure shows local-projection difference-in-differences estimates of the spillover effects of major conflicts on output in belligerent economies and third countries (neighbors and trading partners) up to five years
(shown on the horizontal axis) after conflict onset. Trade partners are defined as countries whose share of imports from conflict-site economies exceeds the 90th percentile of the distribution. Bars denote point
estimates, and whiskers indicate 90 percent confidence intervals.
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Macroeconomic Trade-offs for Conflict-Site Economies

Macroeconomic trade-offs in conflict-site economies are acute across fiscal, monetary, and external sector dynamics.

Demand-side of Output Macroeconomic Vulnerabilities
(Percent) (Percent)
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e
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Source: IMF staff calculations.
Note: The figures report local-projection difference-in-differences estimates of the effects of major conflicts in conflict-site economies on a set of macroeconomic variables up to five years (shown on the horizontal axis)
after conflict onset. Bars denote point estimates, and whiskers indicate 90 percent confidence intervals. CPl = consumer price index; FDI = foreign direct investment; ODA = official development aid.
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Scarring Effects on the Macro and Individuals

Confilicts leave deep macroeconomic scars on production factors, alongside adverse long-term health effects.

Macroeconomic Scarring Scarring Effects on Older Individuals’ Health
(Percent) (Coefficient on years-lived-in-confilict)
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Source: IMF staff calculations.

Note: Panel 1 reports local-projection difference-in-differences (LP-DiD) estimates of the effect of major conflicts on production factors up to five years (shown on the horizontal axis) after conflict onset. Panel 2 shows
the effect of major conflicts on mortality using the same approach. Panel 3 reports coefficients from ordinary least squares regressions of standardized health indicators (mean 0, standard deviation 1) on the number of
years an individual lived in conflict. “Cognitive PC” is the principal component of verbal fluency, orientation, memory, and basic numeracy. “Physical PC” is the principal component of activities of daily living (ADLs),

instrumental ADLs, pain frequency, and hearing ability. Psych. well-being is psychological well-being. “Composite health” averages all health measures. Bars denote point estimates, and whiskers indicate 90 percent
confidence intervals.
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How Long Does Peace Last After Conflict?

In many post-WWII post-conflict cases, peace remains fragile, and relapse risk is endogenous to economic policies.

Peace Duration
(Percent of peace episodes)
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Source: IMF staff calculations.
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Note: Panel 1 shows the share of postconflict episodes in which economies remain at peace or relapse into conflict over a 10-year horizon during the period 1946-2015, with the first year of peace normalized to 100 percent. Panel 2 reports the sample average of
key macroeconomic variables in fragile and nonfragile episodes. Fragile episodes refers to conflict terminations followed by a relapse into conflict within five years, whereas nonfragile episodes are those in which peace persists for at least five years. Gov. expend. =

government expenditure; REER = real effective exchange rate.
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Macroeconomic Dynamics Post-Conflict

Post-conflict
Production: Expenditure:

Extent of damage to K, L

| st |
‘ Extent of institutional ‘
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(i) Macroeconomic stabilization M
(ii) Financing & Int. assistance ‘ 1 ‘
(iii) Institutional rebuilding X1

(iv) Inclusive policies
(v) Security
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Macro-Level Empirics

Macroeconomic dynamic following conflict termination (~190 economies, 1946-2024)

Iny;ten) —INyie-1) = ﬁ?s PCPeace; + ShControlSi,t + 9{1 + ,ulh + sl-’ft
= Key outcome variables: GDP, supply-side

= Post-conflict peace starts once a country’s battle-related deaths drop below 25 and remain below that level for
the next five years (or peace is considered fragile if it lasts less than 5 years)

What makes recoveries successful?

= Recovery empirics: percentile distribution of real GDP growth within recovery horizon

Recovery, ;+ = PqPolicies, ¢+ + v,i + 0 + &
For each recovery r in country i and recovery horizon (t = 1, ...,5)
= Case studies of selected successful recovery episodes
= Policies: identify importance of policies in shaping recovery, focusing on:

» (i) Macroeconomic stabilization; (ii) financing and international assistance; (iii) institutions; (iv) inclusive
policies; and (v) security
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Labor-led Recovery Depends on Stable Peace

Output fails to recover in fragile cases; when sustained, recovery is slow and uneven and primarily driven by labor.

Output Supply-side of Output
(Percent) (Percent)
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Years after conflict termination
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Years after conflict termination
Source: IMF staff calculations.
Note: The figures estimate the effects of conflict termination on selected macroeconomic outcomes in post-conflict-site economies using a local projection difference-in-differences approach. Conflict termination is defined
as battle-related deaths falling below the chapter’s baseline threshold of 25 per calendar year and remaining below that level for at least five consecutive years. Fragile denotes conflict termination cases where conflict
restarted within 5 years; not fragile are cases where peace persisted for at least 5 years. Shaded areas denote point estimates and error bars indicate 90 percent confidence intervals. CPl = consumer price index; TFP =
total factor productivity.
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What Policies Matter for a Successful Recovery?

