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Executive Summary

This report,! commissioned by the Common-
wealth Secretariat, covers the six major sub-
stantive areas that comprise the core of the
International UN Conference on Financing
for Development (UNCFD) to be held in
Monterrey, Mexico in March 2002. Using as its
lodestones the findings of the High Level Panel
chaired by former President Zedillo of Mexico
(the Zedillo Panel Report or ZPR) and of the
UN Secretary General (the Secretary General’s
Report or SGR), the report raises conceptual
and practical issues involved in each of these
areas and emerges with its own views. Based on
reasoning elaborated at length, and comparing
the conclusions it reaches vis-a-vis those of
ZPR and SGR, the report makes a variety of
observations, suggestions and recommendations
for consideration by the Secretariat and by
Commonwealth governments to help them
refine and determine the positions they take at
the conference. The report strives to provide
the intellectual and practical underpinnings for
the Secretariat’s inputs into the preparatory
process and for interventions by the Common-
wealth Secretary-General at the Conference.

The six areas that constitute the substantive
‘financing for development’ (FfD) agenda are:

Domestic Resource Mobilisation;

Trade Earnings;

Private Capital Flows;

Official Flows and Official Development
Assistance;

H W N =

5. External Debt;

6. Systemic Issues concerning the architecture
and functioning of the overall global institu-
tional system (multilateral and bilateral)
that influences financing for development,
both official and private.

Beginning with two introductory chapters that
provide the background and rationale for
UNCEFD, and underline its objectives and its
importance as an overdue event in reviving a
suspended dialogue on development finance,
the following six chapters of the report deal
with each of the areas outlined. The ninth
chapter draws together the recommendations
made in the report. This summary highlights
the principal recommendations made in the six
core areas, focusing on those that go beyond

those of ZPR and SGR.

Domestic Resource Mobilisation

Going beyond the observations of ZPR and
SGR, this report recommends that (with the
exception of East Asia which has achieved high
levels of growth) developing countries in other
regions need to grow at 7-8 per cent annually if
they are to have any prospect of reversing the
divergence between their per capita incomes
and those of developed countries. To achieve
these growth rates they must increase gross
domestic investment levels to 30-33 per cent
of GDP and gross domestic savings to 28-30
per cent of GDP. East Asia has already accom-
plished that. But other developing countries lag

1 The report is based on foundations laid in preliminary work done by the author for the South Centre. That involved outlining a strategy
for developing countries to pursue at UNCFD. The author is grateful to the South Centre and its Acting Executive Director, Branislav
Gosovic, for agreement to make use of this preliminary work and build upon it in this report. In its comments on the UN's
development funds and programmes the report incorporates the findings of work done by the author for the Swedish Ministry of
Finance. The earlier work referred to, in these two contexts, includes: The United Nations Conference on Financing for Development
(UNCFD): A Strategic Opportunity for the South (Preliminary Draft of a Discussion Note (mimeo), South Centre, Geneva March 2001);
and Mobilising Support and Resources for the UN Funds and Programmes, Ministry for Foreign Affairs, Government of Sweden, Stockholm,
2000. The latter report (prepared jointly by Oxford International and COW1 of Denmark) was part of a series of studies carried out as
part of the Development Financing 2000 Project. Other studies in the series include papers on Financing Multilateral Development

Banks and on Global Public Goods.
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far behind, with average Gross Domestic Sav-
ings (GDS) of under 20 per cent of GDP and
with Africa’s average GDS being less than 17
per cent of GDP. Developing countries need to
increase GDS by at least 1 per cent of GNP per
annum between now and 2015.

That can only be done by: (a) enhancing
voluntary financial savings through changes in
domestic financial institutional systems, finan-
cial markets and tax regimes; and (b) reducing
public sector dissaving through measures aimed
at:

& Reducing wasteful public expenditure;

¢ Balancing recurrent revenue and expendi-

ture by 2015;

# Progressively reducing fiscal support for pub-
lic sector enterprises (PSEs) to zero by 2010;

# Increasing contributions of PSEs to fiscal rev-
enues by 3 per cent per annum in real terms;

# Reducing equity exposure in PSEs to zero by
2015;

¢ Withdrawing completely from the owner-
ship of banks and other financial institutions

by 2015;

& Accelerating the development of their
national and regional capital markets (with
the help of International Financial Institu-

tions (IFIs) and Multilateral Development
Banks (MDBs).

Enhancing Earnings from Trade

Agreeing with ZPR and SGR on the impor-
tance of launching a new trade round (achieved
at Doha in November 2001) this report stresses
the equal importance of the full implementa-
tion by developed countries of the commit-
ments they made in the Uruguay Round to lib-
eralise and open their agricultural and textile
markets. It stresses the importance of:

¢ Revisiting the Trade Related Intellectual
Property Rights (TRIPS) agreement and

General Agreement on Trade in Services
(GATS) to remove anomalies that inhibit
development;

¢ Assessing the net benefits that have been
derived by different groups of developing
countries from the Uruguay Round;

¢ Assisting low-income developing countries
and small developing (and island) states to
cover the significant incremental adminis-
trative costs they have had to incur in cop-
ing with the implementation of Uruguay
Round Agreements (URAs);

¢ Accommodating interim regional trade and
investment arrangements in developing
regions under the emerging WTO regime;

& Averting back-door protectionism by devel-
oped countries through attempts at one-
sided imposition of inappropriate environ-
mental and labour standards on developing
countries, multilateral investment rules and
competition policies, and through insistence
on opening up government procurement
hastily in a way that damages the interests of
firms in developing countries without pro-
viding them with an adequate transition
period to adapt.

The report finds there is a powerful case, given
its unique comparative advantage, for having
the Commonwealth Secretariat play a special
role in providing technical assistance and
administrative support on trade matters to all
SDS and SDIS. It should do so through a sub-
stantially enlarged trade assistance programme
funded by the international community.

Private Capital Flows

Going beyond the general prescriptions offered
by ZPR and SGR that require developing coun-
tries to continue opening and liberalising their
investment regimes and creating environments
conducive to foreign investment, this report
recommends enhancing Private Capital Flows
(PCF) and widening their distribution across

FINANCING FOR DEVELOPMENT: PERSPECTIVES AND ISSUES



the developing world by: (a) accelerating pri-
vatisation especially in Africa and South Asia
to attract foreign investment and capital
inflows; (b) reducing — and eventually elimi-
nating — government ownership of banks and
financial institutions; (c) having OECD coun-
tries provide tax breaks at source on a sliding
scale (favouring low-income and least devel-
oped countries most and advanced middle-
income countries least) to their private investors
who are investing in developing countries; and
(d) reorienting the operations and activities of
the MDBs, and in particular the World Bank,
to support PCE

MDBs can enhance PCF flows to a wider
range of developing countries by providing:

¢ More support for capital market develop-
ment through increased financial sector
operations;

& A wider range of guarantees to cover risks
other than political/country risk and policy
risk;

¢ More support for PCF to the least developed
countries and SDS/SDIS; :

# Structured derivative instruments that help
to mitigate or hedge risks for private invest-
ors as well as for central banks and treasuries
of countries aiming to attract portfolio
investment on a large scale;

+ Comfort to foreign private operators (espe-
cially of infrastructure and utility services)
through appropriately structured partner-
ships and capital structures for privatisation
and for new projects that enable such opera-
tors to enter developing countries they
might otherwise avoid if they had to take
immediate equity risk;

# Guarantees for sovereign and sub-sovereign
bond issues on international and regional
bond markets.

MDBs could further support PCF by issuing
their own bonds in emerging capital markets;

improving their crisis management pro-
grammes and practices; and encouraging offi-
cial debt-equity swaps in HIPCs. The report
recommends restructuring and rationalising
the World Bank’s role so that it focuses almost
exclusively on enhancing PCF to the develop-
ing world, while leaving it to the regional banks
to take over its more traditional retail lending

and development financing roles.

Official Flows and Development Assistance
Eschewing traditional genuflection to increased
official development assistance (ODA) with-
out any forethought, the report asks whether
ODA has worked over the last 50 years and
whether increasing ODA would necessarily
result in faster or better development. It finds
several perverse incentives operating in deter-
mining the provision and use of ODA that mili-
tate against development impact. Less than 80
per cent of ODA recorded by donors actually
flows to recipient countries. Less than 35 per
cent of ODA finances development investment.
A rising proportion of ODA is being absorbed
by administrative costs. And ODA is being
diverted from development to other purposes
regarded as more pressing by donors and
NGO:s. The report argues that suggestions for
ODA to finance global public goods (GPG)
would further complicate the picture and com-
promise development outcomes.

Against this background the 0.7 per cent
ODA/GNP target has lost credibility and
should be revised to a total capital flow
(TCF/GNP) target of 2 per cent in which ODA
represents at least 0.5 per cent; the grant ele-
ment threshold should be raised from the pre-
sent 25 per cent to at least 50 per cent. Tax
breaks provided by donor countries to encour-
age PCF should be counted as a contribution to
ODA (although the technical complexities
involved would need to be ironed out to
achieve equivalence). The report argues
against suggestions made by ZPR and SGR for
the establishment of an International Tax
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Organisation (ITO) and the imposition of
either the ‘Tobin Tax’ on financial transactions
or a Global Carbon Tax, believing that these
suggestions are unhelpful and premature. They
would detract from raising additional resources
for FfD and could result in diverting a portion
of the existing public revenues of developing
countries.

Instead, the report strongly supports aug-
menting ODA through annual emissions of
SDRs by the IMF (aimed at matching increased
need for global liquidity caused by economic
expansion and expanding trade and cross-
border investment) with the part of these SDR
emissions accruing to OECD countries being
voluntarily surrendered, and with interest on
them being waived, thus enabling the SDRs to
augment ODA through a revived SDR-Aid
Link.

External Debt

Reviewing the experience of debt crisis man-
agement by the IFIs the report concludes that
their performance over the last two decades
leaves much to be desired. It reaches the same
conclusion in respect of the successive HIPC
debt relief initiatives of 1996 and 1999. Going
beyond the hesitant suggestions of ZPR and
SGR, the report finds that the principal stum-
bling block to extended debt relief for HIPCs
lies in the reluctance of IFls to accept the cru-
cial necessity of writing-down their own claims
(on both hard and soft window debt) on HIPCs
on their balance sheets. The arguments put for-
ward by the IFIs against this outcome are dis-
ingenuous and should not be accepted by the
international community. Worse, their line of
reasoning transfers undue pressure on donor aid
budgets to finance HIPC debt relief and creates
a moral hazard problem in exempting the man-
agement and staff of preferred creditor institu-
tions from exercising prudence and incurring
the costs of repeated false expectations, mis-
judgements and errors in adjustment pro-
gramme design and implementation. Instead it

permits IFIs to use their preferred creditor
status as a cloak which covers their operating
and management defaults. Contrary to asser-
tions by the IFls, such write-downs are manage-
able and affordable in the case of all IFIs other
than the African Development Bank (AfDB).

This report recommends, therefore, that the
international community requires at UNCFD
that IFIs write down their claims on HIPCs and
improve the terms of such relief over a shorter
time period than is presently the case by front-
loading, rather than back-loading, the trigger
point for relief. It also recommends that swift
action should be taken in applying similar mea-
sures to the debt burdens of developing coun-
tries that are not HIPCs but nevertheless have
unsustainable debt repayments.

In addition, the report finds that making
[FIs the ultimate arbiters of debt relief for
HIPCs, or any other countries whose creditors
they are, defies the rule of law. In deciding the
quantum, terms and timing of debt relief the
[FIs cannot play the roles of prosecution, judge
and jury in relation to developing countries
that cannot mount a credible defence of their
case in a forum where they might get a fair
hearing. There have been anomalous instances
of some countries getting greater and quicker
debt relief for reasons of political expediency
than countries which had a stronger case for
relief on economic grounds.

Applying the rule of law (and basing it on
what happens in developed countries when
debts of individual, corporate and public enti-
ties are reduced and reorganised) would require
debt relief to be arbitrated by an Independent
Commission on Developing Country Debt
Restructuring. Such a body would need to
include representatives of creditors (including
the IFIs), competent and qualified senior finan-
cial statesmen from developing countries with
experience of managing an economy under the
pressure of unsustainable debt burdens, and
independent financial and economic experts of
proven merit and global standing. This report

xii
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argues that a major test of international credi-
bility would be failed at UNCFD if agreement
was not reached on:

¢ Establishing such a Commission;

# Creating within a year of the Conference —
i.e. by March 2003 - an International Con-
vention on Debt Relief for Developing
Countries based on the principles and regu-
lations exemplified in Chapters 9 to 11 of
the US Bankruptcy Code.

In addition to these recommendations the
report suggests that in restoring to sustainabil-
ity the debt burdens of HIPCs and other devel-
oping countries whose prospects are compro-
mised by debt overhangs, an aggressive pro-
gramme of official debt-equity swaps involving
multilateral and bilateral investment corpora-
tions should be launched to facilitate rapid pri-
vatisation. Furthermore, ‘extendable mortgage’
concepts and principles should be applied to
levelling off debt service burdens and hard
window borrowing and lending for social
investment should be avoided.

Systemic Issues
On systemic issues this report agrees with bol-
stering the capacity of the WTO to cope with
the substantially increased need for services to
developing countries as the organisation
attempts to complete its transformation from
GATT (which was a rich countries’ club) to a
more genuinely multilateral trade organisation.
In a similar vein, the report argues that there is
a need to enhance the International Labour
Organisation’s capacity to deal with the issue of
labour standards but suggests caution and fur-
ther study before endorsing any attempt to fold
all the existing international environmental
organisations into a single Global Environmen-
tal Organisation (GEQO). These are, however,
side issues in terms of their systemic importance.
The core ‘global systemic issue’ in relation
to financing for development concerns the
roles that the IFls — and particularly the two

BWIs - play vis-a-vis each other, vis-a-vis other
IFls (principally the regional development
banks), and vis-a-vis the UN’s fragmented and
disparate set of institutions and specialised
agencies that claim to play significant roles in
assisting development and financing its soft
side. On this core issue, the report finds ZPR
and SGR to be muted in making needed rec-
ommendations for the institutional architec-
ture and system for financing development to
be made more coherent, efficient, effective, as
well as better co-ordinated and less dysfunc-
tional. In addressing that deficiency, this report
makes several recommendations in on how the
roles of the IMF and World Bank should be
reoriented, rationalised, and better focused in
order to avoid the problem of ‘mission creep’
that has led to these institutions (especially the
World Bank), becoming too all-embracing, un-
focused, virtually unmanageable and immune
to sensible external governance.

It would be redundant to summarise all
these recommendations here. In essence they
advocate:

¢ Focusing the IMF’s role so that it concen-
trates on proactive macroeconomic surveil-
lance and monitoring of the world’s econ-
omies with a view to developing a more reli-
able early warning system for financial crises
occurring and spilling over into regional or
global contagion. The Fund should have the
capacity to avert, contain and manage such
crises more effectively through a wider array
of prophylactic instruments and facilities;

¢ Reducing and rationalising the World
Bank’s role (as well as its budget and staff) so
that it becomes a leaner, apex wholesale
financing institution responsible for

m providing guarantees (instead of making
loans) to help developing countries
become more creditworthy and ‘market-
worthy’ (i.e. more attractive to private
direct and portfolio investors domesti-
cally and globally);
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® increasing the access of developing coun-
tries (and of their sub-sovereign entities)
to regional and global capital markets for
equity and debt;

® enhancing PCF to all developing coun-
tries, both directly and indirectly;

m strengthening the capacity, functioning
and regulation of their financial systems;
and accelerating processes of privatisa-
tion in all developing regions where it is
lagging or faltering (particularly in South
Asia and Africa);

¢ Leaving the wider gamut of retail develop-
ment financing functions across different sec-
tors to the RDBs, whose capacity has improved
substantially and whose operating model
should move away from attempting to become
second-rate clones of the World Bank and
instead become more like the European Invest-
ment Bank (EIB) in terms of regional presence,
funding, governance, operating style and
regional independence. To ensure that the
MDBs operate as parts of a single coherent sys-
tem for financing development investment,
this report suggests cross-shareholdings by the
World Bank in the RDBs through a swap of
developed countries’ shareholdings in the
RDBs.

On other, more peripheral, systemic issues the
Report concludes that:

¢ The notion of harmful tax competition is
oxymoronic because it disregards the very
different public finance aims, objectives and
circumstances of developed vs. developing
countries which require a measure of tax
competition so that developing countries
can attract the domestic and external sav-
ings they need to raise and improve the qual-
ity of their investment and growth;

¢ The arguments made by ZPR and SGR for
establishing an ITO are premature and
unconvincing;

¢ There is likely to be no significant value-
addition in creating an Economic Security
Council; instead there should be a focus on
improving systemic institutional co-ordina-
tion at governance, management and oper-
ating levels between and across the IFls, the

UN system and the WTO.

The report argues for restoring the primacy of
the UN’s role in influencing the development
agenda and reversing the process by which that
role has been usurped by the BWIs since the
debt crises of the 1980s. This is unlikely to
occur if the UN’s plethora of development
agencies, funds and programmes remain dis-
parate and fragmented instead of coalescing
under a streamlined UN Agency for Inter-
national Development. Such a step would
enable scarce core resources to be released from
useless expenditures on duplicating internal
administration in each agency; instead they
could be deployed to increase the volume and
improve the quality of soft development assis-
tance services for developing countries. Coup-
led with such a measure, the report believes
that the international system should rely more
on institutions like the Commonwealth Secre-
tariat that have a unique comparative advan-
tage in playing a far more cost-effective and
efficient technical assistance service delivery
role in SDS and SDIS than either the UN or
the IFIs.

The report expresses concern about the
real development agenda and priorities of
developing countries being twisted out of shape
by different and ever changing multilateral and
bilateral donor preferences (as well as contin-
ual ad hoc interference) in the management of
the development process at country level. It
believes that for genuine ‘ownership’ of devel-
opment effort by developing countries them-
selves, donors should move toward accepting
the annual budget document (within a three or
five year rolling framework) as the core of any
government’s development policy, as is the case
in every developed country. They should not

xiv
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require extraneous documents, such as poverty
reduction strategy papers and country assis-
tance strategy frameworks, which detract from,
rather than contribute to, the capacity of
developing country governments to articulate
and pursue their own paths which donors can,
of course, choose whether or not to support.
Finally, the report proposes that UNCFD
should provide an appropriate occasion for the
international community to adopt and embrace
a new rationale for official government-to-
government resource transfers. That involves
abandoning a tired, dysfunctional and
unworkable ‘aid’ or ‘development assistance’
paradigm that has characterised government-to-
government resource transfers over the second
half of the twentieth century. That rationale
has failed, by and large, to accomplish what it

was supposed to over the last 50 years.

The report suggests adopting instead a
rationale that is more suited and relevant to
development based largely on deploying market-
based globalisation as its driving force. In keep-
ing with that shift, the proper underlying basis
for government-to-government official trans-
fers should be ‘compensatory offsets for restric-
tion of, or denial to, market access’, involving
all markets for goods, services and factors, espe-
cially labour. Such a rationale makes far more
sense in the twenty-first century than a concept
based on misguided neocolonial notions of offi-
cial altruism that more often than not have
degenerated into the exercise of overt and
covert political influence through ‘financing
for development’.
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1

Introduction and Background

In preparing for the UN Conference on
Financing for Development to be held in Mon-
terrey, Nuevo Leon, Mexico, March 18-22,
2002 it may be opportune for officials and min-
isters from Commonwealth countries to recall
its history. Developing countries have pressed
to have such a conference for over two decades.
Members of the Development Assistance Com-
mittee (DAC) of the OECD - i.e. the major
providers (or donors) of official development
assistance — have been sceptical about what it
would achieve other than: (a) highlighting fail-
ure to meet the ODA/GNP target of 0.7 per
cent; and (b) creating pressure for new targets
aimed at increasing ODA and other capital
flows that finance development.

In 1997 the donor group finally relented. But
its continued reluctance to engage in a meaning-
ful exchange was reflected in its view that such
a meeting should not be a fully-fledged confer-
ence but a ‘high-level international intergovern-
mental event’. That issue was finally resolved in
November 2000 (after years of negotiations) in
favour of a conference, with agreement on the
venue being reached only in early 2001. Differ-
ences of view about UNCFD were not confined
to its status. They were replayed in determining
its agenda and content. Donors insisted that the
Bretton Woods Institutions should be given a
major say in laying the groundwork for the con-
ference. It is unnecessary to go into a detailed
account of the preparatory process and of suc-
cessive Preparatory Committee (Prepcom)
meetings and draft reports. Suffice it to say that
the agenda for the Conference now embraces
six key areas of discussion affecting ‘financing
for development’:

¢ Mobilising domestic resources;
¢ Enhancing earnings from trade;

¢ Mobilising external private resources, in
particular
m Private commercial capital flows, including
Foreign Direct Investment (FDI)
Foreign Portfolio Equity Investment
Commercial bank lending
Bond-market flows (or foreign portfolio
debt investment)
Private Voluntary Flows (i.e. from private
voluntary and non-governmental organi-
sations);

Increasing international financial co-opera-
tion for development, which is code for
increasing Official Development Assistance
or aid;

Managing external debt to facilitate rather
than inhibit development;

Addressing systemic issues, i.e. enhancing
the coherence and consistency of the inter-
national monetary, financial and trading sys-
tems in support of development (or, in other
words, making the international financial
architecture work).

