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About this Book

“There is no alternative’ — to neoliberal economics, the Americanization
of the worlds economies, and globalization. This remains the driving
assumption within the international development policy establishment. In
this book, two economists, Ha-Joon Chang and Ilene Grabel, cogently
explain this dominant school’s main assertions about how economies
develop and the policies that all countries dught to pursue. The aunthors
then combine data and a devastating economic logic with an analysis of
the historical expetiences of leading Western and East Asian economies
during their development, in order to question the validity of the neo-
liberal development model.

Turning to policy, the authors set out concrete, practical alternatives
to neoliberalism across the key economic areas: trade and industrial
policy; privatization; intellectual property rights; external borrowing,
portfolic and foreign direct investment; domestic financial regulation;
and management of exchange rates, central banking and menetary policy,
and government revenue and expenditure. In doing so, they advocate
the most useful proposals that have emerged around the world along
with some innovative measures of their own.

This empowering and accessible book seeks to be of practical useful-
ness to students of development and to those, in government and beyond,
looking for concrete policy ideas. The hope is that it will stimulate
discussion of the ways in which development policies can be reclaimed
by those seeking to promote rapid economic growth that is equitable,
stable and sustainable.

Critical Praise for this Book

This unusually well-written, direct and succinct book describes neo-
liberal positions faitly; offers theoretically rigorous and empirically
accurate critiques; and describes feasible, practical alternative policies
that take realistic account of political, economic and financial con-
straints. Discussion of financial, monetary, fiscal, trade and industry
policy and intellectual property rights is especially strong and con-
structive and makes important, innovative contributions. It is a fine,
carefully analytical achievement which would contribute to hastening
both efficient and socially just development wherever the insights are
appropriately used.

John Langmore, Representative of the ILO to the UN



Chang and Grabel demolish the ‘myths’ (or fabrications) undetlying
neoliberal views about economic development and provide succinct,
constructive suggestions for policies regarding trade and industry,
privatization and intellectual property rights, private capital move-.
ments, financial regulation, and macroeconomics. Reclaiming Development
is a manifesto that should be on the shelves of policymakers,
academics, and students worldwide.

Lance Taylor, Arnhold Professor, New School University,

author of Reconstructing Macroeconomics

A growing number of developing countries are taking back control
ovet economic policy from the IMF and the World Bank. The wide
range of policy suggestions contained in this book provides a rich
mine of conctete and practicable alternatives from which to choose
in taking advantage of whatever room globalization still allows
developing countries and reshaping economic policy in their own
interests,

Martin Khor, Director, Third World Network

This book is not only a superb antidote to the numbing myths of
neoliberalism but also a cogent and stimulating presentation of the
many possibilities for alternatives to neoliberal economic policy
that both theory and history provide policymakers and students of
development. '

Thandika Mkandawire, Director, United Nations
Research Institute for Social Development (UNRISD)

The dominant neoliberal economic doctrine asserts that there is no
alternative to its policy prescriptions which provide the foundations
for success in an age of globalizaton. This book questions and re-
futes the belief system implicit in the assertion.

Its real achievement is that it goes beyond a mere critique of
neoliberal policies. The authorts are to be commended for providing
a range of concrete and feasible alternatives in critical policy areas
based not only on successful real wotld examples but also on the lat-
est economic theories,

The book is a rich mixiure of theory, history and reality. The out-
come is a reader-friendly text that is both accessible and lively. It will
enhance and broaden our understandihg of current debates.on eco-
nomic policies in the wider context of globalization and development.

Deepak Nayyar, Vice-Chancellor, University of Delhi
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Introduction

Reclaiming Development

‘There is no alternative’ This is the famous pronouncement by
former British Prime Minister Matgaret Thatcher when she was
faced with widespread opposition to her programme of radical
neoliberal reform during the 1980s. Thatcher’s dictum captures
the triumphalism, hubzis and closed-mindedness with which the
neoliberal orthodoxy has dominated discussions of economic
policy around the world during the last quarter of a century.

This book begins with the premiss that the ‘no alternative’
dictum is fundamentally and dangerously incorréct. As we dem-
onstrate in great detail throughout the book, feasible alternatives
to neoliberal policies exist that can promote rapid economic
development that is equitable, stable and sustainable, Some of
these are proposals for strategies not yet adopted, to be sure. But
many others have already proven their worth in practice across the
globe, We offer them here in order to shatter the idea that there
is no alternative, and to contribute to the vigorous campaign now
underway across the globe to ‘reclaim development’.

The timing of this book is propitious for three reasons. First,
there is now abundant and increasing evidence that the economic
policies associated with the neoliberal agendd have failed to
achieve their chief goals, and have introduced serious problems,
especially in the developing world. Second, there is 2 great deal
of historical and current evidence that there are multiple routes to
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development. We atgue that successful development is the result
of diverse types of economic policies, the majority of which
run counter to the policies advocated by neoliberal economists
today. Third, at the present juncture the unbridled confidence of
neoliberal economists seems to be faltering, In fact, a good deal
has been published of late by neoliberal economists who tell us
that they have grown disenchanted with certain aspects of the
neoliberal policies embodied in what is commonly known as the
“Washington Consensus’, This appatent ‘tethinking’ of the develop-
ment agenda has led some commentatots to identify an emergent
‘post-Washington Consensus’ or ‘post-neoliberal’ policy agenda.
Prominent examples include the book by Pedro-Paul Kuczynski
and John Williamson titled After the Washington Consensus (2003)
and a much-discussed study of financial globalization by a team
of International Monetaty Fund (IMF) economists (Prasad et
al., 2003),

‘Thete are reasons to be encouraged by efforts to rethink
development policy by key atchitects of the original Washington
Consensus policies.! However, the spin on this new work in-
accurately claims that the architects of the Washington Consensus
have now ‘seen the light’, and have genuinely moved to a new
way of thinking that transcends their previous policy presctip-
tions. This, in fact, is not at all the case. Instead, this new way of
thinking merely seeks to save the core tenets of the Washington
Consensus from embarrassment and trefutation by modifying a
few of its less central policy prescriptions. Indeed, the new think-
ing reaffirms and even extends its neoliberal character in several
important policy domains (such as the increased attention that
is paid to the promotion of labour market flexibility). Hatvard
University economist Dani Rodiik (2002) has apty coined the
term ‘Augmented Washington Consensus’ to refer to work along
these lines.

This book secks to provide real alternatives to the Washington
Consensus — augmented of otherwise — in the developing wotld,
Our goal is nothing short of ‘Reclaiming Develgpment’ from the neoliberal
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_orthodexy that has dominated discussions of development policy during the
Jast quarter of a century. We explain how and why neoliberal policies
have failed developing countties, and demonstrate that thete exists
a range of achievable and desirable policy alternatives.

We begin the book in Part I by presenting and rejecting the six
majot ‘Development Myths” that are used to justify the neoliberal
policies that have been pursued with such disastrous results in the
developing wotld during the last quarter of a century (Chapters
1-G). Part I1 is the heart of the book. Here we provide activists,
policymakers and students of development policy with an array
of concrete policy options that ate supetior to their neoliberal
counterparts. In these chapters we look specifically at policies
towards trade and industry (Chapter 7), privatization and intel-
lectual property rights (Chapter 8), foreign bank borrowing and
portfolio and foreign direct investment (Chapter ¢), domestic
financial regulation (Chapter 10), and exchange rates and curren-
cies, central banking and monetary policy, and government revenue
and expenditure (Chapter 11). In each case, we explain why the
neoliberal policy recommendations in these domains have failed,
often with disastrous consequences for developing countries. We
then counterpose an array of alternative policies that can pro-
mote faster economic development than can neoliberalism, while
ensuring that it is equitable and sustainable,

We must emphasize at the outset that we present this range of
proposals in the spirit of pluralism and humility. We do not share
the hubtis of neoliberals, and therefore do not atgue that there is
an ideal, single approach to ‘good’ policy. We hope that this work
will contribute to the promising new search within developing
countries, multilateral agencies, nongovernmental organizations
(NGOs) and activist communities for alternatives to neoliberal
policy regimes.

We hope that this book is an antidote to the defeatism found
among many opponents of neoliberalism who do not challenge
these policies, believing that there are no credible alternatives.
We also hope that our book empowers those who seek concrete
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alternatives to neoliberal policy. Towards these ends, we present
out ideas in a clear and accessible manner so that both busy
policymakers and those with little formal training in economics
can make use of this book. However, the book is not simply a
‘beginners’ guide’ to development policy. Professional economists
will also find that our arguments are firmly grounded — even if
plainly argued — in frontier research in development economics,

Our greatest hope for this book is that it is useful, empowering
and accessible. We hope that it stimulates discussion of the ways
that development policies can be reclaimed by those secking to
promote rapid economic development around the world that is
equitable, stable and sustainable,

Note

1. In partdcular, we are pleased that tecent work by neoliberals recognizes
that unrestrained flows of liquid international capital can lead to
speculative bubbles and financial crises in developing countries.



Part |

Myths and Realities about Development

The chapters in Part I examine six distinct, but related, ‘Develop-
ment Myths’, These myths form the basis of today’s conventional
wisdom regarding the types of economic policies and institutions
that are both appropriate and feasible for developing countties.
This discussion serves as the backdrop for our discussion of
economic policy alternatives in Part IL

Each of these chapters begins with a brief statement of a
development myth as it is generally articulated (“The Myth’). This
is followed by an explication of the arguments that advocates
generally advance in support of the myth (*The Myth Explored).
Finally, each chapter concludes with 2 detailed refutation of the
myth (‘The Myth Rejected”).






|  Myth |

“Today’s wealthy countties achieved success

through a steadfast commitment to the free
Aebsoalay

market’

Il The Myth

Today’s industrialized countries have prospered because of
their steadfast commitment to free-market economic policies.
Unfortunately, many policymakers in developing countties today
have failed to leatn this lesson, and remain committed to state
interventionism. But the laws of economics and histoty cannot
be denied, and this approach is doomed to failure,

2 The Myth Explored

The rich countries prospered through free trade and free
financial flows.

Many economists atgue that countries like Britain and the USA
became world economic leadets because of their vigorous com-
mitment to free-market policies.” These policies promote mar-
ket- rather than state-direction of trade and financial flows. This
strategy minimizes the scope of government regulation while
encouraging private ownership of resources, enterprises and even
ideas.

In this view, nineteenth-century France lost ground to Britain as
a dominant player on the world scene because of its notoricusly
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meddlesome govetnment. Similarly, the Japanese economy has suf-
fered from slow growth over the last decade because its leaders
failed to liberalize the country’s state-led economy.

The folly of state intervention is most dramatically illustrated
by the failed interlude of trade protectionism in industrialized
countries in the early twentieth century, Following Britain’s suc-
cess with free trade during and since the eighteenth century, most
of today’s industrialized countties had adopted free-trade policies
by the 1870s. Free trade inaugurated an era of unprecedented
economic growth that extended until 1913,

Sadly, this free trade era ended with World War I and the
ensxﬁnﬁgﬁggg&nﬁc and political instability. In this context, govern-
ments ceded to pressures for protectionism. The Great Depression '
exacetbated this trend: during the 1930s, governments erected 2
variety of tariff barriers against one another and implemented
other ‘beggar-thy-neighbour’ strategies in a vain effort to promote
domestic growth and stability. The protectionist, nationalist direc-
tion of trade policy ultimately prolonged the Depression, under-
mined the world trading system, and fuelled the flames of fascism
in Burope. These economic, social and political tensions — the
consequence in part of the retreat from the market — contributed
significantly to the outbreak of World War Ii.

Today’s industrialized countties teturned to free-trade policies
following the end of Wotld War II. Since then they have pursued
trade liberalization through the General Agreement on Trade
and Tariffs (GATT) and mote recently through the Wotld Trade
Organization (WTO). In parallel fashion, they also deregulated
and privatized their domestic industries. These initiatives have
promoted wotld prospetity, especially in developing countries.

A similar story applies to finance. Over the last two cen-
turies or so, today’s industrialized countries gradually learned
of the benefits of deregulated, market-mediated (domestic and
international) capital flows, ‘Financial liberalization’ has many
components, including matket aflocation of investinent funds,
protection of investor tights and freedoms, and the maintenance
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_ of transparency. The trend towards financial liberalization has been
reversed from time to time, but today most industrialized countries
are deeply committed to the market mediation of financial flows
— domestically and internationally.

Developing countries have suffered because of policymakers’
proclivity to adopt interventionist economic policies.

With the attainment of independcnce; most developing countries
adopted highly interventionist economic strategies. As a conse-
quence, they have faced economic stagnation.

Interventionism had many components. Pursuing ‘infant in-
dustry protection” and ‘import-substituting industrialization® (IST)
policies, governments insulated domestic industries from foreign
competition with steep tariffs, restrictive quotas and large sub-
sidies. Governments also nationalized key industries, creating
state-owned enterprises (SOEs), and heavily regulated private-
sector firms. Moteover, governments manipulated investment by
nationalizing banks, regulating domestic financial activities, and
restricting cross-border capital flows.