Macroeconomic stability, international support, and inclusive policies underpin stronger recoveries.

Correlates of Post-conflict Recovery
(Coefficient on percentile distribution of growth)
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Source: IMF staff calculations.

Note: The figure shows policy correlates of the distribution of growth outcomes over the first five years of postconflict recovery. The dependent variable is the percentile of the growth distribution at each horizon (t = 1-5
years). Regressions control for postconflict episode and horizon fixed effects. “Low inflation”, “stable inflation,” and “stable REER” are indicator variables equal to one if the respective measure falls below the sample
mean, based on inflation levels, inflation volatility, and REER volatility. “Debt restructuring” equals one if a restructuring occurs. “Capacity development” is measured by the log number of participants in IMF training. Bars
denote point estimates, and whiskers indicate 90 percent confidence intervals. REER = real effective exchange rate.
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Lessons from Case Studies

Inclusive Policies &

Financing &

Institutions

Macro Stabilization

International Assistance

Security

= Significant improvement in

* Lowlevel and volatility = Debt restructuring to governance (RWA, LKA, = Peace dividends -
of inflation (KHM, RWA, restore fiscal sustainability CIV) and statistical reduced military spending,
LKA, CIV) (BIH, KHM, RWA, LKA, capacity scores (ALL) higher non-military (KHM,
| CIV) RWA)
" Excessive REER = Reduction of state’s role _
appreciation and volatility = Large aid inflows (BIH, in the economy to level = Expansion of social
el RWA, KHM) playing field (BIH, KHM, UGS
N . _ _ NPL, LKA, CIV)
= Stabilization achieved «  Aid-related Dutch disease = UN peacekeeping (BIH,
through: mitigated through mix of . C t | CIV)
absorb-and-spend or ) S e_ S CEUAES
* IMF-supported programs el el vl included: Broader peacebuilding
(ALL) strategies _ _ trateai BIH. NPL
- Rapid restoration of supply Anticorruption frameworks strategies (BIH, ;
(RWA) (zero-tolerance in RWA) RWA)

* Nominal anchors (CIV)
* Fiscal adjustment

Efficient, transparent justice
systems

Credible public investment
strategies

Including reintegration of
former combatants

Note: Conflict periods for these case studies are as follows: Bosnia and Herzegovina (1992-95), Cambodia (1989-98), Nepal (1996-2006), Rwanda (1990-2001), Sri Lanka (1983—-2009), and Cote d’lvoire (2010-11).
BIH = Bosnia and Herzegovina; KHM = Cambodia; NPL = Nepal; RWA = Rwanda; LKA = Sri Lanka; and CIV = Cote d'lvoire.
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Micro-level Empirics

Project outcome analysis
= ~20,000 development projects (1956—-2017) funded by 12 major donors to assess:
- Post-conflict project success (Likert-scale ratings at completion)

* Drivers of success: supervision quality, sectoral composition, absorption capacity, and peace duration

Outcomey, ;4 = P1PCPeace, g+ BoXprar+ Vr+ Pg+ 8¢+ Eprar

Subnational analysis
= Geocoded aid and conflict combined with subnational (admin-2) nightlight intensity and governance to assess:
* Role of aid in fostering post-conflict recovery

- Importance of local governance quality
Zc,i,t - Zc,i,t—l = ﬂlZc,i,t—l + IBZAidc,i,t—l + BSPCPeacec,i,t + ﬁ4Aidc,i,t—1 E PCPeacec,i,t + .87Xc,i,t + 61’ T+ Tere + Ec,it
Firm level evidence

= Geocoded firm data matched to conflict events to study post-conflict dynamics of K, L, and TFP

lan,c,s,t — Blpcpeacef,c,s,t + ,BZXf,c,s,t + Hr + 6c,t + Hc,s + €f.c,st
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Aid and Governance Are Critical for Postconflict Recovery

Aid-funded development projects can support recovery, but effectiveness depends critically on context and implementation.

Project Outcome after Conflicts
(Regression estimates, coefficient)

0.6

04

0.2

0.0

Source: IMF staff calculations.
Note: Panels 1 and 2 show the effect of postconflict peace on project outcomes, measured on a 1-6 Likert scale, using a difference-in-differences approach. Panel 3 shows the marginal postconflict effect, conditional on aid, on
nightime light intensity for administrative regions at the second subnational levels (ADM2). Data on project outcomes are drawn from Honig, Lall, and Parks (2023); subnational project data from Bomprezzi and others (2024);

nightime light intensity data from Li and others (2020); and subnational governance data from Crombach and Smits (2024). Markers denote point estimates; whiskers show 90 percent confidence intervals. Edu.-health = education
and health; Infra. = infrastructure; Prod. = productive sectors.
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Labor-led Recovery Driven by Stronger Firms

Surviving firms expand employment, but gains in capital and productivity remain weak, with heterogeneity across firms.

