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Chapter Il

EVOLVING DEVELOPMENT STRATEGIES -
BEYOND THE MONTERREY CONSENSUS

A. Introduction

Policy reforms undertaken by developing
countries in the 1980s and 1990s were strongly
influenced by the international financial institu-
tions, which emphasized stabilization and liber-
alization. Through their lending activities and
political support from the major industrialized
countries, the International Monetary Fund (IMF)
and the World Bank were able to exercise consid-
erable leverage on the design and implementation
of developing countries’ macroeconomic and de-
velopment policies. The new policy agenda, which
came to be labelled the “Washington Consensus”,
evolved over time, incorporating additional ele-
ments in response to the disappointing outcomes
of reform programmes and to criticism that ema-
nated from the international policy debate.

The elements that were added to the stand-
ard reform programmes primarily addressed the
initially neglected social implications of adjust-
ment and the institutional requirements for the
success of reforms. Advocacy by various interna-
tional organizations and civil society highlighted
the issue of poverty in the developing world, and
its linkages with adjustment policies in a globaliz-
ing world economy began to receive increasing

attention in the early 1990s. This culminated in
the formulation of the Millennium Development
Goals (MDGs) at the United Nations World Sum-
mit in 2000. The increasing belief that local gov-
ernments should take ownership of reforms led to
revisions in the operational design of reform pro-
grammes in low-income countries. Moreover, with
the recognition that external constraints were
inhibiting the success of policy reforms, the inter-
national community stepped up its efforts to es-
tablish a global partnership for development. This
resulted in far-reaching debt relief initiatives, new
commitments to greater bilateral official devel-
opment assistance (ODA) and the exploring of
new sources of international development finance.

In this chapter it is argued that although the
different amendments to the standard reform
packages placed stronger emphasis on specific in-
stitutions for developing countries, they did not
imply a fundamental change in the orientation of
the reform agenda. There was the continued be-
lief that improved factor allocation through market
liberalization and opening up to international trade
and finance would be key to solving the problems
of developing countries by strengthening their pro-
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ductive capacity, raising productivity and accel-
erating technological upgrading.

This chapter is not intended to provide a com-
prehensive evaluation of the wealth of literature
on the subject. Rather, it at-

policy, with its focus on efficiency gains from
market-determined improvements in factor allo-
cation, has remained unchanged. The experience
of the past 25 years has shown that reliance on
market forces alone is not enough to achieve the

pace and structure of produc-

tempts to provide an outline of

tive investment and techno-

the evolution of mainstream
thinking on development strat-
egies since the early 1980s,

The standard reform
agenda was built on the

logical upgrading necessary
for catch-up growth and sus-
tained poverty eradication. In-

and its influence on practical
policy-making in terms of its
implications for capital accu-
mulation, productivity growth
and technological progress. It
discusses how the various ad-

belief that improved factor
allocation through market
liberalization and opening
up to international trade

and finance would be key
to solving the problems of

adequate attention has been
paid to active government poli-
cies in favour of diversifica-
tion and dynamic industriali-
zation that take into account
country-specific constraints,

justments to the reform pro-
gramme are reflected in the
different initiatives taken by

developing countries.

possibilities and capabilities.
The chapter concludes with
recommendations for a more

the United Nations since the
beginning of the new millen-
nium, without, however, succeeding in reducing
the income gap between the majority of develop-
ing countries and the developed world. Despite
the revisions of and additions to the standard
policy prescriptions for developing countries, the
dominating philosophy underlying development

fundamental reorientation of
policy reforms, at both na-
tional and international levels, with a view to
strengthening capital accumulation, innovation
and productivity growth in developing countries
— all prerequisites for better integration into the
world economy and for reducing the income gap
between rich and poor nations.

B. The emergence of the

“Washington Consensus”

Development policies over the past 25 years
have been shaped largely by policy prescriptions
of the international financial institutions. Their
influence on developing countries had increased
considerably since the early 1980s following a
dramatic rise in the current-account deficits of
numerous developing countries over the course of
the preceding decade. In the case of countries that
had access to international financial markets, these
deficits were initially financed by borrowing from
those markets; the poorer countries that lacked
such access had to rely on official loans, leading

to their increasing dependence on external financ-
ing and a rapid build-up of external debt. When
the United States shifted to a monetary policy of
aggressive disinflation from 1978 onwards, dollar
interest rates rose dramatically, which increased
the cost of their accumulated external debt; mean-
while their export earnings suffered from weak-
ening global demand.

As aresult of their widening current-account
deficits developing countries’ use of IMF credit
rose sharply, as commercial banks were unwill-
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ing to maintain their pace of lending. In 1982, the
IMF took the lead role in managing the debt cri-
sis affecting many developing countries that were
carrying large amounts of commercial bank debt.
The number of IMF-supported programmes rose
from an annual average of 10 during the 1970s to
19 in 1980 and to 33 in 1985 (Jespersen, 1992).
When it became apparent that in most cases the
short-term horizon of the stabilization programmes
was inappropriate to bring a lasting solution to
the problem, the IMF established the Structural
Adjustment Facility (SAF) for low-income coun-
tries in March 1986. Then in November 1987 it
created the Enhanced Structural Adjustment Facil-
ity (ESAF) to provide additional balance-of-
payments assistance through the International
Development Association (IDA) to eligible low-
income developing countries

on the belief that government failure was the sole
cause of the crisis and that market discipline would
prevent such failures in the future.

Earlier, in 1979, the World Bank, which had
previously focused its lending activities on the
financing of investment projects, had responded
to the difficulties facing developing countries by
introducing structural adjustment loans, designed
to assist countries in overcoming structural —
rather than cyclical — impediments to payments
adjustment. Like IMF programmes, World Bank
structural adjustment lending placed emphasis
on greater macroeconomic stability, but also on a
reduced role for the State, greater reliance on
market forces and a rapid opening up to interna-
tional competition as key to unlocking growth po-

tential. Its policy prescriptions

that faced protracted balance-

to achieve these objectives in-

of-payments problems. Lend-
ing under the ESAF was de-
signed to support comprehen-

Structural adjustment
policies placed emphasis

cluded liberalization of trade
and foreign exchange alloca-
tion, deregulation of interest

sive reforms and adjustments,
as reflected in the stringent
conditionality attached to such
lending, including the stand-
ard ingredients of IMF stabili-

on greater macroeconomic
stability, a reduced role for
the State, greater reliance
on market forces and a
rapid opening up to

rates and prices, reduced pub-
lic sector involvement in ag-
ricultural marketing, privati-
zation of public enterprises
and restructuring of public ex-

zation packages, such as a re-
duction in public spending,
restrictive monetary policies

international competition.

penditures.

IMF operations helped

and exchange-rate adjustment,

but also structural conditions, such as import lib-
eralization, privatization and deregulation of the
domestic economy.

As noted by Schadler et al. (1993: 9), “[t]he
strategy underlying the structural reform pro-
gramme was to strengthen the financial position
of the public sector and reduce government inter-
ference in the allocation of resources” with the
objective of containing inflation and attaining fis-
cal and current-account balance. However, it did
not address the question of how to raise produc-
tive capacity for export growth and employment
creation, which would have required a more bal-
anced mix of monetary and fiscal measures
(Lipumba, 1995: 38). While imprudent domestic
policies in the 1970s had contributed in many
countries to increased vulnerability to external
shocks, the debt crisis itself had been triggered
by global factors. Yet a case-by-case approach was
adopted in attempting to solve the problems, based

the borrowing countries in
their efforts to remain current on their debt serv-
ice payments and to maintain a minimum level of
crucial imports, but the conditionality attached to
the lending by the international financial institu-
tions restricted the policy options that could be
used to provide support to capacity-enhancing in-
vestment. Entering into an agreement with the IMF
soon became a prerequisite for debt restructuring,
and the willingness of bilateral or private lenders
to extend new loans to developing countries in-
creasingly came to depend on how closely these
countries’ economic policies conformed with the
standard reform packages advocated by the Bank
and the Fund. As a result, the structural adjustment
programmes not only shaped the economic poli-
cies of countries that had to resort to borrowing
from the international financial institutions, they
also came to be widely accepted as the standard
reform package for countries that were reviewing
their development strategies for achieving closer
integration into the globalizing world economy.
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In 1989, the term “Washington Consensus”
was coined to signify the standard set of policy
prescriptions of the Washington-based institutions
(Williamson, 1990). They were initially formu-
lated for Latin America but were subsequently
extended to developing countries elsewhere, and
from the early 1990s onwards, also to economies
in transition. In addition to the elements listed
above, other policy elements considered appro-
priate by the advocates of the Consensus included
tax reforms to lower the marginal rates and to
broaden the tax base, opening up to foreign direct
investment (FDI) and protecting property rights.!
Although the term Washington

government policies to correct such failures. This
led to greater State intervention, not only as a pro-
vider of infrastructure and social services, but also
as a capitalist investor in strategically important
industries, and as a source of financing for pri-
vate investment. This approach had been adopted
not only in the economic and social policies of
developing countries, but also by many developed
countries. While sticking to market principles,
they too had given a key role to various forms of
State intervention: from active support for the pri-
vate sector in post-war industrial reconstruction
and State ownership of strategically important

sectors — such as banking, en-

Consensus was subject to vari-
ous interpretations and misin-
terpretations, it became a ref-
erence point for discussions on
development policies.?

This policy orientation
marked a shift from the devel-
opment thinking and practice
that had dominated the previ-
ous decades. Earlier approaches
had advocated a more central

forces.

The Washington Consensus
approach to development
represented a shift away
from the focus on capital
accumulation to an almost
exclusive reliance on
improved factor allocation
generated by market

ergy provision and transpor-
tation — to an array of policy
measures to support specific
sectors and economic activi-
ties that were considered im-
portant for national economic
security, for socially accept-
able income distribution, for
maintaining high employment
and for meeting other funda-
mental objectives. Economic
policies in developed and de-

role for government policies

veloping countries alike were

and the public sector in driv-

ing the development process. Thus, until the late
1970s, development strategies in most develop-
ing countries were built on a strong public sector
and State intervention and regulation of economic
activity. Many countries adopted a variety of price
controls and State intervention in resource allo-
cation, aimed at directing the economic process
towards outcomes that were perceived to respond
to prevailing social and human needs and the re-
quirements of long-term development. State own-
ership of enterprises was often considered neces-
sary in the absence of a critical mass of private,
capitalist entrepreneurs. In addition, control over
the financial sector and regulation of credit allo-
cation were considered necessary in the absence
of an efficient system of financial intermediation
and sufficiently deep financial markets, and to
ensure that the financial sector served the needs
of the real economy and conformed with national
objectives.

The diagnosis of “market failure” and the
inherent instability of markets had provided an
important theoretical basis to justify the need for

still influenced by the Great De-
pression and by the experience that decentralized
agents in the private sector, in their pursuit of self-
interest, had not automatically been generating
full-employment equilibrium and sustained growth.