Starting with a brief section setting out the
context of UNCFD and underlining its poten-
tial value and importance, the following six
sections of this paper deal with each of the
agenda items identified above, in the order in
which they have been listed. In dealing with
each topic the paper refers to other official
reports that have been prepared for the confer-
ence in setting the stage for its analysis and dis-
cussion.
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The Importance and Potential Value of UNCFD

Its inauspicious genesis notwithstanding,
UNCEFD provides an overdue occasion for the
international community, and for the Com-
monwealth as an influential part of it, to revisit
the conceptual and practical foundations that
have supported financing for development
between 1950-2000. It provides an occasion to
renew and reinforce these foundations to meet
the different needs created by the pressures and
promise of globalisation in the twenty-first
century. It presents an opportunity that the
global community cannot afford to miss.

Differences between developed and devel-
oping countries (and their concerns about the
other’s motives and objectives) notwithstand-
ing, UNCEFD provides an occasion for common
understandings to be reached through persua-
sive diplomacy in the months ahead. Such
understandings should aim at creating and
bolstering more foundations for
financing development over the next 20-25
years. With the Commonwealth accounting for
nearly a third of all developing countries, and
half the population of the developing world, its
key policy makers (in particular its Ministers of
Finance and Development Co-operation) have
a crucial role to play in influencing the deliber-
ations that take place prior to and at UNCFD,
as well as its eventual outcomes.

relevant

As preparations are made for UNCEFD, officials
of all governments should recall that the pre-
sent development assistance framework (DAF)
was originally shaped in the 1950s and 1960s. [t

is becoming dysfunctional in the twenty-first
century and is assailed by controversies over:
(a) the continued validity of the original raison
d’étre underlying the case for aid; (b) the
effectiveness of government-to-government
aid transfers; (c) the continued relevance of
earlier conceptual constructs on which the
DAF was built; (d) its elaborate and unwieldy
multilateral and bilateral institutional archi-
tecture, with functions and mandates being
duplicated, unhealthy institutional competition
and lack of co-ordination; and (e) the impact
(particularly on the poor) of the strategies,
policies, conditionalities and agendas applied
in the dispensation of aid — multilaterally and
bilaterally.

These concerns have not been confined to
academe or the media. They have been dis-
cussed frequently in official forums within and
outside the UN system. For example, failure to
meet the ODA/GNP target of 0.7 per cent —
except by the Nordic countries and the Nether-
lands — has evoked consternation ever since the
target was proposed by the Pearson Commis-
sion in 1969.? Yet attention has continually
been drawn to aid performance relative to that
target since the 1970s. Even so, ODA has kept
falling: from a peak of 0.41 per cent of donor
GNP in 1980 to 0.33 per cent in 1992 and 0.24
per cent in 1999. The stagnation of ODA flows
in nominal dollars through the 1990, reflecting
a large relative and real decline, has been high-
lighted annually in the reports of the OECD’s

Some donors, for example the USA, have never agreed to this target, although others, such as Germany, Japan and the UK, indicated

officially during the 1970s that they would attempt to meet it. Those commitments, however, appear to have fallen by the wayside.
Smaller, new donors, however, such as Ireland, have adopted the 0.7 per cent target as a goal to be reached within a few years as part

of official aid policy.
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Development Assistance Committee, several
UN development funds and programmes, and
of the multilateral development banks. But
indignant repetition has not brought about sig-

nificant improvement in the average ODA/
GNP ratio.

Meanwhile a sea change has occurred in the
importance of private capital flows since 1990.
These have multiplied, reducing official flows
to insignificance, except in the poorest devel-
oping countries that have limited appeal to for-
eign direct investors (other than for mineral
extraction) and no appeal to portfolio capital.
The relative concentration of, and limited
access to, flows of foreign direct investment
pose challenging questions for the inter-
national community (official and private) and,
in particular, for the governments of FDI source
and destination countries. Table 1 shows how
much the pattern of resource flows to develop-
ing countries has changed.

Equally, the volatility and short-term nature of
foreign portfolio investment in emerging mar-
kets, leading to complexity in the management

of their capital accounts, has been a perennial
concern since 1990, generating research (and
burgeoning literature) in academic and official
circles.

Concerns about poor developing countries
continuing to mortgage their future with high-
cost debt-creating flows, while debt reduction is
not taking place at the rate anticipated in the
poorest and most debt-disabled of them, have
been vexing and prominent in public debate.
And, with the advent of a more open trading
regime under the aegis of the WTO in the early
1990s, there has been a shift of emphasis, in
donor and developing countries alike, to expanded
earnings from trade which, it is argued, are
preferable to transfers of aid. Cross-cutting
these developments have been systemic con-
cerns about the imperfect (and, from the view-
point of developing countries, unsatisfactory)
functioning of the international financial
institutions in recent decades. These have
resulted in repeated calls for revising the archi-
tecture of the official international financial
system. That is becoming urgent with reverse
gross flows from developing to industrial coun-

Table 1. Net Resource Flows and Net Transfers to All Developing Countries 1970-2000

(Amounts in US$ billion)

1970 1980 1991 1995 1996 1997 1998 1999 2000
Total Net Resource Flows 11.3 82.8 119.7 231.7 274.3 334.6 327.9 250.7 280.9
of which
Official 5.6 349 60.9 55.1 31.9 42.8 54.6 453 471
Private 5.7 47.9 58.8 176.6 242 4 291.8 273.3 205.4 233.8
Interest payments -4.1 -48.9 -72.3 -98.6 -104.5 -109.1 -122.6 -1353 -153.1
Remittances on FDI -6.5 -23.7 -18.3 -26.5 -30.4 -31.4 -35.2 -41.6 —48.5
Net Transfers 0.7 10.2 29.1 106.6 1394 194.1 1701 73.8 79.3
Official 4.7 28.8 411 22.8 1.2 10.3 19.2 -10.2 -24.0
Private -4.0 -18.6 -12.0 83.8 138.2 183.8 150.9 84.0 103.3

Source: Global Development Finance (GDF) 2001. World Bank, Washington DC

Note: The numbers appear different from Table 2.2 in GDF-2001 because of an error that appears to have been
made on net and gross equity flows in Tables 2.2 and 2.6 of that report. The net equity flows reported in Table 2.2
are actually gross flows, while the gross equity flows in Table 2.6 are net flows. All the tables in this report have been

corrected for this error.
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tries now approaching $400 billion annually.
Although global attention is invariably focused
on net resource flows, what is important to
developing countries is the net transfer of
finance that takes place (i.e. after interest has
been paid and profits and dividends have been
repatriated). The net transfer is much less
impressive than the resource flow numbers
suggest.

Clearly, if developing countries are to have
access to official and private capital, they need
to pay interest and dividends, and permit profit
repatriation. But while they are still develop-
ing, it is important that the resource flows (i.e.
on the capital account) are of a magnitude that
compensate for the reverse flows that have to
take place. As Table 1 shows, thanks mainly to
private capital, the average level of net trans-
fers increased from around $15 billion in the
1980s, to about $80 billion between 1990-94,
increasing sharply to an average of $150 billion
between 1995-98 before falling back sharply to
an average of $75 billion in 1999-2000. Most
disconcertingly, net transfers on the official
account have fallen particularly sharply from
their peak in 1991 to negative levels at the
close of the decade.

2.1. An Eroding Public Mandate for Aid?

In the context of these concerns, an over-
arching problem has been the gradual but dis-
cernible erosion in global public support for
increasing aid. Such support has weakened
with time and a mixed record of development
performance. The general public in industrial
countries has grown weary of media exposure
that shows the developing world continuing to
exhibit an undiminished propensity for con-
flict, continued vulnerability to natural disasters
and exogenous influences, and serious short-
comings of governance (whether public, regu-
latory or private/corporate). The impression
has taken hold, rightly or wrongly, that despite
substantial aid flows to many developing coun-
tries (for example in Africa) development gains

remain elusive. Countries that receive the most
aid per capita appear to be stagnating and
becoming more aid-dependent. In contrast, in
countries where development is occurring (for
example in East Asia and, more recently,
India), improved performance is attributed not
to aid (which has diminished in these coun-
tries, in both relative as well as absolute terms)
but to domestic economic reform, increased
domestic saving, liberalisation of global trade,
expansion of the role of the private sector and
reduction of the public sector.

A related phenomenon has been a preference
for voluntary giving through NGOs rather than
increasing government-to-government trans-
fers funded by increased taxes. In part that has
been because of resistance to increasing tax-
ation in OECD countries and to calls for tax
revenues to be spent on improving public
services within these countries. In greater part,
it is due to growing perceptions that govern-
ment-to-government transfers are, by their
very nature (because of the perverse incentives
created at each end), subject to misapplication
and leakage. Aid is now widely perceived as
contributing less to genuine development than
financial flows of other kinds. Arguments that,
despite its shortcomings, aid is critical for the
majority of developing countries (especially the
poorest), cut little ice with the public in devel-
oped countries. After 50 years of post-war
development experience, that argument does
more to diminish public support for continued
aid than to bolster it.

As the FfD model that applied between
1950-90 has evolved, neither private capital
markets (domestic, or international), nor the
private voluntary sector (NGOs) — ‘civil society’
in the new vernacular — were as important as
they are now. Their significance since 1990 has
contributed to a different FfD structure taking
shape over the last decade. Implicitly rather
than explicitly a new pattern is emerging ad
hoc, without sufficient prior involvement on
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the part of all the stakeholders concerned, par-
ticularly developing countries. That process is
being spurred on by impulses beyond the con-
trol of sovereign governments, resulting in an
element of confusion (and frustration) about
what strategic and tactical responses on the
part of developing countries would be appropri-
ate to ensure that they do not lose out from the
profound changes that are taking place.

Alterations in the FfD paradigm are also being
impelled by: (a) transformation of the global
trading regime, with the opportunities it is sup-
posed to be creating for increased earnings; and
(b) the demise of alternatives to the market-
model for sustainable development. These
developments are expected to enhance trade-
related earnings while reducing reliance on aid,
private investment and voluntary flows.
Axiomatically, it is anticipated that universal
adoption of the market model will make FfD
less dependent on official aid, and more reliant
on private finance from capital markets. That
expectation is naive. In the short run, it may
even be dangerous. But, in the long run, it has a
compelling logic. The challenge for UNCFD is
to chart a transition from the short-term reality
to the long-term goal that enables the world to
progress and its disparate standards of living to
converge.

The FfD framework that evolved between
1950-90 was influenced by the unattractive-
ness of laissez-faire market doctrines at the time.
Drawing on the experience of the former
Eastern bloc, and the post-war socialist models
emerging in Western Europe, many developing
countries rejected the market-model upon
achieving independence. They did so partly
because it was associated with colonialism, but
mainly because other economic models appeared
to hold greater promise for achieving rapid
development with better distribution of
income and wealth. FfD (especially aid)
between 1950-90 was also influenced by com-
petition between two opposed doctrines seeking

to establish primacy in the developing world, as
well as by competition among former colonial
powers to retain influence over their former
colonies. The result was that too large a pro-
portion of ODA flows were driven by non-
developmental motives. Under such circum-
stances it was remarkable that even a fraction
of the aid provided had a productive outcome.
In retrospect, that unfortunate feature of the
FfD framework of 1950-90 legitimised the sub-
ordination of ‘development’ to other impera-
tives, particularly those of making recipient
countries lean in a particular political direc-
tion, or to orient their trade toward particular
partners.

The diminution (though not elimination as
yet) of counterproductive competition in
providing aid since 1990 has introduced new
elements in the emerging FfD paradigm for the
twenty-first century. One consequence has been
to deprive developing countries of a clumsy,
blunt bargaining chip. Another has been to
reinforce an unfortunately myopic, unhealthy
donor/IFI monopoly over development goals,
priorities and strategies. Contemporary discus-
sion of the philosophical, economic, political,
social (and moral) case for FfD has thus drifted
far from the intellectual underpinnings estab-
lished for it in an earlier era.

Those foundations need to be redesigned and
reinforced to cope with globalisation and with
the following new developments: (a) multiple
FfD channels reflecting the increased impor-
tance of markets, civil society and the corres-
pondingly diminished role of governments; (b) a
new, different global trading regime emerging
under a near-universally accepted market-
model for development; (c) newer and different
stresses emerging in the global economy with
rapid financial globalisation that has height-
ened capital and current account risks in the
balance of payments; and (d) an inexorable
process of integration (however imperfect and
intermittent) of the world’s financial and real
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economies, with attendant dislocations and
consequences for countries, societies, families
and individuals.

2.2. A New Raison d’Etre for FfD?

At the threshold of a new century it would be
remiss of the international community if it
failed to undertake an overdue review, and con-
struct a more robust framework, to serve the
reciprocal needs of the developing and indus-
trialised worlds over the next half-century. Yert,
the conceptual case for financing development
now is not fundamentally different from what it
was before. It is still based on the desirability
(from economic, political, social, moral and
sustainability ~ viewpoints) of progressing
towards convergence of living standards across
the planet). The case for convergence is com-
pelling because it is illogical, if not unimagin-
able, to argue that continued divergence of living
standards across the world is socially or econ-
omically desirable and/or politically sustain-
able, especially with the expectations that

globalisation is now generating.

Yet, as Tables 2 and 3 show, incomes and living
standards between (and within) industrial and
developing countries have been diverging
rapidly since 1982. That is neither accidental
nor inadvertent. Growing divergence between
the industrial and developing worlds has
resulted from inadequate, uneven rates of
development, with many setbacks and rever-
sals. That outcome is not simply being toler-
ated. It is being proactively reinforced through
policies and actions that obstruct development
and inhibit financing for it.

Divergence is occurring because: (a) develop
ing countries have, in the past, pursued econ-
omic policies that have exacerbated and accen-
tuated their disadvantages; (b) a dysfunctional
FfD paradigm has resulted in heightening the
vulnerability of developing countries to finan-
cial crises; and (c) developed countries have
been protecting their interests, delaying adjust-
ment and retarding market-access in areas

Table 2. Growth Rates of GDP and Population in the Industrial and Developing Worlds®

GDP Growth (%)

Population (mn) Population Growth (%)

1980-89 1990-99 1980 1999 1980-99  2000-2015

High-income Countries 31 2.4 827 891 0.7 0.3
Developing Countries 3.4 33 3602 5084 1.8 13
of which

Low-income Countries 44 24 1386 2417 23 1.7
Middle-income Countries 3.2 3.5 2217 2667 1.5 0.9
East Asia and Pacific 8.0 7.4 1359 1837 1.5 0.9
South Asia 5.7 5.7 903 1329 2.1 14
Europe and Central Asia 2.4 -2.7 426 475 0.6 0.2
Middle East and North Africa 2.0 3.0 174 291 2.7 1.7
Sub-Saharan Africa 1.7 2.4 381 642 2.8 2.3
Latin America and Caribbean. 1.7 3.4 360 509 1.9 13

Source: World Development Indicators 2000. World Bank, Washington DC

3 These figures do not include the GDP or population figures for 72 out of 206 economies. The 72 economies (including some non-
reporting counties, for example Cuba and many of the small island countries in the Caribbean, Indian Ocean and Pacific) had a total

population of 184 million in 1999 and a total GDP of about US$90 billion.
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Table 3. GNP Per Capita and Growth in Private Consumption Per Capita 1980-98

GNP per capita Per capita GNP PCC
(current US$) (current US$) Growth (%)
1980 1998 1998 (PPP) 1980-98

High-income Countries 9,660 25,730 21,763 2.2
Developing Countries 850 1,240 3,410 1.9
of which
Low-income Countries 380 410 1,790 14
Middle-income Countries 1,140 2,000 4,880 2.2
East Asia and Pacific 330 1,000 3,500 5.6
South Asia 170 440 2,030 2.6
Europe and Central Asia 3,200 2,150 5,580 -3.0
Middle East and North Africa 2,250 2,060 4,600 -1.5
Sub-Saharan Africa 710 550 1,450 -1.2
Latin America and Caribbean 2,170 3,840 6,280 0.6

Source: World Development Indicators (WDI) 2000 and World Development Report (WDR) 2000/2001. World Bank,

Washington DC

where they are losing competitiveness. Through
the 1990s, OECD countries have pursued econ-
omic, financial, trade, labour market, knowledge
transfer and social policies aimed at enhancing
their own competitiveness. They have attempted
to maintain standards of living of their popula-
tions by resorting to subterranean protection-
ism and keeping their labour markets closed
selectively. The reality of increasing divergence
resulting from such policies contrasts with the
public posture of OECD members on the desir-
ability of convergence; a contradiction between
intent and action that UNCFD must strive to
resolve.

With the demise of the Cold War, two other
forces have emerged to bolster the case for a
renewed effort to reverse divergence, and restore
a trend toward convergence, through acceler-
ated development of the world’s poorer coun-
tries. The first is the economic shift towards
near-universal (if still reluctant in some coun-
tries) acceptance of a market-model of growth
and development. The second is a near-universal
political shift toward genuinely plural, represen-
tative, and democratic models of governance;

allowing, of course, for variance in form and
institutional characteristics. Such models
demand greater transparency, accountability,
responsibility and performance on the part of
legitimately elected governments than has been
the case over most of the previous half-century.

These two forces are interacting to rebalance
the relative power and role of government vis-
a-vis individuals, civil society and markets
(creating room for private players and construc-
tive competition) in the development process.
Taking that into account, it is imperative that
the international community succeeds, at the
threshold of the twenty-first century, in formu-
lating a rationale for FfD that accommodates
and encourages these tendencies.

UNCED provides the first opportunity in over
three decades to reconsider the basic precepts
and raison d'étre for FfD in a globalising world.
It permits overdue discussions to take place
between the industrial and developing countries
in the broader context of the UN instead of the
narrower confines of the Bretton Woods Insti-
tutions. It elicits participation at the highest
political levels, i.e. by heads of government
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with wider remits and mandates than finance
ministers, aid ministers and central bankers. It
presents an opportunity for industrial and
developing countries to address a number of
concerns that influence the ability of develop-
ing countries to mobilise the resources (domes-
tic and external) needed to:

# Finance the core prerequisites for develop-
ment, i.e. adequate infrastructure for power,
communications, transport, water and sewer-
age, and adequate capacity to cope with the
consequences of burgeoning urbanisation;

& Integrate domestic financial systems and
capital markets seamlessly into a single
global financial system and capital market;

# Integrate their national economies into the
emerging global economy non-disruptively,
with as few domestic and/or global disloca-
tions as possible;

¢ Become more socially cohesive and institu-
tionally capable in order to accommodate
the centrifugal political pressures of region-
alisation and globalisation, on one hand,
and the opposing centripetal tendencies of
resurgent ethnicity, devolution, decentrali-
sation and localisation on the other;

# Attain national development goals, such as:
higher than previously targeted (i.e. 7-8 per
cent rather than 4-5 per cent) rates of
growth; accelerated poverty reduction to
meet 1DG-2015 targets; increased employ-
ment to meet demographic challenges and
avert social catastrophes; increased rates of
per capita income growth across all income
groups; and increased ratios of domestic
investment to GDP to levels (i.e. >30 per
cent) that can sustain annual growth rates of
7-8 per cent.

The key question is whether developing coun-
tries can realistically achieve these multiple
goals while adjusting simultaneously to a
process of globalisation of which they have

highly imperfect understanding and over which
they have no control. The answer will be deci-
sively negative if UNCFD fails to make
progress on FfD. If it is to succeed, participants
must escape from the past pattern of exchanges
between developed and developing countries
that has characterised international discourse.
UNCED should aim at worthwhile outcomes
by launching a new phase in development co-
operation and aligning multilateral discourse in
keeping with the changes that are occurring in
the tone and tenor of bilateral relations between
key industrial and developing countries.