Most developing countries maintained these interventionist
policies until the early r98cs. By then, however, these policies
were recognized to be a resounding failure. Infant industry protec-
tion had not achieved the objective of promoting internationally
competitive mature industries. SOEs also fated pootly: state sub-
sidies and insulation from market competition left them bloated,
inefficient and dependent on the state. Financial markets wete
stunted, while financial institutons provided funds to otherwise
nonviable firms. In addition, industsial and financial controls gave
rise to widespread corruption, bureaucratic ‘red tape’, and a costly
misallocation of entreprencurial talents. Together, these policies
induced huge budget deficits and international debts, rapid infla-
tion and myriad economic dislocations.

The economic crisis that swept through the developing world
in the 1980s was the direct result of these misguided policies.
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The ctisis led policymakers to embrace free-market capitalism
— and not a toment too soon,

[.3 The Myth Rejected

The "secret’ of their success: today's industrialized countries did
not become rich through free trade and free financial flows.

An honest reading of the historical tecord shows that today’s
industrialized countries pioneered and relied upon myriad inter-
ventionist industrial, trade and financial policies in the early and
often in the later stages of their own development (see Chapters
7-11 and Chang 2002). With respect to trade, Britain and the,
USA, the most strident free-trade missionaries in the wortld to-
day, actively wutilized protectionist policy duting the eatly years
of their development. Indeed, they exercised greatet protection
than even Germany and France, countries typically associated
with trade protection and industtial regulation. In the eighteenth
century, for instance, Britain introduced import protection and
export promotion policies to challenge the industrial supremacy
of the Nethetlands and Belgium (see Chapter 7) — policies that
Japan and others would utilize so effectively in the decades after
World War II.

The prize for protectionism, however, goes to the USAl It
had the most protected economy in the world between the mid-
nineteenth centuty and Wortld War II (only Russia, for a brief
petiod in the eatly twentieth century, maintained a more protected
economy). The USA was also the intellectual home of infant
industry protection, a strategy later adopted so successfully by
Germany and Japan (see Chapter 7).

Most of today’s industrialized countries also used aggressive
industrial policy to rebuild and modernize their economies after
the devastation of Wotld War I, even while they liberalized trade.
Industrial policy played an especially important role in the post-
World War II economic transformation of Japan, France, Norway,
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Austtia and Finland. State-owned enterptises were also important
during this period in France, Austtia and Norway. Indeed, even
the USA relies upon industrial policy, though it is not identified
as such. For example, massive state investment and support for
research and development (R&D) in defence and pharmaceuticals
and large agricultural subsidies are de facto industrial policies with
significant private-sector spillovers.” The development of transis-
tors, radar, computers, nuclear fission, laser technology and the
Internet can be traced directly to defence-related subsidies by the
federal government.

Industrialized countries also used a variety of interventionist
financial policies during the post-World War I period, and to
great effect. These countries suffered from incessant financial
instability prior to World War II because many then had neither
central banks nor effective financial regulations. The financial
stability (and ensuing growth) of the post-World War I era was
very much a product of the effective financial regulation that
characterized this era,

During the post-Wotld War II era, Japan and most conti-
nental European countties subotdinated their financial sectors
to the needs of industrial development and thereby achieved
rapid industrial growth. For example, the French government
(via the central bank which it controlled) ensured that industrial
policy objectives were met by the financial system. The Japanese
government (working through the central bank and the Ministry
of Finance) ensured that strategic industrial sectors received suf-
ficlent finance at attractive prices.

As we shall see in Chapter o, almost all industrialized nations
maintained stringent controls on international capital movements
from the end of World War II until about 1980. These policies,
known as capital controls, were designed to promote economic
development and to protect fragile economies from the instability
caused by capital flight. The USA was nearly alone in its failure
to maintain capital controls following World War II (except for a
brief moment in the eatly 196os), The absence of capital controls
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in the USA was largely the product of the country’s unique status
as the wotld’s financial superpower.

Finally, even while proclaiming the virtues of the free market,
policymakers in industrialized countries have been quite willing
to intetvene in and re-regulate markets to avert financial crisis
and/ot to protect national (or sectoral) interest. Indeed, the US
government has acted to socialize financial and economic risk on’
many recent occasions. Bxamples include its rescue of the Chrysler
Cotpotation in 1980, and the muld-billion-dollar, publicly funded
bail-outs of the savings and loan banks in 1989, the hedge fund
Long-Term Capital Management (LTCM) in 1998, and the aitline
industry in zo001. In each of these cases, the government was will-
ing to sacrifice the discipline of free financial markets in order to -
promote financial stability and to restore investor confidence.

The truth about developing countries: well-designed
programmes of intervention explain most success stories.

As discussed in Chapter 2, the vast majority of developing coun-
tries performed far better in the post-World War II era of in-
terventionism than in the post-1980 era of free-market policies.
- Indeed, the performance of developing countries duting the
interventionist era was impressive not only in an absolute sense,
but also relative to the petformance of today’s industrialized
countties at a comparable stage in their development.

The truly dismal period of developing country performance
was priot to World War II. During this period, developing coun-
tries were often coerced into using extreme free-market policies
by colonial powers or, when nominally independent, through
treaties that deptived them of tariff autonomy and the right to
have a central bank. The typical result was sluggish growth and
even economic decline. Economic performance in developing
countries only improved after World War II because independence
in some countries and a suppottive ideological climate enabled
policymakers to putsue interventionist strategies.
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This is not to say that state intervention always wotks. Thete
.ate cases where state intervention failed spectaculatly. But when
we look at the most dramatic success stories, the fecotd cleatly
shows that development success is strongly related to myriad types
of interventionism. Indeed, except for the case of Hong Kong,
the Bast Asian ‘miracle’ was engineered by activist ‘developmental
states’ that aggressively promoted economic development and
financial stability (see Woo-Cumings, 1999). China and India have
also developed successfully via strong state direction of economic
affairs (see Chapters 5, 7—11).

Notes

1. This policy regime was then known as ‘liberalisny’. In its modetn form
it is called ‘neoliberalism’. This concept is explored more carefully
in Chapter 2.

2. Throughout the post-Wortld War II period, between half and two-
thirds of US R&D was supported by the federal government (Mowery
and Rosenberg 1993: Table 2.3). In 1989, 46.4 per cent of US R&D
was supported by the government, while only 16.4 per cent of
Japanese R&D in the same year was government supported (Odagiri
and Goto 1993: Table 3.3). This contrast is rather striking, especially
given the widely held view of Japanese state interventionism.
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‘Neoliberalism works’

21 The Myth

Over the past two decades, those developing countries that adopted
the neoliberal agenda have prospered, while those that continued
to pursue state-directed economic models have stagnated. The
lesson is clear: neoliberalism represents the sole path to develop-
ment and prosperity.

22 The Myth Explored

Neoliberalism has succeeded where other regimes have failed.

The term ‘neoliberalism’ refers to the contemporary adoption
of the free-market doctrines associated with the classical ‘liberal’
economists of the eighteenth and nineteenth centuries (such
as Adam Smith and David Ricatdo). The term ‘Washington
Consensus’ is often used synonymously with neoliberalism because
the US govetnment, the International Monetary Fund (IMF) and
the World Bank, all based in Washington DC, are such force-
ful advocates of these reforms.! They have been joined in the
campaign to spread neoliberalism by the governments and busi-
ness communities of many industrialized countries, and by many
reformers within developing countries as well.



Development Myth 2 I5

Neoliberalism has three chief components. It elevates the role
of markets (over govetnments) in economic governance and in
mediating flows of goods and capital (through the elimination
of pfice supports and ceilings, free trade, market-determined ex-
change rates, etc); it enhances the role and scope of the private
sector and private property (through privatization, deregulation,
etc.); and it promotes a particular notion of ‘sound economic
policy’ (through balanced budgets, labour-market flexibility, low
inflation, etc.).

‘These policies represent the onfy path to economic prosperity
for developing countries in today’s globalized wotld economy.
Neoliberalism has dramatically improved growth petformance,
raised living standards, and promoted democracy and transpatency
throughout the wotld during the last two decades when these
policies have been in place.

Two decades of neoliberalism demonstrate that it delivers
results.

The neoliberal ‘revolution’ was motivated by the failure of the
interventionist policies that were widely implemented from Wozld
War II through the rg70s. At the time, even while liberalizing
international trade and financial fAows, industrialized countries
putsued Keynesian ‘tax-and-spend’ policies and heavily regulated
their economies. Excessive government expenditure resulted in
high inflation, low levels of savings, and discouraged ptrivate in-
vestment, High taxes, excessive social expenditure and extensive
government regulaton stified private initiative. For their part,
developing countries pursued other forms of interventionism, as
we have seen. These policies, too, proved to be counterproductive
and unsustainable,

The neoliberal revolution that began in the 1980s and that
continues to unfold today has already generated tremendous
benefits. The curtailment of the state has reduced budget deficits
and inflationary pressures, and has promoted market compettion,
efficiency, private initiative and entrepreneurship. The incentives
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and opportunities inttoduced by neoliberalism have also promoted
efficiency, savings, and domestic and foreign investment. Most
impottantly, neoliberalism has promoted rapid economic growth
and improved living standards the world over,

Neoliberalism has also promoted democracy, good governance
and sound econonic policy in developing countries in several
ways. First, the economic freedoms associated with the market
economy undermine political autocracy and kleptocracy. Second,
international investors genesally shun countries with corrupt or
autocratic regimes. Third, neoliberalism integrates governments
and firms into the global community and thereby encourages the
adoption of the norms of policy conduct and business practice
associated with it.

But what ate we to make of the series of financial ctises that
have rocked the developing world over the past two decades?
These crises are evidence not of neoliberalism’s failures but of
the incompleteness of neoliberal reform. Crises indicate that
governments continue to interfere in economic affairs — such
as through government direction of credit to their ‘clients’, and
through measures that insulate favoured investors from risk. The
solution to this problem, then, is more neoliberalism, not less.

23 The Myth Rejected

The record shows that neoliberalism has failed, even on its
own terms. Neocliberalism has not delivered economic growth.

Putting the matter bluntly: roughly two decades of neoliberal-
ism have failed miserably to generate economic growth. Harvard
University economist Dani Rodrik (zooz) cites dismal growth
performance duting the 1990s as the most damning evidence of
the failure of ncoliberalism. Only three countries, Argentina, Chile
and Uruguay, grew faster duting the neoliberal era of the 1990s
than their histotical average growth rates during the interventionist
era of 1950—80. However, the Argentinean economy has since im-
ploded, with devastating effects on its smaller neighbour Uruguay,
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largely because of the failure of its neoliberal policies. And Chilean
success is at least partially attributable to ‘non-orthodox’ policies
such as government subsidies to certain export industries (e.g.
forestry) and, more importantly, to a stringent regime of capital
controls during much of the 1990s (see Chapter 9.3).

In the industrialized countfies, the annual growth rate of per
capita income has fallen from about 3 per cent during the inter-
ventionist era of 196080 to 2 per cent during the neolibetal era
of 1980——2000.2 Developing countties have fared even worse. Their
average annual per capita income growth slowed from 3 per cent
during 1960—80 to 1.5 per cent during 1980—2000. Indeed, the
median rate of per capita GDP growth in developing countries
ovet the last two decades was zero. Most disturbing is the fact
that the pootrest developing countries (defined as countries with
per capita GDP from $375 to $1,121) went from a modest 1.9
per cent rate of per capita GDP growth during the interventionist
19605808 to a decline of o.5 per cent per year duting the neo-
liberal era. In short, countries at every level of per capita GDP
petformed worse on average during the neoliberal eta than in the
two preceding decades.

Even these dismal statistics put too positive a spin on the
achievements of neoliberalism. Growth rates in developing coun-
tries over the last two decades or so have been buttressed by the
acceleration of economic growth in the two largest developing
economies, namely China and India — countties that in no sense
followed the neoliberal formmla. During the neoliberal period,
Latin America has virtually stopped growing, while sub-Saharan
Africa has experienced negative growth, and many of the formet
Communist economies have simply collapsed. In Latin America
and the Caribbean, for example, per capita GDP gtew by only 7
per cent from 1980 to zoco, By contrast, per capita GDP fot the
same region.grew by 75 per cent during 1960-80. The data for
sub-Saharan African countries is even more startling: per capita
GDP fell by about 15 per cent during 1980—2000, after having
grown by about 34 per cent during 196o—8o.
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To summatize: two facts make it impossible to accept the
claim that neoliberalism promotes economic growth., The best
performing developing economies in the world today are highly
interventionist, and the economic performance of developing
countries as a whole has been decidedly worse during the neo-
liberal era than in the decades immediately preceding it.

The growth failures of neoliberalism mean that it cannot even
compensate for the other costs that it has introduced.

That neoliberalism does not deliver economic growth is just the
beginning of the problem. Even worse is the fact that the anaemic
growth achievements of this regime have been accompanied by
numerous adverse consequences in other areas. ‘

Neoliberals acknowledge that the transition to this regime
induces short-term ‘adjustment costs’. For instance, reductions
in social spending may undermine living standards; reductions in
government suppott for certain sectors may result in job losses;
and so on. But neoliberals claim that these adjustment costs are
transitory since the new environment provides attractive oppor-
tunities for adaptable individuals and firms to generate greater
wealth. Additionally, neoliberals claim that the growth dividend
induced by neoliberalism gives governments a means to compen-
sate those who have temporarily lost ground. These claims do
not stand up to scrutiny.