In developing countries, igniting a process
of industrialization was the central concern of
economic policy. In Latin America during the
Great Depression and the Second World War, pre-
viously imported manufactures that had become
difficult to acquire were substituted by domestic
production. Starting from this basis, inward-oriented
industrialization was subsequently promoted by
deliberate policies, including trade protection, di-
rected credit and subsidies, and the creation of State-
owned enterprises. Most development economists
of the time generally regarded capital accumula-
tion as the core process by which all other aspects
of growth and economic transformation are made
possible (Cairncross, 1955).* The importance of
entrepreneurship, technical progress and innova-
tion, and education and vocational training was
well recognized, but it was also considered nec-
essary for the “developmental State” to take the
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lead role. From this perspective, the reorientation
of structural adjustment policies and the Washing-
ton Consensus approach to development repre-
sented a shift away from the focus on capital
accumulation to an almost exclusive reliance on
the efficiency-enhancing potential of improved
factor allocation generated by market forces.

The previous orthodoxy of State-centered
development strategies, with their high degree of
interventionism, State dirigisme and protection-
ism, was considered responsible for market dis-
tortions leading to suboptimal resource allocation
and underperformance of developing economies.
The new approach recommended privatization,
deregulation, trade and financial liberalization
aimed not only to improve incentives for more
efficient resource allocation, but also to reduce
the need for State discretion. Even when there

were market failures resulting from externalities,
the provision of public goods, imperfect and asym-
metric information, imperfect competition and in-
complete markets, little justification was seen for
policy intervention, since the consequences of
government failures were considered to be much
more serious than those of market failures. Equally
important was that the standard set of reform poli-
cies implied a shift from a national perspective
on development towards outward orientation,
price determination by global markets and, despite
the problematic experience of the second half of
the 1970s, a greater reliance on foreign capital
inflows. Thus, efficiency enhancement in resource
allocation was sought to be achieved through lib-
eralization and deregulation at the national level
and through opening up to competition at the glo-
bal level, as underlined by the importance given
to liberalization of trade and FDI.

C. The outcome of orthodox reforms

The performance of countries that undertook
orthodox reforms, including the transition econo-
mies in the 1990s, rarely met the high expecta-
tions. It was especially disappointing in comparison
with that of economies that had followed alterna-
tive strategies, in particular the fast-growing newly
industrializing economies (NIEs) in East Asia (TDR
2003, chap. IV). Average annual GDP growth in
these economies exceeded 7 per cent throughout
the period from 1980 to 1996. In China it was even
higher with an annual average exceeding 10 per
cent between 1980 and 2000. Latin America, on
the other hand, registered an average annual GDP
growth of 1.8 per cent in the 1980s and 3.3 per
cent in the 1990s, and sub-Saharan Africa’s aver-
age annual GDP growth did not reach 3 per cent in
either decade. Moreover, the dramatic slowdown
in the latter two regions compared to the 1960s and

1970s was accompanied by much greater instabil-
ity. By contrast, growth remained consistently high
in Asia, and was associated with less instability
than during the preceding decades (table 2.1).

In Latin America, stabilization policies in the
1980s helped to bring inflation, which had often
taken the form of hyperinflation, under control and
to achieve a reasonable degree of monetary and
fiscal discipline. However, the policy prescriptions
soon came under criticism because of the disap-
pointing overall performance of the economies
where they were implemented, especially in terms
of growth dynamics and capital formation. More-
over, it soon became apparent that the programmes
had undesirable social repercussions. The per
capita income in Latin America fell on average
by 0.3 per cent per annum between 1980 and 1990
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Table 2.1
GDP GROWTH IN SELECTED DEVELOPING COUNTRIES AND REGIONS,
1960-2004
(Average annual percentage change)
1960- 1965— 1970— 1975- 1980- 1985— 1990- 1995- 2000-

Region/country 1965 1970 1975 1980 1985 1990 1995 2000 2004
Africa 5.4 4.9 4.4 3.8 2.2 2.6 1.1 3.4 3.9

Sub-Saharan Africa, excl. South Africa 3.9 3.9 3.9 1.9 1.7 3.2 15 3.7 4.2
Latin America 4.6 5.8 6.6 5.1 0.5 1.8 3.6 2.8 1.5
East Asia 5.0 7.5 6.8 7.6 71 8.2 8.8 4.9 6.2

China 2.1 5.3 5.1 6.1 11.0 78 129 8.5 9.4

First-tier NIEs 8.0 9.8 8.3 9.0 71 9.1 7.3 4.2 3.8
South Asia 45 4.9 2.3 3.6 5.3 5.9 5.0 5.3 5.7

India 4.2 4.9 2.4 3.0 5.3 6.6 5.3 5.8 6.1
Developing countries 4.8 6.0 6.4 5.1 2.9 4.3 5.4 41 4.4

Source: UNCTAD secretariat calculations, based on World Bank, World Development Indicators, various issues; United Nations
Statistics Division (UNSD), National Accounts Main Aggregates Database; and Taiwan Province of China, MacroEconomics

Database.

Note: Calculations are based on GDP in constant 1995 dollars.

(table 2.2), and income distribution deteriorated,
in some countries dramatically. The decline in
industrial output, combined with the compression
of the public sector, implied a sharp increase in
open unemployment and informal sector activities
as well as a widespread deterioration in working
conditions, including a significant fall in real wages,
and a dramatic increase in poverty (Calcagno,
2001). The 1990s saw some recovery after the pre-
ceding “lost decade”, but growth did not return to
the levels experienced before the debt crisis and
the poverty level remained unchanged.

In Africa, per capita income fell on average
by 0.4 per cent in the 1980s, and thereafter scarcely
any country returned to the pace of growth of the
previous decades, even though they implemented
structural adjustment programmes for many years.
Of the 15 countries that the World Bank had iden-
tified as core adjusters in 1993, only three were
classified by the IMF as strong performers by the
end of the decade. Where there were improve-
ments in growth performance, these could largely
be explained by special circumstances that were un-
related to structural adjustment policies (TDR 1998,

Part Two, chap. 1, table 34). As in Latin America,
programme implementation was also accompanied
by deteriorating social indicators: the proportion
of the population living on less than $1 a day in
the least developed countries (LDCs) of Africa in-
creased continuously from the second half of the
1960s — from an average of 55.8 per cent to 64.9 per
cent in 1995-1999 (UNCTAD, 2002: tables 19
and 20). Estimates by the UNCTAD secretariat for
20 LDCs, including 17 from Africa, on the impact
of SAF/ESAF programmes on poverty, show that,
comparing the three years before and after the
adoption of the programmes, the overall incidence
of poverty rose by nearly one percentage point
(UNCTAD, 2002: table 40). As frustration with
the results of the adjustment programmes inten-
sified, the view gained ground that structural
adjustment programmes were “part of the problem
rather than part of the solution of the development
crisis in Africa” (Lipumba, 1995: 52).

There are differing views on the causes of
the failure, and varying experiences suggest a
complex relation between different domestic and
external factors.* A major cause of the failure of
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Table 2.2

PER CAPITA GDP GROWTH IN SELECTED DEVELOPING COUNTRIES
AND REGIONS, 1960-2004

(Average annual percentage change)

1960—- 1965- 1970— 1975— 1980- 1985— 1990- 1995- 2000—
Region/country 1965 1970 1975 1980 1985 1990 1995 2000 2004
Africa 2.8 2.2 1.6 0.9 -0.7 -0.2 -1.5 1.0 1.6
Sub-Saharan Africa, excl. South Africa 1.3 1.2 1.1 -1.0 -1.2 0.2 -1.3 1.1 1.8
Latin America 1.7 3.1 4.0 2.7 -1.6 -0.2 1.9 1.2 0.1
East Asia 3.0 4.7 4.4 59 54 6.4 7.5 3.8 5.3
China 0.3 2.6 2.8 4.6 9.5 6.1 1.7 7.5 8.7
First-tier NIEs 5.0 7.2 6.1 71 5.5 8.0 6.1 3.2 3.2
South Asia 2.2 2.5 0.0 1.4 29 3.6 2.8 3.3 4.0
India 1.9 25 0.1 0.9 3.1 44 3.3 4.0 45
Developing countries 25 3.4 3.9 29 0.7 22 3.5 24 2.9

Source: UNCTAD secretariat calculations, based on World Bank, World Development Indicators, various issues; UNSD, Popu-
lation Database and National Accounts Main Aggregates Database; and Taiwan Province of China, MacroEconomics

Database.
Note: See table 2.1.

the reform programmes to meet expectations was
probably that they were typically initiated during
a situation of crisis, when domestic adjustment
took a deflationary path. This necessitated a tight-
ening of fiscal and monetary policy to bring down
inflation, while global demand growth remained
insufficient to give the needed expansionary stimu-
lus. In addition, measures taken to deal with external
shocks often aggravated pressure on the fiscal ac-
counts (e.g. through the impact of currency
devaluation on the domestic currency value of debt
servicing and on the costs of imports for public
investment). Rescue measures for the financial
sector and the nationalization of private but pub-
licly guaranteed external debt also represented a
heavy additional burden on public finances (TDR
1989, chap. IV). Sizeable cuts had to be made in
spending for productive infrastructure and social
purposes as a result of the pressure for rapid fis-
cal adjustment. Stabilization policies adversely
affected investment and brought the process of
capital accumulation to a halt, in some cases even
reversing it. In addition, the imposition of auster-
ity measures led to serious social conflicts, thus
contributing to growing instability.

Advocates of the orthodox policies attributed
the unsatisfactory results to slippages in their im-
plementation, partly reflecting lack of ownership
by governments and other stakeholders in the
countries undertaking the reforms. Indeed, the
stringency of conditionality and the similarity of
the reform programmes across countries often
made it difficult for national policymakers to ob-
tain the necessary support from domestic groups
and institutions for implementation of reforms. By
1994, the World Bank officially recognized that
the removal of distortions in product and factor
markets alone would be insufficient to “put coun-
tries on a sustained, poverty-reducing growth
path”, and that it would require “better economic
policies and more investment in human capital,
infrastructures, and institution building, along
with better governance” (World Bank, 1994: 2). The
Bank did not, however, revise its definition of “good
economic policies” by giving more weight to macro-
economic and sectoral policy measures aimed at
strengthening productive private investment.

In most countries, the crisis was perpetuated
by external constraints that became increasingly
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intrusive as economies opened up unilaterally to
international trade and finance in the context of
structural adjustment programmes. The fast pace
of trade liberalization in many

often ensures the provision of goods and services
that private actors are unwilling to produce, but
which create important positive externalities for a

wide range of productive ac-

developing countries caused

tivities (TDR 1993, chaps. II

their trade deficit associated
with any given rate of growth
to become larger, adding to
payments difficulties and in-
creasing dependency on capital
inflows. Since in open econo-
mies with flexible exchange
rates, the interest rate and the
exchange rate cannot be used
as independent policy instru-
ments, efforts to attract capi-

and III).

Private investment
remained depressed,
contrary to expectations
that reduced State
presence in economic
activity would unleash a
fresh wave of private
entrepreneurial initiatives.

In Latin American coun-
tries, more investment-friendly
macroeconomic policies were
constrained initially by the ur-
gent need to combat inflation,
and, later, by the need to remain
attractive for external capital
flows in a context of increas-
ing current-account deficits, as

tal inflows involved a spiral of
rising interest rates and an ap-
preciating exchange rate. These negatively af-
fected trade performance and fed into increasingly
speculative capital inflows. In many developing
countries and emerging market economies, the en-
suing rising cost of capital hindered accumulation,
and the loss of competitiveness induced a reduc-
tion in real wages. At the same time, high-inter-
est-led capital flows generated credit expansion,
consumption booms and speculative bubbles,
which, owing to the lack of proper financial regu-
latory and supervisory institutions, were a source
of financial instability and crisis (Eatwell and
Taylor, 2002).