In a globalising world, developed and develop-
ing countries are bound more by what unites
them — in terms of their joint global interests
and the need for convergence — than by what
divides them. Clearly, developing countries have
an interest in seeing tangible outcomes material-
ise from the conference in increasing FfD of all
types. Developed countries have an interest in
the more rapid development of the global econ-
omy as a means of stimulating demand, keeping
their production engines going and averting
the threat of a prolonged global slowdown.
Investment in development, along with modest
consumption-support for the poorest and the
weakest segments of the world community, are
pro-cyclical as well as counter-cyclical means of
managing global demand. If these traditional
tools of demand management are regarded as
indispensable in developed countries, it is diffi-
cult to see why the same concepts cannot be
applied in the same way at the global level.

From that perspective, the interests of the
developed and developing countries do not col-
lide; they coincide. Both groups have an inter-
est in ensuring that: (a) policy errors or resource
inadequacies do not trigger frequent financial
crises in the developing world; and (b) such
crises do not threaten, through contagion,
regional and global financial markets. They
have a joint interest in preventing such crises
and containing their impact when they occur.
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Both have an interest in changing the rules of
the game, along with making attendant
changes in the functioning of the international
financial system (and in its architecture), to
ensure that the costs of adjustment and reme-
dial action do not always fall disproportionately
on the poorest people in developing countries.
Both have an interest in ensuring that insuffi-
ciently rapid development in four-fifths of the
world does not trigger potentially explosive
social problems in the privileged one-fifth
through mass migration. Both have an interest
in protecting global commons and the global
environment. And both have a common inter-
est in avoiding the cross-border spread of
debilitating infectious diseases and preventing
mass ignorance from compromising prospects
for the future. More positively, both should
have an interest in ensuring that the standards
of living enjoyed by one-fifth of the world are
gradually spread (through sustained differential
growth rates that eventually converge rather
than through ham-handed redistribution) to
the remaining four-fifths in order to avoid con-
flict and to increase, rather than diminish,
global welfare.

At UNCEFD, governments of industrial coun-
tries will underline the real-world restraints
that prevent them from committing to mea-
sures requiring larger budgetary efforts for
financing development. Their preference will
be for achieving desirable FfD outcomes with
less public money. Developing countries, on
the other hand, and the ‘aid industry’ that
intermediates public funds to them, will want
the opposite outcome. UNCFD will need to
reconcile these conflicting interests and strike
a balance that both sides can accept.

Many specific facets of FfD are better tackled in
forums such as the WTO (for example trade),
the IMF (contingent financing), the World
Bank (infrastructure) or the regional develop-
ment banks. Of course, UNCFD must underline
the inter-relationships across these different

components for the sake of coherence, recog-
nising that failure in one compartment will
have knock-on effects in others. But in doing
s0, a balance will need to be struck by industrial
and developing countries alike in respecting
institutional mandates and boundaries for
settling specifics. UNCFD cannot be used by
developing countries as a platform to pass resolu-
tions on how the WTO, IME World Bank or
regional banks should function. Nor should
industrial countries undermine UNCFD by
insisting that key FfD issues can be settled only
in the governing councils of the IFIs they con-
trol. Such attempts would be equally counter-
productive. Both should be eschewed up-front.

For the same reason, all countries (developed
and developing) need to temper their expecta-
tions with realism. Clearly, both camps will
press for their respective preferences to be
accommodated in full. But there are limits to
how far certain issues can be taken in an inter-
national conference without running the risk
of reversal. While pushing the edge of the FfD
envelope as far as it can go to achieve a mutually
acceptable outcome, what needs to be avoided
is a stalemate of irreconcilable differences.
Industrial countries need to eschew the tempta-
tion to pre-emptively head off demands for
more FfD by repeating tired nostrums about
good governance, capacity-building, institution-
building, financial-sector and market liberalisa-
tion, privatisation, increased domestic resource
mobilisation and greater efforts to attract
foreign capital. The presumption that develop-
ing countries are not sufficiently interested in
these measures, and need to be continuously
reminded of them through pious, patronising
preaching (to the converted), is erroneous.

It is undeniable that developing countries
should be making more rapid progress in these
areas than they are. But the reason progress has
been insufficient is not a lack of interest or
political will, but the paucity of knowledge and
capacity and the fact that the essential ‘initial

10
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conditions’ have not been in place to make suf-
ficiently rapid progress on all these fronts
simultaneously. The other obstacle lies in the
need to achieve the domestic social and politi-
cal consensus necessary for change in all these
desirable directions in tandem, and for it to be
sustained and embedded.

2.2.14. By the same token, developing coun-
tries must acknowledge that their record leaves
much to be desired when it comes to core issues
that affect development and FfD adversely: i.e.
governance, corruption, inefficiency, lack of
transparency and accountability, the subver-
sion and manipulation of democracy and judi-
cial processes, the running down of standards of
public and political behaviour and of public
institutions, and changing the established
culture of public officials seeking office to pur-
sue private agendas. They need to acknowledge
responsibility for their problems rather than use
UNCEFD as a pulpit for blaming their situation
on their colonial past, the unfairness of others,
the fundamental injustice of embedded power
asymmetries in the functioning of the global
system and the perennial unfavourability of
external circumstances. After 50 years of devel-
opment experience with far too many failures,
these litanies have worn thin.

Since the 1980s considerable knowledge has
been gained about: (a) the development process;
(b) its vulnerability to external shocks, even in
robust middle-income countries; (c) the nature
and causes of recurring financial crises; and
(d) the implications and consequences of their
mismanagement. But the more we learn, the
less we seem to know or be sure of. Every answer
begs a more complex series of questions.

Even so, it is clear that what has been learnt
over the last two decades suggests that present
arrangements for FfD — and especially external
FfD — do not support the goals of either:
(a) achieving convergence of incomes and liv-
ing standards over a sustained period of 50-100
years; or (b) meeting the ambitious IDG-2015

targets in developing countries. That alone is a
good reason for holding UNCFD and making it
a success.

Hopefully UNCEFD will not be simply a one-off
event but will signal a new beginning in a con-
tinuing dialogue aimed at improving the speed
and quality of development around the world.
That is vital for greater global stability and
security. UNCFD should catalyse resumption
of an ongoing, productive dialogue between
developed and developing worlds that has been
interrupted for two decades. Such an exchange
should not be framed in the context of a ‘zero-
sum game’ (i.e. one side’s gains automatically
resulting in losses for the other side) but of a
positive sum game (where both sides win) in a
globalising world.

The Commonwealth, in many ways a smaller
version of the UN, provides an ideal forum in
which new ideas can be tested and discussed
between its developed and developing country
members dispassionately and constructively. It
is a unique club which, if it chooses, can help to
facilitate discussions at UNCFD by using the
influence that its members have over their own
respective camps. In order to do this, Common-
wealth member countries need to discuss and
come to some form of agreement among them-
selves on the key substantive issues that
UNCED will address. It is to these issues that
this paper turns in the sections that follow.

The six agenda items for UNCFD outlined in
the first section of this paper are discussed in
the UN Secretary-General’s Report (SGR) on
UNCEFD (January 2001); the successive reports
of the Preparatory Committee for the Confer-
ence (Prepcom); and the Report of the Panel of
Experts appointed by the UN Secretary-
General and chaired by former President
Zedillo of Mexico. The last is referred to
throughout this paper as the Zedillo Panel
Report (ZPR). In approaching its task, this
paper introduces these six items with a brief
reprise of how ZPR treats each and of ZPR’s
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emphasis and recommendations. The paper
then goes on to develop its own analysis and
views in each of the six areas.*

The main reason for not using the SGR as a
compass for this paper is that its commentary on
the six agenda items is insufficiently substantive.
Essentially, SGR comprises a long list of sugges-
tions linked by nostrums on which broad agree-
ment already exists, and to which little value
can be added at UNCEFD. They dwell, unsurpris-
ingly, on the need for developing country govern-
ments to pursue sound macroeconomic policies
in a medium-term framework, strengthen insti-
tutions, build administrative capacity, ensure
good governance, and achieve more efficiency,
greater effectiveness, transparency, account-
ability and responsibility in anything that has a
bearing on development. All of that is, of
course, true and unarguable. But none of it is

useful in moving the argument forward.

Of the 87 recommendations contained in the
SGR, 75 are exhortations to the obvious. The
remaining 12 contain kernels of substance
whose value is diluted by the proposals in
which they are wrapped. Most of these call for
setting up international forums for discussions,
replete with panels of experts, and studies
focused on exploring ideas that are in some
instances fanciful, in others dubious and in
some cases discredited. It is clear from its sub-
stance, and the way in which it has been writ-
ten, that ZPR has used SGR as the basis for
extruding its own analysis and recommenda-
tions. Unsurprisingly, it discounts or ignores
most of what SGR has to say; focusing select-
ively on a few of the key points that SGR makes
that are not all-encompassing generalities.

4 This paper uses ZPR as its lodestone because that Panel was appointed by the Secretary-General to draw the sting from criticisms by
developing countries that SGR was compromised. The involvement of the Bretton Woods Institutions in the preparatory process
resulted in vetoes on analysis and recommendations that did not accord with their own views and preferences. ZPR supposedly,
therefore, embodies a view from the developing world that SGR dilutes, thus diminishing the latter’s value as a point of reference.
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3

Mobilising Domestic Financial Resources for Development

From its agenda, it is apparent that as much
attention will be focused at UNCFD on: (a)
what governments of developing countries
need to do to increase domestic resource mobili-
sation (for financing their own development)
as on (b) what governments of developed
(donor) countries might do to provide greater
amounts of external and particularly official
concessional financing (ODA ) from their bud-
gets. If more rapid development and growth is
to occur, it is unarguable that the bulk of the
additional resources required will need to be
generated locally in developing countries
themselves.

3.1 Findings and Recommendations of
the Zedillo Panel Report

In dealing with this issue, the Zedillo Panel
Report articulates many obvious, uncontest-
able views on the importance of domestic
resource mobilisation in financing develop-
ment and the responsibility that developing
country governments have in maximising the
availability of such resources. It highlights the
importance of:

¢ Good governance, property rights and the
rule of law;

¢ Sound domestic macroeconomic policies
consistent with sustained growth;

¢ Fiscal discipline, tax reform and sufficient
revenue to finance an acceptable level of
social public expenditure sufficient to meet

IDG-2015 targets;

# Institutional infrastructure and appropriate
standards (for labour safety, the environment,
etc.), for regulating and supporting produc-

tive market behaviour, rather than encourag-
ing market failure;

¢ A financial system that intermediates domes-
tic resources efficiently and effectively.

In contrast to ZPR’s selective approach, SGR
makes 23 broad suggestions in this area, some of
which focus on enhancing tax revenues
through revision and greater progressiveness of
tax systems, coupled with more aggressive col-
lection efforts. If followed, some of these sug-
gestions risk reversing the progress that has
been made over the last two decades because
they would slow down growth and discourage
greater private sector participation. Of the ideas
expressed by SGR, the only specific recommend-
ation that ZPR takes up to enhance domestic
savings is compulsory provision of pensions
through a two-part scheme:

(a) A fully-vested, defined contribution
scheme — requiring compulsory contribu-
tions by all individuals — that could be state-
run, or privately run and regulated by the
state, with mandatory individual contribu-
tions as a proportion of income; together
with

(b) A tax-financed scheme with a progressive
redistributional impact to ensure a mini-

mum pension for all.

ZPR qualifies its recommendation with the
caveat that the importance of each element
(i.e. contributions v. tax) is likely to vary by
country, depending on the solvency of the
extant pension system and the weight a society
places on social cohesion.

In dealing with the complexities of mobilising
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domestic resources and maximising domestic
savings for financing development, SGR’s and
ZPR’s analyses (and their recommendations)
are inadequate. A pension scheme of the type
proposed might make sense for many middle-
income developing countries in enhancing the
contribution of involuntary savings to resources
available for development investment. But it
ignores fiscal and financial realities in low-
income countries with large populations,
unpropitious demographics, and very large
rates of open unemployment and underemploy-
ment. With such a recommendation, the devil
lies in the detail that applies at the country
level. It is not amenable to sweeping generali-
sation of the type resorted to.

Regrettably, ZPR is silent on domestic resource
mobilisation potential that could be realised by
reducing and reversing the current misalloca-
tion of public resources in most developing
countries. These include, inter alia, wasteful
expenditures on defence and internal security;
an unaffordable ‘overhead cost’ of government
in most countries with too many ministries, too
many unproductive (or counterproductive)
public employees and indulgence in frivolous
expenditure on ministerial travel and bloated
security entourages; producer and consumer
subsidies that do not target the poorest; insuffi-
ciently prioritised capital investment; pork-
barrel politics, etc. It is surprising that ZPR
does not estimate the potential (globally and
regionally) for releasing a significant incremen-
tal proportion of GDP (varying roughly
between 8-15 per cent across the developing
world) for essential social expenditures in most
developing countries, if existing levels of public
dissaving could be curtailed with public expen-
ditures rationalised and re-prioritised to tar-

geted social needs and meeting the Inter-
national Development Goals for 2015 (IDG-
2015).

Nor does ZPR deal adequately with the several
extant impediments to galvanising private sav-

ings in developing countries; not least the fact
that individuals and corporations are unlikely
to increase financial savings in currencies that
cannot be relied on to maintain their value
with the storage of wealth. Both these weak-
nesses mean that ZPR’s analysis and recom-
mendations must be treated with caution. To
attempt to redress these weaknesses in ZPR,
this paper attempts to extend the analysis illus-
tratively and make recommendations of its
own. These are presented below.

3.2 Additional Issues for Commonwealth
Finance Ministers

What does financing for development include?
Before delving deeper into the importance of
domestic resource mobilisation, a small digres-
sion is justified to ask: ‘What does “financing for
development” imply? The answer is not imme-
diately or intuitively obvious. ZPR implicitly
assumes that FfD is needed to: (a) finance an
adequate rate of growth, without illustrating
what that growth might need to be; (b) meet
IDG-2015 requirements; (c) cope with human-
itarian crises; and (d) finance global public goods.

Taking these four ‘uses’ of FfD as lodestones for
quantifying FfD needs (whether for a country, a
sub-group like the Commonwealth, a region or
the developing world as a whole) leads to a
near-impossible task. It is not easy to estimate
the total, domestic or external financing
needed for ‘development’ from the traditional
data series that are invariably referred to. FfD
needs are not captured (entirely or adequately)
in the hard investment data series (for example,
in data on gross or net investment) published
by governments and IFls. Moreover, FfD
implies financial requirements that go beyond
resources for physical investment. It embraces
funding for consumption support (for example in
connection with poverty-alleviation) and for
soft investment (for example in human, social
and institutional capital) that appear on
national government accounts as public expen-
diture.

14
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In addition, FfD includes requirements for tech-
nical assistance, institution and capacity-building,
and knowledge-transfer; payments for intellec-
tual property rights (for example in areas such as
pharmaceuticals for immunisations, vaccines
and drugs needed to combat endemic diseases
as well as HIV/AIDS). It covers exigent resource
requirements and transition or contingency financ-
ing for rectifying external and internal account
imbalances via stabilisation or structural/sector
adjustment programmes, as well as other vari-
ants of crisis management and post-crisis re-
habilitation (such as debt restructuring and
reconstruction finance) that may not involve
any specifically identifiable investments as
such. It also covers, as ZPR acknowledges,
global public goods and the costs of humanitarian
relief.

Development assistance (often, but wrongly,
regarded as being synonymous with develop-
ment financing) shown in the ODA data series
of OECD covers funding for food aid, human-
itarian relief, refugee assistance in the midst of
conflict and natural disaster management, for
example droughts, floods, earthquakes, tidal
waves, mudslides, etc.

These different needs, financed by a variety of
sources in an even wider variety of ways, add up
to a mixed bag whose contents are difficult to
identify specifically or trace easily.’ There are
large reconciliation problems not just with
errors and omissions on the balance-of-
payment accounts but also between the
accounts of donors and recipients on aid flows.

These rarely reconcile because payments made
for technical experts in donor countries show
up on donor accounts as ODA expended but
not on recipient country accounts as ODA
received, while local expenses for experts (such
as housing, transport and subsistence) show up
on developing country accounts but not on
donor accounts.

For the developing world as a whole, an average
of about 95 per cent of resources for financing
all aspects of development are domestically
mobilised resources. Yet it is the 5 per cent tail
that wags the 95 per cent dog when it comes to
setting priorities for the global development
agenda. A major goal for UNCFD should be to
restore a sense of balance and perspective, on
the part of both donors and IFIs, by allowing
countries that finance 95 per cent of total
development investment to have a say propor-
tionate to their financing in determining what
their global development priorities and strat-
egies should be, instead of continuing to allow
external interlocutors who finance less than
5 per cent of the total to have the overwhelm-
ingly dominant voice.

To put arguments about domestic resource
mobilisation and external financing require-
ments in an understandable context, three
tables are presented below for illustrative pur-
poses. Table 4 shows the financial resources
expended on physical investment as captured in
the gross domestic capital formation (GDCF)
data for 1999. It indicates that 13 per cent of
such resources were externally sourced (some

5  These technical and data difficulties notwithstanding, it may nevertheless be possible to obtain a sense (in order of magnitude terms)
of what the FfD needs of the developing world might be, what proportion might reasonably be expected to originate locally and the
residual amount that needs to be financed externally. A simple, and much criticised, exercise of this nature was undertaken for
UNCTAD-I in 1964 when the trade gap was estimated, starting from the UN Development Decade target for minimum annual growth

rate of 5 per cent in the income of the developing countries.

6 This average obscures a wider range of proportions of domestic resources in the total FfD mix (between 60-98 per cent) when a
country-specific or regional picture is developed. At present, a regional picture shows that sub-Saharan Africa is most dependent on
external financing while East Asia is least. Some individual sub-Saharan African countries are excessively dependent on external
resources. In extreme cases in some of the poorest African countries, this is reflected in ratios that indicate external resources (mostly
ODA) accounting for over 50 per cent of the annual public budget, over 65 per cent of gross domestic investment and over 50 per cent

of the gross current account deficit.
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Table 4. Sources of Financing for Investment in Developing Countries 1999
(Amounts in $ billions; figures in parenthesis are as a percentage of GDI)

All developing Low-income Middle-income
countries countries countries

A. Gross Domestic Investment 1530 213 1317

B. Total External Flows 261 38 223

C. Investment Related External Flows 201 (13%) 18 (8%) 183 (14.0%)
D. o/w Official Flows 13 (1%) 7 (3%) 6 (0.5%)
E. Private Flows 188 (12%) 11 (5%) 177 (13.5%)
F. o/w FDI 171 1 160

Source: Global Development Finance (1999), World Bank, Washington DC

from other developing countries), while 87 per
cent originated from purely domestic sources.

The differences across developing regions are
highlighted in Table 5. Several key features

become immediately apparent:

# The developing world as a whole (including
the transition economies) did not have a
resource imbalance; domestic savings were
sufficient to cover the investment that took
place. But such investment supported an
average growth rate of about 3—4 per cent,
instead of the 7-8 per cent that needs to be
achieved;

& Excluding the transition economies’ the rest
of the developing world would have had a
resource imbalance of -3 per cent of its col-

lective GDP;

¢ Excluding Eastern Europe, the developing
world’s output is dominated by East Asia and
Latin America, with these two regions
accounting for nearly 75 per cent of output.
There is a combined resource surplus of +4
per cent of GDP for these two regions;

& The South’s two poorest regions, South Asia

and sub-Saharan Africa, have the largest
resource imbalances. They cannot finance
their investment from domestic savings.
They also have the South’s lowest levels of
investment and savings.

& If the East Asia/Pacific region is excluded
from the picture, the average investment
ratio for the South drops to 20 per cent of
GDP. The resource imbalance for the rest of
the South actually becomes —5.5 per cent of
GDP, translating into a shortfall of about
$260 billion between actual investment and
the domestic savings available. That short-
fall was financed largely by external resources,
especially by private flows;

¢ Excluding East Asia, the resource shortfall
in the rest of the developing world would be
much larger if developing regions were to

increase their investment/GDP ratios to the
East Asian level (33 per cent of GDP).