First, neolibetalism introduces new problems and aggravates
existing ones, such as an increased vulnerability to banking, cur-
rency and generalized financial crises (Grabel 2002) and increased
levels of inequality and poverty. These problems are long-lasting
and hurt the majosity of the population, especially in developing
countries (see Chapters 7—11). Contrary to the claims of its advo-
cates, neoliberalism is the root cause of these problems. BExtending
neoliberalism further cannot therefore be the solution.

Second, neoliberalism does not provide governments with
the motivation or the means to compensate those who lose
ground under this regime. This is the case for several reasons.
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Neoliberalism is based on the premiss that the government bears
minimal responsibility for social welfare since extensive social
welfare policy would distort the incentives associated with the free
matket. The anti-inflationary bias of neoliberal policy also means
that governments are not apt to engage in adequate social spend-
ing. Moreover, the groups that are disenfranchised economically by
neoliberalism also generally lack sufficient political power to secute
compensation from the government (DeMartino 2000). Even if
appropriate political will for compensatory schemes existed, gov-
ernments have few resources to expend for this purpose. This is
because neoliberalism reduces the tax base, places 2 high priority
on budget balance, and makes it difficult to tax internationally
mobile fitms and investors (see Chapter 11.3).

Neoliberalism aggravates inequality among and within nations.

Neoliberalism induces international unevenness and inequality
rather than widespread growth, Most impottantly, private capital
flows tend to concentrate in those countries that have already
inaugurated a vittuous cycle of growth, investment and rising
productivity (see Chapter 9.1). Contrary to the neoliberal claim,
foreign private capital inflows follow rather than create rapid growth,
Taiwan, South Korea and China are exemplars of this process
(and of the success of well-designed programmes of interven-
tionism). Developing countries (especially the poorest of these)
must therefore institute policies that initiate a sustainable growth
path as a precondition for private capital inflows. Noreste

There are by now myriad studies demonstrating the clusteting
of productive economic activity and the associated concentration
of private capital flows across the globe during the neoliberal
petiod, Inward investment by multinational corporations (MNCs),
termed foreign direct investment (or FDI), is representative of
the broader trend. Contraty to economic theory, the majority of
FDI is destined for capital-rich countries in the North rather than
capital-poor countries of the South. In zoco, for instance, only
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15.9 per cent of total world FDI and 5.5 per cent of total cross-
border investment in financial assets, termed portfolio investment
(PL), reached the South. Moreovet, those flows that do reach the
South are extremely concentrated.® In 2002, for example, China
alone received about 37 per cent of all North-South FDI, while
the top ten destinatdon countties together received 70 per cent of
the developing country total. In contrast, the far poorer countries
of sub-Saharan Africa, where the need is unarguably the greatest,
received only 4.9 per cent of total North-South FDI in that year
(see Chapter 9.1).

Neoliberalism has induced rising inequality among countries,
partly as a result of this concentration of private capital flows.
The UNDP finds that in 1960 the countries with the richest 20 °
pet cent of the wotld’s population had aggregate income 30 times
that of those countries with the poorest 20 per cent of the world’s
population. By 1980, at the beginning of the neoliberal era, that
ratio had risen to 45 to 1; by 1989, it stood at 59 to 1; by 1997,
it had risen to 70 to 1 (UNDP, 2001, 1999). In the neoliberal era,
then, inequality between the richest and the poorest countries
nearly doubled. This divergence is particulatly apparent when one
looks at the situatdon of sub-Sahatan African countries. In 1960,
per capita income in sub-Saharan Africa was about 11 per cent
of per capita income in industrialized countries. By 1998, it had
fallen to half that figure (UNDP, z001: 16).

The neoliberal revolution has also deepened inequality within
countries. A thorough empirical study of 73 countries by Cornia
(2003) finds that 53 of them experienced a surge in income con-
centration over the last two decades. In regard to particular regions,
Cornia concludes that: ‘this increase [in income concentration]
was universal in the economies in transition, almost universal in
Latin America and the OECD and increasingly frequent, if less
pronounced in the South, Southeast and East Asia’ (2000: 9). He
concludes that much of this increase in inequality within nations
is due to various aspects of neoliberal reform (most importantly,
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liberalization of capital flows, domestic financial and labour mar-
kets, and tax reform).*

It is particularly notable that income inequality has grown faster
in countties that have more fully embraced the neoliberal ideal,
such as the USA and UK, than in those that have not (UNDP,
2001: 18), In the UK, the income share of the top 1 per cent
neatly doubled from 5.37 pet cent to ¢.57 pet cent between 1979
and 1998 (Atkinson 2002). In his study of the US economy, Paul
Krugman observes that: ‘1 per cent of families in the US receive
about 16 per cent of total pretax income, and have about 14
per cent of after-tax income. That share has roughly doubled
over the last 30 years, and is now about as latge as the share of
the bottom 4o per cent of the population’ (Krugman 2002: 67).
Krugman also notes (citing a study by the Congressional Budget
Office) that, ‘between 1979 and 1997, the after-tax incomes of
the top 1 per cent of families rose 157 per cent, compared with
only 2 10 per cent gain for families near the middle of the US
income distribution’ (64). More striking is the growing gap in
the USA between the very rich, the shrinking middle class and
the very poot.

We can compare the US record of increased inequality with
the experience of Sweden, a country that has retained a good
measure of social-democratic economic governance even while
opening its economy to international trade and capital flows dut-
ing this period. Again quoting Krugman:

The median Swedish family has a standard of living roughly comparable

with that of the median US family: wages are if anything higher in

Sweden, and a higher tax burden is offset by public provision of health

care and generally better public services. And as you move further

down the income distribution, Swedish living standards are way ahead
of those in the US. Swedish families that are ... pooret than go% of
the population have incomes 60% higher than their US counterparts.

And very few people in Sweden experience the deep poverty that is

all too common in the US, One measure: in 1994 only 6% of Swedes

lived on less than $11 per day, compared with 14% in the US. (76)
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Poverty has risen in many regions of the developing world
during the neoliberal era, and earlier progress in improving
social conditions has been reversed.

Neoliberals often point out that the overall proportion of the
wortld’s population that lives in severe poverty has fallen over the
last two decades. But they neglect to mention that this achieve-
ment is largely due to the strong économic performance of China
and India, two countties that pursue distinctly non-neoliberal
policies and collectively account for more than haif of the world’s
poor.

Beyond China and India, poverty levels (accotding to a variety
of measures) have risen in a great many countries during the |
neoliberal era, Today, the UNDP (2002: 2} reports that 2.8 billion
people live on less than $2 per day, while 1.2 billion people live
on less than $1 per day. In sub-Saharan Africa alone, half of the
region’s population is poorer now than in 1990 and 46 per cent
of the population lives on less than $1 per day (UNDP, 2001:
10; 2002: 17). In South Asia, 40 per cent of the population now
lives on less than $1 per day; the comparable figure is 15 per cent
in East Asia, the Pacific and Latin America (UNDP 2001: 10)
Moreover, progress in improving life expectancy and education
and in reducing infant mortality was slower for a large number of
countries during the neoliberal era as compared to the previous
two decades (Weisbrot et al. 2001).

Neoliberalism does not promote democracy. Indeed, in some
important respects it undermines accountability, pluralism and
national autonomy.

Finally, on the level of politics, neoliberalism is not associated
with an increase in democracy or transparency. Evideace shows
that the relationship between neoliberalism and democracy is far
more complex than neoliberals recognize.

Fitst, the market system is compatible with diverse political
structures, ranging from repressive to democratic regimes. It does
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. not necessarily serve as a corrosive on authotitarian regimes, as
many neoliberals claim,

Second, global neoliberalism threatens democracy by granting
global investots and corporations veto power over domestic policy
choices that they oppose. A fundamental aspect of democratic
governance entails the right of those affected by policy to par-
ticipate meaningfully in decision-making. Under neoliberalism,
however, owners of internationally mobile factots of production
(particularly large investors and the wealthy) have secured increased
‘eto power’ over the legislative and policy domain (see Chapter
9). By affording these actors freedom to withdraw funds from
those countries that pursue strategics that threaten their intetests,
global neoliberalism effectively erodes national policy autonomy
(DeMattino 1999). This structural power need not be exercised to
be effective; today large investors and firms can metely threaten
to relocate as a means to block government and citizen initiatives
that they oppose. Therefore the flight of investors, or even the
threat thereof, serves as a powerful deterrent to expansionary or
redistributive economic and social policies, and to policies that
promote labour rights (including the right to form unions and
bargain collectively).

Third, the incteased frequency of financial crisis under neo-
liberalistn has greatly increased the power of the IMF vis-d-vis
national governments, IMF assistance comes with ‘strings attached”
critical domestic decisions are vetted by an institution that is
dominated by the USA and serves the interests of the global
financial community. Neoliberalism thus undermines pluralism
and policy independence in developing cov tries.

Notes

1. Rodrk (2002} uses the term ‘Augmented Washington Consensus’
to reflect the numerous caveats that neoliberals now attach to this
agenda, such as the need for good governance, anti-cotruption meas-
ures, anti-poverty programmes, and, most notably, some control over
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liquid, international capital flows. Kuczynski and Williamson (2003)
are an exemplar of this perspective. They emphasize that they do not
reject the original Washington Consensus, but rather claim that ‘the
way forwatd is to complete, correct, and complement the [neoliberal]
reforms of a decade ago, not to reverse them’ (18). But, especially in
practice, this new consensus still gives pride of place to widespread
liberalization (especially in labour, cutrency and product markets) and
fiscal discipline over other goals. This was demonstrated forcefully
during the IMF’s 2001—02 negotiations with Argentina and Brazil
when it conditioned financial assistance on the traditional package
of neoliberal reforms.

2. Data in this and the next paragraph are from Weisbrot et al. 2001.
See also Chang (2002: ch. 4) on the growth failures of neoliberal-
ism,

3. All data in this paragraph are taken from World Bank (various’
years).

4. For consistent findings on transition economies and Asia, see UNDP
1999: 36; for Latin America, where 83.8 per cent of the population
live in countries with worsening inequality, see BECLAC 2002: 83.
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‘Neoliberal globalization cannot
and should not be stopped’

3.1 The Myth

Globalization is an inevitable, unstoppable force that promises
tremendous rewards. Policymakers, especially in developing coun-
tries, must learn to cope with and respond to globalization by
embracing neoliberal economic policies if they ate to promote
economic security and prosperity.

32 The Myth Explored
Globalization is driven by technological progress.

Globalization is the result of the revolutions in communication
and transportation that began in the nineteenth century. Starting
with the invention of the telegraph and the steamship, technolo-
gies of transport and communication have progressed relentlessly,
drawing various parts of the world ever closer.! It took the early
US settlers several months to sail across the Atlantic in the early
seventeenth century; it took several weeks for eatly steamships
to make the crossing in the nineteenth century; and it takes only
three hours for supersonic aircraft to traverse this distance today.
Prior to the long-distance telegraph, it took five weeks to send
a message from London to Bombay. Long-distance telegraphs
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reduced transmission titne to minutes (Standgate 1999: 97), and
the Internet has made communication almost instantaneous.

Each advance in communications and transpott technology
changes the nature of business and production. It is only natural
that entrepreneurs would look beyond their national borders for
profitable opportunites and new matkets made accessible by new
technologies. Transportation costs are so low today that Japan can
import coal from Australia; Sweden can import furniture parts
from India; and Burope can import bottled water from Canada.
The Internet has increased the speed and efficiency of interna-
tional business since it reduces the need for face-to-face contact
among executives. Finnish firms can arrange to outsource their
production to Taiwan and Chileans can export smoked salmon
to Kotea based upon deals arranged over the Internet, while
Bangladeshi farmers can learn about pest management techniques
through the World Wide Web.

In so fat as globalization is the result of technological progress,
efforts to slow or reverse it are futile and reactionary. Those who
try to obstruct globalization today ate caught up in the same naive
and futile project that was undertaken by the English Luddites
during the eatly days of the Industrial Revolution. The Luddites
convinced themselves that they could frustrate industrialization
and thereby protect their jobs and idealized rural communities
by sabotaging machines.

Efforts to curtail globalization suffer from misplaced fears and
self-interest. But to the degree that they are successful, these efforts
to stall globalization necessatily reduce global living standards by
preventing a mote efficient allocation of resources. Even worse,
ant-globalization strategies in high-income countties retard growth
and perpetnate poverty in the developing world.

Globalization makes it extremely costly, if not impossible, for
countries to maintain anything but market-friendly, neoliberal
economic policies,

The pressures and opportunities associated with globalizatior
rovide incentives for governments to putsue the ‘tight policies
% g p gnt p
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— that is, neoliberal economic policies (see Chaptets 2 and 6).
This argument is straightforward: the benefits of globalization are
available only to countties that permit the free, market-mediated
flow of goods and capital. Countties that restrict imports depriﬁc
themselves of the opportunity to purchase goods produced else-
where in the world at attractive prices. This harms consumers,
and undermines export performance by forcing domestic pro-
ducers to utilize more costly domestic inputs in the production
process. Moreover, countries that restrict investor or business
freedoms (through tariffs, capital controls, excessive government
regulations, etc.) will be patiahs in international financial markets,
Investors will demand a premium on their funds to invest in such
inhospitable countries, and these higher capital costs will ctipple
economic growth, Investors also shun countries that have lax
fiscal or monetaty management, This means that countries that
seek to attract foreign investment must maintain a sound macro-
economic environment,

The choice, then, is clear, Globalization and neoliberal economic
policies (hereafter ‘neoliberal globalization’) are essential to the
promotion of high living standards and prosperity. While the
transition to open markets and policy discipline may generate
short-term pain (such as a temporary tise in unemployment), the
long-term benefits of these strategies are immense. It is therefore
unsurprising that policymakers in nearly all countries (save North
Korea and a few others) have come to embrace these keys to

prosperity.