Contrary to orthodox expectations that the
cuts in public sector deficits would crowd in pri-
vate investment, and that a reduced State presence
in economic activity would unleash a fresh wave
of private entrepreneurial ini-
tiatives, private investment re-

discussed in chapter IV below.
In Africa, dependence on pri-
vate capital flows was less pronounced than in
Latin America, but declining prices for primary
commodity exports due to weak growth in global
demand until the beginning of the new millennium,
and the resulting deterioration in the terms of trade
and the purchasing power of exports were the most
constraining factors for capital accumulation and
output growth. In the absence of external financ-
ing to compensate for the terms-of-trade losses,
adjustment had to take the form of severe import
compression and a sharp decline in investment.

As a result of these factors the share of in-
vestment in Latin American GDP, which had
averaged over 25 per cent in the 1970s, had fallen
to 18 per cent by the early 1990s, recovering to
about 20 per cent at the end of the 1990s (fig-
ure 2.1; and TDR 2003, chap. 1V). The standard
policies geared to improving
factor allocation did not suc-

mained depressed. An “invest-
ment pause” had been expected
to occur in the immediate af-
termath of the reforms, but the
situation persisted because of
obvious inconsistencies be-
tween the various elements of
the standard reform package.
It did not pay sufficient atten-

Policies promoted with a
view to getting relative
prices “right” at the micro
level failed, because in too
many cases they got prices
“‘wrong” at the macro level.

ceed in bringing about an
investment recovery in sub-
Saharan Africa either: the
average ratio of investment to
GDP dropped from 24 per cent
in the 1970s to 17 per cent at
the beginning of the 1990s, a
level from which it has barely
recovered so far. This down-

tion to the importance of fa-
vourable monetary conditions
for private investment, to the complementarity of
public and private investment, and to the fact that
State involvement — now drastically reduced —

ward adjustment had an
impact mainly on public in-
vestment, but contrary to conventional wisdom,
this did not “crowd in” private investment. Indeed,
the share of private investment in GDP continued
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to remain lower in the late 1990s than it had been
in the 1970s.

In these circumstances, capital formation in
most economies in Latin America and Africa was
unable to keep pace with the increased need for
productivity enhancement and technological in-
novation, which are basic requirements for the
success of export-oriented development strategies.
Consequently, they were ill-equipped to meet the
challenges posed by opening up to international
markets and exposing actual and potential do-
mestic producers to international competition. In
sub-Saharan Africa and Latin America, this meant
not only sluggish growth and slow structural
change, but also in some cases deindustrialization
(TDR 2003, chap. VI).5 Between 1980 and 1990
the share of manufacturing output in GDP fell,
from 17.4 per cent to 14.9 per cent in sub-Saharan
Africa, and from 28.2 per cent to 25 per cent in
Latin America. By 2000, the share of manufactur-
ing was still at the same low level in sub-Saharan
Africa, while in Latin America it had fallen fur-
ther, to 17.8 per cent.

Policies promoted with a view to getting rela-
tive prices “right” at the micro level failed, because
in too many cases they got prices “wrong” at the
macro level (i.e. the real interest rate and the real
exchange rates). This meant that they did not cre-
ate more incentives for investment, innovation and
diversification of production, despite the retreat
of government and the freeing of market forces.
Indeed, they led to greater instability of the key
macroeconomic prices due to continuing market
failures resulting, for example, from asymmetric
information and adverse selection in financial
markets, as well as inadequate sequencing of lib-
eralization of product and factor markets in an
environment of weak institutions. Even in instances
where microeconomic incentives were generated,
macroeconomic disincentives, structural con-
straints and institutional weaknesses prevented
them from creating a vigorous supply response.
And whatever efficiency gains liberalization and
deregulation generated, they did not produce faster
growth, but led to growing inequality.

After more than a decade of liberalizing re-
forms, the payments disorders in many countries
remained as acute as before, and their economies
had come to depend even more on external financ-

Figure 2.1

GROSS FIXED CAPITAL FORMATION IN
SELECTED DEVELOPING REGIONS
AND CHINA, 1965-2004

(Per cent of GDP)

50

40—

35—

25—
Latin America
20— )

15 Asia, excluding China

Sub-Saharan Africa
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1965
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Source: UNCTAD secretariat calculations, based on World
Bank, World Development Indicators, 2005.

Note: Latin America comprises Argentina, Bolivia, Brazil,
Chile, Colombia, Ecuador, Mexico, Peru, Uruguay and
Venezuela. Asia comprises China, India, Indonesia,
Malaysia, Pakistan, the Philippines, the Republic of
Korea, Thailand, Taiwan Province of China, and Turkey.

ing in their efforts to achieve the growth rates
necessary to tackle their deep-rooted problems of
poverty and underdevelopment. In Latin America,
average growth was lower by 3 per cent per an-
num in the 1990s than in the 1970s, while trade
deficits as a proportion of GDP remained constant.
In sub-Saharan Africa, growth fell but deficits
rose. But despite the lack of success, the “con-
sensus” of the 1990s firmly stuck to the notion
that there was no alternative to these policies.

Meanwhile, development successes occurred
where prescriptions along the lines of the Wash-
ington Consensus had limited or no influence on
national policies, notably in the East Asian econo-
mies. Their average growth rates exceeded 8 per
cent per annum over many years, and, until the
crisis in the late 1990s, the imposition of policies
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by the international financial institutions was
avoided. The East Asian economies, which fol-
lowed a more selective and gradual approach to
liberalization than the developing countries that
followed the orthodox reform

strategic reasoning they had previously adopted
in managing trade liberalization. As in other coun-
tries earlier, especially in Latin America, capital-
account opening made the economies of the region

more vulnerable to financial

agenda, achieved more stable
and faster growth. They also
achieved successful integration
into international trade relations
based on sustained capital ac-
cumulation at a high level and
a managed and gradual open-
ing up to international markets
(TDR 1999, chap. IV). There

Development successes
occurred where prescriptions
along the lines of the
Washington Consensus
had limited or no influence
on national policies.

disturbances. In 1997 massive
capital outflows prompted a
financial crisis, which resulted
in IMF intervention with its
standard reform packages ap-
plied in several crisis-stricken
countries. Although the adjust-
ment programmes were com-
bined with massive financial

are differing views on the re-
spective roles of market forces
and State intervention in these success stories, but
there can be little doubt that policy and institu-
tions tailored to local conditions and histories
played an important role.®

The dramatic downturn in the East Asian
economies in the late 1990s occurred because
governments failed to manage integration into glo-
bal capital markets with the same prudence and

assistance, they led to a sharp
recession and a dramatic de-
terioration in the poverty situation. This inevita-
bly prompted a questioning of the IMF’s diagnosis
before and after the crisis and, consequently, the ap-
propriateness of its policy prescriptions. Neverthe-
less, owing to the structural strength of the produc-
tive sector and the strong position of their export-
ers on world markets, most of these countries re-
covered rapidly after a sharp real devaluation, and
terminated their collaboration with the IMF.

D. Second-generation reforms and debt reduction

1. A new focus on poverty and
institutions

The disappointing results of policy reforms
in the 1980s and 1990s, and the related critiques
emanating from the international policy debate led
to the recognition in the 1990s that the initial re-
form package would have to be supplemented by
measures to mitigate the adverse social effects of
the reforms.

Almost two decades of focusing on price re-
form in product, labour and financial markets, as

well as on external trade, increasingly led to the
recognition that key to the success of policy was
a better understanding of what the market mecha-
nism could be expected to deliver in developing
countries, or, as Rodrik (1999: 2) put it: “The en-
counter between neo-classical economics and
developing societies served to reveal the institu-
tional underpinnings of market economies.”” Thus
the enlarged policy agenda evolving in the 1990s
placed greater emphasis on country-specific insti-
tutions and focused on good governance, including
combating corruption as a major element, to make
the State and non-market institutions more effec-
tive (Hayami, 2003). Strengthening property rights
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came to be regarded as the key institutional element
for solving the problem of insufficient investment.
Moreover, the enlarged policy agenda, sometimes
called the “post-Washington Consensus” (Stiglitz,
1998) or “second-generation reforms” (Kuczynski
and Williamson, 2003), emphasized the reduction
of poverty and the mitigation of its effects as imme-
diate objectives of development policies, requiring
direct government involvement.®

In part, the new emphasis on health, educa-
tion and infrastructure was also an outcome of the
notion that development is more than economic
growth — a notion that gained widespread accept-
ance in the 1990s (Cornia, Jolly and Stewart, 1987;
Sen, 1999). It also found expression in the crea-
tion of the Human Development Index, used by the
United Nations Development Programme (UNDP)
since 1993 as a standard measure of human well-
being, as well as in the World

leading to higher growth and overall living stand-
ards by redirecting resources from inefficient, non-
tradable goods and import-substituting production
to export activities with the help of new invest-
ment and productivity increases. This would be
made possible by opening up to capital inflows.
The restructuring process induced by more open-
ness to international competition was expected to
lead to only a temporary displacement followed
by a rapid reabsorption of the labour force into
activities where the economy had the greatest
comparative advantages. Poverty would naturally
be reduced by increased efficiency of labour allo-
cation and income growth. As growth turned out
to be insufficient in most countries to make even
a dent on poverty alleviation, and the more effi-
cient reallocation of resources lagged behind the
speed of destruction of inefficient activities, the
focus shifted to policies that would directly ad-

dress the problem of poverty.

Social Summit held in 1995,
which pledged to make the
conquest of poverty, the goal
of full employment and the
fostering of social integration
the overriding objectives of
development.

There can be little doubt
that the functioning of markets

The disappointing results of
policy reforms led to the
recognition that the initial
reform package would have
to be supplemented by
measures to mitigate the
adverse social effects.

The implicit assumption that
the determinants of growth,
the effects of trade, financial
integration and market liber-
alization are independent of,
or exert only a temporary ef-
fect on, poverty and income
distribution was reflected in
the reorientation of mainstream
thinking; the modified approach

is strongly influenced by sup-

added social policies to the

porting institutions, and that

capital accumulation is closely linked to the con-
solidation of property rights. However, the view
that institutional shortcomings were the main rea-
son why the policies of the Washington Consensus
did not live up to their promises served to shift
attention away from the shortcomings of the
principles underlying those policies and their theo-
retical foundation. The quality of institutions in
developing countries had been no better in previ-
ous decades when growth performance was more
satisfactory. Similarly, poverty reduction was not
an entirely new objective of development policies,
as it had been a stated goal of the World Bank
since the early 1970s (Hayami, 2003: 58); how-
ever, the assumption implicit in the initial structural
adjustment approach was that it would occur as a
trickle-down effect of growth.

The logic of market-oriented reforms was to
improve efficiency and economic performance,

standard measures of liberali-
zation and to the operations of the IMF and the
World Bank (Berg and Taylor, 2000).