Based on what is known about development,
and what has been achieved in East Asia (and
countries such as Botswana in Africa), a

GDI/GDP ratio of 30-33 per cent is necessary
for the developing world to increase its GDP

7 The economies of Central Asia are very poor developing economies comparable to the poor countries of South Asia and sub-Saharan
Africa in most respects. The so-called transition economies of Eastern Europe are structurally and income-wise in the same position, or

worse off than, most of East Asia and Latin America. Hence the distinction between these transition economies and the developing

world is artificial. It is based on a legacy notion of the ‘second world’ that featured as a distinct geo-political entity in the Cold War
era. It is a distinction that should now be dropped with these countries being included within the ambit of the more all-embracing

term ‘developing countries’. That is what they are.
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Table 5. Gross Domestic Investment, Savings and Resource Balances in the World 19998

(US dollars are in billions; percentages are % of GDP)

GDI GDS XGS RSB GDP GNP @PPP

High-income Countries 21% 22% 22% +1% $23,663 $22,921 $21,763
Developing Countries 23% 23% 26% 0% $6,558 $6,311 $17,324
of which

Low-income Countries 19% 16% 27% -3% $1,068 $988 $4,315
Middle-income Countries 24% 27% 28% +3% $5,490 $5,323 $13,022
East Asia and Pacific 33% 38% 39% +5% $1,890 $1,833 $6,424
South Asia 21% 17% 12% —4% $596 $581 $2,695
Europe and Central Asia 20% 23% 38% +3% $1,094 $1,022 $2,654
Middle East and North Africa  22% 19% 25% -3% $590 $599 $1,338
Sub-Sarahan Africa 17% 14% 27% -3% $333 $321 $929
Latin America and Caribbean  21% 20% 16% 1% $2,055 $1,955 $3,197

Notes: GDI = Gross Domestic Investment; GDS = Gross Domestic Savings; XGS= Exports of Goods/Services; RSB =
Resource Balance; GDP = Gross Domestic Product; GNP = Gross National Product; @PPP= Converted at Estimated

Purchasing Power Parity Exchange Rates

Source: World Development Indicators, 2000. World Bank, Washington DC and WDR 2000/2001

growth rate to the East Asian level of about 7-8
per cent. Had investment averaged 33 per cent
of GDP for the developing world as a whole,
the resource gap for hard investment would
have been over $630 billion in 1999 (in Table 6

dollar figures for GDI and GDS have been
extrapolated from Table 5).

If other FfD needs were added to this figure of
financing requirements for hard investment,
the total FfD gap would be between $750-800
billion. Clearly, a gap of this size could not be
bridged by increasing savings efforts in develop-
ing countries themselves at their current levels
of per capita income and with their large
amount of public sector dissaving; this, of
course, must be reduced.

Table 6 illustrates a hypothetical situation.
Except for East Asia, the amount of investment
as a proportion of GDP in other developing
regions is inadequate to generate the sustain-
able growth rates that developing countries, as

a whole, need to aim for. It is unlikely that GDI
can be increased to 33 per cent of GDP quickly
across the developing world. For that to
happen, domestic savings would need to rise to
28 per cent of GDP in the next year or two, and
to 30-35 per cent thereafter. That would leave
a short-term resource imbalance of 5 per cent of
GDP to be financed externally. If savings could
be increased throughout the developing world
from an average of 23 per cent to 28 per cent of
GDP (a proportion that could be realised in
most regions other than Africa if public sector
dissaving was reduced to zero), then the
resource imbalance that would have needed to
be financed in 1999 would have been about $330
billion.

If 85-90 per cent of the resources for hard
investment in developing countries are of
domestic origin, and investment has to be lifted
from an average of 23 per cent of GDP in the
developing world to between 30-33 per cent,

8  Unfortunately the WDI data series reports on 132 economies out of 206 (WDR for 2000/2001). Thus it is incomplete, although it
probably captures about 95 per cent of the world’s output, population and trade. Figures for this table have been rounded out to add up.
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Table 6. Resource Gap in the Developing World in 1999 if GDI were 33 per cent of GDP

(Amounts in US$ billion)

Actual dollars 1999

GDI/GDP = 33%

GDI GDS GDlin $ Resource Imbalances

(A) (B) () C-A c-B
High-income Countries 4,969 5,205 n.a n.a n.a.
Developing Countries 1,530 1,540 2,164 634 624
of which
Low-income Countries 213 202 352 139 150
Middle-income Countries 1,317 1,338 1,812 495 474
East Asia and Pacific 610 685 612 2 -73
South Asia 122 95 199 77 104
Europe and Central Asia 207 226 363 156 137
Middle East and North Africa 118 102 197 79 95
Sub-Saharan Africa 54 42 112 58 70
Latin America and Caribbean 419 390 681 262 291

Source: Derived from Table 4; based on WDI-2000 and WDR 2000/2001. World Bank, Washington DC

then domestic savings have to increase in
response, i.e. from an average of 23 per cent to
at least 28 per cent before rising to 30-33 per
cent, to avoid incurring too large a resource
imbalance, the financing of which from exter-
nal sources might not be sustainable. Domestic
savings in East Asia are already at 36-38 per
cent of GDP. Its resource surplus of savings over
domestic investment enables East Asia to
finance investment in the rest of the develop-
ing world, as well as financing resource flows to
the developed world. (Korea, for example,
invested large amounts in the USA and UK in
the 1990s.) But as Table 5 shows, in the rest of
the developing world the domestic savings rate
varies from 23 per cent in Eastern Europe and
Central Asia to a low of 14 per cent in sub-
Saharan Africa. These savings rates are far too
low, even as a starting point, for achieving the

upward boost of investment that is needed to
propel growth to an annual rate of 8 per cent or
more annually.’

Clearly, before asking governments in indus-
trial countries to do more in providing ODA
and non-concessional FfD, governments of
developing countries need to show resolve and
good faith in putting their own houses in order.
At UNCED, developing countries should
pledge to adopt strong measures (policy, insti-
tutional and implementation) to lift domestic
savings rate in their own countries in a steady
and sustainable fashion and adopt firm annual
targets against which their performance can be
measured.

The argument made by African countries, for
example, that per capita incomes in their coun-
tries are too low to permit higher levels of

9 In its abbreviated compendium of global development indicators, The Little Green Data Book 2001, the World Bank shows net domestic
savings (i.e. gross savings minus consumption of fixed capital) and ‘Genuine Domestic Savings’ (defined as net domestic savings +
education expenditures, — (energy depletion, mineral depletion, net forest depletion and carbon dioxide damage)). These savings ratios

(cf. GDS in Table 4) for developing regions in 1999 were:

World
Net Domestic Savings as % of GDP 12.3
Genuine Domestic Savings 15.0

EAP South Asia ECA MENA SSA LAC
271 9.5 15.6 15.0 6.0 9.1
25.0 8.0 11.9 -1.3 3.8 9.7
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domestic savings needs to be examined care-
fully. In most African countries, the salary cost
of government machinery amounts to between
8-10 per cent of GDP in the smaller
economies; it averages about 5-6 per cent of
GDP for sub-Saharan Africa as a whole. That
frictional loss imposes too heavy a burden on
the fragile GDP of most African countries. It is
a disproportionate cost that Africa cannot
afford to keep incurring if it is to develop and
catch up with the rest of the world.

In South Asia, where per capita income levels
are even lower than Africa, and the number
(and proportion) of people living in absolute
poverty is higher, domestic savings rates are,
nevertheless, significantly higher than in Africa.
They would be higher still if public sector dis-
saving could be reduced. In India, for example,
private savings are about 27 per cent of GDP,
but government dissaving amounts to —4 per
cent of GDP, resulting in an overall GDS ratio
of 23 per cent. Thus low incomes are not a
plausible reason for low savings. By the same
token, in Latin America and the Caribbean,
where per capita incomes are 7-8 times higher
than in South Asia, and three times higher
than the average for East Asia (which is heavily
affected by the weight of China), the ratio of
savings is a desultory 20 per cent of GDP.

To address this inadequacy in mobilising
domestic resources for development to the
greatest extent possible, developing countries
(except those in East Asia that are over the
limit) need to take resolute action to increase
private savings and reduce public dissaving.
Such actions should be taken regardless of what
developed countries are prepared to do to
enhance FfD. What the developing world is
prepared to do should not be presented at
UNCEFD as a bargaining chip. That stance
would be self-defeating. Developing countries
need to do whatever they can to help them-
selves before they can legitimately criticise
donors for not doing enough. Governments of

developing countries should, therefore, resolve
to take measures and establish targets that can
be monitored by the international community.

3.3. Targets for Increasing Gross and Net
Domestic Savings

Governments of developing countries should
aim at increasing GDS in their economies by 1
per cent of GDP each year until 2015. This
would permit all developing regions except
Africa to achieve a GDS ratio of 28 per cent of
GDP between 2007-10 and for Africa to
achieve that target by 2015. It would also per-
mit developing countries (except in Africa) to
reach an investment target of 33 per cent of
GDP by 2015 and for Africa to reach that tar-
get by 2020. To achieve such targets further
public policy measures may need to be taken,
for example:

¢ Reduction of wasteful public expenditures
by central, provincial, local and municipal
governments. Governments should ensure
sustainable, balanced recurrent revenues
and expenditures, compatible with provi-
sion of a minimum acceptable level of essen-
tial government services.

¢ Balanced recurrent revenue/expenditure
accounts by 2015. Development investment
(for example infrastructure that cannot be
financed by the private sector, such as rural
roads and railways) should be financed from
domestic bond issues and targeted ODA or
official finance.

¢ Reduced fiscal support for public sector
enterprises (PSEs) with a rigorous pro-
gramme of corporatisation and commerciali-
sation that enables PSEs to be run on inde-
pendent, professional business lines without
political interference. Fiscal support for
PSEs should be reduced to zero within five
years, i.e. by 2007. PSEs should be required
to enhance profitability and contributions
to government revenues (taxes and dividend
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payments) by 3 per cent per annum in real
local currency terms.

Commitment to privatisation and divesti-
ture where this is justified by social and
political conditions and experience (as it
would be in most, but not all, developing
countries). It is not possible to apply a com-
mon template for all situations.!°

In most countries it is difficult for govern-
ments to avoid political intrusion in PSEs
resulting in non-commercial objectives
overwhelming commercial objectives. In
such countries, governments should commit
themselves to a divestiture rate of at least 10
per cent each year of their total sharehold-
ing in revenue-generating PSEs that are
attractive to private investors, i.e. in the
infrastructure, industrial and energy sectors,
and in agricultural production, marketing
and distribution. The target should be to
have government holdings in commercial

PSEs across the developing world reduced to
zero by 2015.

Disengagement from pre-emption of domes-
tic private housechold and corporate savings
through direct or indirect ownership of the
financial, and especially the banking, sys-
tem. The role of government should be con-
fined to guiding the financial system and cap-
ital markets through regulation, supervision
and monitoring of financial institutions and
markets. It should withdraw from ownership
of all financial institutions, i.e. public com-
mercial banks and finance companies,
development finance institutions, mortgage
and leasing institutions, life and general
insurance companies, unit trusts, mutual
funds, pension and provident funds, and
other types of asset management companies.
Withdrawal should occur in an orderly fash-
ion through a divestiture programme designed

and carried out in conjunction with the IFIs
and regional banks whose funding might be
needed. It should be completed by 2010 in
all countries other than Africa and by 2015
in Africa. The aim should be to create in
every developing country a competitive,
vibrant financial system that offers a range
of financial services and savings instruments,
and is capable of integrating with the emerg-
ing global financial system.

# Creation of a policy framework to encourage
growth of long-term voluntary and involun-
tary savings (for example for compulsory
contributions to private pension funds)
through appropriately structured direct and
indirect taxation policies and incentives to
stimulate long-term private saving and finan-
cial asset accumulation on the part of pri-
vate corporations and households.

¢ Encouraging the growth of wide and deep
capital markets for debt, equity and deriva-
tives with institutional and instrumentation
diversity. In regions where countries may be
too small for viable national markets to
develop efficiently, taking into account
economies of ‘scale, governments should
participate in the creation, regulation and
development of regional capital markets (for
example in the sub-regions of Africa).

These measures indicate the actions govern-
ments of developing countries could take to
demonstrate their resolve to their own public,
and to the international community at large, to
increase domestic savings to the levels needed
to generate sufficient domestic resources to
finance development in their countries and
regions. In addition to these specific actions to
stimulate domestic savings, the governments of
developing countries would, as ZPR stresses,
need to assure stable and secure macro-
economic environments in which the value of

10

It would be strange, for example, to suggest that governments like those of Botswana and Singapore, that have large majority holdings
in commercial entities should divest such holdings. These governments require standards of performance from their PSEs that private
companies anywhere would find hard to match. But governments such as these are the exception rather than the rule.
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currency would remain sound. They would their actions, and permitted the removal and
also need to have stable, rule-of-law-based, election of governments through non-violent
representative, socio-political regimes that means.

accorded popular legitimacy to governments and
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4

Maximising Earnings from Trade for Financing Development

Next to relying on their internal resources,
developing countries will have an unprece-
dented opportunity in the coming decades to
switch from previously entrenched dependen-
cies on aid and external (official or commer-
cial) borrowing, to relying more on earnings
from trade and remittances to finance their
development. That shift in options reinforces
the case for creating and reinforcing a different
FfD framework. Priorities for UNCFD should be
to:

¢ Consolidate and deliver the gains that
developing countries were intended to derive
from completion of the Uruguay Round;

# Eliminate the remaining asymmetries that
still impede market access in key areas, for
example agriculture and textiles;

¢ Widen the agenda and scope of the next
round of negotiations to increase access to
markets (in services and labour markets) in
which developing countries can increase their
trade earnings by asserting the competitive
advantages they have in a globalising world.

4.1. Findings and Recommendations of the
Zedillo Panel Report

ZPR makes a strong case for enhancing earn-

ings from trade, with several recommendations

that developing countries should embrace

and support collectively. Observing that ‘every
country that has pulled its people out of
poverty has made a significant opening to trade
a central feature of its economic strategy’, ZPR
argues for:

¢ Cessation of foot-dragging and full imple-
mentation by developed countries of their
commitments under the Uruguay Round to
liberalise trade in areas of significance to
developing countries, especially in agricul-
ture and textiles;

¢ Removal of the other substantial barriers to
trade in manufacturing which two recent
studies indicate are costing developing
countries: (a) potential gains of about $130
billion annually on visible trade;!'! and (b)
between $90-155 billion per year on total
trade'? which could be realised if developed
countries reduced existing import tariff
levels by 50 per cent;

¢ Initiating a new development round of
multilateral trade negotiations at the minis-
terial meeting of WTO in November 2001
in Doha, Qatar. This round should focus on
negotiations that are of concern to develop-
ing countries and should aim to make trade
as free between OECD and developing
countries as it already is between industrial
countries within OECD. ZPR outlines a

11 Anderson, K. et al. ‘Potential Gains from Trade Reform in the New Millenium’ (Table 4), in Hoekman, B. and Martin, W. (eds).
Developing Countries and the WTO: A Pro-active Agenda. Oxford: Blackwells, 2001. See also the comment on this in ZPR (p. 10,

footnote 4).

12 Joseph, E ‘The Economic Impact of New Multilateral Trade Negotiations: Final Report’. Report for DG2 (the Trade Directorate) of the

European Commission, 2000.
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seven-point agenda for such a round;'"’

Reaching agreement on a new round by
excluding negotiations on labour and envi-
ronmental standards and relegating these
issues for discussion and negotiation in the
decision-making bodies of international insti-
tutions already established to deal with these
particular issues, i.e. the ILO and UNEP;

Strengthening the ‘Integrated Framework
[nitiative’ launched jointly by several inter-
national organisations'* to strengthen
capacity-building for trade negotiations and
export diversification in the least developed
countries. The Trust Fund set up for this
Initiative should be supported by donors and
developing countries alike;

Removing all restrictions on market access
for the least developed countries' and
implementing immediately all Uruguay
Round concessions which affect them;

Restoring and improving the IMF’s Com-
pensatory Financing Facility that was scaled

back in the 1980s;

Supporting (on a trial basis) the new market-
based insurance scheme for commodity risk
management being promoted by the World
Bank in developing countries;'

¢ Opening discussions on liberalising migra-
tion by removing restrictions on the move-
ment of people across borders in a phased
manner.

4.2 Issues for Commonwealth Finance
Ministers to Consider in Enhancing
Trade Prospects

The ZPR’s 9-point agenda on trade is fairly
comprehensive and does not need to be added
to. It is based on eight similar recommenda-
tions and the logic of arguments made by SGR.
But in both instances these recommendations
need careful scrutiny. It would be obtuse to argue,
in principle, with the desirability of: (a) com-
pleting the unfinished business of the Uruguay
Round by having developed countries acceler-
ate market opening in key areas; (b) improving
on the existing trade regime to permit develop-
ing countries to realise significant gains that are
being artificially blocked; and (c) gearing up to
launch a new Development Round of trade
liberalisation in a few months.

But, as the Ministerial Meeting in Doha sug-
gested, unless (a) and (b) are done quickly,
there may be more complications involved in
launching negotiations for a new Development
Round than could reasonably be handled by
most developing countries, and especially the

The agenda outlined by ZPR includes seven points that are not exhaustive: (1) Finishing uncompleted business from the Uruguay
Round; (2) Strengthening the rules of the WTO System; (3) Liberalising trade in agriculture; (4) Reducing tariff peaks and tariff
escalation; (5) Re-examining and reforming the regime of Trade-Related Intellectual Property Rights agreed under the Uruguay Round;
(6) Legitimising limited, time-bound infant industry protection by countries in very early stages of industrialisation; (7) Examining the
prospects of liberalising migration. The Doha meeting appeared to reach tentative agreement on many of these issues. But it remains to
be seen whether such ‘in principle’ agreement is eventually translated into practice as negotiations take place and the next phase in

global trade liberalisation unfolds.

They include the WTO, World Bank, IME UNCTAD, UNDP and the ITC (International Trade Centre).

As ZPR notes (p. 12), New Zealand and Norway have already opened their markets completely to LLDCs. The USA has developed
special market access programmes for African and Caribbean countries through special initiatives but with limitations that curtail their
value. The EU is considering phasing out (between 2002-2004) all quota and tariff restrictions on LLDC:s for the import of everything
other than arms and (regrettably) bananas, rice and sugar (on which liberalisation will be stretched out much further).

The proposed scheme: (a) makes no attempt to stabilise or guarantee commodity prices but focuses on securing in advance the floor
price received by individual farmer producers; and (b) envisages operating through an intermediary — situated in an appropriate
international organisation like the World Bank - that would reinsure its contracts with private sector insurersand reflect their terms.
The intermediary would essentially facilitate the availability of such terms (with, of course, a spread to cover its own costs) to poor
farmers throughout the developing world who lack access to private insurance markets. Under the scheme as proposed, the
intermediary would sell incurance to farmer-producers on the prices of at least the 12 principal commodities exported by developing
countries. Aid resources would subsidise part of the premiums paid by small farmers below a certain income threshold.
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least developed given their limited institu-
tional, legal and negotiating capacities. With a
few notable exceptions, developing countries
as a whole remain to be convinced that the
expectations and promise generated by the
Uruguay Round Agreements are being realised
to the extent anticipated. They have not
become more closely integrated into the global
economic system in the way they had been led
to expect; nor have they become equal mem-
bers of it. They have not been able to generate
export-induced growth of a kind that has
enabled them to balance their current and
fiscal accounts in order to sustain high growth
rates without risking imbalances that could
eventually lead to financial crises. In that con-
nection, ZPR’s and SGR’s recommendation
(advocated by the IMF) to restore the IMF’s
Compensatory Financing Facility to a stature
that is more credible deserves support.

There is no single unambiguous study from an
authoritative source that indicates what the
net impact of UR/WTO trade liberalisation on
developing (or Commonwealth) countries has
been in terms of whether they have lost or
gained. Such studies are complex and demand-
ing. But the need for them is clear, especially if
developing countries are to overcome their sus-
picion that so far, at least, they have lost rather
than gained from UR and for that reason must
remain wary. about engaging in a new WTO
round. There can be little doubt that develop-
ing countries have incurred major costs (in
terms of undertaking the necessary adjustments
and in coping administratively with the
demands made on their fragile legal systems) in
transforming their domestic regimes to accom-
modate the obligations they have undertaken
under the Uruguay Round.

Most such countries, especially small develop-
ing (and island) states, i.e. SDS and SDIS that
are the most human-resource and financially
constrained, have been unable to cope with the
administrative and legislative workload imposed
by URAs. These require domestic legislation
and institutional frameworks to be put in place
quickly, so that the complex substantive and
procedural rules required can be implemented
within the time frame committed to. In certain
instances (for example with TRIPS), it is clear
that developing countries were not fully aware
of the consequences and implications of what
was agreed. The costs for such countries in
reforming domestic legislation and increasing
their capacity to protect legitimate interests
through litigation have been much larger than
anticipated.

In that connection, ZPR/SGR recommenda-
tions for strengthening the Integrated Frame-
work Initiative and supporting the Trust Fund
set up to finance it are on target and worthy of
support by the Commonwealth. The role that
the Commonwealth should play in this initia-
tive, through the Secretariat, has been consid-
ered in another report'? and is taken up later in
this section. The Secretariat has a particularly
useful role to play in SDS where it has a clear
comparative advantage over any other inter-
national organisation.