33 The Myth Rejected

.
e

Globalization is not the inevitable outcome of technological
advances.

Historical evidence does not support the claim that advances
in transportation and communications technologies necessarily
induce globalization. These technologics have progressed almost
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continuously over the last two centuties, but the progress of
globalization during this time has been highly uneven. For ex-
ample, levels of economic globalization — measured in a variety
of ways — were considerably higher in the late nineteenth cen-
tury, when international commetce depended on steamships and
telegraphs, than they were in the 1950s, 1960s and 1970s, when
transportation and communications technologies were much fur-
ther advanced.?

Political decisions —~ rather than technology — are the primary
driving force behind the pace and form of globalization.
Technology merely defines the realm of possibifities.

The pace and form of globalization that prevail at any point in
time are the result of deliberate policy choices. Thus the neo-
liberal globalization of the last two decades stems directly from
government initiatives in industralized and developing countries
from the late 1970s and eatly 1980s, respectively. International
institutions, such as the IMF and the WTO, have also played a
critically important role in promoting policies that facilitate the
rapid pace and necoliberal character of globalization in most de-
veloping countties today.

To be sure, technology is not a trivial player in the globaliza-
tion process. Technology delimits what is possible, such as how
quickly and under what conditions goods and finance can flow
across national borders. But whether these flows will be permit
ted depends on political decisions in the realm of internationa
trade and financial policy. For instance, since the 1980s the exten
of international financial speculaton has intensified dramatically
This development is not due to the advent of the Internet, a
the technologies necessary for rapid flows of speculative financ.
(such as the telephone and the fax machine) existed prior to th
1980s. Speculation has become mote prevalent because opportu
nities and incentives to speculate have been created by policie
of financial liberalization.
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The link between globalization and neoliberalism can be
broken.

While being critical of the neoliberal discourse on globalization,
we also teject the claim that globalizaton itself is at the heart
of many of the economic and social problems observed in de-
veloping countries. ¢ is the neoliberal form of globalization that is
being promoted so aggressively today — and not globalization itself — that
is chiefly responsible for the poor economic performance and the deterioration
of hiving standards in so many countries (see Chapter 2).

Neoliberals maintain that success in a globalized world economy
depends on the creation of a neoliberal policy environment on the
domestic and international levels. Indeed, they claim that eventually
all countries will converge around this policy regime, since any
other regime will be severely punished by global markets.

These arguments are simply incorrect. Globalization is pet-
fectly compatible with different degrees and pattetns of open-
ness (to trade and capital flows) at the national level. The 19508
and 1960s combined rapid globalization with extensive economic
regulation, in developing and industrialized countries alike. Thus
globalization and neoliberalism are not necessarily two sides of
_the same coin.

The argument that the competitive pressures fostered by glo-
balization make it necessary for all countries to converge to the
same neoliberal economic model is not botne out by evidence
(as we will see in Chapters 5, 7—11; see also Berger and Dore
1996). A considerable degree of policy and institutional diversity
exists among industrialized countries today, despite the progress
of globalization, For example, Sweden, Austria, the Netherlands,
France and Germany have all maintained policies and institutional
arrangements that are quite distinct from those in the neoliberal
economies of the USA and the UK. Latger and/or richer devel-
oping countries — especially China, India, Taiwan and Malaysia
— have also managed to maintain non-neoliberal policy regimes.
To be sure, smaller and/or poorer developing countties confront
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tnote sevete testrictions on their policy autonomy. But even these
countties may enjoy greater policy autonomy than is generally
recognized. Chile is an example of a developing country that
pursued a generally neoliberal path in the 19gos, but nevertheless
managed to maintain a rather stringent regime of capital controls
(see Chapter o).

In sum, the neoliberal globalization that has been emerging over
the past several decades is but one form of globalization. Different
- policy choices (particularly as concern trade and financial policies) can create
a form of globalization that would not be so noxious to living standards and
growth prospects in developing conntries. Numerous examples of such
policy alternatives are provided in Part II of this book.

Notes

1. Regular transatlantic steamship service was inaugurated in 1338, but
until the 186os the ships mainly carried high-value goods (as do
aitplanes today). Steamships started to dominate sailing ships only
from the 18708 (O’Rourke and Williamson 1999 33—4). The first
telegraph system was patented in 1837. The first successful long-
distance telegraph transmission-was made in the USA in 1844, The
first successful transatlantic telegraph cable was laid in 1868 (Held
et al. 1999: 335).

2. ‘There ate many measutes of globalization. Frequently used measures
‘include international trade or short-term international capital flows
as a percentage of a nation’s total economic activity, and the share
of immigrants in total population.



.4 Myth 4
‘The neoliberal American model of
cépitalism tepresents the ideal that all
developing countries should seek to

replicate’

4] The Myth

By now it is clear that American neoliberalism has outperformed
all other econommic systems. Any lingering doubts about this mat-
ter were erased during the 1990s when the USA prospered while
other economies faltered. The demise of these systems exposes
the failure of all forms of ‘statism’ and heralds the inevitable
convergence of all nations upon the American model that em-
braces neoliberalism and democracy.

42 The Myth Explored

The ‘new economy' of the 1990s reflects the dynamism and
superiority of the US economic model.

Duting the 1990s the US economy experienced sustained economic
and productivity gtowth, low unemployment and low inflation. The
2001 Eeonomic Report of the [US] President (ERP: ch. 1) repotts that
from the first quarter of 1993 through the third quarter of 2000
real GDP grew at an average annual rate of 4 per cent — which
was 46 per cent faster than the average rate from 1973 to 1993;
productivity (i.e. output created per hour of work) of non-farm
jobs grew at an average rate of 2.3 per cent per year, compared
to an average of 1.4 per cent per year for the previous twenty
years; the number of jobs increased by more than 22 million while
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the unemployment rate declined steadily (reaching 3.9 pet cent
in 2000, the lowest level in a generation); and core inflation (i.e.
the rate of inflation excluding price increases in food and enetgy)
remained at a tolerable 2—3 per cent. These achievements are
evidence of 2 ‘new economy’ that was fuelled by the information
and telecommunications technology revolution. It may even be
that this new economy is not susceptible to the business cycles
that had plagued capitalist development for centuries,

The USA was the natural launching pad for the new economy,
given its innovaton-promoting regulatory regime and the preva-
lence of matket incentives. For example, intellectual property
tights (IPRs) are well protected, business taxes are low, employee
compensation is based on petformance (rather than on seniotity °
ot favoutitism), business transparency is promoted by the legal
envitonment, and the government does not discourage private
initiative through excessive expenditure.

While the ‘old” mass production economy of the USA clearly
stumbled in the 1970s and 1980s, the country has demonstrated
that its flexible, competitive and ptivatized economic system is
uniquely capable of generating new technologies and new forms
of commerce. This type of dynamism and adaptability is the
recipe for success in a wotld economy that is now characterized
by globalization and dtiven by rapid tec}moiogmal progress (see
also Chapters 1-3).

The uncertaintes in the global political and economic environ-
ment that have followed the events of 11 September 2001 have

. taken a toll on the US economy, of course. But thete is no cause
for fundamental concern. History has proven the inherent resilience
of the US economy. Indeed, the flexibility of the US economy
has enabled it to emerge from any difficulties more quickly than
the rigid and inefficient economies of Europe and Japan.

The superiority of the US model is also evidenced by the
failings of the economies of Continental Europe and Japan.

The recent experiences of Continental Europe and Japan confirm
the desirability of American neoliberalism. The interventionist
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economies of Continental Burope have been plagued by slow
growth and high unemployment since the 1980s. Fortunately, many
of the region’s economies have recently begun to undertake bold,
American-style economic reform. European nations have begun
to deregulate and privatize industry, open up to trade, capital and
Jabour flows within the region, and pusrsue monetaty discipline
under the leadership of the new European Central Bank. As a
consequence they have begun to show.modest signs of economic
recovery (with regard to improved investor confidence, growth,
etc.).

In contrast, Japans situation remains dire. The countty has
been stalled in recession for over a decade, a consequence of
its overregulated economy. Unfortunately, Japanese policymakers
appear unwilling to develop a plan to restore economic prosperity
through radical deregulation.

The superiority of American neoliberalism is also demonstrated
by the enviable performance of those countries that have patterned
their economies on that of the USA, namely the ‘Anglo-American
economies’ of the UK, Canada, New Zealand and Australia, All
have performed impressively during the 19gos.

In sum, the record is clear: the neoliberal American model of
capitalism outperforms all other economic models. It is uniquely
positioned to respond to new technological challenges and to
deliver growth and prosperity in today’s wotld economy. Though
the anti-market economic systems of Europe and Hast Asia never
constituted an ideal, the present juncture finds them positively
outdated (see also Chapter 5).

43 The Myth Rejected

Arerican triumphalism is based on wishful thinking rather than
on a careful, objective analysis,

There are several reasons to reject claims for the superiority of
US capitalism, particularly in telation to its performance in the
1990s. The case for exporting this model to the developing wotld
is, in a word, underwhelming,
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There never was a new economy in the [990s.!

Contrary to the claims of new economy enthusiasts, US economic
performance during the 1990s was rather unimpressive. In fact,
the US grew mote slowly in the ‘new-economy’ 19gos than in
the preceding periods. Focusing on the first several years of
business upturns in successive decades, economist Dean Baker
finds that the average growth rate of GDP from 1991 to 1995
was 2.7 per cent, while growth averaged 4.4 per cent from 198z
to 1986 and 4.8 per cent from 1970 to 1973 (Baker 2000). US
economic growth was notable only during 1996—99 (as GDP
growth averaged 4 per cent over the four years from 1995 to
1999). But these few years of strong growth in the latter portion
of the 1990s only offset the anaemic growth of the preceding
petiod. Moreover, Baker argues that the impressive growth in the
late 1990s is partly an illusion stemming from a change in US
government measurement techniques.

A similar story can be told of US productivity growth. The
average annual tate of productivity growth was 1.9 per cent during
the 199os, compared to an average annual rate of close to 3 per
cent in the twenty-five years that followed World War II and 1.4
per cent for the years 1973 to 1989. As with economic growth,
productivity growth was only strong during the later years of the
1gg90s: productivity growth averaged 2.5 per cent from 1995 to
1999; and some of the apparent increase in productivity growth
is attributable to changes in measurement. Baket’s analysis of US
performance during the r9g9os concludes that claims for a new
economy are empitically unsupported.

The 1990s boom did not benefit the lives of ordinary
Americans,
US economic petformance duting the 1990s also looks quite dif-
ferent when one takes account of distributional issues (see also
Chapter 2). The US stock market boom of the 19g9os — itself a
consequence of the new economy hype — redounded to the benefit
of the wealthiest 20 per cent (and especially the wealthiest 1 per
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cent) of the population, and provided only meagte benefits to
the average American family (Wolff 2000). Similatly, the increasing
inequality in US wages that began in the 1980s continued through
the 1990s, as wage increases went disproportionately to the most
affluent (Baker 2000).2

"The economic boom of the 19g0s did little to eradicate poverty?
Indeed, the US Census Bureau reported in June zooz that the
proportion of families classified as poor remained virtually un-
changed between 1989 and 2000 (New York Times, 5 June zo02).
In 2000, 9.2 per cent of US families were classified as poor,
compared to 1o per cent in 1989, ‘

The collapse of the US stock market bubble of the 1990s
reveals a disturbing pattern of corporate corruption and
resource misallocation, '

Throughout the 1990s, economists lauded the incentives associated
with the US system of executive compensation as a spur to
efficiency and rapid innovation. Corporate executives garnered
extremely high salaries, stock options (which gave them the right,
but not the obligation, to buy or sell stocks by a future date at
an agreed-upon price) and other perks. :
These compensation packages resulted in vast dispatities be-
tween the compensation of executives and average wotkers within
the same firm, For example, in 1970 the average inflation-adjusted
annual compensation of the top one hundted chief executive of-
ficers (CEOs) in the USA was $1.3 million — 39 times the pay of
an average worker. By 1999, the average compensation of the top
one hundted CEQOs had risen to $37.5 million, more than 1,000
times the pay of an average worker (Krugman zoo2: 64).
These executive compensation packages represented a massive
misallocation of resources as firms were managed with the objective
of maximizing the short-term value of the stock options held by
highly placed insiders (see Chapters 8.1 and 10). The financial
and cotporate environment of the 199o0s also promoted mytiad
forms of corruption. The US corporate corruption and accounting
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scandals of 2002 tevealed that many corporate executives, boards
and external auditors were seduced by the huge rewards available
through stock appreciation, They manipulated accounting and othet
information to fuel an unsustainable rise in stock prices.

- Many other industriafized countries performed at least as well
as the USA and other Anglo-American economies during the
1990s.