Baseline Estimates
(Percentage change)
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—

Capital Labor Total factor
productivity

Source: IMF staff calculations.
Note: The panels show ordinary least squares estimates of the effects of postconflict peace on firm dynamics. The dependent variables are firm-level capital, labor, and total factor productivity (TFP, measured as quantity-
based TFP or TFPQ), all in logarithms. The key explanatory variable is a postconflict peace dummy equal to 1 during the five years following a conflict episode within a 20-kilometer radius of a firm’s location. Depending on
the specification, regressions control for firm age, size, leverage, and export status, and include firm, country-year, and sector-year fixed effects. Firm-level data come from Orbis. Bars denote point estimates, and whiskers
show 90 percent confidence intervals.
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Postconflict Recovery
Model-based Analysis

WORLD ECONOMIC OUTLOOK



The Small Open Economy Model

Accounting for conflict-induced macroeconomic distortions and imbalances
= Overlapping generation model (Auclert and others, 2024) with lifecycle capital accumulation, and frictions in
the financial asset market
= Conflict: shocks to i) L, ii) K, and iii) country risk

=  Simulations calibrated to match empirical moments, tailored to an average low-income country

Key factors shaping post-conflict recovery scenarios

= Macroeconomic stabilization that reduces uncertainty and BoP imbalances
« A wedge captures foreign (and domestic) investors shifts in demand for domestic assets
= Financing (tax-financed and concessional financing)
« Concessional financing helps relax fiscal constraints and domestic efforts improves tax capacity
= Public Investment Efficiency to rebuild capital stock
* Improving efficiency fosters the return of tax-financed recovery
= Policies to alleviate protracted losses of human capital
« Policies favoring return migration can help the economy rebound
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Model-based Simulations: Conflict Shock and Recovery

Conflicts cause large output losses; stronger recoveries requires comprehensive and well-coordinated policy packages.

Contribution to Changes in Output after Conflict Shock Output Dividends from Recovery Policies

(Deviation from baseline scenario, percentage points) (Deviation from baseline, percentage points)
0 4 m Tax-financed reconstruction
-1 m Confidence restoration
2 + Aid package
-2 m Population recovery
-3 0 Interaction effect
W Combined conflict shock

~4 Combined recovery
-5 -2 r
6 g B

- m B -4
T "aggeemmd
-8 - 6 -
_9 | mDomestic confidence ~ m Country risk WAP T
10 = Non-WAP Capital destruction B Combined conflict shock 8 L

1 5 9 13 17 21 24 12 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19

Years after conflict onset Years after conflict onset

Source: IMF staff calculations.

Note: In panel 1, “combined conflict shock” denotes the joint effect of the conflict shocks. Panel 2 shows model-based simulations of the effect of recovery policies on output up to 19 years (shown on the horizontal axis)
after conflict onset. “Combined recovery” denotes the joint effect of the recovery policies. “Interaction effect” reflects the output gains from policy externalities, complementarities across policies, and improved
expectations. “Tax-financed reconstruction” raises public spending by three percentage points over 15 years. “Aid package” amounts to 0.5 percent of GDP over five years. “Confidence restoration” fully undoes the
confidence shocks. “Population recovery” assumes a gradual return of refugees. WAP = working-age population, defined as 19 to 59.



Key Takeaways

Conflicts have increased in recent years, reaching historically high levels

The increase is driven primarily by within states conflicts, through between states have also edged up in recent years
Conflicts are unevenly distributed geographically, with high concentration in the Middle East and sub-Saharan Africa

Macroeconomic dynamics during conflict

Conflicts generate large and persistent output losses, exceeding losses from major financial crises or natural disasters
Adverse effects vary by conflict type, intensity and duration; and spill over to other countries
Macroeconomic trade-offs are acute, leaving lasting scars on both the macroeconomy and individuals

Macroeconomic dynamics after conflict ends

Post-WWII conflicts’ economic recoveries are typically slow and uneven and labor-led
Policies can make a difference during the recovery, including:

<+ Debt restructuring to restore fiscal sustainability

“» Macroeconomic stabilization to restore low and stable inflation, and a stable exchange rate

% International support, including aid, debt restructuring and capacity development

< Complementary domestic policies to rebuild institutions and state capacity, promote inclusion, mitigate human capital losses
A faster recovery requires comprehensive and well coordinated policy packages
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