While they are all too clear about the costs,
most developing country policy-makers feel
that the benefits of the Uruguay Round have
been elusive and that the costs of UR may out-
weigh the visible benefits. In contrast, all
developing countries believe that the benefits
of UR for OECD members outweigh their

costs.'® OECD countries have been slow to

17 Mistry, P.S. and Saptagiri, L. An Evaluation of Commonwealth Secretariat Assistance to Member Countries with International Negotiations.
Evaluation Study No. 65. London: Commonwealth Secretariat, 2000.

18  Though that feeling of asymmetrically accruing costs and benefits runs strong, the evidence to support it is unclear. There can be no
question that between 1993-99 world trade has increased substantially. The share of developing countries in such trade has increased
as well. How much of that increase has been due to the Uruguay Round, and what the costs associated with that increase have been, is

impossible to quantify on the basis of the evidence available.
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deliver on UR commitments to liberalise trade
in agriculture and textiles, both crucial to
developing countries. Provisions relating to
special and differential treatment (SDT) for
least developed countries have not as yet been
fully accommodated by all developed countries
in their domestic legislation. There has been
increasing, and often unfair, resort to contin-
gency protection, for example anti-dumping
measures against developing country imports.
This has been accompanied by resort to litiga-
tion of a kind that violates the spirit of URAs.
As a result, developing countries have become
ultra-cautious about the wording of any future
trade legislation.

To be fair, OECD countries have opened many
markets in keeping with UR commitments. But
these have not been markets that matter to the
developing world. The USA is perhaps the
most open market to developing countries for
goods, services and labour exports. It is also the
most open market for access to capital. But the
benefits of that openness are not shared sym-
metrically by all developing countries.!” Japan
remains a relatively closed market because of
non-tariff barriers (NTBs) and traditional trad-
ing practices, rather than because of tariffs and
quantitative restrictions (QRs). The EU has
been slow to adapt because domestic political
regimes in its member countries (especially in
labour, industrial and agricultural markets)
have proved resistant to change. Obviously
such changes have attendant social and politi-
cal costs that these economies have not been
willing to incur.

When it comes to trade liberalisation, develop-
ing countries remain at a disadvantage. Most of
them, especially the smaller countries that are
not major players in trade in manufactured
goods, believe they have lost from the UR in net
terms. They do not have the negotiating capac-

ity (at WTO or in their home capitals) to pro-
tect their own interests. They are oppressed by
the TRIPS and GATS regimes that have been
agreed, and suspect that further trade liberalisa-
tion — before the asymmetries and implementa-
tion problems of URAs are sorted out — may
result in welfare losses rather than gains. They
are handicapped by structural and other com-
petitive disadvantages that inhibit their
prospects. Without access on equal terms to the
same human, capital, institutional and know-
ledge resources that other countries possess,
they would prefer continued resort to special
and differential treatment over a sufficiently
long transition period to enable them to
become more competitive.

For the next round of trade negotiations to be
conducted successfully, compromises will need
to be made by the developed and developing
worlds on overall trade principles and policies,
on rates of further tariff reductions and removal
of QRs and NTBs, on transition periods, on
other troublesome technicalities and on con-
tentious issues such as revisiting the TRIPS
agreement. There will need to be hemispheric
and region-to-region dimensions to future
global dialogue on the continued liberalisation
of world trade. More preparatory work will
need to be done to proceed with smoother
URA implementation and scale back the ambi-
tious agenda for the next round of WTO
negotiations embracing several new areas, i.e.
environmental standards, multilateral rules on
investment, competition policy, trade facilita-
tion, transparency in government procurement;
and electronic commerce. In addition, the
spectre of labour standards being raised through
the back door (despite the clear signal from
developing countries at the Singapore Ministe-
rial Meeting that these should be left off the
agenda) remains ever-present. For all these rea-

19 The main beneficiaries of US market openness are in the Western Hemisphere and East Asia. The EU remains a relatively open
market to the ACP countries, to the economies of North Africa that lie on the southern shores of the Mediterranean and, increasingly,

to the transition economies of Eastern and Central Europe.

FINANCING FOR DEVELOPMENT: PERSPECTIVES AND ISSUES



sons, caution is justified on the part of develop-
ing countries in responding to ZPR’s enthusi-
asm for a Development Round to be launched
quickly.

That note of caution applies even more
pointedly to the commodity-risk management
scheme that the World Bank has succeeded in
getting SGR/ZPR to endorse. The scheme is a
distinct conceptual improvement on previous
grand designs for global commodity price
stabilisation that were unworkable. It is innov-
ative in relying on a market-based solution and
using the risk management capacity of the
global private insurance industry to address a
price-risk problem concerning small farmers in
developing countries. But credible analysts®®
have raised doubts about its details, practicality
and workability. Is an institutional sledge-
hammer being created to crack a walnut? Why
does such an intermediary need to reside within
an international institution??!

The estimated set-up, capital and operating
costs of such an intermediary need to be
brought into the open. They are likely to be
substantial if it is to have the reach and the net-
work to deal with tens of millions of individual
small farmers throughout the developing world
in environments where basic physical, institu-
tional, legal and communications infrastruc-
ture is missing. More needs to be known about
the logistical modus operandi of such an inter-
mediary before the concept is endorsed or
taken up. Options such as training and devel-
oping networks of existing local insurance
agents, working with private agents who pro-
vide credit and other inputs to small farmers in
the poorest countries, may make more sense. A
greater level of confidence could be placed in
service delivery and contract underwriting

being managed at the apex by a group of private
insurance firms with expertise in such a busi-
ness, instead of a well-intended but inexperi-
enced bureaucracy that has no knowledge of
how to deal with small farmers.

4.212. Finally, ZPR puts on the UNCFD
agenda the issue of opening discussions on
more open labour migration across borders.
Whether or not UNCEFD is the right forum for
introducing such a major question is a matter of
opinion. It is difficult to see how it can be
credibly argued that labour standards should be
left to the ILO, the vexing question of child
labour to UNICEF and environmental stan-
dards to international environmental organisa-
tions, while putting the issue of labour migra-
tion on the agenda of UNCFD. Doing that
opens the door to other issues that developing
countries might prefer to avoid.

That asymmetry aside, it is obvious that open-
ing up global labour markets less selectively
(and self-servingly) is a question that has to be
confronted, sooner rather than later, by the
international community. Labour-market liberal-
isation is simply the reverse side of the coin of
trade and financial liberalisation. Clearly,
remittances are a growing and, in some
instances, critical source of export earnings for
developing countries. Thus they are a crucial
element in FfD. Opportunities for expanding
such earnings cannot be artificially inhibited in
perpetuity for nationalistic (protectionist) rea-
sons that are becoming increasingly irrelevant
in a globalising world.

If globalisation is to have meaning, then
borders cannot become pervious only for goods,
services, money and the flow of everything
other than people. If development is for people,
then so is globalisation. That has implications

20  For a reasoned analysis of the issues involved, see Chapters 8 and 9 in Page, S. and Hewitt, A., World Commodity Prices; Still a Problem
for Deweloping Countries?, special report. London: Overseas Development Institute, 2001.

21 That option might imbue and perhaps impede it with stifling bureaucracy and ponderous operating practices when it needs to be nimble
and agile. It might make more sense for the proposed intermediary to be a self-standing public-private partnership between private insurers
and donor governments allowing room for some of its premium income to be partially funded or subsidised by donor governments.
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for accommodating and encouraging the unim-
peded voluntary movement of people across
borders. How can labour mobility and labour
market flexibility be a virtue at the national
level and a cardinal vice at the international or
global level? Closed labour markets in indus-
trial countries can only add to inefficiencies in
the global economic system because the global
labour market is not being permitted, as a result
of the policies of industrial countries, to clear as

it should.

Certain segments of the global labour market
(especially for high-skill human resources or
HSHR) are already quite open — for example
for top executives in transnational corpora-
tions, star talent in the media, entertainment
and sporting fields, and top academics, scien-
tists and researchers. There are no substantive
restrictions preventing such individuals from
crossing the borders that they want to cross.
Moreover, borders for legal human migration
among OECD countries are already more open
than borders between the OECD and develop-
ing countries. There is no economically justifi-
able reason for such a dichotomy.

Developed countries have, of course, been swift
to open, temporarily, access to labour markets
for intermediate and low-skill human resources
in which they suffer acute shortages. This was
recently witnessed with middle and relatively
low-skill IT talent from India, and with the
aggressive (even shameless) recruitment of pro-
fessionals from developing countries in the
primary and secondary education and health
sectors of OECD countries, particularly the
UK, at the present time. Some of these tempo-
rary, self-serving market-openings have sec-
ondary and tertiary backwash effects. For exam-
ple, the exodus of teachers, nurses and doctors
from South Africa into OECD countries is
resulting in South Africa draining its neigh-
bours in Africa of such professionals. Temporary,
segmented labour market opening can have sig-
nificant human costs, as was evident with the

collapse of the ‘dot-coms’ in early 2000 which
resulted in many newly arrived immigrants
from Bangalore to Silicon Valley having to
return within a few months.

Conceptually, selective opening of labour mar-
kets is just as undesirable, pernicious and harm-
ful as selective opening of markets for goods,
services and capital. That truism holds irrespec-
tive of the political, social and racial sensitivi-
ties of protected labour in the developed world.
Selective, self-serving opening of labour mar-
kets (which, unfortunately, is the only type of
opening that political and social circumstances
in OECD countries permit at the present time)
puts developing countries in triple jeopardy. It
denudes them of the HSHR that they desper-
ately need, for example, to bridge the digital
divide and to meet the ambitious targets of
IDG-2015. It deprives them of expected bene-
fits from the long-term investments they have
made in developing such high-skill human
resources. And it leaves them with a huge
labour surplus at the low-skill end of a size that
they cannot absorb or provide an adequate
social safety net for in their own economies.

At present there are no arrangements or proto-
cols to compensate developing countries for an
artificially induced loss of investment in HSHR
arising from the failure of specific segments of
the labour market in developed countries.
These failures are attributable to myopic poli-
cies that trigger egregious supply-demand
imbalances in industrial countries at awkward
political moments in time. The costs of adjust-
ing to such sudden labour-market failures are
casually, and thoughtlessly, passed on to devel-
oping countries, which are effectively treated as
a reservoir or sump to be drained when such
circumstances arise.

To be sure, developing countries derive benefits
from opportunistic labour market opening in
OECD countries through remittances. Such
flows, however, are not a characteristic of
HSHR exports as much as they are of low-skill

28

FINANCING FOR DEVELOPMENT: PERSPECTIVES AND ISSUES



human resources exports, for example to labour-
short Gulf countries. There is anecdotal evi-
dence of other benefits associated with coun-
tries that have a large diaspora, for example the
sustained growth of FDI in China driven by
overseas Chinese, and the large short-term
bank deposits of non-resident South Asians
which effectively help to swell the international
reserves of their countries of origin.

In addition to the asymmetry of industrial
countries arguing self-servingly for the opening
of all markets (goods, services and capital)
except labour on a non-selective basis, the
changing demographics of developed coun-
tries?? raises compelling arguments for more
open, liberal immigration policies that accom-
modate labour inflows at all skill levels with
fewer restrictions. Such changes will require
significant and painful adjustment in the polit-
ical and social markets of OECD countries. But
their current policies require even larger adjust-
ments to be made, and significant opportunity
as well as real costs to be absorbed, by develop-
ing countries in their own labour, goods and
services markets.

The case for opening up the question of liberal-
ising labour migration is irrefutable. But the
question is ‘How strongly will Commonwealth
Ministers wish to support such a recommenda-
tion by ZPR? The answer is fraught with the
diplomatic sensitivities that surround this issue,
and the inconsistency of doing so while insist-
ing that similar issues only be raised in the
decision-making bodies of the specialised insti-
tutions concerned. This paper argues that
developing countries should place a marker at
UNCEFD that the liberalisation of labour migra-
tion is an issue that has to be confronted sooner
or later. But the temptation should be
eschewed to push the issue too far, especially if

it threatens to derail UNCFD and prevent it
reaching productive outcomes.

4.3. The Special Role of the
Commonwealth Secretariat

A brief digression is needed on the special role
that the Commonwealth Secretariat might
play in connection with the position that Com-
monwealth Ministers of Finance might take in
UNCEFD on another round of trade liberalisa-
tion. This detour is necessary because of the
implications that the next trade round will
have on FfD over the next 20-25 years, and the
institutional implications it has for the Secre-
tariat in helping member countries (especially
the least developed, SDS and SDIS members)

to cope.?’

With the shadows of Seattle (as well as Prague,
Washington, London, Gothenburg and Genoa)
continuing to cast a shadow over a new trade
round, the Secretariat has a crucial role to play
in shaping the attitudes and policies of an influ-
ential group of developing countries. Such a
role would add value to the new round by help-
ing to achieve positive outcomes. Developed
Commonwealth members (Australia, Britain,
Canada, New Zealand and Singapore) can
influence policies and attitudes in OECD
countries. Similarly, countries such as India,
Malaysia, Nigeria and South Africa have a
growing influence on opinions and attitudes in
the developing world. If existing URAs are to
be implemented smoothly, and negotiations in
anew Development Round conducted satisfac-
torily, it is crucial to have these opinion-makers
on board. The trial balloons released by ZPR
may be more usefully explored within the Com-
monwealth family before attempts are made to

agree on them at UNCFD or WTO.

In facilitating global, hemispheric and region-

22 This is true of almost all the major OECD countries except the USA whose immigration policies, despite restrictions, are more liberal
than those of the EU or Japan and whose periodic amnesties for illegal immigration allow in large numbers of low-skilled immigrants.

23 In making this detour, attention is called to a recent evaluation of the Commonwealth Secretariat’s assistance to member countries with
international negotiations; and especially with trade negotiations concerning WTO and ACP-EU, i.e. Evaluation Study No. 65, op cit.
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to-region trade dialogue,’* and ensuring its
compatibility with the emerging WTO regime,
experience with assistance on trade-related
negotiations suggests that the Commonwealth
provides unusually flexible scaffolding. Sensibly
used, it could make a contribution to the even-
tual construction of a more durable, robust
WTO edifice that is less vulnerable to Seattle-
type disruptions and discontinuities.

Commonwealth developing countries are all
having difficulties (of varying degrees of sever-
ity) with putting in place revised domestic
trade legislation to conform to their undertak-
ings and obligations under URAs. With a new
trade round, that problem will be compounded.
Developing member countries need legal assis-
tance from the Secretariat to help them cope.
The Secretariat could design model legislation,
consistent with a common law heritage, that
would be applicable across Commonwealth
countries with modifications. Assistance is
needed immediately in coping with the revi-
sion of TRIPS and copyright law (under which
special provisions need to be designed for pro-
tection against predatory bio-prospecting by
foreign companies of unique plant and marine

life varieties) and GATS.

In addition, developing country members
require assistance with framing domestic trade
and investment legislation that is flexible and
adaptable. Such legislation must accommodate
a new global trading regime that requires con-
tinual reduction of tariffs, as well as removal of
non-tariff barriers, administrative barriers, and
changes in customs and excise rules and proce-
dures along with the necessary enforcement
provisions. Help is needed in devising appropri-
ate legislative and regulatory regimes for gov-
ernment procurement, Internet service provi-

sion and the conduct of e-commerce. Existing
laws governing the provision and regulation of
telecommunications and broadcasting services
need to be revamped to accommodate private
and foreign participation in these areas.

Assistance is also required for revising legisla-
tion governing the regulation and control of
cross-border financial transactions with special
provisions for those conducted over the Inter-
net. Dedicated Secretariat websites on trade
issues need to be established urgently with up-
to-date information accessible to all members.
These websites should be updated weekly and
contain access to all background papers and
studies prepared, the latest information on the
status of negotiations in key areas and the posi-
tions of key countries. They should also include
a Secretariat news bulletin informing trade
officials in governments of the issues they
should be tracking. To some extent, the new
series of WTO Policy Briefs launched by the
Secretariat fills this need, but it needs elec-
tronic dissemination.

The above suggestions constitute a rich agenda
for the Commonwealth Secretariat to contem-
plate in designing an appropriately balanced
programme for its own special assistance for
member countries. But the Secretariat needs
also to play a front-line role under the proposed
Integrated Framework Initiative supported by
ZPR. Its particular comparative advantage over
any other multilateral or bilateral institution
lies in dealing sympathetically and cost-effec-
tively with SDS. It is regarded by most, if not
all, SDS members’ governments as an exten-
sion of their own capability. The Secretariat
should, therefore, be delegated specific respon-
sibility under the Integrated Framework Initia-
tive (IFI) for delivering an integrated package

24 For example, the Commonwealth Secretariat is already playing a role in assisting its Caribbean members with the on-going trade
dialogue between NAFTA and CARICOM. That will eventually spill over into the WTO arena. Similarly the Cotonou Agreement
has set the stage for trade-relations between the EU and various REPAs in the four or five African sub-regions; between the EU-
Caricom; and EU and the Pacific. The Commonwealth Secretariat could play a role in cementing trade ties between ANZ and the
Pacific, and, assuming political factors eventually permit, within SAARC and between SAARC and ASEAN.
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of technical assistance on trade negotiations to
all SDS with in-country assistance being
focused on Africa, the Caribbean and the
Pacific.

The capacity-building assistance required by
SDS for trade should be funded by the IFI Trust
Fund, not by the Commonwealth Secretariat’s
meagre budgetary resources. In that connec-
tion, developed Commonwealth countries
should give serious consideration to expanding
the extant Trade and Investment Assistance
Facility (TIAF) in a manner that enables the
Secretariat to contribute to the Trust Fund
some of the resources required for assisting SDS
and SDIS. The Secretariat must pay attention
to the training, knowledge and support needs of
trade officials not just at the negotiating table,
but including officials participating in inter-
ministerial committees on trade in the capitals
of Commonwealth member countries. It needs
to achieve a better balance between: (a) assis-
tance delivered to member country delegations
in Brussels (for ACP-EU negotiations) and
Geneva (for WTO); and (b) assistance deliv-
ered to their trade officials and ministries in
home capitals. That may involve communicat-
ing more effectively the policy work that the
Secretariat has done and improving on its
follow-up efforts to make sure that such work is
translated into sound policy-making at country
level.

In providing such assistance, the Secretariat
must avoid duplication and overlap with other
international institutions operating under the
IFI. But although that caveat is fine in theory, it
is often difficult to apply in practice. It is not
always possible for the Secretariat to know
what other institutions are doing. The prior-
ities of other institutions (especially the Bret-
ton Woods Institutions) often shift in mid-
stream. With ODA diminishing, every inter-
national institution is now gravitating toward
assisting with the new Round. Trade liberalisa-
tion has become a new growth industry for multi-

lateral agencies (whether multilateral or bi-
lateral). The World Bank and the IMF have
large, established work programmes on assisting
developing countries with trade liberalisation
because it features as a central pillar in adjust-
ment programmes. But assistance from these
sources carries ideological baggage (not always
temporally consistent) that diminishes its value.
Small Commonwealth members in need of
assistance prefer the Commonwealth Secretariat
or UNCTAD as a source of such assistance
(although with UNCTAD they often have to
wait for unduly long periods because of the
acute constraints on UNCTAD’s own resources
which lead it to ration its services).

SDS are concerned that the advice they receive
from the IFIs on the positions they should take
in the next WTO round will be of a kind that
will make it easier for developed countries to
achieve their objectives in the negotiations.
Such advice does not necessarily cater to the
interests of the developing world. Many mem-
ber countries believe that this is what hap-
pened in the context of UR negotiations. They
succumbed to [FI pressure to reach agreement,
only to find that they are now having consider-
able difficulty in implementing URAs and
living with their consequences.

The Commonwealth Secretariat’s role in assist-
ing the SDS with trade negotiations should
avoid placing too heavy an emphasis on argu-
ing for SDT under WTO rules. Its continued
reliance on the SDT argument may be justified
in the short to medium term. But after that it
reaches a dead-end. What is needed to make
the argument for SDT over a transition period
credible is a vision for the structure and com-
petitiveness of SDS when that transition
period has ended. Without a strategy for mak-
ing SDS economies viable in the long-run, the
argument for a transition to something that is
not even a vague idea, holds little intellectual
water. Structural constraints on SDS econ-
omies lead to the logical conclusion that if
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SDT is to be argued for, then the case has to be
made that such treatment is needed in perpetu-
ity and not just for a transitional period. Such a
stance is untenable under the emerging WTO
regime, which cannot accommodate SDT for
more than a limited period. If experience over
the last three decades is a guide, it is not clear
exactly what buying more time for SDS to
become competitive is likely to achieve and by
when. The problem that must be confronted by
the Secretariat and its SDS members is to seek
a long-term approach to competitive viability
under which the ‘wherewithal deficit’ of SDS is
resolved, rather than perpetuated.