By 1990, the World Bank had already recog-
nized the need to develop special social funds,
which, due to a number of factors, including lim-
ited funding, poor targeting and inadequate se-
quencing, only made a marginal contribution to
reducing poverty and reversing adverse shifts in
income distribution (Cornia, 1999: 132). The in-
troduction of the Poverty Reduction Strategy Pa-
pers (PRSPs) in 1995 was a more significant step
aimed at reducing poverty. The PRSP approach
recognized that stabilization and adjustment poli-
cies exert, at least temporarily, an adverse impact
on the poor, which can be mitigated through safety
nets and targeted spending programmes.

This approach also responded to another
weakness of the previous adjustment policies by
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strengthening ownership, partly through a re-
orientation of conditionality and partly through
a revision of procedures for programme imple-
mentation. PRSPs are to be prepared by national
authorities in developing countries with the broad-
based participation of civil so-

have a direct impact on the well-being of the poor.
Such areallocation responds to an ethical impera-
tive and can go some way in solving the most
pressing social problems. However, there are lim-
its to the extent this can be expected to achieve

sustained poverty eradication.

ciety, including enterprises and
representatives of the poor, but
they are subject to joint appro-
val by the Bank and the Fund.
In the same context, and in line
with the shift of emphasis to-
wards measures that would

poverty.

The focus shifted to
policies that would directly
address the problem of

Despite the positive welfare
impact of social spending, real
progress in poverty reduction
may be handicapped as long as
macroeconomic and adjust-
ment policies continue to push
in the opposite direction, gen-

directly address the incidence

erating impulses that hamper

of poverty, the IMF replaced

its Enhanced Structural Adjustment Facility (ESAF)
with the Poverty Reduction and Growth Facility
(PRGF). The preparation and implementation of
PRSPs became a prerequisite for debt relief un-
der the enhanced Heavily Indebted Poor Countries
Debt Initiative (HIPC Initiative) of the IMF and
World Bank (see chapter III, section C below) and
for access to Poverty Reduction Support Credit
(PRSC) introduced by the World Bank in 2001.
Bilateral grants, concessionary loans and debt re-
lief also became closely linked to the poverty re-
duction policies and strategies.

Compared to the ESAF conditions, the PRSP
process gives countries greater autonomy in de-
signing social safety nets and targeted spending
programmes, but not in the

capital formation and lead to
regressive changes in income distribution. The
World Bank noted that “most recipients consider
the focus of the initiative to be excessive on so-
cial sectors, and too little on growth and ‘wealth
creation’” (World Bank, 2003: 46).

The new emphasis of PRSPs on achieving
quick results by redirecting public expenditure to
areas such as primary health care and education
may not have a lasting impact on poverty as long
as structural change remains slow and capital ac-
cumulation insufficient to boost growth and cre-
ate productive employment. Although output
growth alone is not enough for improving the liv-
ing standards of all social segments, it is likely to
be a necessary condition for a sustained reduction

of poverty. Indeed, growth and

formulation of their macro-

sustained poverty reduction ap-

economic policies and devel-
opment strategies. With re-
spect to the latter, little au-
tonomy is left to governments
to define alternative paths to
poverty reduction that would
place more emphasis on meas-
ures to stimulate output growth
and employment creation. Re-
garding the macroeconomic
and structural adjustment con-

Curing the symptoms of
poverty can lead to
intertemporal trade-offs if
public spending is diverted
away from broader
development targets that
would have a longer lasting
impact on the causes.

pear to be fundamentally de-
pendent on the same forces and
policies that lead to productive
restructuring, capital accumula-
tion and productivity increases.
From this perspective, coordi-
nated policies of capacity de-
velopment in new industrial
activities for enhancing effi-
ciency and reducing the adverse
effects of labour displacement

tents of PRSPs, there has been
no fundamental departure from
the kind of policy advice espoused under former
structural adjustment programmes (UNCTAD, 2002;
ODI, 2001).

The PRSP approach emphasizes the reallo-
cation of existing fiscal resources to areas that can

can also eradicate poverty at its
source. PRSPs, therefore, can
give rise to serious intertemporal trade-offs to the
extent that the cure of the symptoms involves a
diversion of public spending away from broader
development targets that would have a longer last-
ing impact on the causes, such as those discussed
in chapter V of this TDR.
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2. Debt relief and the proliferation of
conditionality

The solution to the debt crisis of the 1980s
was initially sought through ad hoc debt renego-
tiations. At the end of that decade the recognition
that the success of policy reforms and structural
adjustment was also contingent on external fi-
nancial constraints provided the rationale for the
Brady Plan, which addressed the debt servicing
problems of middle-income developing countries.
The plan represented an important change in fo-
cus for the resolution of these problems: from
policies designed to create large trade surpluses
to those that would reduce the debt burden and
improve access of the debtor countries to the in-
ternational capital markets in order to refinance
their debts. After years of insistence by the inter-
national financial institutions

cies. They enlarged the fiscal space to support
domestic economic and social development, as
well as the scope for importing the capital goods
and technologies essential for a dynamic growth
process and successful trade integration. However,
the impact of debt reduction on the liquidity situ-
ation of the beneficiary countries has in many
cases been limited, particularly where, prior to the
granting of the debt relief, debt service payments
were in arrears (see also chapter III, section C).
Therefore, in most countries, official debt relief
needs to be complemented by increased flows of
official development assistance (ODA), as far as
possible in the form of grants for the poorest coun-
tries, in order to increase the capacity of the State
to provide essential public goods and infrastruc-
ture. This would also help prevent a new build-up
of debt and maintain debt sustainability in the me-
dium and long term in countries where faster

capital formation is not possi-

on a country-by-country ap-

ble without imports of capital

proach to deal with the debt
overhang that had emerged si-
multaneously in many coun-
tries at the beginning of the
1980s, the Brady Plan repre-
sented an international effort
to resolve the debt crisis. The
plan was designed to give

years.

The proliferation and
widening scope of
conditionality has faced
growing criticism over the

and intermediate goods that
exceed export earnings poten-
tial.

The debt relief initiatives
also served to perpetuate the
key elements of the orthodox
reform package and the Wash-

debtor governments additional
“breathing space” by allowing
them to divert part of their debt service payments
to more productive uses, which in turn would
eventually enable them to grow out of their debt
problems.

Similarly, the launching of the HIPC Initia-
tive in 1996 was designed to support policy
reforms in the poorer countries that were prima-
rily indebted vis-a-vis official creditors. It implied
recognition that the debt problems of these coun-
tries were a major hindrance to their faster growth,
and that the causes of their debt problems were at
least partly systemic in nature. The HIPC Initia-
tive advanced slowly, largely because fulfilling
the conditions attached to it was an exercise that
frequently exceeded the institutional and admin-
istrative capacities of the poorest countries.

The international initiatives to deal with the
debt problem of developing countries improved
the context for growth-oriented development poli-

ington Consensus through the
conditionality attached to them
or through the increasing dependence of exchange
rates and balance-of-payments performance on
market sentiment. Although there was broad agree-
ment that new lending by the international
financial institutions and the provision of official
debt relief should be linked to certain conditions,
the conditionality actually applied came under
growing criticism over the years, not only because
of its deflationary bias, but also because of the
proliferation and widening scope of the conditions
(Goldstein, 2000; Kapur and Webb, 2000; and
Buira, 2003).

The original rationale for conditionality by
the Bretton Woods institutions was to protect their
financial integrity and preserve the revolving char-
acter of their resources. But as the operations of
the IMF and World Bank in developing countries
expanded, their conditionality became tighter and
more complex, encompassing areas which are
within the purview not only of other international
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organizations but also of national development
strategies. And with “second-generation reforms”,
conditionality expanded further, into issues of
political and economic governance.

The average number of structural conditions,
covering a wide range of policy areas — from trade
and finance to public enterprises and privatiza-
tion, and even labour market institutions and so-
cial safety nets — doubled between the 1970s and
1980s. At the end of the 1990s there were more
than 50 structural policy conditions for a typical
Extended Fund Facility programme, and between
9 and 15 for stand-by programmes. The number
of structural performance criteria in the IMF pro-
grammes for the three Asian countries struck by
the 1997 crisis was four times the average for all
Fund programmes over the period 1993-1999,
prompting assertions that there was a “temptation
to use currency crises as an op-

However, the subsequent economic performance
of these countries was quite disappointing. Only
three were among what the IMF classified as
strong performers towards the end of the 1990s.
In other words, the majority of countries that ac-
counted for much of the faster growth in sub-
Saharan Africa in the second half of the 1990s
were not among the high-compliers five years
earlier; while most of the countries that were
thought to be pursuing sound policies by World
Bank criteria were not among the subsequent strong
performers (TDR 1998: 124—125 and table 34).

The Fund’s extensive use of structural con-
ditions in its lending programmes is widely con-
sidered to be in violation of its own guidelines for
conditionality established in 1979. These guidelines
explicitly state that performance criteria should
be confined to macroeconomic variables, and that

they can relate to other vari-

portunity to force fundamen-
tal structural and institutional
reforms on countries” (Feld-
stein, 1998). On a strict defi-
nition of conditionality used by
Kapur and Webb (2000: 5-7),
the number of conditions at-
tached to lending by the Bretton
Woods institutions at the end
of the 1990s ranged between
15 and 30 for sub-Saharan Af-

Structural conditions entail
permanent changes in
legislation and institutions,
and circumscribe policies in
such a way that their
reversal may be extremely
difficult and costly.

ables only in exceptional cases
when their macroeconomic im-
pact is significant. As argued
by a former Research Director
of the IMF, these guidelines
aimed at making condition-
ality “less intrusive by limiting
the number of performance cri-
teria, insisting on their macro-
economic character, circum-
scribing the cases for reviews,

rica, and 9 and 43 for other re-

gions. If conditionality is loosely defined, the
number increases to between 74 and 165 for sub-
Saharan Africa, and between 65 and 130 for the
others.

Many observers, both within and outside the
Bretton Woods institutions, have questioned the
effectiveness of conditionality in preventing
policy failures and improving economic perform-
ance.’ Evidence shows that with the proliferation
of structural conditions in the 1980s and 1990s,
the degree of compliance with the programmes
declined (Mussa and Savastano, 1999). More im-
portantly, there has been very little correlation
between compliance and economic performance.
For instance, in 1993 the World Bank identified
15 countries in sub-Saharan Africa as a core group
of adjusters on the basis of their compliance with
the policies recommended, including their imple-
mentation of significant institutional changes.

and keeping preconditions to
aminimum. Yet, these restraining provisions have
not prevented the intensification of conditionality
in every direction that the guidelines attempted to
block” (Polak, 1991: 53-54).1°

There is a rationale for macroeconomic con-
ditions to be formulated at aggregate levels, such
as the volume of adjustment in public spending or
in monetary aggregates, without going into what
items should be involved; in other words, leaving
these to the discretion of the national authorities.
Such conditionality would be justified as a device
for risk management by the lender (Kapur and
Webb, 2000: 1-2), but it would not permanently
circumscribe the space for development policy.
Structural conditions by their nature are different,
because they entail permanent changes in legisla-
tion and institutions, and circumscribe policies in
such a way that their reversal may be extremely
difficult and costly.!
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E. The MDGs and the Monterrey Consensus

Following several major international con-
ferences in the course of the 1990s, all of which
addressed, in one form or another, the issue of
poverty and its social and human impact, the ex-
pression of international concern with the problem
of persisting poverty culminated in the formulation
of the Millennium Development Goals (MDGs).
Seven of these eight goals address objectives to be
pursued at the national level, with support by the
international community. Only Goal 8 — Develop
a global partnership for development — adds an
international dimension to the agenda. The for-
mulation of the MDGs by the Heads of State and
Government at the United Nations Millennium
Summit in 2000 reflects the

open trading and financial system that is rule-
based, predictable and non-discriminatory”; to
deal “comprehensively with developing countries’
debt problems through national and international
measures to make debt sustainable in the long
term”; to “develop decent and productive work
for youth”; and, “in cooperation with the private
sector, [to] make available the benefits of new
technologies.”