US economic performance during the 1990s also fails to impress
when one considers it in comparative perspective. Many other
industrialized countries performed as well or better than the
USA during the 19gos. For example, between 1990 and 2000,
Ireland (with a growth rate of 6.8 per cent), Singapore (5.3 per -
cent), Norway (3.1 per cent), Australia (2.8 per cent), Portugal
(2.6 per cent) and Finland (2.4 per cent) grew at least as fast as
the USA, while many othets, such as Denmark (2.3 per cent),
the Netherlands (2.2 per cent}, Spain (2.2 per cent) and the UK
(2.2 per cent), grew almost as fast.

As a group, the Anglo-American economies did not fare terribly
well during the 19gos. New Zealand and the UK were at the
forefront of neoliberal reform during the last two decades. But
these reforms seem to have had no discernible effect on their
economic performance. Indeed, economic growth rates in the
USA, UK and New Zealand were nearly identical duzing the neo-
liberal era of 1980—2000 and the interventionist era of 1960~79
(see also Chapter 2). The neoliberal era did, however, bting with
it a striking increase in inequality within these nations.

Notes

1. The data in this and the following paragraph are taken from Baker
z000,

2. US wage gains during the 19gos were quite modest. Baker (2002)
reports that real hourly wages for typical US wotkers rose at an
annual rate of o.5 per cent from June 1990 to March 2001. Although
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real houtly wages rose at an annual rate of 1.5 per cent from 1995
to zool, they fell at an average rate of 0.4 per cent annually from
1990 tO 1995.

. Reform of the social welfare system in the USA (involving significant
curtailment of transfer payments to the poot) also contributed to
the stagnation in poverty levels in the 1990s.



5 MythS

“The East Asian model is idiosyncratic;

the Anglo-American model is universal’

5.1 The Myth

Contrary to the conventional wisdom of the 1980s, the East Asian
economic model is not teplicable elsewhere. In contrast, the Anglo-
Ametican model is universally applicable. Policymakers in develop-
ing countries must therefore accept the Anglo-Ametican economic
model as the only path to prosperity (see also Chapter 4).

52 The Myth Explored

The East Asian model cannot work outside of the region as
its success depends on unique historical, political and cuitural
conditions.

The East Asian model departed quite radically from what we
kaow to be the ‘best.practices’ associated with the neoliberal,
Anglo-American model. For sevetal decades, the model flourished:
it generated historically unprecedented increases in the rate of
economic growth, improvements in living standards, and economic
modernization.

These achievements hardly imply that the East Asian model
should or even can be transplanted to other parts of the develop-
ing wotld, however. Indeed, the East Asian financial crisis of 1997
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_ and the persistence of economic stagnation in Japan are evidence
of the model’s failings. Most impottantly, the East Asian model
depends on a number of conditions that cannot be replicated
elsewhere.

There are five unique characteristics of East Asian countties
that were pivotal to the success of this model,

First, the East Asian countries share a common Confucian
culture. This cultural heritage helps. to explain the pronounced
wotk ethic, the devotion to saving, the commitment to invést in
education, and the willingness to obey authoritarian govetnments.
Absent this cultural heritage, it is very difficult to imagine any
country being able to accumulate physical and human capital as
quickly as did the East Asian countties. The authotitarian tradition
in East Asia also made it possible to pursue industrial policies
that were highly centralized and to maintain repressive labour
policies. Finally, Confucian culture bequeathed highly developed
state bureaucracies, which were necessary to the success of their
complex trade and industrial policies.

Second, East Asian countries are far more ethnically homoge-
neous than most other developing countries. Ethnic homogeneity
makes it far easier to build consensus and implement policy.

Third, East Asian countries arc blessed with poor resource
endowments, and were therefore able to avoid what some call
the ‘resource curse’. Plentiful resources tend to dampen competi-
tive pressutes and to induce wasteful political struggles over the
control of such resources. Unlike many resoutce-tich countries in
Latin America and Africa, the East Asian countries were forced
to work hard and to create wealth through manufacturing,

Fourth, East Asian countries benefited in vital ways from
Japanese colonialism. Unlike its Western counterpatt, Japanese
colonialism left behind a strong industrial base, an educated
population, and an advanced infrastructure.

Last not but least, the Bast Asian model benefited from pro-
pitious external circumstances. The Cold War allowed Japan and
other ‘frontier states’ against Communism to prosper under the
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umbrella of US defence spending and economic aid. East Asian
countries also benefited from a ‘permissive’ international politi-
cal environment up until the 1g8os that allowed them to engage
in mercantilist trade policies (e.g. subsidizing exports) and even
to cheat their way to prospetity by violating the trademarks and
patents held by industrialized countties. In contrast, today’s WTO
rules regarding subsidies and IPRs preclude developing countries
from adopting key aspects of the Hast Asian model.

In sum, the success of the East Asian model depended on this
unique set of internal and external conditions. This fortuitous
combination of circumstances cannot be replicated elsewhere.

The Anglo-American model is consistent with universal human
values.

Unlike the East Asian model, the Anglo-American model is
consistent with universal aspects of human nature: namely, the
natural tendency for entrepreneurship, the desire for wealth, and
the driving force of self-interest. The Anglo-American model is
therefore appropriate to and can succeed in all societies. It is
no coincidence that so many countties are rushing to adopt this
model these days.

53 The Myth Rejected

The achievements of the East Asian economic model are not
explained by the region’s special conditions.

Arguments that emphasize the role of unique internal and external
circumstances in the success of the East Asian model range from
exaggerated to incorrect, We consider these arguments in turn.
Confucianism is now seen as a kind of magical culture that
fosters the development of a competent corps of civil servants,
high levels of savings and educational investment, and a pliant
population. ‘This new view of Confucianism differs markedly from
the view that predominated undl the 1950s. The latter presented
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- the culture as inimical to economic development. Fot example,
at the time it was widely argued that the old Confucian social
hierarchy, a hierarchy that placed bureaucrats at the top of the
social otder and artisans and merchants at the bottom, induced
talented people to choose bureaucratic over business or engineer-
ing careers.

Despite this view of Confucianism, civil servants in Korea and
Taiwan were widely regarded as highly.inadequate in the 1950s and
1960s. By that time, the early Confucian tradition of meritocracy
and competitive rectuitment practices had decayed. In fact, the
civil service corps had deteriorated so greatly in Kotea that until
the 1960s the country was sending its public servants to Pakistan
and the Philippines for training. Hence, the early success with the
Fast Asian model (at least in some countries) did not depend
on the presence of an extraordinarily competent public sector.
Later on these countries did, in fact, benefit from a high level
of public-sector competency. But this competency (for example,
in Korea and Taiwan) was created through the expenditure of
substantial political energy and economic resources. It was not a
legacy of the country’s history or culture.

The claim that ethnic homogeneity played an important role
in the success of the East Asian model is exaggerated. Singapore
is, in fact, a multi-ethnic society. In Taiwan there has been a
rather strong tension between two major ‘ethnic® groups — the
“Taiwanese’, the descendants of the immigrants from Southeast
China since the sixteenth ceatury, and the ‘Mainlanders’, those
who moved with the Nationalist government after its defeat by
the Communists in 1949. Finally, while it is true that Korea has
one of the most homogeneous populations in the wotld, this
does not imply that efforts to build national consensus on key
issues has been easy. There are intense tegional tivalries within the
countty. These rivalries render efforts to build genuine national
consensus extremely difficult,

The claim that East Asia benefited from the scarcity of its
natutal resource base is unpetsuasive. A rich endowment of natural
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resources can certainly create perverse political and economic
dynamics. But this hardly implies that countries are better off
if they atre resource poor. During the late nineteenth and early
twentieth centuties the fastest growing economies in the world
had abundant natural resoutrces. Among these were countries in
North and South Ametica, Oceania (Australia and New Zealand)
and Scandinavia.

The claim that East Asian countries emerged from Japanese
colonialism in a far better position than did countries colonized
by Western powers is misleading. For example, Korea’s literacy
ratio at the end of Japanese colonialism in 1945 was only 22
per cent. This literacy ratio was not much better than that of
many African countries when they emerged from colonialism. By
contrast, Argentina’s literacy ratio in 1945 was over 9o per cent.
More generally, thete were at least a dozen African countties
whose post-colonial conditions were equal or even superior to
those of Korea.

On the matter of a propitious extetnal envitonment, it is
certainly true that Cold War politics brought large pools of aid
from the USA to Korea and Taiwan in the 1950s. Howevet, by
the 19Gos these levels of aid fell significantly, and on average
were not much greater than the levels of aid that went to many
developing countries. During the 1960s and the 1970s, Chile and
the Philippines, for instance, received US aid packages that were
as generous as those given to Korea and Taiwan, but with much
less effect. Also, the economic benefits of Cold War-related aid
must be balanced against the costs of being a frontier state against
Commmunism. As frontier states, Kotrea and Taiwan maintained
high levels of defence spending (equivalent to about 6 per cent or
more of national income, compared to the world average of 23
per cent') and had a significant propottion of their able-bodied
young workers in the military service for three years or longer. It
is also estimated that the Korean War (1950—53) destroyed more
than half of the country’s manufacturing base and more than
three-quarters of the rail system and other infrastructure.
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It is true that East Asian economies benefited from a more
permissive international environment regarding trade protection
and IPRs. Certainly, the WTO now precludes many of the prac-
tices associated with the East Asian model. But, having said this,
one must not view the predecessor of the WT'O, the GATT, too
lightly. Many of the strategies pursued in Fast Asia were also
disallowed under the GATT, The East Asian countries exercised
a good deal of policy creativity in. their successful efforts to
exploit loopholes and grey areas in the GATT.? Opportunities to
exploit ambiguities in the WT'O exist today as well (see Chapter
7 and Chapter 8.2). That said, developing countties should press
the WTO and other multilaterals for the latitude to engage in
the kinds of non-neoliberal strategies that today’s industtialized
countries used so effectively in the past.

Empirically, the East Asian model has played a far more
important role in-promoting economic development around
the world than has the Anglo-American model,

An honest examination of the histodcal record reveals that most
of today’s industrialized countries utilized an economic model that
was far closer to the East Asian model than it was to the Anglo-
American model (see Chapters 1, 7—11). Thus it seems that the
East Asian model (in all of its national vatiants) is closer to a
wotld norm than is the Anglo-American model. The expetiences
of the USA and the UK are particularly notable: during their own
development these countries maintained policies towards trade,
industty and IPRs that were akin to those used later in East Asia
(see Chapters 1 and 7, and Chapter 8.2).

The specious special conditions argument could just as easily
be invoked to explain the eccnomic success of the USA and
UK

Though we find the special conditions line of reasoning highly
problematic, it can just as easily be applied to explain US and
UK development as East Asian development. Britain, for example,
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prospeted at a time in history when it could (and did) colonize
and/or dominate weaker nations, engage in slave trade, openly
sell opium to China, and fotce young children to work 12-hour
days under miserable working conditions. During its develop-
ment, Britain also routinely violated IPRs (see Chapter 8.2) and
maintained a law from 1750 to 1842 that banned exports of
machinery to competitor economies, The economy of the USA
benefited from very similar circumstances. Additionally, the USA
benefited from its vast geographic scope (as the government was
able to exterminate and/or forcibly relocate Native Americans), a
latge populaton of immigrant labout, and its exceptionally rich
endowment of natural resources.

The USA and Britain cleatly benefited from many circumstances
that are not available to developing countries today. Neoliberals
are therefore wrong to hold the Anglo-American countries as a
model for developing countries today since their unique attributes
and experiences cannot be replicated (see Chapter 4). More gen-
erally, every country is unique with regard to its mix of history,
culture, ethnic composition, the timing of its development, and so
on, Thus the experience of East Asian countries is no more or
no less idiosyncratic than is the experience of any other country.
Onr goal in this book is to examine the wide range of policies that have
enabled and can promote economic development without making claims for
the universality of any one path (see Chapters 7—11).

The Anglo-American model is not universal,

Though neoliberals frequently claim otherwise, there is no evidence
of any upiversal, intrinsic homan drive towards commerce, indi-
vidualism or the acctetion of wealth. In our view, then, the
success of the Anglo-American model is grounded in something
far less universal: it depends on a host of specific institutional
and regulatory preconditons (see Chapters 4, 8.2 and 10). Absent
these prerequisites, the Anglo-American model cannot function

propetly.
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Evidence for this view comes from all parts of the globe during
the 1980s and 1990s, as countries have struggled to install the
Anglo-American model. The numerous failures of these efforts
(especially in the former Soviet republics) underscore the dif-
ficulty of this project, even were it to be desitable, In their zeal
to export the Anglo-American model, neoliberals often ovetlook
the fact that the creation of its institutional prerequisites (e.g. a
developed system of financial regulation) requites a significant
expenditure of human and financial resources and also takes a
good deal of time. Moreover, even with the necessaty tesources
and time, there may well be aspects of the necessary institutional
and regulatory foundation that are not compatible with the exist-
ing political, cultural and institutional characteristics of particular
developing countties,

Notes

1. The average military spending for the IMFs 130 member countries
was 3.6 per cent of GDP in 1990 and 2.4 per cent of GDP in 1995
(Clements et al. 1996).

2. Note that Taiwan was not a member of the GATT for political
reasons.
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‘Developing countries need the discipline
provided by international institutions

and by politically independent domestic
policymaking institutions’

6. The Myth

Politicians and government employees are untrustworthy. They
typically manipulate the policy tools and resources at their dis-
posal to maintain or expand their power rather than work for
the interests of the broader society. The only way to ensure
government accountability is to create an institutional structure
that keeps these tendencies in check and/or rewards appropriate
behaviour.