The long-run solution may be for SDS to
associate with larger regional groupings in their
neighbourhoods on a basis that enables them to
maintain some control over their destinies. As
a strategy, the Secretariat should argue the SDT
case for SDS only as a one-off, time-bound,
expedient. [t should focus more on encouraging
forms of regional integration that facilitate transi-
tions under which, for example, CARICOM
associates with NAFTA and/or Mercosur as
quickly as possible, and deals with WTO as part
of NAFTA or Mercosur or both.

In the same vein, the Secretariat should assist
African economic groupings with SDS mem-
bers to integrate faster and enter into better
arrangements with the EU under the evolving
Cotonou framework. African sub-regional
groups, such as ECOWAS and SADC, should
be encouraged to enter into closer trading and
monetary arrangements with the EU that can
be refined over time. Similarly, the Secretariat
should facilitate a process whereby Pacific

SDIS become members of ANZCERTA and
ASEAN under appropriate arrangements. They
should cope with future WTO rounds through
regional arrangements. Whatever SDT they
need should be negotiated within these
arrangements, compatible with WTO rules.
The key objective that SDIS should achieve
under associated membership arrangements
with larger trade blocs in their respective
regions is not the perpetuation of SDT, but
open access to the labour markets of the region
in order to increase their remittance earnings
opportunities as a first step toward achieving
durable self-reliance. The quid pro quo is opening
their economies to non-indigenous investors
from the region in every sector, including land.
They will need to embrace more enthusiasti-
cally than they have been willing to do so far,
the entry of know-how, investment capital,
entrepreneurial talent, and human/social capi-
tal of the kind that they urgently need.

SDS members can no longer keep themselves
closed to these influences, and earn a living on
their own terms through SDT in a world that no
longer recognises the right to special exemp-
tions. Harsh as that sounds, it is a reality that
the Commonwealth needs to confront sooner
rather than later. Obviously, the Secretariat
cannot be naive about the difficulties that SDS
will face in integrating with neighbouring
regional blocs on appropriate terms. Nor can it
be sanguine that this can be achieved quickly
or painlessly. That problem notwithstanding,
these suggestions illustrate where a viable
future for SDS may lie.
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5

Mobilising External Private Capital for Financing Development

5.1. Observations and Recommendations
of the Zedillo Panel Report

Observing that: ‘Private capital cannot be
expected to finance poverty reduction or human
development ... [but it] ... can be an important
factor in promoting growth — or in precipitating
crises and ‘The extent to which FDI
bypasses smaller and poorer countries is often
exaggerated ...’, ZPR makes the following
points in considering the role of FDI and FPI in
financing development:

¢ Developing countries need to continue
improving their attractiveness to FDI through
positive actions (i.e. by upgrading standards
of accounting and auditing, transparency,
corporate governance and public adminis-
tration, along with improved infrastructure
and application of the ‘equal treatment with
domestic firms' principle), rather than
through tax concessions and lower social or
environmental standards. Competitive tax
concessions should be regulated and discour-
aged by an International Tax Organisation;

¢ Foreign investors in developing countries
should subscribe to the UN’s Global Com-
pact which highlights nine principles for
good corporate citizenship, dealing with
human rights, and labour and environmen-
tal standards;

¢ The catalytic role of the MDBs in directing
FDI to developing countries should be
increased (Volcker Commission) through
the provision of partial risk guarantees;

& FPI should be encouraged to diversify the
number of options available to countries for
financing development. However, such flows

need to be properly regulated to avert the
risk of macroeconomic destabilisation and
financial crisis. To that end the international
financial architecture needs to be strength-
ened to reduce vulnerability, and domestic
financial systems need to be strengthened
through stronger prudential norms and prac-
tices and better standards and codes in a
number of areas;

¢ Developing countries need to be more
proactively involved in the design and for-
mulation of prudential norms and improved
standards/codes because their implementa-
tion can be difficult and costly. Capacity-
building assistance is required to implement
improved codes;

# Private capital needs to be ‘bailed-in’ for the
management of financial crises by making
collective action clauses a standard feature
of sovereign bond issues and a queuing process
that prevents or slows down flight exit;

& Aurtificial restriction by industrial countries
on institutional investment in emerging
markets needs to be removed;

¢ The prospect of the new Basle proposals for
determining the minimum capital require-
ments of banks making commercial bank
loans prohibitively expensive for all but the
most creditworthy developing countries
should be averted .

ZPR’s treatment of the importance of external
private capital in financing development
(based on treatment by SGR) is regrettably
insipid, if not trivial. [ts analysis reiterates the
obvious while its recommendations do not go
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far in providing a road-map for reducing the
dependence of developing countries on official
flows (which are waning) while increasing their
reliance on private flows (which are increas-
ing). Even for the poorest developing countries,
private capital is likely to continue to increase
in importance despite occasional interruptions
caused by episodic (but inevitable) financial
turbulence.

Except for creating an ITO (an issue dealt with
later in this paper), none of ZPR’s observations
and recommendations pertaining to private
capital flows is contestable. For that reason,
they can be endorsed and supported by the
Commonwealth Finance Ministers. But they
are unlikely to be very helpful. The recommend-
ations do not advance any arguments. Nor do
they create new pathways and breakthroughs
for increasing the scope and reach of private
capital in financing development in more
countries for more purposes. In a substantive
sense (and despite SGR’s list of 14 suggestions
for enhancing such flows) ZPR/SGR are almost
dismissive in their treatment of private flows
while over-emphasising the importance of
reversing declines in official flows. The sub-
sections that follow attempt to redress these
weaknesses in offering a wider and more bal-
anced perspective.

5.2 Issues for Commonwealth Finance
Ministers to Consider in Mobilising
Private Capital

Backdrop and Analysis

The 1990s were a shock in exemplifying the

suddenness with which private capital flows

(PCF) assumed primacy in external resources
flows to developing countries. Their impetus
led to the total amount of external financing
for developing countries increasing substan-
tially. As a consequence, official finance became
relatively less significant as a flow of resources
to the developing world in a shorter time-span
than was earlier imagined. In the mid-1990s
official flows, especially ODA, fell in absolute
terms as well.”> There was a reversal in PCF
between 1998-99 following the Asian crisis
(Tables 9 and 10) but they have begun to
recover in 2000. Some industrial countries, for
example the USA, now see private flows as a
substitute for ODA in meeting future FD
needs. That expectation is overplayed and
unrealistic. Private capital can play an impor-
tant role in emerging markets where physical
and institutional infrastructure, markets and
opportunities exist to attract and absorb such
flows productively without running the risk of
bidding up asset prices and creating valuation
bubbles. These conditions, which influence
their value, necessarily limit their role in the
developing world.

Private flows are not intrinsically flawed
because their nature constrains their reach. On
a per capita, rather than per country, basis,
private capital is better distributed across the
developing world than usually acknowledged.
For example, it is often observed that 80-90 per
cent of private capital flows are directed to only
10-25 developing countries. That statistic,
exhausted from misuse, disparages private flows
as being too unfairly concentrated to matter to
most developing countries. The implication is

25 That change was even more marked from the 1980s when ODA increased rapidly as a response to the collapse of private finance (in
the form of commercial bank loans rather than FDI or FPI) with the onset of the debt crisis in 1982. Rapid increases in ODA between
1982-90 were necessary to finance the burgeoning growth of fast-disbursing structural adjustment and crisis-management programmes
in Latin America and Africa. Most of the ODA provided in the 1980s was used to finance external debt service to private creditors
(mainly banks in the developed world) in order to prevent failure of the global financial system. It was aimed at short- and medium-
term stabilisation and not at long-term development investment. For that rather obvious reason — which unfortunately added to the
perception of aid failure — increased ODA in the 1980s went hand in hand with increasing poverty and dispossession in the debt-
distressed parts of the developing world. That outcome resulted from the debt-management and structural adjustment policies applied
by the Bretton Woods Institutions. When the worst effects of the debt crisis passed, the same quantum of ODA was not required to
keep funding external debt service. Hence some decline in ODA was to have been expected.
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misleading. The 25 developing countries that
absorb 90 per cent of private inflows to the
developing world account for over 75 per cent
of its population, 70 per cent of its output, 80 per
cent of its trade and 80 per cent of its inter-
national reserves. Measured thus, the concen-
tration of private flows reflects the distribution of
the developing world’s ‘market capacity’.

It would be odd to expect a different outcome.
Eighty per cent of private capital cannot possi-
bly flow to 80 per cent of the number of devel-
oping countries. A small island country with a
population of less than a million people, and no
market to speak of, cannot possibly absorb the
same amount of private capital as India or
China. There is a case for arguing that the dis-
tribution of private capital is skewed when
Chile and Malaysia attract larger flows than
India or Nigeria, or when India attracts less
than 10 per cent of the FDI that China does.
But the reasons for these ‘distortions’ are not
difficult to discern. They have little to do with
the faults of private capital. They have more to
do with flaws in the behaviour of countries that
are destinations for investment. ZPR indicates
what might be done for such distortions to iron
themselves out. But it is not obvious, as ZPR
and other proponents imply, that policy
choices which deter private capital from enter-
ing many developing countries should result
automatically in the consequent FfD gap being
filled by equivalent amounts of ODA.

Private capital plays a major role in the lives of
most people in the developing world. It may
not play as significant a role in the least devel-
oped economies, although the potential for it
to do so (for example in the case of Bangladesh)
is greater than generally acknowledged or
realised. Least developed countries will depend
on ODA flows for some time to come. Their
financial systems are too nascent to attract pri-
vate capital. In some, their debt overhang

deters private flows as does their level of devel-
opment, the structure of their economies, the
absence of opportunities and essential infra-
structure, and lack of natural resources. In short,
their financing needs do not match the invest-
ment preferences of private capital. For these
reasons, ODA and private flows are not perfect
substitutes. But the experience of the 1990s sug-
gests strongly that private capital can replace
ODA more widely, deeply and to better effect
than was once firmly believed, and is still fre-
quently alleged, in a number of areas.

Private Capital Flows and Development
Experience between 1980-2000 has been
instructive about the implications of private
capital flows for development. The dangers of
commercial bank lending, especially short-
term lending, as a source of FfD became clear in
the debt crisis of 1982-90. But lessons from
that period seemed to have been forgotten
when similar dangers materialised in 1994-95
and 1997-98. In contrast, FDI has obvious and
significant benefits in terms of its contribution
to increasing the level and quality of invest-
ment, of productivity and associated know-how
transfer of both hard and soft technology.?® FDI
is not, however, without costs. It creates long-
term liabilities when dividends are remitted
and/or interest is repaid to parent companies,
and when invested capital (or capital borrowed
from the parent) is eventually repatriated.

FPI has the benefit of boosting reserves and
money supply in the short-run, and diminish-
ing reliance on commercial bank borrowings
and on official finance for managing the exter-
nal account. But it has costs in terms of volatility.
In the absence of astute management to control
or dampen the impact of inward surges of port-
folio capital by monetary and fiscal authorities,
such surges can lead to financial system destabilis-
ation and trigger eventual equally swift outflows,
with knock-on effects on the real economy.

26  See Chapter 2 of Global Development Finance 2001, op cit.
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5.2.3. The Distinction between Foreign Direct
Investment and Foreign Portfolio
Investment

These truisms often lead analysts to overplay
the real dangers of FPI while being over-
sanguine about FDI. It is often the case that
risk-management inclines treasurers of TNC
affiliates in developing countries to maximise
local borrowings against fixed and working
capital assets. The surplus liquidity maintained
can be quickly shifted abroad in a time of crisis.
Risk-management instruments (especially deriv-
atives for hedging against interest rate, cur-
rency and price risk) in sophisticated financial
markets now permit corporate treasurers of
TNC subsidiaries in developing countries, rep-
resenting the largest amount of FDI, to under-
take off-balance sheet transactions that can have
the same effect as FPI in financial crises when it
rushes in a panic to exit. By the same token,
transactions recorded as FPI (for example
share-purchases by institutional investors in
green-field investments) can actually be a sub-
stitute for FDI and be just as stable.

Thus, while the conceptual differences in cost-
benefit profiles and volatility-risk between FDI
and FPI remain important in theory, their
actual costs and dangers in practice can be, and
frequently are, misconstrued and misrepre-
sented. For that reason, it is as important for
central banks and regulatory authorities in
developing countries to monitor the off-
balance sheet risk management positions of
major foreign direct investors (especially com-
mercial and investment banks) in their coun-
tries as it is to monitor flows of FPI and capital
flight.”” In that connection, it should also be

noted that domestic corporations and domestic
portfolio capital also behave in ways that exacer-
bate financial crises in the same way as FPI; this
is true whether capital accounts are officially
controlled or not.

Foreign Direct Investment

Since 1994, FDI has become the single largest
source of external financing for the developing
world (Table 7). Accompanied by the right
macroeconomic policies, FDI has ‘crowded-in’
other ancillary investments and increased
growth rates through the associated transmis-
sion of technology, human skills, increased
domestic competition and increased exports.
Inflows of FDI have grown from 0.14 per cent
of the developing world’s GDP in 1980 to 0.78
per cent in 1991, rising to 3 per cent in 1998
before dropping back to 2.63 per cent in 2000.
In dollar terms FDI inflows have grown from
$4.4 billion in 1980 to $36 billion in 1991 and
$185 billion in 1999,%8 a remarkable increase by
any measure.

The developing world accounted for just a
quarter of global cross-border FDI in 1999,
although that share peaked at 36 per cent in
1997 before the Asian crisis.?’ It has since
fallen back to less than 16 per cent of global
FDI in 2000. Against that proportion, the
developing world now accounts for 22 per cent
of world production measured at nominal
exchange rates and for 45 per cent measured at
purchasing power parity (PPP) exchange rates
(Table 4). Given a presumed differential of
about 4-5 per cent in sustainable long-term
growth potential between the industrial and

27  The World Bank’s Global Development Finance Report for 2000 (GDF-2000) observes: ‘FDI flows are also subject to slowdown or reversal
in the event of economic difficulties ... increased uncertainty with economic crisesmay cause investors to reduce new commitments,
accelerate repayment of affiliates’ debts to home office, or take off-setting positions through derivatives. In the latter case, the decline in
investors’ exposure to the country is not even recorded in the data on FDI. In a limited number of countries, direct investment financed
by joint-ventures’ external borrowing may be incorrectly classified as FDI, and thus may tend to behave similarly to capital market flows.’

28  Source: Global Development Finance (GDF-2000 and 2001-draft), World Bank, Washington DC.

29  The decline from 36 per cent in 1997 to 25 per cent in 1999 was also partly because of unprecedented merger and acquisition activity
in the industrial countries in 1999 (UNCTAD, World Investment Report, 1999).
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Table 7. Net Resource Flows to All Developing Countries 1970-2000

(Amounts in US$ billion)

1970 1980 1991 1997 1999 2000
Total Net Resource Flows 1.3 82.8 119.7 334.6 250.7 280.9
of which
Net Official Flows 5.6 34.9 60.9 42.8 45.3 471
o/w Grants (excludng. T() 2.2 13.2 35.1 26.1 28.9 29.6
Memo: TA Grants 1.7 6.3 15.6 15.7 16.6 171
Net Private Flows 5.7 47.9 58.8 291.8 205.4 233.8
o/w  FDI 22 44 35.5 172.6 185.1 176.2
FPI (Equity) 0.0 0.1 4.6 224 21.1 34.8
Bonds 0.2 1.1 10.9 49.0 25.4 311
Bank Debt 33 42.3 5.0 45.1 -24.6 -8.5
Other 0.0 0.0 2.8 2.7 -1.6 0.2
Memo:
Interest Payments -4.1 -48.9 -72.3 -109.1 -135.3 -153.1
Profit Remittances on FDI -6.5 -23.7 -18.3 -31.4 -41.6 —48.5
Net Transfers 0.7 10.2 29.1 194.1 73.8 79.3
Official 4.7 28.8 41.1 10.3 -10.2 -24.0
Private -4.0 -18.6 -14.8 184.5 85.2 103.1

Source: Global Development Finance Country Tables 1999 (for 1970 and 1980), World Bank; GDF 2000 and 2001 (draft
mimeo for 1991-99); World Bank. Figures for 2000 on memo items are estimates from preliminary sources. The table

takes into account short-term debt.

developing worlds over the next 20-25 years, it
would be reasonable to suggest that the share of
global FDI accounted for by developing coun-
tries should, ceteris paribus, stabilise at an aver-
age of about 40 per cent, representing the mid-
point in a range of 35-45 per cent over that
time-frame, allowing for annual fluctuations.

To some extent, the growth in FDI flows to
developing countries was inflated between
1992-97 by one-off factors such as the privat-
isation of major infrastructure service com-
panies in Latin America. The scope for similar
waves of FDI motivated by privatisations in
other regions, particularly in South Asia,
remains. Even now, Latin America and East
Asia account for 75-80 per cent of FDI to all

developing countries (Table 8). Eastern and
Central Europe and Central Asia account for
another 15 per cent. With other regions receiv-
ing only 5-10 per cent of the total, there is
obviously scope for attracting FDI to Africa and
South Asia providing governments in these
regions undertake the policy reforms and struc-
tural transformations to create more space for
private participation in the economy that Latin
America and East Asia have already under-
taken (although those regions still have some
distance to go).

The World Bank reports that developing coun-
tries have made progress in improving the
climate for FDI between 1992-99.° They have

eased/removed licensing requirements, opened

30 See GDF-2001 (draft mimeo) pp.10-11.
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Table 8. Private Flows, ODA Flows and External Debt and Debt Service 1998

Official Development Assistance

PRF FDI XDT XDS Amount LGNP I0DA/GDI
(¢ billion) ($ billion) ($ billion) ($ billion) ($ billion) ($) (%) (%)

All Developing Countries 267.7 170.9 2,536 296.1 38.4 8)* 0.6% 0.83
of which

Low-income Countries 12.2 10.7 419 26.5 18.5 (7)* 2.1 3.15
Middle-income Countries 255.5 160.3 1,957 269.6 19.9 (12)* 0.4 0.45
East Asia and Pacific 67.2 64.2 668 78.1 6.8 (4)* 0.4 0.37
South Asia 7.6 3.7 164 14.7 4.8 4)* 0.8 1.31
Europe and Central Asia 53.3 243 481 45.6 6.4 (14)* 0.6 1.02
Middle East and North Africa 9.2 5.0 208 20.3 44 (18)* 0.7 1.25
Sub-Saharan Africa 3.5 43 230 14.5 124 (21)* 3.9 7.65
Latin America and Caribbean 126.8 69.3 786 123.0 3.5 (9)* 0.2 0.28

Note: PRF = Net Private Resource Flows; FDI = Net Foreign Direct Investment; XDT = Total External Debt Outstanding;
XDS = External Debt Service for that Year; IODA = Investment-related ODA; LGNP = GNP of Developing Countries

*Dollar figure in brackets shows ODA per capita.
Source: GDF-2000. World Bank, Washington DC

up sectors previously closed to foreign invest-
ment, eased up on restrictions limiting the share
of foreign investment in domestic firms, liberal-
ised current and capital account regimes for
foreign investors, strengthened laws on the
protection of intellectual property rights,
improved the regulation of domestic financial
markets and made tax systems more neutral
between domestic and foreign investors; indeed
they have extended the ‘equal treatment’ prin-
ciple across-the-board. Most developing coun-
tries no longer have severe regulatory impedi-
ments for foreign investment. Many have regimes
that are more liberal than those of several
OECD countries. The regional variations in
how far developing countries have gone in these
directions remain quite large with the regions
receiving the largest FDI flows having made the
most progress. Yet FDI flows have not responded
to these reforms with as much alacrity as might
have been anticipated. Why is this?

A low level of development, insufficient physi-
cal and social infrastructure and the lack of
market opportunity and natural resources in
many countries provides part of the answer. But
another part appears to lie in the continued
prevalence of corruption, failure to remove
unnecessary regulatory requirements, compli-
cated and non-transparent administrative pro-
cedures and insufficient protection of property
(and collateral recovery) rights because of mal-
functioning legal systems that do not provide
civil redress in real time. Corruption has a
greater effect on FDI than on FPI (thus discour-
aging the wrong flow) with recent studies’
indicating significant correlations between cor-
ruption and lack of transparency, on the one

hand, and FDI flows on the other.