The outcome of the subsequent International
Conference on Financing for Development, the
Monterrey Consensus of 2002, can be considered
a programmatic complement to the MDGs. It ac-

knowledged that the capabil-

degree of dissatisfaction with
development progress and the
setback in the fight against
poverty under the policy con-
ditions that had prevailed over
the previous two decades. It is
also a response to the lack of
progress in achieving a truly
global approach to closing the
large and widening gaps in
income and living standards
by the turn of the millennium.
Goal 8 has a number of sub-

conditions.

There is no agreement as
to what constitutes the
necessary internal
conditions for adequate
levels of productive
investment, and what role
domestic policies could
play to improve those

ity of developing countries to
realize the MDGs is heavily
influenced by external factors.
In particular, concerns were
expressed about the general
steady decline in ODA during
the 1990s. Indeed, at the be-
ginning of the new millen-
nium, total ODA provided by
the member countries of the
Development Assistance Com-
mittee (DAC) as a share of
their combined GNI was only

sidiary targets, which implic-

itly recognize the role of the external environment
and the shared responsibility of the developed coun-
tries for the achievement of the other seven goals.

The targets under Goal 8'2 that have a direct
bearing on the orientation of economic policies
and development strategies are: to promote ‘“an

about 0.22 per cent, a histori-
cal low (OECD, 2006). The Monterrey Confer-
ence also recognized that a solution to the external
debt problem and progress in dealing with the sys-
temic issues of coherence and consistency of the
international monetary, financial and trading sys-
tem could make a significant contribution in sup-
port of development.
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Box 2.1

THE MONTERREY CONSENSUS ON INVESTMENT-FRIENDLY POLICIES

In January 2002, Heads of State and Government gathered in Monterrey, Mexico, to address the
challenges of financing for development. In the outcome document, the Monterrey Consensus,
they agreed on a number of leading actions to eradicate poverty, achieve sustained economic growth
and promote sustainable development. Considerable attention was given to the crucial role of in-
vestment for growth and development, and to policies in its support (United Nations, 2002).

The Monterrey Consensus recognizes the key role of capital accumulation for development, noting
that in the “pursuit of growth, poverty eradication and sustainable development, a critical chal-
lenge is to ensure the necessary internal conditions for ... sustaining adequate levels of productive
investment and increasing human capacity” (para. 10), and that “an enabling domestic environ-
ment is vital for ... increasing productivity (and) ... encouraging the private sector” (para. 10),
leaving open the question of what constitutes an enabling environment.

When noting that “improvements in public spending that do not crowd out productive private
investment” are necessary (para. 15), and that “investments in basic economic and social infra-
structure, social services and social protection ... are vital for enabling people ... to better adapt to
and benefit from changing economic conditions and opportunities” (para. 16), the Monterrey Con-
sensus highlights the complementarity between public and private investment in the development
of local capacities. This aspect of State involvement in economic activity was largely neglected in
the standard reform packages until the mid-1990s; public finances were squeezed for many years
and previously existing institutions that had provided social services were often dismantled.

Finally, the Monterrey Consensus points to the need for a “sound system of financial intermedia-
tion ... to foster productive investments” (para 17). It thereby addresses a major constraint to stronger
domestic capital formation in many developing countries, made worse as a result of financial lib-
eralization and deregulation. However, as the experience of today’s developed countries shows, a
sound system of financial intermediation takes many years to evolve. The question therefore arises
as to the options available for the large number of countries that are still far from having such a

The Monterrey Consensus also addressed a
number of questions in the areas of trade, finan-
cial and macroeconomic policies for development,
and it explicitly pointed to the challenge facing
developing countries to ensure the necessary con-
ditions for adequate levels of productive in-
vestment. From the perspective of development
strategy, the important point here is that, while
the Consensus does not call into question the al-
leged beneficial effects of trade and financial
openness, it draws attention to the necessity of
favourable “internal” conditions for productive
investment. Yet there is no overall agreement as
to what constitutes the necessary internal condi-
tions, and what role domestic policies could play
to improve those conditions. In this respect, the

Monterrey Conference failed to recognize a ma-
jor lesson that could be drawn from more than
20 years of orthodox policy reforms: the need to
revise the role of monetary and fiscal policies
to directly stimulate capital accumulation and
growth, and to reconsider the possible contribution
of sectoral policies and institutions to technologi-
cal upgrading. Moreover, there is a remarkable
imbalance in the Monterrey Consensus in terms
of its bias in favour of FDI as compared to do-
mestic investment (box 2.1). Yet FDI in Latin
America and Africa has in general not been in sec-
tors and technologies that are capable of generat-
ing sizeable growth and value added, and its
impact on domestic income has often been lim-
ited because TNCs operating in tradable goods
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Box 2.1 (concluded)

system. In the absence of a mature system of private financial intermediation it would be advisable
for these countries not to wait for market forces to generate such a system; rather, they should
identify locally viable instruments of public policy that would accelerate its development on the
one hand, and provide risk capital to strengthen the productive sector of the economy on the other.

The text of the Monterrey Consensus cited above testifies to the considerable attention given at the
Conference to the need to improve the conditions for domestic investment, although the policy
conclusions against the background of the preceding 20 years remained rather vague. The text
places even greater emphasis on FDI, thus paying tribute to the principles of the (post-) Washing-
ton Consensus. While five paragraphs of the Monterrey document address the issue of domestic
investment, without going beyond general recommendations, seven paragraphs address the issue
of FDI. They offer an array of recommendations that are much more concrete, especially with
regard to measures aimed at attracting FDI. The Monterrey Consensus suggests that in order

to attract and enhance inflows of productive capital, countries need to continue their efforts to achieve

a transparent, stable and predictable investment climate, with proper contract enforcement and re-

spect for property rights, embedded in sound macroeconomic policies and institutions that allow

businesses, both domestic and international, to operate efficiently and profitably (para. 21).

It goes on to remind developing-country governments that

special efforts are required in such priority areas as economic policy and regulatory frameworks for
promoting and protecting investments, including in the areas of human resource development, avoid-
ance of double taxation, corporate governance, accounting standards, and the promotion of a com-
petitive environment. Other mechanisms, such as public/private partnerships and investment agree-
ments, can be important (para. 21).

Finally, paragraph 22 points to the need for

international, regional and national institutions in source countries to provide export credits, co-
financing, venture capital and other lending instruments, risk guarantees, leveraging aid resources,
information on investment opportunities, business development services, forums to facilitate busi-
ness contacts and cooperation between enterprises of developed and developing countries, as well as
funding for feasibility studies.

sectors frequently use a high proportion of im-
ported inputs. Policies in support of FDI have been
found to benefit development only when embed-
ded in a broader development strategy that ensures
its complementarity with domestic investment and
its creation of dynamic linkages with domestic
activities as well as an appropriate regulatory
framework (TDR 2003, chap. VI).

The Monterrey Consensus contributed to
the evolution of development policy thinking
by emphasizing the need for increasing ODA as
a precondition for many developing countries
to make decisive progress towards growth and
achievement of the MDGs, especially through in-
creased spending on education, health and basic

social infrastructure. However, like other new ini-
tiatives that had “augmented” the standard reform
package before, the Monterrey Conference did not
lead to a new consensus on a policy agenda geared
at stimulating capital formation and structural
change, leaving the take-off of a dynamic growth
process to market forces alone. An “enabling en-
vironment” for economic development is certainly
strongly influenced by the way markets operate,
but it is also characterized by externalities of vari-
ous kinds. Yet policy prescriptions focusing on
“getting the prices right” have limited the scope
for active government policies to address such
externalities, which in many cases will be decisive
for investment decisions (see chapters V and VI of
this Report).
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F. Beyond the Monterrey Consensus

On a more practical level, and with a greater
focus on the role of governments, the report of
the United Nations Millennium Project'? of 2005,
entitled Investing in Development (also known, as
the Sachs Report), represents a further step in the
same direction (UN Millennium Project, 2005).
As the title indicates, the report’s main emphasis
is on investment, and indeed, more on domestic
investment than on FDI. This is because it prima-
rily addresses the problems of low-income coun-
tries that have very limited access to FDI, and
because very little can be expected from FDI for
solving social problems and reducing poverty.
Thus the report makes a strong case for a sub-
stantial increase in public investment to achieve
faster and socially acceptable growth, and it sug-
gests financing the greater investment through a
combination of higher domestic taxation and a
substantial rise in official external financing, es-
pecially in the form of grants.

In the aftermath of the Millennium Summit
and the Monterrey Conference, several developed-
country governments had already made commit-
ments for gradually but substantially increasing
their ODA. This is in line with UNCTAD’s call in
2000, for a doubling of ODA to sub-Saharan Af-
rica, based on an estimate that a net capital in-
flow of at least an additional $10 billion per annum
would be needed for a decade or so in order to lift
the countries in that region onto a growth path
that would allow a gradual narrowing of their in-
come gap with the more advanced countries
(UNCTAD, 2000, sect. E). UNCTAD had argued
that a doubling of official capital inflows, in com-
bination with policy measures to raise the effi-
ciency of investment, could set off a process of

accelerated growth that would reduce, in a dec-
ade or so, both the resource gap of the region and
its dependence on aid. Subsequent estimates made
by the World Bank, the Economic Commission for
Africa (ECA) and others confirmed that a dou-
bling of aid was indeed necessary to help initiate
faster development in countries and sectors that
do not attract private investment and that cannot
afford to borrow extensively from commercial
sources. The need for more aid has been well rec-
ognized by major donors, and various initiatives
have been launched since 2002 to this end, which
are also endorsed in the Sachs Report. These in-
clude a proposal for an international finance fa-
cility, or a special airport tax earmarked for the
financing of health expenditures in the poorest
countries. These initiatives signal serious efforts
by the international community to strengthen the
global partnership for development (see also chap-
ter III, section C below).

The Sachs Report recognizes the importance
of country-specific national policies and institutions
in the development process,'* thus rediscovering
a significant role for the State in development. To
some extent, this implies a reorientation away
from the past orthodox approach, which consid-
ered dismantling the “inefficient” public sector to
be the most important precondition for unleash-
ing private economic activity. However, the Report
does not offer a new approach to dealing with the
problem of insufficient capital formation and
growth. In line with the policy proposals of the
“second-generation reforms”, the Sachs Report
also relies on investment in health, education and
basic infrastructure for attaining the MDGs. By
suggesting that in countries with extreme poverty
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Box 2.2

ECONOMIC GROWTH IN THE 1990s - LEARNING FROM A DECADE OF REFORM:
QUOTATIONS FROM THE WORLD BANK REPORT

¢ “Growth-oriented action, for example, on technological catch-up, or encouragement of risk
taking for faster accumulation may be needed.” (10)

® “There are many ways of achieving macroeconomic stability, openness, and domestic liberali-

zation.” (12)

¢ “Different policies can have the same effect, and the same policy can have different effects,

depending on the context.” (13)

¢ “Like that of policies, the effect of institutions depends on the context.” (13)

® “The role of activist industrial policies is still controversial but is likely to have been impor-

tant.” (83)

® “The available evidence suggests that restrictions on short-term capital flows may have a role to
play in the pursuit of outcomes-based macroeconomic stability in developing countries.” (116)

Source:

World Bank, Economic Growth in the 1990s - Learning from a Decade of Reform, Washington, DC, 2005.