6.2 The Myth Explored

Economic policy should not be left in the hands of politicians
and government officials.

During the 1980s, the consensus view regarding the public sector
changed dramadcally. Previously, politicians and government employ-
eces were largely seen as working for the public good, and conse-
quently were commonly referred to as ‘public servants’. But duting
the 1980s, thanks to the neoliberal intellectual revolution, people
finally began to see politicians and government officials as what
they really are — self-interested (and sometimes corrupt) agents
promoting their own agenda, rather than the public good.
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The chief problem with the public sector is that it lacks the
institutional incentives to ensure that the self-interested behaviour
of officials serves the broader social good. By contrast, the matket
mechanism in the private sector setves the critical function of
aligning self-interest and the social good.

The failure of the public sector is most sevete and consequential
in developing countries. In industtialized countries, public officials
are held accountable (to an extent) by democratic political systems,
the free press, legal systems, transparent rules and strong ant-
corruption measures, But these mechanisms ate often absent in
the developing wotld. Here we find underdeveloped democratic
and legal processes, opaque rules, press censorship, weak (ot non-
existent) anti-corruption measures and incompetence. This context
breeds government corruption and inefficiency that undermine
economic development Initiatives.

The record shows that the discipline associated with politically
independent economic institutions is absolutely essential in
developing countries.

Given this context, it is vitally necessary to place policymaking
authotity in the hands of the technocrats that staff powerful,
politically independent policymaking institutions, such as central
banks and curtency boards (see Chapter 11). These measures
promote efficiency while enhancing the confidence of foreign
and domestic investots.

Unfortunately, creating politically independent policymaking
institutions at the national level often fails to ensure rational
economic policymaking. Government officials often find ways to
interfere in the decisions of even nominally independent domestic
policymaking institutions, particulatly duting economic downturns
ot when elections approach., Developing countties also often
lack a sufficient cadte of competent local economists to staff
independent domestic policymaking institutions,

In view of these difficuldes, international institutions, such as
the IMF, the Wotld Bank and the WTO, can greatly enhance the
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_integrity and quality of economic policy in developing countries.
Countties that submit to their authority import appropriate pol-
icy and win the confidence of domestic and foreign investors.
Sadly, reactionary left- and right-wing critics of international
institutions typically overstate the degree to which they abridge
national sovereignty, and fail to appreciate the universal nature
of the policies that these institutions promote. Critics also often
fail to acknowledge the role these institutions play in filling an
‘expertise gap’ in developing countries that lack a sufficient corps
of skilled economists and the tesoutces necessary for them to
work effectively.

In short, independent domestic and international policymaking
institutions ensure that governments pursue economic policies
that promote long-term economic development, prosperity and
the universal social good,

6.3 The Myth Rejected

Public officials have designed good economic policy in a great
many countries.

The rhetotic of neoliberalism generated, rather than revealed, a
virulent distrust and denigration of government and of public
officials. But this view of the public sector and public officials
sits rather uneasily with the histosical record. In many countries,
the public sector and public institutions have played an essential,
positive role in the development process.

There is no evidence that public officials are inherently corrupt
or undermine the policymaking process.

Public officials are not inherently more corrupt, ambitious of
position, or less efficient than are their counterparts in the private
sector (see Chapters 7—11). Nor does the private sector do a better
job of preventing socially harmful behaviour. Corruption scandals
occur with equal frequency in the public and private sectors. This
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- is even the case in a country like the USA, whete the private
sector is seen as an exemplar of sound business practices and
where regulatory bodies are supposed to be vigilant monitors
against malfeasance by the private sector. The numerous corpo-
rate corruption scandals of 2002 (e.g. Enron, Arthur Andersen)
are just the latest examples of a long history of private-sector
corruption in the USA. The problems of collusion, btibery and
the tendency towards business concentration and monopolization
represent private-sector analogues to the self-aggrandizing actions
of some public officials.

The association between the private sector and efficiency (and
the public sector and inefficiency) is fanciful. Large private-sector
firms can be vast, slow-moving bureaucracies that create innu-
merable opportunities for self-aggrandizement, ruinous rivalties,
cheating and waste. Moreover, ‘efficiency’ is a complex (and
contentious) term. Not least, there are many different types of
efficiency —~ efficiency with regard to responding to changes in
market conditions, efficiency with regard to meeting certain so-
cial objectives (such as eliminating poverty) and so fotth — and
it is by no means clear that an institution that is efficient in any
one sense will be equally (or at all) efficient in others. Finally,
whethet or not the private or the public sector functions with
integrity and/or efficiency depends very much on the capacities,
compensation, incentives and standing of actors in these positons,
on the regulatory and institutional climate in which they operate,
and on the broader political and juridical context in which their
jobs are performed,

Placing policymaking authority in the hands of unelected
technocrats runs counter to principles of democracy,
accountability and transparency. Moreover, this strategy does
not even tmprove long-term economic performance.

By generating distrust and disregard for the public sectot, neo-
liberalism provides a rationale for the necessity of transferring
policymaking authority to the technocrats that staff politically
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independent institutions. In this scheme, then, monetary policy
is delegated to independent central banks, exchange rate policy
is delegated to currency boards, and fiscal policy is delegated to
fiscal boards (see Chapter 11). Regulatory authority over public
utlities is increasingly being delegated to independent ‘expert
agencies’. At the same time, international institutions and rules
are playing an increasingly important role in defining the scope of
acceptable domestic economic policies. The IMF is quite influential
when it comes to policy oversight and the establishment of firm
guidelines (and even strictures) for economic policy in developing
countries. This is particularly the case in the context of economic
crises. Additionally, domestic economic regulations and policies
are increasingly subject to international rules established by the
WTO (see Chapters 7 and 8.2).

The delegation of policymaking authority to independent
domestic and/or international bodies is highly objectionable. This
strategy denies the value of democratic governance and obscures
the policy process from public view. Politically independent insti-
tutions are by definition not accountable to the public and tend
to serve the interests of the narrow constituencies with which
they are closely associated. For example, the IMF and the World
Bank are accountable to the global financial community and to the
powetful governments that dominate their agenda. Independent
central banks and currency boatds take their cues from the finan-
cial community. Powerful, wealthy countries and business interests
exercise disproportionate influence over the WI'O.

From the neoliberal perspective, one of the key advantages
of politically independent policymaking institutions is that theit
mission cannot be corrupted by popular demands. But the neo-
Liberal argument flies in the face of the neoliberal emphasis on
freedom in the economic domain, where people are presumed
to be entirely rational and in possession of sufficient economic
knowledge, wisdom and judgement to know what is in their best
interest, It dismisses the principle of self-governance, in favour
of governance by an elite cadre of neoliberal economists.
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As we will see in Part II (Chapters 7, 8.2 and 11.1—-11.2),
delegating policy to independent authorities is also economically
undesirable. To date, there is no evidence that insulating policy
from the political process improves economic performance in any
significant respect. But there is overwhelming evidence that this
strategy imposes severe costs on the economy and, especially, on
the most vulnerable segments of society. This finding contradicts
‘the neoliberal view that independent policymaking institutions are
neutral guardians of the national interest. These institutions typi-
cally meet the needs of investors, lenders and business interests
tather than serve the public good (see also Chapter 2).
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Part H

FEconomic Policy Alternatives

Part II is 2 manual of economic policy. It is intended for present
and aspiting policymakers in developing countties, for those
working in nongovernmental and multilateral organizations, and
for students of development policy. Each chapter presents a
thorough analysis of specific areas of economic policy. Qur
discussion of policy is not exhaustive. It does, however, focus
on those policy domains where new thinking is most urgently
needed, and where there exist sound and-feasible alternatives to
the neoliberal policies that have been promoted so forcefully over
the last two decades.

The discussion of each policy area has three components. First,
we present the arguments advanced by neoliberals for a particular
economic policy (“The neoliberal view’). Here we present the best
case for the neoliberal view, and the economic logic that underpins
it. Where necessary, we demystify the technical jargon that often
prevents non-economists from grasping the arguments advanced
by neoliberals. Second, we present a series of counterarguments
to the neoliberal case for the policy in question (‘Rejection of the
neoliberal view’). We refute the case advanced by neoliberals by
drawing on economic logic and empirical, cross-country and/or
historical evidence. Third, we discuss a range of policies that,
in our view, ate economically desirable and feasible alternatives
to those advanced by neoliberal economists in a specific policy
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domain (‘Policy altetnatives’). Readers may wish to consult the
‘Recommended Further Reading’ section for references to work
by neoliberal economists and by those advancing alternative views
in particular policy areas, ’ :



7 Policy Alternatives |
‘Trade and Industry

7.1 Trade Policy

The neoliberal view

The best trade policy is that of free trade.

Free trade refers to trade that is unimpeded by tariffs or other
types of government restriction. Put simply, free trade is the ideal
to which all developing countries (indeed, all countries) should
strive, Free trade carries numerous benefits. It offers developing
countries the opportunity to attain higher rates of output and
employment growth, to increase productivity and efficiency, and
to enhance living standards and consumption choices. Free trade
also corrodes corrupt systems of preference wherein those with
connections to the government are granted trade licences and
other protections.

The case for free trade is based on the universally accepted
theory of comparative advantage.

The theory of comparative advantage holds that if the government
does not ‘distort’ trade, a country will specialize in the production
and export of those goods for which it is best suited, given its
endowments of land, labour and capital. A country has a compara-
tive advantage in an industry if its relative performance in that
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industry (i.e. its performance as compared with other countries)
is better than its relative performance in other industries. This
implies that every country will have a comparative advantage in
something, Even a country that is relatively inefficient in all in-
dustties when compared with othet countties — in which it does
not have what is called an ‘absolute advantage’ in any industry
— will nevertheless have a comparative advantage in that industry
where its performance is least deficient.

An example might help to clarify. Let us assume that China
and Germany both produce stuffed toys and automobiles. Assume
further that Germany is more efficient than China in both indus-
tries — it therefore enjoys an absolute advantage in both. But if
the gap between the two countties is smaller in toy manufacture
— if China’s deficiency is least in this industry — then we say that
China has a comparative advantage in toys, while Germany has
a comparative advantage in automobiles.

How does this bear on the matter of trade? Trade theory con-
tends that under free trade each country can and will specialize in
that industty whete it has a comparative advantage, and will trade
with its partner to secure that good for which it does not, In our
case, China will export toys in exchange for automobiles, With
each country specializing in this way, trade theory demonstrates
that each country will become better off than it was prior to trade,
when each was forced to produce some of both goods.

Thus seen, the theory of comparative advantage has heartening
implications for developing countries since many of them do not
have an absolute cost advantage in the production of any single
product. But there is always some product that can be produced
relatively less ingfficiently. Free trade, then, allows each country to
obtain from other countries those goods that are not produced
domestically.

The theory of comparative advantage also provides a basis for
rejecting state intervention in production and trade. Government
intervention in production or trade distorts price signals regard-
ing the relative profitability associated with the production of
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_different products, given existing resources, This distortion can
lead 2 country to specialize in the production of a product for
which it does not have 2 comparative advantage. As a result, the
country will produce fewer total products and social welfare will
suffet accordingly. .

Revisiting the China~Germany example illuminates this argu-
ment, Say that the Chinese government protects its nascent auto-
mobile industry from competition with Germany by imposing
a tatiff on German auto imports. If this tatiff is sufficiently
high, Chinese consumers will not purchase German autos and
will instead purchase autos produced in China. The increase in
demand for Chinese autos will cause Chinese entrepreneurs to
exit other lines of business (such as toy production) and enter
the auto industry. But this switch in product specialization will
not benefit the Chinese economy as a whole. This is because
the country’s resources make it relatively less efficient at auto
as compared to toy production. The total output of China will
therefore suffer as a direct result of the decision to encourage
auto production,

The theory of comparative advantage also provides a rationale
for unilateral trade liberalization.

In global fora (such as the World Trade Otganization), develop-
ing countries frequently complain that industrialized countties are
not open to their exports. However, the theory of comparative
advantage can be invoked to demonstrate that developing countties
are better off rescinding trade bartiers regardless of what their
trading partners do. The policies of 2 country’s trade partnets
are thus irrelevant.

We illustrate this point by returning again to the China—Germany
example. Even if Germany imposes tariffs on toy imports from
China, China will nevertheless benefit by removing its tariffs
on German automobiles. As it does so, Chinese consumers will
enjoy a higher standard of living, since they now can secure
automobiles more cheaply. The German tariffs on Chinese toys
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will principally hatm German consumers, who must pay higher
prices than necessary for this item.,

The historical and statistical record demonstrates that free
trade is critical to development.

Today’s industtialized countties developed on the basis of free
trade (see also Chapter ). The economies of the USA and the
UK, in particular, demonstrate the benefits of free trade, though
almost all industrialized countries embraced free trade during their
development. There is also ample statistical evidence to buttress
the case for free trade. These studies show that countries with
less restricted trade have grown faster than their counterparts in
the post-Wotld War 1I era.!

There are some legitimate public policy rationales for certain
tariffs, but these rationales are highly limited.

Governments in developing countries may sometimes resort to
tariffs as a way to raise revenue or to provide temporary pro-
tection to new industries that ate of national importance. If
governments do impose tariffs (though other options should
be explored first), it is essential that they are low and uniform
across products. Uniform tariffs mean that each imported prod-
uct is taxed at the same rate. Low, uniform tariffs will minimize
distortions because they do not encourage domestic producers
to move into the production of any single product line. It is
generally agreed that uniform tariff rates on imports should be
kept at around 5 pet cent.