Actions to Encourage Foreign Direct
Investment Flows
What might be done to encourage FDI inflows

31  See, for example, Hoekman, B. and Saggi, K. ‘Multilateral disciplines for investment related policies’ in Guerrieri, P. and Sharer, H.E.
(eds). Global Regionalism and Economic Conwvergence in Europe and East Asia: The Need for Global Governance Regimes. Rome: Institute
for International Affairs, 1999; Drabek, Z. and Payne, W. ‘The Impact of Transparency on Foreign Direct Investment’ (mimeo) 2000.
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Table 9. Foreign Direct Investment in the Developing World 1970-2000

(Amounts in US$ billion)

1970 1980 1991 1997 1998 1999 2000
FDI to All Countries 60 93 160 473 683 982 1,118
FDI to Developing Countries 2 4 36 173 177 185 176
Developing Countries’ FDI Share 2.9% 4.3% 22.1% 36.5% 25.9% 18.8% 15.8%
FDI as Percentage of GDP 0.25% 0.14% 0.78% 2.67% 2.95% 2.93% 2.63%
For All Developing Countries
East Asia and Pacific 0.20% 0.30% 1.43% 3.32% 3.84% 3.02% 2.86%
South Asia 0.08% 0.08% 0.10% 0.91% 0.64% 0.53% 0.51%
East Europe and Central Asia 0.01% 0.01% 0.31% 2.12% 2.52% 2.51% 2.76%
Middle East and North Africa 0.71% —0.86% 0.38% 0.87% 1.14% 0.24% 0.69%
Sub-Saharan Africa 0.16% 0.02% 0.33% 2.54% 2.05% 2.5% 2.36%
Latin America and Caribbean  0.68% 0.82% 0.68% 3.35% 3.710% 4.64% 3.62%

Source: GDF-2000 and 2001(draft) (World Bank)

to developing countries other than regime
changes that will only take effect in the
medium or long term? The obvious impedi-
ments notwithstanding, there is much that can
be done about encouraging greater flows of FDI
to developing countries, and especially the low-
income and least developed groups, despite
their obvious disadvantages as destination
countries. It simply requires more imaginative
thinking than has been done by SGR or ZPR.
The central problem pivots around risks in
these groups of countries exceeding (or being
perceived as exceeding) those that private
investors are prepared to take because of start-
ing conditions prevailing in these countries.
That problem begs the question: is there not a
considerable amount of unexplored space for
imaginative combinations of risk-sharing
between private and public capital in these
countries to overcome the reluctance of private
investors! With the intellectual capacity that
exists in the private sector, and similar capacity
alleged to exist in the MDBs (and their affili-
ated investment corporations such as [FC), it
should be possible to design project-specific, as
well as generic, schemes for risk-sharing that
pave the way for private capital to enter coun-

tries where it otherwise might not be prepared
to take full exposure risk on its own.

In that connection, the World Bank has already
opened the door to partial policy risk guaran-
tees. But neither private investors nor develop-
ing countries are rushing through it. Also,
although the ostensible value of the Multilateral
Investment Guarantee Agency (MIGA) and
the International Centre for the Settlement of
Investment Disputes (ICSID) has been adver-
tised, these agencies have not really added
much value in encouraging incremental flows
of private investment. Their impact has been
minuscule. That suggests difficulties with the
way in which these agencies work and the way
in which the policy-risk cover concept has
been applied in practice, rather than with the
concept itself.

All the MDBs (and their investment affiliates)
need to be encouraged to develop bolder
schemes for encouraging and supporting private
capital flows — through appropriately tailored
guarantees as well as equity-risk sharing by their
investment affiliates — to low-income and least
developed countries. Such activity should be

FINANCING FOR DEVELOPMENT: PERSPECTIVES AND ISSUES

39



given equal priority to direct loans by MDBs,
for which their preference remains undimin-
ished. At least 65 per cent of the number of
operations of MDB-related investment corpor-
ations, such as the IFC, should be concentrated
in low-income and least developed countries,
instead of 75 per cent of them being in middle-
income or industrialised low-income countries,
such as India, in which FDI is prepared to flow
of its own accord without any help from the
MDBs. Such corporations, for example the
IFC, often take the easy way out by preferring
transactions in countries that do not need them
(and often annoy the private institurional
investors they displace by doing so) on the
grounds that these are necessary to retain the
quality of their portfolios. That argument has
some merit, but it is grossly overused.

There is a powerful case for MDBs and their
investment affiliates being more proactively
involved in encouraging FDI inflows to low-
income and least-developed countries by acting
as spearheads on the unfinished business of
privatisation, especially in South Asia, Central
Asia and Africa, as well as in the SDIS of the
Caribbean, Indian and Pacific Oceans. As
Latin America and East Asia have already
demonstrated, considerable opportunities exist
in these regions to expand FDI inflows by a
multiple of their present values by assisting
countries with privatisations in which MDBs/
ICs can start the ball rolling. These multilateral
agencies should assume the perceived high
initial risks (on equity and debt) accompanying
such privatisations. They can do so by structur-
ing transactions, i.e. financial engineering, and
creating instruments, for example convertibles
and call options on shares, during the phases of
corporatisation and restoration of public sector
enterprises to profitability before their eventual
floatation.

Such transactions are unlikely to succeed
unless MDBs/ICs bring in private operating
partners (as well as private investment banks)

who have a global market stake in particular
areas of infrastructure, for example electricity,
telecommunications, broadcasting and media,
water supply, sewerage and waste disposal, and
all types of transport services — air, waterborne
and land — as well as infrastructure provision
such as toll roads, bridges, tunnels, ports and
airports. The same applies in privatising indus-
trial units that are usually found in the public
sector, for example in food and beverages, heavy
industries such as cement, steel, metals refining
and beneficiation, oil/gas, coal, chemicals and
petrochemicals, and in textiles. The overall
design under which private operators are
brought in to revamp and manage these services,
while MDBs/ICs take the initial capital risks,
should eventually result in the private partners
exercising options to assume equity control
when the risks have been reduced to levels that
private investors feel comfortable with.

These types of operations are likely to have
associated spin-offs by encouraging collateral
private investment, domestic and foreign, in
supplier and ancillary industries that feed off
large public units that are being privatised.
They can also result in profitable spin-offs as
large public enterprises are unbundled to focus
on core competencies and as a climate is
created to crowd-in private investment gener-
ally. None of this is fanciful generalisation. It
has already been done in middle-income coun-
tries where initial political and public resis-
tance was even stronger, as was scepticism
about whether such radical solutions would
work. [t has been proved beyond any doubt that
they can work. Such transactions, repeated in
HIPCs, can help to reduce debt overhangs
through swaps of official debt (held by bilateral
and official multilateral agencies) for equity in
public enterprises that can be prepared for pri-
vatisation. But if the generalisation is to
become a reality, there must be political will on
the part of the developing countries concerned
and more imaginative management and vision

in the MDBs/ICs than has been displayed so far.
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5.2.5.7 Such involvement in promoting FDI
inflows more proactively will open up opportu-
nities for MDBs/ICs to expand FPI flows
through such avenues as: (a) guarantees for
bond issues by sovereigns and sub-sovereigns in
the developing world; and (b) bond issues as
well as regional/global equity placements by
their instrumentalities that are being first cor-
poratised and then privatised. Going further,
MDBs can encourage FPI by floating their own
bonds in the domestic capital markets of coun-
tries where confidence is lacking in the sov-
ereign issuer as a benchmark. The proceeds
from such issues can be carmarked for spending
in the same countries for both physical and
social infrastructure. The example of the Euro-
pean Bank for Reconstruction and Develop-
ment (EBRD) floating bonds in borrowing
member countries, for example Hungary, for
financing local infrastructure is salutary. It
needs further examination and selective emula-

tion by other MDBs.

In middle-income developing countries, as well
as some low-income countries like India, MDBs/
ICs can go further by creating and making mar-
kets in derivative instruments that can be
specifically tailored or traded over the counter.
Such instruments would allow private investors
to hedge risks on either a long-term or rolling
basis in developing country currencies and
interest rate movements. In particular, they can
help to design and (together with global invest-
ment banks) make markets in instruments that
might prevent private institutional portfolio
investors from exacerbating financial crises
through their own exaggerated involvement in
inward and outward surges of short-term capital.

These types of arrangements might, for exam-
ple, require foreign institutional investors to
purchase options contracts at the time of entry
that would result in large financial losses if the
same investors indulged in double-plays or in
putting undue speculative pressures on curren-
cies and interest rates during times of financial

crisis. Again, these are not fanciful suggestions.
They are based on what has been tried in the
crises that occurred in 1994-95 and 1997-98.
The lessons learnt from these crises on the
kinds of instruments that might be developed
should not be lost. MDBs/ICs have a public
interest role to play in helping to create and
trade instruments that will encourage FDI flows

and stabilise FPI flows.

Implications for Commonwealth Countries —
Foreign Direct Investment

The regional variations in FDI (indicated in
the tables above) are reflected across the Com-
monwealth. Its developing members can learn
much from its developed members, and particu-
larly from their provincial development and
investment promotion agencies, about how to
attract FDI and use it as a powerful weapon to
assure sustainable development accommodat-
ing diversification and growth. The use of FDI
by Singapore to promote growth and develop-
ment is legendary in the annals of economics.
Other developed Commonwealth countries
have been among the most successful OECD
countries in attracting FDI, not least the UK,
which is regarded as the most competitive and
attractive destination for FDI in Europe
although stealth taxation, some recent policy
measures and meddlesome administrative actions
appear to be eroding its competitiveness.

Among Commonwealth developing member
countries, Malaysia and Mauritius have devel-
oped FDI regimes that have proved successful,
although these need to adapt and evolve to
keep pace with ongoing changes. Mauritius
needs to go several steps further toward fusing
its domestic and offshore investment regimes
and opening the whole island to unrestricted
FDI in a fashion similar to Singapore for the
next phase of its development. The Common-
wealth’s South Asian members lag far behind
(as the tables above show) in the FDI stakes.
Their investment regimes are being opened too
slowly and reluctantly. This is due to inertia in
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public administration as well as political reluc-
tance to forego rent-extraction opportunities.
The factors mentioned above (corruption, lack
of transparency and malfunctioning legal sys-
tems that do not settle commercial disputes and
enforce property rights expeditiously) play a
large role in inhibiting FDI flows to the Indian
sub-continent. Private flows could be much
larger, approaching the FDI flows being
attracted by China which are ten times as large,
if the constraints that presently operate in
South Asia were overcome.

This observation also applies to most of the
Commonwealth’s African members. In these
countries much progress has been made with
improving regimes and policies but without
much effect as yet on improving FDI inflows. In
Anglophone Africa (with the exception of
South Africa) FDI inflows are still geared to the
hydrocarbon, mining, plantation and services
(tourism, finance and transport) sectors, with
little FDI gravitating toward manufacturing.
Although the traffic lights for FDI are being
fixed in Africa under the pressure of adjustment
programmes, there is less FDI traffic than there
might be. Foreign investors are deterred by
conflict, political instability,
absence of communications infrastructure and
exceptionally low standards of public adminis-
tration. FDI in Africa is also inhibited because
many countries have national markets that are
not viable in size. For FDI (or any private
investment) to increase dramatically in that
continent, sub-regional and regional market

internecine

integration will need to accelerate.

The greatest challenges in attracting FDI for
sustainable development (in areas other than
tourism) are confronted by the island econ-
omies of the Caribbean, the Indian Ocean
(although, as noted above, Mauritius is an
interesting exception) and the Pacific. These
economies have relied on SDT preferences for

a long time but have not yet been able to
attract the kind of FDI that has enabled them
to diversify their production base. The limita-
tions of micro-markets and of vast distances to
be covered by sea and air lead to prohibitive
transport costs deterring investment. At the
same time, the recent threat posed by the
OECD’s harmful tax competition initiative,
aimed at curbing the operation of offshore
financial centres, on which many island
economies of the Commonwealth are depen-
dent, will affect FDI adversely in these econ-
omies. [t is not clear what will take the place of
the offshore finance industry if OECD coun-
tries succeed in achieving their misguided
objectives at the expense of small defenceless
countries with very few options.

Belief in the need to maintain SDT preferences
for these SDIS remains unshakeable. But tena-
cious clinging to SDT may have retarded devel-
opment and diversification in these economies
instead of promoting it.*> With the exception
of Barbados, the Bahamas and Mauritius, there
is no evidence to suggest that the time bought
by SDT has been well used to secure the future
by the other island economies. As noted above,
the solution for SDIS probably lies in economic
integration with neighbouring trade blocs,
under arrangements that provide for free labour
mobility as the quid pro quo for opening their
investment regimes to investors within those
blocs. To attract more foreign investment,
SDIS members of the Commonwealth (espe-
cially in the Pacific) should reconsider their
reluctance to permit foreign investment in land
and remove restrictions that are presently
imposed on FDI in order to protect indigenous
ethnicity. These countries have to face the
reality that a globalising world does not permit
sovereign preferences to be exercised when
sources of earnings are limited to very few
opportunities (unlike the oil-rich countries of

32 See Page and Hewitt, 2001, op. cit.
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Table 10. Portfolio Flows from Capital Markets to Developing Countries 1991-2000%

(Amounts in US$ billion)

1991 1992 1993 1994

1995 1996 1997 1998 1999 2000

Total Gross 79.9 88.2 158.8 153.7

Net 23.3 44.1 57.3 67.5
Bonds  Gross 11.0 20.1 50.1 45.7
Net 10.9 11.1 36.6 38.2
Banks  Gross 61.3 54.0 57.5 72.8
Net 5.0 16.2 3.4 8.7
Equity  Gross 7.6 14.1 50.9 35.2
Net 4.6 6.0 8.1 17.0
Other  Net 2.8 10.8 9.2 3.6

201.4 272.0 323.6 196.4 198.8 2411
71.0 112.3 119.2 96.5 20.3 66.9
52.6 97.6 1143 73.0 70.3 77.2
30.8 62.5 49.0 40.9 254 31.1

112.7 125.2 1791 107.8 94.0 115.9

30.5 33.7 45.1 50.0 -24.6 0.7
36.1 49.2 30.2 15.6 345 47.9
8.0 13.7 224 8.6 21.1 34.8
17 24 2.7 -3.0 -1.6 0.3

Source: GDF-2001, op. cit. Tables 2.2 and 2.6

the Gulf and Brunei) and depend entirely on
tourism and attracting FDI.

Foreign Portfolio Investment

Gross foreign portfolio flows from capital mar-
kets to developing countries surged from $80
billion in 1991 to a peak of $324 billion in 1997
before falling to an average of $197 billion
annually in 1998-99 (the aftermath of the
Asian crises) and then recovering slightly in
2000 to $241 billion. The corresponding net
flows were $23 billion in 1991, $119 billion in
1997 and $20 billion in 1999 recovering to $67
billion in 2000 (Table 10). Such flows include:
(a) the proceeds of bond issues (sovereign and
corporate) of developing countries, their
instrumentalities and their private corpora-
tions on global bond markets; (b) commercial
bank lending of both a medium-term nature
(maturities of 3-5 years), as well as short-term
bank lending (maturing in less than a year);
(c) portfolio equity flows going toffrom the
securities markets of developing countries (or
emerging markets); and (d) a balancing item to
reconcile the inevitable discrepancies that arise
with the recording of such flows.

Table 10 demonstrates how volatile gross and
net FPI flows can be, a characteristic that
applies to every component of such flows but
mostly to commercial bank lending. As the
table shows, net FPI (which is what counts in
terms of financing for development in any par-
ticular year) rose from a low of $23 billion at
the beginning of the decade of such flows,
escalated to over five times that amount by
1997, fell back to below the 1991 level in 1999,
and recovered sharply again in 2000 when it
became clear that crisis-affected Asian econ-
omies had rebounded. The pattern demon-
strates how sensitive such flows are to financial
turbulence and how they may serve as a trans-
mission channel for contagion.

For obvious reasons, such flows are concen-
trated in countries with well-developed capital
markets of their own. It should come as no sur-
prise that the share of middle-income countries
in such flows is over 96 per cent or that 85 per
cent of such flows are concentrated in 10
countries. The exception to this rule is China,
which has been able to attract an enormous
amount of portfolio equity investment, despite
having capital markets that are not as well

33  Derived from Tables 2.2 and 2.6 in GDF-2001. These tables in the GDF were found to be wrong because the gross and net flow figures
for portfolio equity investments had been confused and transposed i.e. the figures for gross equity in Table 2.6 should have been in the
net figures shown in Table 2.2 and vice-versa. The totals in both these tables shown in GDF-2001 were therefore also wrong and have

been amended above.
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developed as, for example, India’s and are far

behind South Africa’s.

Against these portfolio capital inflows, devel-
oping countries currently hold international
reserves (mostly in US dollars with the balance
in SDRs, gold, Japanese yen and a few Euro-
pean currencies) of over $850 billion. Such
reserves represent official holdings on the port-
folio capital account that run counter to port-
folio inflows from capital markets to develop-
ing countries. The bulk of these reserves, how-
ever, are held by East Asian countries, with
Greater China and Singapore estimated to

hold over $500 billion.

The volatility of FPI affects only a handful of
developing countries directly, although these
account for the bulk of the developing world’s
population. It affects many more indirectly
when financial crises are spread through conta-
gion. In these instances, even countries that
have been cautious about attracting FPl get
caught in the backwash. All the financial crises
triggered in the developing world in the 1990s
have been linked to surges of FPI, first inward
then outward. Such crises have been exacer-
bated by simultaneous over-indulgence in
short-term foreign currency bank borrowing by
domestic corporations. Inward FPI surges can,
in the absence of sound reserves management
and sterilisation strategies, have an impact on
expanding local money supply and emit signals
on exchange and interest rates that are contra-
dictory. These do not correspond to signals in
the real economy, such as prices and wages, and
may exacerbate fuelling the growth phase of an
economic cycle in an unsustainable fashion.
This, in turn, can lead to generalised inflation
or the rapid inflation of asset values, such as
those of equities and property prices, fuelling
the wrong kind of investment (in unproductive
assets) and/or consumption booms triggered not
by income growth but by asset price, exchange
rate and interest rate signals that no longer
reflect economic fundamentals.

Once triggered, these booms are difficult to
rein in by orchestrating finely-tuned soft land-
ings. Instead they usually result in economic
dislocations, i.e. hard landings. When the
effect of such dislocation begins to show, port-
folio capital that seeks to maximise short-term
returns and minimise short-term risk makes an
equally dramatic exit. This has the inevitable
effect of triggering a run on reserves, resulting
in interest rates being dramatically raised,
usually under IMF/World Bank pressure, to pro-
tect exchange rates and stem capital outflows.
Asset values then collapse, leading to sudden
distortions on corporate balance sheets that
can trigger bankruptcy and unemployment. It
also results in choking off investment, public
and private, very sharply in the face of interest
rate pressures that do not justify borrowing for
investment. Together, these tendencies result
in a collapse of demand and economic reces-
sion, putting pressure on an over-stretched
fiscus (by reducing revenues and increasing
expenditures simultaneously) that usually can-
not take the strain. In such circumstances,
everything gives. The bottom falls out of fiscal,
monetary and exchange rate policy with the
government losing control over the levers of
policy and management.
Resort to the IMF, resulting in the imposition
of harsh stabilisation conditionalities, makes
matters worse in the short term before the
economy bottoms out and begins a long, slow
painful recovery.

macroeconomic

Many lessons were learned in the 1990s about
the need to manage surges of private capital
more intelligently in order to combat the tem-
porary failure of markets as herd instincts are
exercised both at times of inward and outward
flows. It is odd, therefore, that there remains a
marked reluctance on the part of developed
country governments to consider ways of mod-
erating hot FPI flows at source, especially dur-
ing the inward surge (for the receiving country)
part of the cycle, through a system of hoisting
yellow and red flags. Such signals could be rein-
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forced by publicising in advance changed rules
of the game in the course of crisis management.
Instead, OECD governments seem disinclined
to discourage markets from failing through
erroneous beliefs about the wisdom of relying
entirely on laissez-faire in such instances.

The implicit position of developed country
governments on FPI seems to be that: (a) pri-
vate capital flows should be free from any kind
of government or inter-governmental interven-
tion; and (b) the world community should
react only after a crisis. Extrapolating from
repeated experience, another implicit position
seems to be that the price of correcting market
failure in the aftermath of a crisis should be
paid entirely by the developing countries con-
cerned, and usually by their poorest people.
That presupposes that only they were at fault
and that injudicious over-borrowing can occur
without imprudent over-lending. If a moral
hazard has been created with the way in which
financial crises have been managed, it has not
been in encouraging dissolute behaviour on the
part of developing countries. It has instead
been created by encouraging irresponsible
behaviour and market-failure at the originating
end through repeated IMF/World Bank organ-
ised and financed bail-outs of private portfolio
investors and commercial banks, ostensibly to
avert systemic risk.

Although the gravity of the problem should be
recognised, together with the fact that some-
thing sensible should be done to ameliorate it,
care has to be taken that neither developed nor
developing countries act in ways that reduce or
impair the flow of private capital. That would be
in no one’s interest. If emerging markets are to
grow much faster than developed markets,
global capital has to be permitted to flow to
opportunities of high returns and to take the
attendant risks. Obviously, such flows must be
based on the explicit understanding by investors
and developing countries that some risks will
materialise and that many individual invest-

ments will fail. That is how markets work. The
issue is not one of safeguarding against all
investment failure but of averting situations
where system risk is created that induces entire
financial systems to fail because of herd
instincts resulting in transient market failures.