PRSPs should be aligned with the MDGs, the
Sachs Report again advocates implicitly the types
of national policies and the same reliance on the
“invisible hand” to guide private decisions on re-
source allocation and accumulation that had
characterized the structural adjustment policies of
the IMF and World Bank and the post-Washing-
ton Consensus.

Also in 2005, the World Bank published a
study, entitled Economic growth in the 1990s -
Learning from a Decade of Reform, which acknowl-
edges a number of mistakes and shortcomings of
the previous approach with structural adjustment
policies, and draws lessons from these for the de-
sign of development strategies (box 2.2)." First,
it suggests that “reforms need to go beyond the
generation of efficiency gains to promote growth”,
as economic growth also “entails structural trans-
formation, diversification of production, change,
risk taking by producers, correction of both gov-

ernment and market failures, and changes in poli-
cies and institutions”; and it goes on to suggest
that, consequently, “growth-oriented action, for ex-
ample, on technological catch-up, or encourage-
ment of risk taking for faster accumulation may
be needed” (World Bank, 2005: 10, 11).

Second, it recognizes that there is no one-
size-fits-all set of successful policies: “There are
many ways of achieving macroeconomic stability,
openness, and domestic liberalization ... Different
policies can have the same effect, and the same
policy can have different effects, depending on
the context” (World Bank, 2005: 11, 13). It ad-
mits, for example, that for achieving macro-
economic stability it may be worth considering
the imposition of restrictions on capital flows,
because “notwithstanding the theoretical argu-
ments in favour of capital account openness, the
evidence on growth is inconclusive and volatility
clearly increased” after capital-account opening
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(World Bank, 2005: 17). The authors of the World
Bank study, while laying strong emphasis on the
important role of institutions, also underline the
need for diversity in institutional development,
because, “like that of policies, the effect of insti-
tutions depends on the context” (World Bank,
2005: 13). Third, the World Bank study recognizes
that “Key functions to be fulfilled in sustained
growth processes are the accumulation of capital,
allocative efficiency, technological progress, and
the sharing the benefits of growth”, and that “the
role of activist industrial policies is still contro-
versial but is likely to have been important”
(World Bank, 2005: 83, 85) in the successful ex-
periences of growth and catching up.!®

Thus, Learning from a Decade of Reform tes-
tifies to the growing uncertainty about the com-
mitment to the Washington Consensus, including
the different augmentations of that Consensus. But
it is probably an exaggeration to interpret that
study as a “radical rethink of development strate-
gies” (Rodrik, 2006: 7), because the basic para-

digm remains largely intact. The authors do not
go very far in their redefinition of the role of pub-
lic policies in support of capital accumulation and
technological change. This is probably because
they remain sceptical about the capacity of na-
tional governments to carry out effective discre-
tionary policies. The experience of the 1990s leads
them to suggest that “government discretion can-
not be dispensed with altogether, so it is important
to find ways in which it can be exerted effectively”
(World Bank, 2005: 14). There can be no doubt
that rendering discretionary government interven-
tion more effective must itself be part of a com-
prehensive reform programme, but the World Bank
study suggests that this be limited to certain ac-
tivities “ranging from regulating utilities and su-
pervising banks to providing infrastructure and
social services” (World Bank, 2005: 14). It thereby
excludes direct support measures to promote capi-
tal accumulation, or sectoral policies to help di-
versification, upgrading of the production structure
and strategic integration into the international trad-
ing system.

G. Towards a fundamental policy reorientation”

Beyond the stocktaking and the propositions
of the Sachs Report, and the translation of the
Learning from a Decade of Reform into imple-
mentation of reforms, it will be necessary to ana-
lyse the range and kind of policy instruments that
individual developing countries have at their dis-
posal to remedy the widespread weakness of pri-
vate capital formation, productivity growth and
technological upgrading. For instance, the Sachs
Report considers household savings as the most
important source of financing investment, with-
out reflecting on how these savings could be gen-
erated and to what extent such higher savings
would imply lower domestic absorption, and,
thus, a disincentive for investment and job crea-

tion, especially in the non-tradables sector. In this
context, the provision of incentives for the self-
financing of investment by firms and the produc-
tive use of rent from the exploitation of natural
resources are likely to be much more relevant than
household savings, which are only one element
of national savings (Akyliz and Gore, 1994). The
design of the tax system, for example, can play an
important role in this regard. The Sachs Report con-
siders taxation only as a potential source of the fis-
cal income required to finance an increase in public
investment, whereas the major importance of the
design of the tax system for the incentive struc-
ture, and thus for the propensity to invest in dif-
ferent production and trade activities, is neglected.
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The varying experiences among developing
countries, and the evidence provided in this re-
gard in the World Bank study, Learning from a
Decade of Reform, suggest that more proactive
government policies in support of capital accu-
mulation and productivity en-

ally supported liberal reform effort “sought to in-
troduce policies that would limit the discretion of
national authorities in growth strategies” (World
Bank, 2005: 14). Indeed, a key problem faced by
policymakers, as demonstrated by Tinbergen (1956)

and Hansen (1967), is that

hancement are needed for suc-
cessful integration into inter-
national economic relations
and as a basis for sustained im-
provements in the welfare and
incomes of all groups of the
population.

The market-based reforms
pursued in a majority of devel-
oping countries since the early
1980s have not lived up to the
promises of their proponents.
It has not been possible to com-

More proactive government
policies in support of capital
accumulation and
productivity enhancement
are needed for successful
integration into the global
economy and for sustained
improvements in the
welfare and incomes of all
groups of the population.

there are not always an ad-
equate number of effective in-
struments to attain all the ob-
jectives that they may wish to
pursue, because, formally, it
takes at least as many instru-
ments to carry out a policy as
there are linearly independent
goals. This can lead to incom-
patibility of targets and create
difficulties in formulating con-
sistent policies, even in an
economy that is not subject to
external constraints.

bine greater macroeconomic

stability and external balance with rates of growth
that are high enough to close the income gap with
the more advanced countries, while at the same
time reducing poverty and enabling people. In
part, this is probably due to shortcomings in the
model of the social and economic realities in the
developing world that has been underlying the
conventional reform agenda. Within this model,
the potential impact on growth of efficiency gains,
resulting from leaving adjustments in relative
prices to autonomous market forces, has been
overestimated. So also has the effect of “crowd-
ing in” of private investment as a result of reduced
State economic activity. The

For instance, deregulation of domestic finan-
cial markets reduces the ability of monetary au-
thorities to control credit conditions through in-
struments such as caps on bank interest rates, or
restrictions on the volume and direction of cred-
its. Similarly, as integration into global markets
is deepened through the removal of restrictions
over the movement of goods and services, money
and technology, the range of policy instruments
shrinks. This is because external influences over
national policy targets become stronger, and the
trade-offs between internal and external objectives
intensify. For instance, it would not be possible

to control both the interest rate

failure is also likely to be
partly due to an excessively

and the exchange rate while
maintaining free capital move-

deflationary macroeconomic
policy stance, not least be-
cause savings are not as sen-
sitive to higher interest rates,
as assumed, and private invest-
ment does not rise in response
to higher household savings
(see also annex 2 to chapter I).

But in part, the explana-
tion may be found in the re-

To meet the challenges of
open developing economies,
the scope for national
policymaking will have to
be widened beyond what
has been acceptable under
the Washington Consensus
approach.

ment. In an open capital-
account regime the exchange
rate and the interest rate are
both potential policy instru-
ments, but only one of the two
can actually be employed in-
dependently.!® From this per-
spective, economic opening up
involves not only the elimina-
tion of barriers to the move-
ment of goods and services,

duced number of policy instruments available to
policymakers under the development paradigm of
the past 25 years. As discussed in the preceding
sections of this chapter, much of the internation-

money and capital, and labour and technology, but
also commitment to obligations and acceptance
of rules set by international economic governance
systems and institutions, thereby weakening na-
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Box 2.3

ECONOMIC OPENNESS AND NATIONAL POLICY AUTONOMY

Economic openness is not only about the elimination of barriers to the movement of goods and
services, money and capital, and labour and technology, but also about integration into interna-
tional economic governance systems and institutions. Both these processes have often overlapped
and reinforced each other. On the one hand, liberalization of markets has reduced the number of
instruments under the control of policymakers, much in the same way as sovereign policy-making
is circumscribed by enhanced multilateral disciplines. On the other hand, multilateral rules and
practices have generally weakened the influence of national policy instruments on national policy
objectives by promoting liberalization and closer integration into world markets. The figure below
attempts to illustrate the potential impact of openness on national policy autonomy, notwithstand-
ing the potential positive effects of trade integration.

IMPACT OF ECONOMIC OPENNESS ON NATIONAL POLICY AUTONOMY

De facto reduction of
national policy autonomy
through liberalization .

De jure reduction of
national policy autonomy
due to multilateral rules
and disciplines

Gains in national policy
autonomy from
participation in multilateral
rules and disciplines

tional policy control over domestic economic vari-
ables and development targets (box 2.3).

The autonomy of national economic policy
is often defined in terms of the effectiveness of
domestic policy instruments in influencing na-
tional targets.!” Even in a closed economy this
autonomy is constrained, since formal command
over policy instruments does not automatically
translate into full control over national targets.

This de facto constraint is due to a number of fac-
tors. First, the relationships between instrument
and target variables are often unstable, and knowl-
edge and information about these relationships are
sometimes insufficient. Second, there can be trade-
offs in the effectiveness of different instruments,
as well as in the objectives sought, and it may not
be possible to attain all of them simultaneously
with the instruments available. Such trade-offs can
exist in many areas of policy, for example, be-
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Box 2.3 (concluded)

It shows that in the process of integration into the global economic system, policy autonomy in
developing countries is restricted at two levels, but it can also gain from such integration, as the
policy autonomy of other countries is also restricted.

()

(i1)

(iii)

Liberalization of markets and dismantling of restrictions on cross-border movements of goods
and services, money, capital and labour weakens the de facto policy autonomy and influence
of national policy instruments over macroeconomic and development policy objectives, as
indicated by the outer ring in the figure. This is the case, for example, when capital-account
opening reduces the autonomy of national monetary policy, or when opening up to interna-
tional trade reduces the effectiveness of sectoral support measures as an instrument of income
distribution policy.

Multilateral rules, disciplines and obligations, as well as commitments resulting from bilat-
eral agreements reduce de jure sovereign control over policy instruments, as indicated by the
second ring of the figure. This is the case, for example, when conditionality attached to as-
sistance from the multilateral financial institutions reduces the autonomy of governments to
determine the size and structure of public expenditures, or when accession to the WTO re-
duces the scope for import protection through tariffs.