Thete may also be reasons to protect some new domestic
industries from international competition. However, this type of
protection, termed infant industry protection, must be tempo-
tary (i.e. in place for no mote than §—8 years) and should only
be pursued if the industry has a strong chance of success. The
tariff used to protect infant industries should be in the range
of 5—10 per cent, and should not exceed 20 per cent under any
circumstances.” Note that tevenue and infant-industry tariffs are
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~ permissible by the WTO so long as they stay roughly within the
provisos mentioned here.

Since the {980s, governments in many developing countries
have vigorously pursued trade liberalization because they have
finally begun to appreciate its virtues.

The recent move to freer (if not totally free) trade by many
developing countries shows that their governments have finally
acknowledged the failure of programmes to protect inefficient
domestic industries in the name of import-substituting indus-
trialization (ISI). The debt crisis of the 1980s promoted radical
trade liberalization in developing countties. This is because trade
liberalization was a key component of the structural adjustment
programmes (SAPs) of the IMF/World Bank. In many cases, the
trade liberalization component of SAPs provided governments
with political cover for the otherwise difficult task of dismantling
trade protections.

International free-trade agreements (and even regional agree-
ments, such as the North American Free Trade Agreement
NAFTA) provide further impetus for trade liberalization, As with
SAPs, trade agreements provide governments with political cover
for terminating certain protections. (See the related discussion
in Chapter 11.1 and 11.2). The GATT in the catly post-Wozld
War Il period led to the reduction of tatiffs. The launch of the
WTO in 1995 has strengthened the global commitment to free
trade (especially among developing countries). The WTO has
encouraged governments to consider carefully the costs of any
trade intervention, and sets out clear guidelines for the limited
and temporary use of protections (see above),

Trade iberalization may involve short- or medium-term
distocation. But the benefits of liberalization dwarf any induced
dislocation. :

Trade liberalization may inttoduce some costs in the short and
medium term. Some jobs, firms and even industries may be unable
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to compete on international markets. The losses incurred are
called adjustment costs. But recognition of these costs does not
undermine the argument for free trade for three reasons. First,
adjustment costs are tempotary and small in general, while the
gains of trade liberalization are of longet-term natute and much
greatet than the costs. For example, steel wotkers who lose their
positions once steel is opened to international competition will
eventually find employment in the sectors that flourish in the new
environment. Second, the aggregate economic gains from trade
liberalization outweigh the losses experienced by some groups.
Third, governments can compensate the groups that face tem-
poraty dislocation due to trade liberalization with the increased
resources provided by liberalization.

Rejection of the neoliberal view

Free trade is not optimal for developing countries, particularly
when they are engaged in trade with industrialized countries,

Neoliberals advance their argument for free trade on the basis of
the theory of comparative advantage, a theory that they maintain
is uncontested by economists in the field of international trade.
This is simply not the case. There are important objections to
the theory of comparative advantage.

The theory of compatative advantage rests on a host of specific
and unrealistic assumptions about technology, industrial structure,
macroeconomic conditions, and the mobility of labour and capital.
Much research by economists shows that these conditions do not
actually obtain in many countries, especially in many developing
countries, An important body of international trade theory shows
that interventonist trade and industrial policies can be beneficial,
and are even compatible within the framework of the theory of
comparative advantage (e.g. Krugman 1988).

There ate also alternative theoties of trade that maintain that the
long-term economic petformance of developing countries can be
harmed by unrestricted trade with industrialized countties. Infant
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~ industry theory contends that under free trade poorer countries
will specialize in the production of goods that may maximize
their income in the short run — this is entitely consistent with
the theoty of comparative advantage. However, the theory points
-out that this pattern of specialization stunts long-term growth
and development in poorer countties.

Proponents of infant industry theory are therefote quite sceptical
of trade between poorer and richer ¢ountries. A good illustration
of this situation is provided by Mexico’s disappointing experience
with the NAFTA. The country’s expetience should setve as a
powerful warning for other countries within the Americas that are
considering participating in US President Bush’s plan to extend
the NAFTA southward in the proposed Free Trade Area of the
Americas (FTAA), Mexico’s experience suggests that developing
countries should consider their trade relations with industrialized
countries quite carefully. If such trade is to occuy, it is impera-
tive that developing countries manage it carefully through the
selective use of tatiffs and other trade protections and supports
(see also Chapter 7.2).

Infant industry theorists argue that developing countries should
promote patteras of production (and specialization) that foster
long-term economic development. The infant industry argument
has a rather long and distinguished lineage. It was first successfully
put into practice in Britain following the 1721 trade policy reform
of Robert Walpole, the first Briish Prime Minister. However, it
was the first US Treasury Sectetary, Alexander Hamilton, in 1791
who first systematically developed the argument.

Following Hamilton, many economists and politicians (among
them Abraham Lincoln) in the nineteenth-century USA vigorously
contested the British doctrine that free trade is good for all coun-
teles and argued that new industries in a less developed country
(e.g. the USA at the time) required tariff and other protection
in order to develop in the face of stronger competitors from
the more advanced countties (e.g. Britain). One US congressman
famously remarked in the 1820s that English trade theory, like
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most English manufactured goods, is intended for export, not
for consumption at home’.

German economist Priedrich List developed the most sophisti-
cated and forceful elaboration of the infant industry argument in
the 1840s after a period of exile in the USA in the 1820s, where
he was exposed to Hamilton’s argument. List’s work inspired the
trade and industrdal policy in a wide range of countries, from
Germany and Japan in the late nineteenth century to numerous
developing countries in the post-Wotld War II era.

Free trade was not how today's industrialized countries
developed.

Conttary to the claims of many neoliberals, few countries achieved
successful industrial development under free trade (see also
Chapter 1). Extensive infant industry protections were central to
economic development in Btitain in the eighteenth century and
the USA in the nineteenth and early twentieth centuries. Neatly
all other industrialized countries also used tariffs, export subsidies
and other measures of trade protection during the most important
moments in their economic development (though not to as great
an extent as in Britain or the USA).

Duting their development, the governments of today’s industrial-
ized countries used different combinations of the following policy
tools: tatiff levies; tariff rebates on imported inputs used in
the production of exports; cprrt subsidies; restrictions on the
export of the raw materials used by key industries; government
regulation of the quality of goods produced for export; and
government provision of information on export markets and
marketing assistance. Many other countries later used these same
policies successfully {e.g. Brazil, India and the East Asian newly
industrializing countries [NICs]). The trade policies employed by
many of the world’s most successful economies run distinctly
counter to the free-trade orthodoxy that is so much in vogue
today, and that is so heavily promoted (though #o# practised) by
industrialized countties.
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The theoretical and statistical support for the neoliberal
proposition that more open trade leads to faster economic
growth is extremely weak

The comparative advantage atgument tells us that free trade al-
lows a country to consume more goods than it would if markets
were completely closed to international trade. But the increased
consumption opportunities that may derive from free trade are
not equivalent to the attainment of higher levels of economic
growth over time. Indeed, there is nothing in the comparative
advantage framework that implics that an €CONGMYy with a_more
omgime other thmgs equal, will grow faster ovet time.
It is interésting that the most sophisticated of the feoliberal
trade economists acknowledge this limitation of the theory of
comparative advantage (e.g. Krueger 1980).

The statistical evidence on the growth effects of free trade
is also extremely weak (see Evans 1989; Rodriguez and Rodrik
2001). Many of these findings are quite sensitive to the way that
trade openness is measured. In some of these studies, trade
openness is so generously defined that countries with highly
protected trading systems are identified as having a high degtee
of trade openness. For example, one well-known study by Sachs
and Warner (1995) classifies any country with less than a 4o per
cent average tariff rate as having an open trade-policy regime.
On this questionable basis, the authors conclude that an open
trade policy is beneficial to growth, Moreover, only some studies
tepotrt a positive (though not necessarily strong) statistical correfa-
#on between greater openness to trade and faster growth, Other
studies find no cortelation between these factors at all; and stll
others find an inverse correlation.

A statistical correlation does not prove causation. A statistical
correlation between the degtee of openness and growth cannot
legitimately be interpreted as a finding that mote open trade caises
faster growth. It may be the case that the direction of causality
is opposite to that assumed by neoliberals. Under the reverse
causality scenario, faster growth and increased productivity may
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allow countries to open their trade more quickly. This is because
the growth in productivity experienced by fast-growing economies
may allow them to compete mote successfully with more advanced
countries, thereby mitigating the need for infant industry protec-
tions. Alternatively, a correlation between trade openness and
growth (tegardless of direction) may not reflect any relationship
between these two factors. For example, a developing country
may expetience negative growth due to a negative external shock
(e.g. a rise in oil ptices, a reduction in the price of a main export
commodity) while putsuing a protectionist trade policy. But this
does not imply a causal relationship between growth and trade
protection.

Finally, the experiences of individual countries in the post-
World War II period cast doubt on the neoliberal view. Among
developing countries, the star growth peﬁformcrs of the post-
World War 11 period were countries that did not adopt free trade.
Hong Kong and Singapore are obvious exceptions in this regard,
but their status as city-states that specialize in international trade
makes them special cases. The Singaporean government took an
active role in recruiting the types of foreign investment that it
identified as important to growth (see Chapter 9.4). Korea, Taiwan
and Brazil, countries that grew impressively during the 1960s
and 1970s, benefited significantly from strategic trade policies,
with the first two countries continuing the impressive growth
record under the same policies throughout the 198cs. The star
performers of the 199os, China and India, have also practised
strategic trade to great effect. To different degrees, all of these
countries mixed targeted tariff protection, subsidies and export
promotion, in much the same way that industrialized countries
did-during their development.

The disfocation associated with trade liberalization is a far
more serious matter than neoliberals acknowledge.
Even if trade liberalization is desirable in a particular context, it
nevertheless introduces serdous short- and medium-term costs.
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.Neoliberals acknowledge these costs, but then fail to treat them
with the seriousness they deserve,

Trade liberalization necessarily involves the redeployment of
resoutces from sectors that were protected to ones that ate not.
Neoliberals undetstate tremendously the cost and time involved
in resource reallocation. In the wotld of economics textbooks, all
resources are perfectly mobile and can therefore be reallocated
without cost or delay. The reality is that resource reallocation
involves economic and human costs and time. Some physical
resources, such as a steel mill or an automobile factory, may
simply have to be abandoned because they cannot be reshaped
into facilities suitable for other uses. Workers may have to be
retrained and/or relocated to work in new industries, and this
generally cannot be accomplished quickly ot cheaply.

Once one takes into account the limited mobility of resources,
we can see that trade liberalization can have negative effects on
growth, employiment and living standards in the short- to medium-
run, Spending, output and employment may all contract if certain
factoties close immediately following trade liberalization. It is also
possible that these reductions in economic activity can have ripple
effects on other firms and the overall economic envitonment,

Neoliberals maintain that in time those who are dislocated will
find new opportunities, provided that they are flexible and mobile.
However, thete is no reason to believe that the new opportunities
cteated by trade liberalization will in any sense be bettet than
the opportunities lost, both from an individual and from a social
point of view. For example, if the steel workers who lost jobs due
to trade liberalization can only find work as janitors, this results
not only in a significant fall in their income but also means that
the resources that had been invested in forming their skills have
stopped generating any return to the society,

Apart from consideration of these shott- and medium-term
adjustment costs, there is also the problem of compensating
those groups/sectors that lose ground in the liberalized trade
environment. Most neoliberals believe that such compensation
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is likely to happen ‘naturally’, as the newly generated wealth will
eventually ‘trickle down’. And even those few neoliberals who
acknowledge that the trickle-down effect may not be sufficient
argue that some minimal and temporary compensation schemes
(e.g. minimum social safety net) may be adequate to resolve the
problem. But whete will the resources for such schemes come
from in developing countties, especially when trade liberalization
is going to reduce sharply a major source of government revenue
— that is, tariff revenue?® And how effectively can the groups that
are disenfranchised by wade liberalization mobilize politically to
demand compensaton from the government?*

Policy alternatives

In contrast to neoliberals, we do not offer a single model

of trade policy that is universally applicable to all developing
countries. However, one basic guideline for trade policy is that
it is essential to long-term development that certain industries
be protected from international trade competition.

Protective trade barriers — accorded either by tariffs or by other
measures such as quotas and subsidies to domestic firms — are
critical to industrial development in developing countries, Industrial
development and especially the promotion of advanced industries
can increase living standards and productivity over the long run
in developing countries,

Admittedly, trade protection does have short-run costs (e.g
consumers in developing countties cannot purchase cheaper ver-
sions of the same goods produced in industrialized countries).
This is especially the case for smaller countries because produc-
tion on a small scale tends to raise unit costs of production in
most industries (though some of these costs can be offset by
producing also for export markets). But the short-run costs of
trade protection must be weighed against the long-term benefits
of creating a vibrant industrial sector.
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The outcome of this cost-benefit calculus depends on a num-
ber of factors — most importantly, whethet domestic producets
in the protected industries can be induced to deliver increases.
in productivity growth, and whether the government can pro-
vide complementary suppoits for industrial development such
as education and infrastructure. And like trade liberalization, the
adoption of selective trade protection can create dislocation for
some workers and industries. The task of providing compensation
for these losses, even in the short run, must be taken seriously
both for reasons of equity and for the insttumental need to gain
broad public support for teform.