Dealing with the issue, despite a decade of
mixed experience, is not easy. Facile solutions
are to be regarded with caution. In that con-
text, the experience both of Malaysia Hong
Kong (in intervening in the stock market to
deter harmful speculation) provide case studies
for public intervention that other Common-
wealth countries need to understand and learn
from. Malaysia’s approach — derided by the
international financial community at the time
— eschewed traditional IMF prescriptions. It
designed its own adjustment programme. An
initial devaluation was followed by a fixed
exchange rate regime with controlled domestic
interest rates and the reimposition of tempo-
rary controls on movements of portfolio capi-
tal. Malaysia avoided an unnecessarily harsh
fiscal and monetary squeeze of the kind that did
so much damage to the rest of Asia. Its approach
proved remarkably effective in bringing about
necessary adjustment without unleashing the
destructive forces that were experienced in
Indonesia and Korea. Similarly, Hong Kong’s
monetary authorities broke with accepted tra-
dition and intervened massively in the stock
market to burn speculative investors indulging
in pernicious double-plays (explained below)
that may have led to a more serious financial
collapse in Hong Kong than was, in the event,
actually experienced.

It may be premature to reach immediate agree-
ment on an internationally co-ordinated
regime involving direct interaction among gov-
ernments and financial market regulators
(rather than the intrusive and heavy-handed
intermediation of the Bretton Woods Institu-
tions) to govern global private portfolio capital
flows. Nevertheless, the world community would
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be negligent if it did not flag this issue at
UNCFD and embark on a programme that
would result in better approaches by the IFIs
with more acceptable outcomes. The aim should
be to avoid tedious repetition of financial crises
in the developing world. What should be agreed
is that the standard template applied by the IMF
to financial crisis management in all instances
(hotly denied on every occasion, contrary to
the evidence at hand) needs to be overhauled.

The aim of such a change should be to ensure
that the eventual costs of dealing with any
financial crisis are borne as much by portfolio
investors, domestic and foreign, and by foreign
and domestic banks, which are usually culpable
of irresponsible lending, as by the country and
entities which receive such investment or bor-
rowing. The continuation of crisis manage-
ment protocols that still provide preferential
treatment for foreign investors and foreign
banks during a crisis, and encourage the drain-
ing of a country’s reserves, should be discour-
aged. Thought should be given to requiring
investors and foreign banks interested in
inward FPI to purchase appropriately designed
prophylactic derivative contracts (for example
buying options contracts on currencies and
interest rate futures at the time of making
inward investments) that would discourage the
same foreign banks and portfolio investors from
indulging in counterproductive currency spec-
ulation to drive the currency down or the inter-
est rate up; or to indulge in double or triple plays
in equity, debt and currency markets in the
midst of a crisis, thus exacerbating it.*

For example, in some Asian countries in
1997-98 (Thailand, Malaysia, Hong Kong)
foreign institutional investors and banks did
simultaneous transactions in the derivatives
and physical segments of the markets that

drove interest rates up and currencies down,
while short-selling equities and equity-indexes
in those markets. The net result was that they
made extraordinary profits when equity prices
automatically fell, in the face of a draconian
interest-rate squeeze and currency collapse.
Apart from discouraging or banning those sorts
of ‘double-plays’, the size and terms of the IMF
rescue packages in a crisis should be sufficiently
large and sensitively designed so as to minimise
the damage inflicted on the economy in the
stabilisation and adjustment phases that pre-
cede recovery. In particular, such rescue pack-
ages should be designed to avoid any risk of
inflicting unnecessary and unjustified pain on
the poorest segments of society in affected
countries by ensuring sufficient funds and fiscal
protection to erect safety nets.

Crisis management should avoid destabilising
developing country governments that are in the
midst of managing crises. They should not be
used to pursue hidden agendas for using a finan-
cial crisis as a convenient opportunity to
induce political regime changes (as seemed to
be the agenda in Indonesia). Enough has been
learnt to make this possible, providing suffi-
cient political will exists to implement the
measures needed, to design instruments appro-
priately and to ensure changes in the policies and
modus operandi of the IFls. These institutions
should be prevented from inflicting unneces-
sary pain, which they often do in the false belief
that it is essential for them to convince markets
that they are being suitably harsh and disciplin-
arian, or simply because they have not thought
things through carefully enough.

In addition to measures that can be taken by
multilateral institutions and their affiliated
investment corporations to encourage private
capital flows, industrial and developing coun-

34 Some thoughtful ideas along these lines have been advanced by Avinash Persaud, a global currency expert, in two articles, ‘The
Disturbing Interaction between the Madness of Crowds and the Risk Management of Banks’, paper commissioned for the Common-
wealth Conference on Developing Countries and Global Financial Architecture, Commonwealth Secretariat, London , June 2000 and
‘Sending the Herd off the Cliff Edge: The Disturbing Interaction between Herding and Market-sensitive Risk Management Practices’. The
latter article won first prize in the Year 2000 Essay Competition held by the Institute of International Finance, Washington DC.
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tries can both take actions to enhance the push
effect (i.e. encouraging private capital to flow
outwards from OECD countries) and the pull
effect (providing an attractive environment for
private capital in developing countries). Indus-
trial countries can do more to encourage private
flows to emerging markets through suitably
designed tax credits, deductions and allow-
ances for capital investment in the least devel-
oped countries (which could be treated on a par
with either charitable deductions or incentive-
driven investment). Special and differential
tax treatment could also be applied to the
receipt of profits and dividends by corporate, as
well as individual, investors in emerging mar-
ket funds (whether for a country, a region or the
emerging market universe as a whole). In the
latter case, tax benefits to mutual funds and
asset management companies specialising in
investing in emerging markets could be passed
through to individual unit holders. Clearly, such
tax measures would need to be calibrated to
provide maximum tax benefits for investments
flowing to the poorest (and the highest-risk)
countries with a tiered reduction of the special
treatment accorded to investment in more
developed, middle-income emerging markets.

A caveat is however necessary when consider-
ing options through which industrial countries
can induce private capital to flow to developing
countries. The history of experience with using
differential tax treatment, i.e. tax breaks, to
achieve specifically targeted social, develop-
ment or environmental objectives, domesti-
cally or internationally, has been mixed. It is
not clear that the tax loss incurred, i.e. the cost
of providing the impetus, is worth the benefit
derived, or that tax incentive driven invest-
ment is necessarily the most efficient or pro-
ductive. Moreover, in this instance, the cost of
providing tax breaks would be socialised (by
token of its being incurred by the fiscus of a par-
ticular OECD country), while the short-term
gain accrues to another country and is priv-
atised at both ends — i.e. the benefit accrues to a

private investor in the industrial world and to
private entities in the developing world. When
these investments begin to yield returns, some
gains will also be derived by the OECD country
providing the tax break, by way of a reverse
flow of repatriated capital, profits and divi-
dends over the long term that would be subject
to tax. Thus such tax breaks represent revenue
deferral rather than revenue loss.

But despite this caveat there may be a case for
providing special and differential tax treatment
in OECD countries to encourage private flows
to the developing world for a transitional period.
There is another reason for doing so: most
OECD governments have fallen far short of the
ODA target of 0.7 per cent of GNP. Meeting
such a target would mean raising tax resources
or increasing domestic borrowing to finance
ODA. If private capital outflows from a partic-
ular country can be considered, in a similar
context, to contribute toward FfD (though
obviously not substituting for ODA on a one-
for-one basis) there is a justification for provid-
ing a tax break if it lessens the pressure on the
source country to provide amounts of ODA
that it cannot afford fiscally. Taxes collected to
finance ODA or taxes foregone to encourage
private flows are, in a limited conceptual sense,
equivalent.

Asking OECD countries to make a major effort
to encourage private capital outflows to devel-
oping countries is unlikely to be beneficial if
the latter do not themselves create the right
environment, not just for attracting private
capital, but ensuring that it is effectively
deployed. This no longer means providing tax
holidays to compete for foreign investment. In
fact, the value of tax breaks at the receiving end
has virtually been played out as an attraction
for FDI. Foreign investors are not looking for
tax breaks in developing countries so much as a
business environment in which they can do
business without wasting time, effort and
money. They are more interested in a long-term
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entry that enables them to compete for domes-
tic, as well as global, market share.

In particular, it requires developing countries to
deliver on the wish-list elucidated in ZPR: (a) the
elimination of corruption and rent-extraction;
(b) putting in place effective and timely mech-
anisms for dispute resolution and global stan-
dards of judicial recourse, as well as for col-
lateral recovery and closure; (c) changing laws,
rules and regulations that constrain normal
commercial market activity, such as the right to
hire and fire workers based on market condi-
tions and the profitability and economics of the
firm and without excessive hindrance imposed
by labour laws, or the right to purchase com-
mercial and residential property, or the right to
borrow and raise equity locally; and (d) increas-
ing investment in basic infrastructure for power,
telecommunications, water supply and trans-
port at a more rapid pace than might have been
necessary without the pressures of globalisation.

In the short term, accelerated private flows may
pose as many, if not more, problems than they
solve for many developing countries. None-
theless, such flows are indispensable if the pace
of development and growth is to take off and be
sustained in a fashion that achieves conver-
gence. In a globalising world, developing coun-
tries need foreign investors if they are to
capture shares of global markets in emerging
industries and products and gain access to
essential technology and know-how.

Implications for Commonwealth Countries —
Foreign Portfolio Investment

FPI flows pose a problem (and an opportunity)
for a relatively small number of Common-
wealth countries. In SDIS that operate offshore
financial centres, their impact is exaggerated

because they transit through these economies
without affecting them in any significant way,
except for the domestic income that their book-
ing and handling generates. But every Common-
wealth country appears anxious to attract FPI
through accelerated development of its national
capital market, and especially its equity market.
In most of these countries, such markets oper-
ating at the national level are neither efficient
nor effective. They are too small, likely to list
only a few issues, and have very limited market-
making capacity and very high overhead operat-
ing, administrative and regulatory costs. They suf-
fer from a lack of economic size, depth, width and
liquidity. Markets such as these are more likely
to fail than to succeed and to generate, rather
than solve, resource mobilisation problems.

If such markets do succeed in attracting FPI, it
is likely to be harmful rather than productive.
The urge to establish unviable capital markets
individually in each Commonwealth country,
and especially in the SDS and SDIS, should be
resisted. With the advent of new communica-
tions and information technology in global
markets, and with electronic
exchanges replacing trading floors (thus mak-
ing time, location and distance irrelevant in
the processes of price discovery and matching
trades), more thought needs to be given by
smaller countries about how to associate with
suitable financial centres in regional capital
markets. That option is likely to take them fur-
ther in the development of their financial sys-
tems, and provide greater protective bulwarks,
than attempting to go it alone.

financial

Private Voluntary Flows
PVF provided through non-governmental
organisations® is usually associated with (and

35 NGOs such as, for example, CARE, Oxfam, Save the Children, Christian Aid, Bread for the World, CARITAS and their equivalents
in continental Europe, the USA and Japan, as well as churches, mosques and religious organisations around the world. The NGO
movement is characterised by an extraordinary mix of solid and temperate organisations with vast and long experience of development
support for the poorest and humanitarian relief, alongside less benevolent NGOs focused on animal rights, environmental issues, labour
rights, the pro-life and pro-choice movements and a host of similar clusters of concerns that occasionally coalesce (for example at
Seattle) to develop an anti-capitalist, anti-market, anti-society, almost anarchist hue. 36 Development Initiatives ‘White Paper on
Globalisation: Background Note on Global Development Assistance: The Role of Non-Governmental Organisations and other Charity
flows’, UK Government, 2000, also referred to in GDF-2001 (draft mimeo).
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also counted as) ODA rather than with private
commercial capital. In large part this is because
NGO:s often obtain matching funds from their
governments in OECD countries to comple-
ment the amounts they raise voluntarily.
Agencies such as UNICEF and the Red Cross
and Red Crescent, as well as the Rotary and
Lions Clubs, raise much of their funding
through National Committees that obtain vol-
untary donations in developed and developing
countries. In recent years, very large private
foundations, such as the Gates and the Turner
Foundations, have also become significant
sources of grant PVF and crucial co-financiers
with UN agencies and governments in funding

specific initiatives such as the Global Alliance
for Vaccines Initiative (GAVI).

Although associated loosely with governments,
funds mobilised by NGOs are, in large part,
private and wvoluntary. They are not raised
through taxation except for the proportion that
governments choose to channel through
NGO s to reach the poorest people in develop-
ing countries directly. Most importantly, they
are not government-to-government transfers.
For that reason, they are mentioned briefly in
this section of the paper rather than the next.

According to a recent study,’® PVF has become
a large element in the FfD mix. Equally, its
NGOs,
increasingly (and disproportionately) influen-
tial voices in determining global development
preferences, policies and strategies. Their influ-
ence derives largely from the power they exer-
cise over their own governments, and over
inter-governmental institutions. Such power
derives from their capacity to influence votes at
times of elections through their powerful advo-
cacy of single issues. For developing countries,

intermediaries, the have become

NGOs represent: (a) an opportunity and a

channel for humane people-to-people connec-
tions that sidestep bureaucracies and the proce-
dural inhibitions of governments and private
corporations; (b) an extra-governmental chan-
nel for recourse and redress; and (c) an element
of potential intervention or interference in the
domestic social and political affairs of develop-
ing countries that sometimes infringes their
sovereignty and can violate the rights of legal
corporate entities, if not of individuals, who
disagree with their views.

Most vexing is the fact that NGOs appear to
feel no obligation to exhibit the same standards
of humility, transparency, accountability and
responsibility that they militantly demand from
governments and private corporations. Yet
they are neither elected nor have the broad
public mandate that they often claim. Instead
they have the the dedicated support of single-
issue lobbies that can be fanatical in expressing
their beliefs and in pressing them aggressively
on those who do not share them. The challenge
for both industrial and developing countries lies
in maximising the benefits from (a) and (b)
above, while avoiding the pitfalls of (c), and at
the same time retaining the value of PVF in the

FfD mix. It is an unfortunate omission that nei-
ther SGR nor ZPR addresses this concern at all.

That is surprising because PVF is not insignifi-
cant in total financing for development.
OECD-DAC statistics show PVF from NGOs
averaging $3.3 billion annually through the
1980s and $6 billion annually through the
1990s ($6.7 billion in 1999). These amounts
were equivalent to about 7 per cent of ODA in
the 1980s and 12 per cent in the 1990s. Other
studies’ suggest that total expenditures in
developing countries by NGOs are higher —
$15.5 billion in 1998 vs. $5.6 billion recorded
by DAC, which would represent an amount

36 Development Initiatives ‘White Paper on Globalisation: Background Note on Global Development Assistance: The Role of Non-
Governmental Organisations and other Charity flows’, UK Government, 2000, also referred to in GDF-2001 (draft mimeo).

37 Development Initiatives 2000, op. cit.
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equivalent to over 31 per cent of total ODA
provided in that year. The discrepancy is
resolved if total expenditures by NGOs are seen
to equal the amount they raise privately, plus
the amount they get from matching grants pro-
vided by governments, which are already counted
as official ODA. Thus, while not adding to
ODA  resource flows between 1997-2000,
NGOs may have been responsible for spending
between 40-45 per cent of what all OECD
bilateral aid agencies together were responsible
for disbursing, and for a larger net transfer of
resources than the total net transfer intermedi-

ated by all the MDBs together.?

No reliable estimates are available of the
amounts that NGOs in developing countries
mobilise by way of private voluntary contribu-
tions in domestic resources. It would be surpris-
ing, however, if the aggregate amount they
raised in all developing countries was less than
the amount transferred by NGOs in OECD
countries. In all likelihood it is significantly
more. The picture is even more confused by the
fact that many global NGOs (for example the
Red Cross) raise funds in both the industrial
and developing worlds. Thus, there is a signifi-
cant domestic PVF component in financing
development that is rarely acknowledged. It is
usually ignored altogether although it may be
as, if not more, significant than PVF through
NGO:s recorded by OECD-DAC. Equally there
is no reliable estimate of PVF through NGOs
flowing from one developing country to
another.

Is there much scope for increasing PVF? Would
developing countries wish to see even greater
involvement by NGOs in intermediating fund-
ing (whether private or official) for develop-

ment?! These questions are difficult to answer.
Although there has been a definite increase in
the level of PVF between the 1980s and the
1990s, the level of such flows through the
1990s has been stagnant, reflecting the same
inertia as ODA. This does not suggest that pub-
lic resistance in industrial countries to increas-
ing ODA via increased taxation is being offset
by private voluntary giving for assistance to
developing countries (which represents a frac-
tion of less than 10 per cent of total PVF for all
purposes). The figures in Table 11 establish this
point.

Taking these tendencies into account, are
resource flows from NGOs desirable from a
developmental point of view? It is axiomati-
cally assumed that they are. Most of these flows
are aimed at the most difficult challenge of
development — reaching the poorest people
directly. Governments and multilateral institu-
tions have concluded that their own bureau-
cratic modus operandi is unsuitable for tackling
that interface:

NGOs’ advantage lies in greater flexibility and use
of specialised local knowledge to intermediate
between official agencies and local communities.
Often NGOs can deliver assistance that official
donors are not equipped for. NGOs have gained
prominence as aid has broadened its focus beyond
strictly economic objectives to include goals of
empowerment, social justice, sustainability, and
accountability in governance. At the same time,
because of their large numbers and the diverse reli-
gious, cultural, humanitarian and commercial
interests they represent, NGOs amplify the diffi-
culty of co-ordinating official aid.
(GDF-2001 draft mimeo, op. cit., World Bank,
Chapter 4, pp. 16-17)

38 OECD statistics invariably refer to net resource flows and not net transfers. Net resource flows are the difference between gross flows
from donor to developing countries minus the reverse flow of principal repayments. Net transfer also takes into effect reverse flow
payments of interest and other charges on loans. Thus while the net resource flows (concessional and non-concessional) from all
multilateral sources was $21.3 billion in 1998, the net transfer was only $7.4 billion. Indeed for 1994-96 the total net transfer from
multilateral sources was —$7.3 billion, i.e. in those three years developing countries were actually transferring net resources to official
multilateral agencies instead of receiving resources from them. The situation was even worse with bilateral net transfers on the debt

account.
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Table 11. Private Voluntary Flows to Developing Countries 1983-99

(Amounts in US$ billion)

Annual Average

1983-841988-89 1992 1993 1994 1995 1996 1997 1998 1999

PVF/NGOs 2.5 4.2 6.0 5.7 6.0 6.0 5.6 5.2 5.6 6.7
Memo: Net Official Resource Flows

Bilateral 14.1 25.3 414 394 413 406 391 324 352 379

Multilateral 11.2 15.7 120 149 100 109 13.0 211 213 200

Memo: Net Official Transfers on Debt
Bilateral 10.6 18.8
Multilateral 8.8 7.4

16 0.7 -91 -65 -27.0 -23.7 -11.1 -154

0.4 1.9 35 -30 08 8.2 74 42

Source: OECD-DAC Annual Report 2000 Statistical Appendix. GDF 1999,2000,2001 World Bank (for figures on

multilateral flows and net transfers)

What appears axiomatic cannot, however, be
taken for granted despite popular perception — a
perception created by NGOs themselves
through astute management of positive media
images. The perception belies the many prob-
lems that NGOs pose; not least, their lack of
transparency, accountability and the propor-
tion of funds absorbed by their own administra-
tive costs. It is almost impossible to evaluate
properly the overall developmental impact or
the sustainability, over the long run, of NGO-
provided assistance. They are too numerous,
diverse, and employ entirely different standards of
disclosure and accounting. The projects and activ-
ities they finance are small and often ephemeral.

Most evaluations of NGO-funded operations
have been left to the NGOs themselves. It
would be cost-ineffective to undertake inde-
pendent external reviews of all their opera-
tions. The few studies carried out (in the Nordic
countries, Australia, the USA and the UK) to
evaluate the contribution NGOs have made to
poverty reduction, humanitarian relief and the
sustainability of what they started, have yielded
mixed conclusions. Similarly, a review of NGO
involvement in World Bank projects attributed
unsatisfactory outcomes to unrealistic project
design and weaknesses in NGO-partner capa-

bilities. Thus the extent of NGO value-addition
is unknown. It may be quite different from
widespread public perception.

Without doubt, NGO activities have con-
tributed much to relieving human distress and
suffering in the short term, especially in han-
dling refugees and relief in conflict zones. For
that reason alone they may be worth support