This loss of policy autonomy can be compensated to a certain extent by the gains that can be
had from participating in the system of multilateral rules and disciplines, as indicated by the
third ring. Examples of such gains are the possible impacts of improved access to external
markets on the effectiveness of national policies aimed at increasing supply capacity and
productivity in certain sectors, or the benefits of multilateral surveillance over exchange rates
for gearing monetary policy to domestic objectives. And, ideally, the possibility to influence
in some way the choice and design of the multilateral rules and disciplines could help safe-
guard, if not promote, national interests.

The extent to which economic openness influences policy autonomy in an individual country, and
the extent to which a loss of autonomy in one area can be compensated by gains in another depends
on the nature of the rules and disciplines, which in turn largely depends on the way in which the
rules and disciplines are created and how they are adapted to changing circumstances. Where this
balance lies largely depends on each country’s specific conditions. This pattern is, in principle,
valid for all countries, although countries with less bargaining power in international processes
and with less economic weight in the world economy are likely to experience a greater net reduction
of policy autonomy than those with more influence. Thus, there is an “optimum degree of openness”
(Bhaduri, 2005) for each country, at which the net benefits of integration are maximized.

tween full employment and price stability, growth
and income distribution or, more generally, be-
tween efficiency and equity. Third, policy instru-
ments can only be used within certain boundaries
or are constrained by certain policy decisions
taken in the past which might limit the policy space
available for the present. For instance, there is a
limit on how far nominal interest rates can be low-
ered — a problem faced in Japan in recent years —
or discretionary action in fiscal policy can be

restricted by debt service obligations resulting
from debt accumulation over the years (Akyiiz,
2006a).

This gap between de jure sovereignty of na-
tional economic policy and de facto control over
national economic development widens with the
degree of economic openness, with similar con-
sequences.? While external liberalization narrows
policy autonomy by weakening de facto control



64 Trade and Development Report, 2006

over national economic development, insertion
into international economic governance systems
and institutions does so by reducing the de jure
sovereignty of national economic policy. For in-
stance, there is little difference between loss of
autonomy to use tariffs as a means of curbing
imports because of WTO rules and commitments
on the one hand, and loss of ability to use the ex-
change rate as an effective instrument for external
adjustment because of capital-account liberaliza-
tion on the other.

If the average developing country is to reach
the MDGs, and if the income gap between rich
and poor nations is to be narrowed, developing
countries will have to grow much faster than they
did in the past 25 years. There-

strategy in turn can be nurtured by integration into
the global trading and financial systems, provided
that national policies and the rules and procedures
governing these systems are coherent.

Since a global partnership for development
has generally been accepted as a policy impera-
tive for the new millennium, appropriate policy
instruments at the national level should be com-
plemented by some operating and controlled at the
international level. Examples are ODA grants to
improve global income distribution, international
macroeconomic policy coordination for manag-
ing global demand, or global collective action in
the form of multilateral disciplines designed to
minimize negative externalities and maximize the

positive ones resulting from

fore, the scope for policies to
meet the challenges of open
developing economies will
have to be widened beyond
what has been acceptable un-
der the Washington Consensus

Lessons can be drawn not
only from the cases of
successful catching up in

interdependence. Multilateral
discipline is a form of global
collective action whereby gov-
ernments voluntarily agree to
reduce sovereignty on a recip-
rocal basis by subjecting their

agenda. In this context lessons
could well be drawn not only
from the cases of successful
catching up in East Asia, but
also from the policy practices

East Asia, but also from the
policy practices that formed
the basis for private sector
development in practically
all of today’s developed

policies in specified areas to
certain rules in the expectation
that such an action would lead
to a net benefit.

that formed the basis for pri-
vate sector development in

market economies.

Indeed, interdependence
provides the principal ration-

practically all of today’s de-
veloped market economies, es-
pecially with respect to the instruments employed
and intermediate targets they pursued to sustain a
dynamic growth process (see, for example, Chang,
2002). Central to these successful strategies were
investment-friendly macroeconomic policies, the
use of a broad array of fiscal and regulatory in-
struments in support of capital accumulation, tech-
nological upgrading and structural change, and the
existence of effective institutions to support and
coordinate private and public-sector activities.

Meanwhile, globalization has advanced fur-
ther — itself the result of policy decisions — but its
outcome for development and income distribution,
both among and within countries, is dependent
on global economic governance and national poli-
cies. Against this background, active policies in
support of economic development and industri-
alization must be designed, and their instruments
adapted to an outward-oriented strategy. Such a

ale for multilateral disciplines
because it gives rise to exter-
nalities, spillovers and arbitrage opportunities. For
example, financial crisis in a country can spread
across several other countries through contagion,
including to economies with sound policies and
good fundamentals. Lax financial standards or ex-
cessively liberal tax policies could give rise to
regulatory arbitrage and migration of businesses
at the expense of countries with more prudent
regulations or progressive tax systems. In such
cases, the main objective of multilateral disci-
plines would be to prevent negative externalities
or minimize global public “bads”.?! But multilat-
eral cooperation and discipline can also help maxi-
mize global public goods. For example, countries
may be unwilling to undertake unilateral trade lib-
eralization even when they believe that it would
bring efficiency gains, for fear of its adverse re-
percussions for balance of payments, aggregate
demand and employment, but collectively they may
be able to do so by securing reciprocal market ac-
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cess.?? Greater stability of the international finan-
cial system is another global public good that can
result from multilateral disciplines. It would lib-
erate national monetary policy

At present two asymmetries in multilateral
arrangements merit particular attention. First, in-
ternational trade is organized around a rules-based

system, with certain core prin-

from the task of stabilizing
capital flows and exchange
rates thereby providing addi-
tional flexibility for macro-
economic policy geared to im-
proving the environment for
domestic investment and tech-
nological change.

An additional case for
policies at the international
level is that, with the opening
up to international trade, ex-

are coherent.

An outward-oriented
strategy can be nurtured by
integration into the global
trading and financial
systems, provided that
national policies and the
rules and procedures
governing these systems

ciples applying to all partici-
pants, but this is not the case
in international money and
finance. This asymmetry is
all the more important because
adverse international spill-
overs and arbitrages generated
by self-centred national mon-
etary and financial policies
can be much more damaging
than those created by trade and
trade-related policies, particu-
larly for developing countries

ternal demand conditions have

become increasingly important determinants of
national investment decisions. Output and employ-
ment growth require an expansion of demand, both
at the aggregate level and at the level of sectors
that serve as engines in a dynamic growth pro-
cess. Although the potential of domestic markets
to support diversification and industrialization
from the demand side in an appropriate macroeco-
nomic setting should not be underestimated, in
most developing countries, diversification and in-
dustrialization in many sectors implies a strong
outward orientation, because domestic markets are
too small to achieve the economies of scale re-
quired to make industrial production viable. The
need to rely on external demand for growth and
employment creation is stronger, the smaller the
domestic market and the greater the degree of
openness. Therefore, policies

(see TDR 2004, chap. IV).
Second, there is an asymmetry between developed
and developing countries in terms of the extent to
which multilateral rules and practices restrain
policy autonomy. The choice of which aspects
of international economic interactions should
be brought under multilateral disciplines and
which rules and practices should be established
in areas subject to such disciplines is not neutral
in terms of how the requirements of the develop-
ment trajectories of industrial and developing
countries are accommodated, even when there is
a level playing field in the application of the rules.
In the current international set-up the more ad-
vanced countries have more influence on these
choices than the developing countries.? The ab-
sence of a rules-based system in money and fi-
nance is one dimension of this asymmetry, since

it permits developed countries

pursued in other countries and

which have a disproportion-

competition with producers in
other countries become co-de-
terminants of growth. Appro-
priate multilateral rules and
regulations in trade and fi-
nance can thus be of consid-
erable benefit for launching
and sustaining a dynamic
growth process in developing
countries to the extent that

autonomy.

There is an asymmetry
between developed and
developing countries in
terms of the extent to which
multilateral rules and
practices restrain policy

ately large impact on global
monetary and financial con-
ditions to escape multilateral
discipline, while allowing
considerable leverage over
weaker countries through
conditionalities attached to
multilateral lending by the
Bretton Woods institutions.
Another dimension is the ex-

they ensure access to markets
of other countries, reduce the
scope of unfair competition and provide for sta-
bility of external monetary and financial condi-
tions.

istence of rules and regula-
tions in support of the free
movement of industrial goods, money, capital and
enterprises, which favour advanced countries, but
not labour, agricultural products or technology —
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areas that would bring greater benefits to devel-
oping countries.

At the national level, additional policy instru-
ments should be explored to support actual or
potential domestic producers in their efforts to
integrate into the international trading system, and
to achieve and maintain international competitive-
ness in a dynamic process. Examples of such
national policy instruments include more flexible
fiscal instruments, such as public investments or
subsidies on the expenditure side of the public
budget, and taxation or tariffs on the income side.
However, the success of such instruments also
depends on how monetary

ity for intermediation of risk capital, which may
itself be a target of active government policies.
Therefore, a pragmatic approach will be needed,
aimed at solving problems as they emerge in the
process of achieving national objectives. This calls
for considerable flexibility in the policy-making
process, including in the selection and applica-
tion of policy instruments.?*

Widening the scope of policy instruments
beyond those that were deemed acceptable under
the development paradigm of the past 25 years
would not only allow the pursuit of additional
goals, it would also increase the number of po-

tential combinations of instru-

policies and capital-account
management shape the macro-
economic environment. Also
at the national level, different
forms of heterodox, non-mon-
etary instruments, such as an
incomes policy, could free
monetary and fiscal policy

In a dynamic process of
structural change, the
targets and instruments of
economic policy must them-
selves evolve over time.

ments, which in many cases
will be decisive for the success
or failure of a strategy. For ex-
ample, public expenditure for
research and development is
unlikely to fuel growth when
the results of these activities
are not translated into innova-

from the task of domestic

stabilization, while sectoral

policies (which also offer a strong potential for
regional cooperation) could be part of a conse-
quent upgrading strategy.

The choice of national policy instruments
needs to take into account the fact that in a dy-
namic process of structural change, the objectives,
targets and the instruments themselves evolve over
time. For example, the objective of diversifica-
tion of primary production will typically be fol-
lowed by greater diversification into manufactur-
ing, and industrial upgrading and diversification
of activities into industrial services, although not
all countries will have to follow precisely the same
pattern. Or certain economic activities may merit
a country-specific form of State support at a prom-
ising initial stage, but that support may no longer
be warranted when those activities have matured,
and at some point in the future their phasing out
may actually need to be supported by publicly
sponsored social and rehabilitation programmes.
At the same time, new, promising activities may
merit infant-industry support. Similarly, State in-
tervention in one form or another for credit allo-
cation to support enterprise development and
structural change may diminish over time as the
financial sector deepens and improves its capac-

tion at the product or produc-
tion level, particularly when
monetary or financing conditions for investment
are unfavourable. Similarly, productivity-enhancing
measures in agriculture will not translate into sig-
nificant acceleration of growth and alleviation of
poverty if rural workers that eventually become
redundant cannot be absorbed into industrial pro-
duction due to unfavourable exchange-rate devel-
opments that hamper exports. These examples il-
lustrate a key aspect of successful catch-up expe-
riences, which seems to have been “the connec-
tion between macropolicy and structural policy,
in which the links between sectoral policies, trade
and macroeconomic growth contributed signifi-
cantly to economic dynamism” (Bradford, 2005: 14).
Moreover, administrative and institutional capaci-
ties are a key determinant of the effectiveness with
which available policy instruments can be applied.

Strengthening multilateral rules and regula-
tions on the one hand, and national policies in
support of capital accumulation and strategic in-
tegration into the world economy on the other, may
not always be easy to reconcile, because policy-
making at the international level has to serve the
interests of a large number of countries. In order
to ensure coherence between national and inter-
national policies, including the setting of rules and
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regulations, each set of policies has to be designed
with a view to its implications for the other. While
the options for national policies will be circum-
scribed by international policies, the latter should
be designed in such a way that they allow maxi-
mum scope and flexibility for the application of
domestic instruments. This is especially true for
countries where growth and development are se-
verely handicapped by their governments’ inability
to use policy instruments that are essential for their

successful integration into the international trad-
ing and financial systems.

Options for active government policies to
encourage investment and technological progress
in support of a dynamic process of growth and
structural change that benefits from — rather than
being constrained by — integration into the world
economy are discussed in subsequent chapters of
this Report. L

Notes

1 Thereis alarge body of literature that explains, jus-
tifies or criticizes the Washington Consensus. No-
table among the more recent contributions are
Kanbur, 1999; Naim, 2000; Rodrik, 2006; and
Williamson, 2000 and 2002a.

2 In the words of Williamson, who first introduced
the term, the Washington of the Consensus was “both
the political Washington of Congress and senior
members of the administration and the technocratic
Washington of the international financial institu-
tions, the economic agencies of the US government,
the Federal Reserve Board, and the think tanks”
(Williamson, 2002b: 1). He added that Washington
itself “does not, of course, always practice what it
preaches to foreigners.” It may be added that the
Consensus also included leading international banks
and the majority of governments of creditor coun-
tries.

3 For a detailed analysis of the relationship between
capital accumulation, economic growth and struc-
tural change, see TDR 2003, especially chaps. IV
and V.

4 Tt is difficult to establish a strong causal link be-
tween individual elements of the reform programme,
such as trade liberalization, and the outcome for
growth and income distribution, not only because
of the complex relationship between each element
of the reforms, but also because the effects of vari-
ous reform elements and stabilization measures in-
fluence each other. For the controversies over the

relationship between trade and growth, see for ex-
ample Srinivasan and Baghwati, 1999; and Krueger,
1998, on the one hand, and Rodrik, 1998; and
Ocampo and Taylor, 1998, on the other.

5 Interms of the Schumpeterian concept of “creative
destruction” as the driving force in the capitalist
economy, the strategy implied a “destroy first” ap-
proach to economic and structural change. Trade
liberalization was intended to “free” up productive
resources from “inefficient” activities, and it was
assumed that these resources would spontaneously
be redeployed to more efficient activities. This is
the opposite of the Schumpeterian approach, in
which “creation” has the lead role, and it also dif-
fers from the experience of structural change in the
East Asian catch-up process.

6  There is an extensive literature on the role of trade
and industrial policy, as well as institutions, in the
East Asian cases of successful development. See,
for example, Akyiiz, 1999; Amsden, 1989; Brad-
ford, 1994; Chowdhury and Islam, 1993; Rodrik et
al., 1994; and World Bank, 1993. The lessons that
can be drawn from East Asian experience have also
been discussed extensively in past TDRs, in par-
ticular TDR 1989, Part One, chap. V; TDR 1994, Part
Two, chap. I; TDR 2002, chap. III; TDR 2003, chaps.
IV and V.

7  In Rodrik’s view, “three sets of disparate develop-
ments conspired to put institutions squarely on the
agenda of reformers. One of these was the dismal
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failure in Russia of price reform and privatization
in the absence of a supportive legal, regulatory, and
political apparatus. A second is the lingering dissat-
isfaction with market-oriented reforms in Latin
America and the growing realization that these re-
forms have paid too little attention to mechanisms
of social insurance and to safety nets. The third and
most recent is the Asian financial crisis which has
shown that allowing financial liberalization to run
ahead of financial regulation is an invitation to dis-
aster” (Rodrik, 1999: 3).

The term “second-generation reforms” refers to a
set of reforms, not clearly standardized, but includ-
ing the following elements in addition to what is
generally understood to be stipulated by the Wash-
ington Consensus: improvement of corporate gov-
ernance, fighting corruption, introducing greater
flexibility in the labour market, accession to WTO
agreements, introducing financial codes and stand-
ards, prudent capital-account opening, application
of non-intermediate exchange-rate regimes, ensur-
ing independence of the central bank together with
inflation targeting, creation of social safety nets, and
targeted poverty reduction.

See, for example, Stiglitz, 2002b: chap. 2; Gilbert,
Powell and Vines, 1999: 616-619; Ocampo, 2001:
13-14; International Financial Institutions Advisory
Commission Report, 2000: 43-62; and Kapur and
Webb, 2000.

In response to mounting criticism, the IMF issued
new guidelines in 2002 (IMF, 2005) without, how-
ever, addressing the fundamental problem of intru-
siveness of structural conditionality. See also IMF/
IEO, 2005.

A case in point is trade liberalization, which, since
the 1980s, has become an essential component of
IMF surveillance and conditionality. It is generally
recognized that unilateral trade liberalization under-
taken mainly by low-income countries working un-
der Fund programmes put them at a disadvantage
in multilateral trade negotiations (WTO, 2004). A
country liberalizing unilaterally acquires no auto-
matic rights in the WTO vis-a-vis other countries,
but it could become liable if it needs to take meas-
ures in the context of Fund programmes that are in
breach of its WTO obligations.

The targets are: (a) Develop further an open trading
and financial system that is rule-based, predictable
and non-discriminatory, including a commitment to
good governance, development and poverty reduc-
tion — nationally and internationally; (b) Address
the least developed countries’ special needs. This
includes tariff- and quota-free access for their ex-
ports; enhanced debt relief for heavily indebted poor
countries; cancellation of official bilateral debt; and
more generous official development assistance for
countries committed to poverty reduction; (c) Ad-
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dress the special needs of landlocked and small is-
land developing States; (d) Deal comprehensively
with developing countries’ debt problems through
national and international measures to make debt
sustainable in the long term; (e¢) In cooperation with
the developing countries, develop decent and pro-
ductive work for youth; (f) In cooperation with phar-
maceutical companies, provide access to affordable
essential drugs in developing countries; (g) In co-
operation with the private sector, make available the
benefits of new technologies — especially informa-
tion and communications technologies.

The United Nations Millennium Project was estab-
lished in 2002 as an independent advisory body to
identify strategies to achieve the MDGs, particu-
larly in those countries deemed to be far off-course
in progress. The Sachs Report synthesizes the analy-
ses prepared by the 10 task forces established under
the project.

The Sachs Report contains 10 recommendations for
policy action to achieve the MDGs: (1) Developing
country governments should adopt the MDG-based
poverty reduction strategies (MDG-BPRSs) bold
enough to meet the MDG targets; (2) The MDG-
BPRSs should provide a framework for strengthen-
ing governance, promoting human rights, engaging
civil society, and promoting the private sector;
(3) Developing country governments should craft
and implement the MDG-BPRSs in transparent and
inclusive processes, working closely with civil so-
ciety organizations, the domestic private sector, and
international partners; (4) International donors
should identify at least a dozen MDG “fast-track”
countries for a rapid scale-up of ODA in 2015; (5) De-
veloped and developing countries should jointly
launch a group of Quick Win actions to save and
improve millions of lives and to promote economic
growth; (6) Developing countries should align na-
tional strategies with such regional initiatives, and
direct donor support for regional projects should be
increased; (7) High-income countries should in-
crease ODA from 0.25 per cent of donor GNP in
2003 to 0.44 per cent in 2006 and 0.54 per cent in
2015 to support the MDGs, particularly in low-in-
come countries, and debt relief should be more ex-
tensive and generous; (8) High-income countries
should open their markets to developing countries’
exports and help Least Developed Countries (LDCs)
raise export competitiveness through investment in
critical trade-related infrastructure, including elec-
tricity, roads and ports; (9) International donors
should mobilize support for global scientific re-
search and development to address special needs of
the poor in areas of health, agriculture, natural re-
source and environmental management, energy and
climate; (10) The UN Secretary-General and the UN
Development Group should strengthen the coordi-
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nation of UN agencies, funds, and programmes to
support the MDGs, at headquarters and country level.
Similarly, a report by the World Bank’s Independ-
ent Evaluation Group, issued in March 2006, found
that Bank support for trade over two decades helped
open markets but “was not as effective in boosting
exports and growth, and alleviating poverty as an-
ticipated”. As a consequence the report suggests that
“If developing countries are to reap larger gains from

others. This could trigger retaliatory policy action
by those affected. In the absence of multilateral dis-
ciplines and cooperation, this process can easily
create instability and disruptions in international
economic relations, leaving all countries worse off.
In economic policy, the provision of international
economic stability as a global public good appears
to be one of the most compelling reasons why mul-
tilateral discipline is needed.

trade liberalization, the reforms need to be combined 22  The increased significance of international exter-
better with investments and institution building and nalities associated with growing interdependence
measures to mitigate adverse effects” (World Bank/ among countries has resulted in the broadening of
IEG, 2006: Press release at: www.worldbank.org/ieg/ the concept of global public goods and growing
trade/docs/press_release_trade_evaluation.pdf). public interest in their provision, which often re-
For a discussion of the positive effects of industrial quires global collective action. Global security, in-
policy in East Asia, and a methodological critique ternational economic and financial stability, global
of quantitative tests that fail to identify such posi- environment, knowledge, humanitarian assistance
tive effects, see Rodrik et al., 1994; and Wade, 1996. and global health are now typically included among
This section draws in large part on Akyiiz, 2006b. global public goods; see Kaul et al., 1999; Phillips
For the distinction between potential and actual and Higgott, 1999; Stiglitz, 2002a; Bryant, 2003;
policy instruments, see Bryant, 1980: chap. 2. and Kaul et al., 2003.
The distinction between instruments and targets 23  The need to strengthen the voice and participation
constitutes the basis of the theory of economic policy of the developing countries in global economic gov-
first elucidated by Tinbergen, 1952; see also Hansen, ernance has been noted in six paragraphs of the
1967; and Bryant, 1980: chap. 2. Monterrey Consensus: paras. 8, 38, 53,57, 62, and,
The impact of openness on policy autonomy goes in greater detail, para. 63.
back to Tinbergen, 1956; see also Cooper, 1968. For 24 This seems to be the reasoning behind the argument
the distinction between de facto control over national by Rodrik (2004: 3) that “the analysis of industrial
development and de jure sovereignty of national eco- policy needs to focus not on policy outcomes —
nomic policy, see Bryant, 1980: chaps. 10-12. which are inherently unknowable ex ante — but on
Interdependence creates opportunities for individual getting the policy process right. We need to worry
countries to use commercial, macroeconomic, finan- about how ... private and public actors come together
cial or exchange-rate policies in pursuit of certain to solve problems in the productive sphere ... and
national objectives, such as accelerating industrial not about whether the right tool for industrial policy
development or creating jobs at the expense of the is, say, directed credit or R&D subsidies.”
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