The exact form of protection pursued should depend on
country size and existing industrial capacities,

Large countries with significant existing industtial capabili-
ties (such as China, India, Brazil and Mexico) may benefit from
liberalizing trade in those industries/sectors where domestic pro-
ducers are internationally competitive. New industries, especially
those that ate deemed strategic, should be protected until they
are internationally competitive. Large developing countties ate
not terribly dependent on export success because of the size of
their domestic market. Nevertheless exports should be promoted
(though not at all costs). They not only provide foteign cutrency
earnings, which will enable the putrchase of technology from
industtialized countries, but they also expose domestic firms to
high international quality standards.

Small countries with moderate industrial bases would benefit
from more explicit efforts to link infant industry protection with
export promotion. The domestic matkets of smaller countdes are
inadequate to support a diverse range of industries. It is therefore
important that smaller countties engage in selective export promo-
tion, Export-promotion programmes may vary in content. Some
types of export promotion are permissible under current WTO
rules, For example, export subsidies ate only allowed under the
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WTO for the poorest countties, by which is meant countries with
per capita income below $1,000 (approximately). However, tariff
rebates on the inputs used for export production are still possible
under the WTO. Thus, this scheme can be more actively utilized
as a means of promoting exports (much as it was by eighteenth-
century Britain and post-World War II Korea and Taiwan).®

Business subsidies that are untelated to exports are still allowed
by the WTO. Policymakers can find creative ways to ensure that
broader business subsidies benefit export performance indirectly.
For example, governments can establish an industrial park in a
depressed region and provide the businesses that locate there
with subsidies for regional development. Some of these firms
might produce goods for the domestic market with an eye to-
watds future export success. The government trading agencies
can provide information and marketing support for exporters,
especially the smaller firms. The government can also court
export-oriented TNCs by establishing export-processing zones
(EPZs) or can provide TNCs with subsidies that are unrelated
to exports (however, see the caveats in Chapter 9.4).

Vety poor countries with little to no industrial base face the
most significant challenges, but also have the greatest latitude
within WTO rules. Vety poor countries may benefit from pro-
tection of and subsidies to more basic types of manufacturing
industries (such as textiles, food-ptocessing), as even these may
not be internationally competitive absent government protection,
Resoutces for the suppott of basic manufacturing industries can be
drawn from the revenues of primary product exports. Very poot
countries can use export subsidies under WT'O rules. Bvery effort
should therefore be made to exploit this advantage in the drive
to produce the maximum possible volume of basic manufactures
for export. Enlarging the scale of production in the export sector
has two main benefits: the country ¢arns the maximum possible
volume of foreign currency via exports; and the unit costs of
production in the export sector can be reduced. Governments
that employ this strategy, however, must also design a transi-
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tion strategy that can move the country into more sophisticated
manufactures over time.

Current WTO rules do not preclude all interventionist trade
policies, Moreover; the rules are subject to interpretation and
negotiation.

The free-trade vision of the WT'O does not serve the aspirations
of many developing countries. The governance mechanisms of the
WTO bias its decisions in favour of the industrialized countries
with regard to both agenda-setting and agreement implementation.
The WTO has also made it harder for developing countries to
use trade protections.

Nevertheless there is room for some types of trade protection under present
WTO rules. While many countries have reduced theit tariffs dramati-
cally and have established ceilings on maximum tariff rates under
their WTO obligations, these ceilings remain at non-trivial tates
of zo0—30 per cent, Tariffs of this magnitude have the capacity to
influence trade and production patterns in many industties.

There are some types of subsidies that are still permissible by
the WT'O — these subsidies are ‘non-actionable’ in the language
of the WTO. Subsidies for basic research and development
(R&DD) and subsidies to help economically disadvantaged regions
are non-actionable under the WTO. Indeed, many industrialized
countties subsidize their industries under the guise of R&D sup-
port or regional policies.

Developing countries can also impose temporary controls on
trade either at the sectoral level (say, due to a rapid influx of
imports in particular industties) or at the economy-wide level
in the event of balance-of-payments difficultics. In the case of
a2 balance-of-payments problem, the government has substantial
latitude in determining exactly what type of controls to impose
on which sectors, thus enabling them to use these controls for
broader industrial policy purposes. Of course, it should be noted
that the WTO mandates that the severity of the controls must
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be commensurate with the scale of the balance-of-payments
problem.

Finally, as in any legal framewotk, WTO rules are statements
of broad principles. As such, WT'O rules must be actively in-
terpreted through dispute settlement panels. This introduces the
possibility of collective action by developing countries {especially
with some of the largest of these taking leadership). They might
press for interpretations of WTO rules in ways that are more
beneficial to their interests. Also, the appointment of former Thai
economic ministet Mr Supachai as the new director-general of
the WTO means that the process of ‘legally interpreting’ WI'O
agreements may have, on the margin, become more favourable
to developing countties.

WTO rules are not immutable.

The WTO agreement can and should be rewritten to make it.
mote amenable to interventionist trade policies by developing
countries (see Conclusion). Here, too, collective action by devel-
oping countries would be helpful in pressing this agenda, There
are also some industrialized countries, such as France and Japan,
where free-trade ideology has far less sway than it does in the
USA and Britain. These countries might be useful allies in an
effort to rework the WTO agreement in important areas.

7.2 Industrial Policy
Terminology

Industrial policy is mote precisely termed selective industtial
policy. Selective industrial policy refers to policies that favour
the development of certain industries or sectors over others with
a view to enhancing national economic welfare in the long run
(Chang, 1994: ch.3), This may be accomplished through a range
of policies, such as trade subsidies; licenses; and the management
of credit and capital allocation, prices and investment.
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States should not shape industrial development.

As in the case of trade policy (see Chapter 7.1), governments
should not allocate resources because these decisions will be
distorted by political considerations and will induce efficiencies.
This is 2 problem in all countries, but jt is especially setious in
developing countries where state officials are more likely to be
cotrupt and/or incompetent (see also Chapter 11).

The market mechanism is capable of optimally allocating
economic resources, outside a few exceptional areas. There are
instances when markets do not allocate resources optimally — they
are called ‘market failures’. In the case of market failure, state
intervention may improve social welfare. But such market failures
are rare and mainly occur in areas like infrastructure (e.g. roads),
legal protections (e.g. contract enforcement) and scientific research,
rather than in industries.®

Selective industrial policy creates inefficiency, introduces
channels for corruption, hampers innovation, and compromises
fong-term growth and social welfare,

Matket failures rarely exist within the industrial sectot. If the state
intervenes where market failures do not exist (with price caps or
subsidies), it will distort resource allocation by interfering with
price signals. For example, subsidies to a particular industry arti-
ficially inflate profits in that industry. Consequently, entrepreneurs
shift out of other industries into the subsidized industry. The total
output of the subsidized industry will rise, even though there is
no increase in the level of consumer demand for the products
of that industry. (This argument is analogous to that advanced
against trade protection; see Chapter 7.1.)

Selective industrial policy also hampers innovation — that is, the
generation of new products, production processes or managerial
techniques. Entreprencurs will be discouraged from innovating if
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the government prosctibes their behaviour and/or eliminates the
rewards for taking risks. Indeed, the long-term economic costs
of diminished innovation may overshadow even the short-tetm
inefficiencies associated with selective industrial policy.

Finally, selective industrial policy creates political problems.
Selective industrial policy requires a bureaucracy to administer
it. An empowered bureauctacy can be a drag on growth for a
number of teasons. Bureaucrats can make it difficult to conduct
business in an efficient manner because they create costly and
time-consuming regulations, partly to justify their jobs but also
to create more power to extract bribes. In such an environment,
the private sector must devote considerable resources to lobby-
-ing, which diverts talents from more ‘productive’ activities like
R&D.

The experience of developing countries demonstrates that
selective industrial policies do not work and are economically
harmful,

During the 1950519705, many developing countries implemented
selective industrial policies as part of their failed ISI programmes,
Rapid industrialization was seen as a key to state-building and mod-
ernization. In many cases, the legacy of colonialism also fuelled
the desire to develop a strong, independent industrial sector.
The economic theories of the ascendant Structuralist school in
Latin America and the ‘Big Push model’ associated with econo-
mists Paul Rosenstein-Rodan, Ragnar Nutkse and Tibor Scitovsky
provided the intellectual foundation for ISI programmes and the
selective industrial policies that were associated with them. The
Structuralist school was led by Raul Prebisch, the former gov-
ernor of Argentina’s central bank and the director of the UN’
Economic Commission for Latin America (ECLA).
Structuralism argued that developing countries could not de-
velop an industrial base without trade protection and selective
industrial policy. At the same time, the Big Push model argued
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if the state promoted related industties simultaneously. Without
this coordinated effort, domestic industries would have neither
sufficient demand for their products nor sufficient supplies of
the inputs that are necessary for the production process.

Many governments in the developing world adopted the com-
plementary ideas of Structuralism and Big Push models between
the 1950s and the 1970s (and in some cases into the 1980s). This
resulted in the widespread adoption of selective industrial policies.
For example, in India, Prime Minister Nehru’s regime pursued an
aggressive programme that sought to accelerate industrial devel-
opment in the long run by forcing resources into industties that
produced capital goods.

Such policies were unmitigated failures. These programmes
failed to achieve their most basic objective of promoting sustained
industrialization and ending the dependence on industrialized
countries. These programmes also required so much foreign bot-
rowing that they led to the debt crisis of the 1980s.

Industrial policy — if used — must be general.

As in the case of trade protection, developing countties should
employ only general — rather than selective — industrial policy
{see Chapter 7.1). General industtial policy means that govern-
ments should intervene in ways that do not favour any single
industty. Examples include the provision of basic education and
infrastructure and support for broad R&D.

While competition policy is a legitimate component of general
industtial policy, it should be very carefully deployed. Competition
policy involves anti-trust legislation (that prevents abuses by
monopolistic firms) and the creation of regulatory bodies. Given
that these regulatory bodies are apt to be corrupted by lobbying
(‘regulatory capture’), it is vital to create politically independent
regulatory agencies that operate with little discretion, if competi-
tion policy is to succeed (see also Chapter 11).
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Rejection of the neoliberal view

There are many economic theories that provide a rationale for
selective industrial policy.

The rejection of selective industrial policy by neoliberals follows
ditectly from their theory of international trade and their under-
standing of states and markets (see Chapters 7.1, 1 and 6). Once
we move beyond these incomplete and biased understandings we
find that there are many sound theoretical reasons for selective
industrial policy.

There is a large body of economic theory and empirical research
that demonstrates that market actors tend to underestimate the
long-term gains of particular activides, such as R&D (see Chapters
9 and 10). Thus it is often necessary to offer government support
for activities that both take a long time to bear fruit and are of
national impostance,

Research has also shown that matkets are not always able to
value externalities appropriately. (See note 6 for a definition and
discussion of externalides.) For example, industry-specific R&D
may positively influence technological development in a broad
range of industries. In such circumstances, government support
for specific, and not just ‘basic’, R&D is appropriate,

In keeping with the Big Push theory, markets are not always
adequate to the task of cootdinating large, interdependent deci-
sions. Governments can therefore play an important role in co-
ordinating complementary investment decisions. At the same time,
it is also true that markets often fail to coordinate competing
investment decisions. This kind of coordination failure can lead
to duplicative investments or overcapacity, and hence falling prices
for the oversupplied good (Chang 2001). The consequences of
duplicative investments cannot always be overcome quickly or
easily as, for example, steel mills cannot readily be transformed
into textile mills. The state can play an important role in prevent-
ing excessive duplication of investment.
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The track record of selective industrial policies in both
industrialized and developing countries is far more impressive
than neoliberals are wont to acknowledge.

The successful use of selective industrial policy in the East Asian
countries such as Japan, South Korea and Taiwan is well known
(on Japan, see Johnson 1982; on Korea, sce Amsden 1989; on
Taiwan, see Wade 1990). In these countries, governments used 2
judicious mix of state intervention and'market incentives (especially
in relation to export markets) to promote a range of domestic
industries. Governments also used a host of policy measures to
modernize the industrial structure and increase productivity. These
included: infant industry protections; export and other business
subsidies; directed credit (in which state-controlled banks provided
subsidized credit to designated industties); indicative investment
planning;’ regulation and coordination of industrial investment;
and both targeted and general support for R&D and training, The
world-class automobile, steel and electronics industries in Japan
and Kotea, and electronics and chemicals in Taiwan, would not
have developed without industial policy.

Moreover, the success of selective industrial policy is not
confined to Bast Asia, Other developing countries also used the
policy with success. The Brazilian aerospace industry is the most
notable example. During the post-World War II petiod, a number
of European countries, notably France, Austtia, Norway and
Finland, aggressively used selective industrial policy (Chang 1994:
ch. 3). These countties used indicative investment planning, state
control over finance, state-owned enterprises, various trade control
measutes, and industrial subsidies to modernize their industries and
compete with and eventually surpass countties like the UK.

Finally, it bears mentioning that industrial policies in East
Asia and Europe were never anti-market. Their industrial policies
involved the selective control of market forces. The control of
market forces was designed to enhance the ability of national
firms to compete in the world market,
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tmplementation problems are largely responsible for the failure
of selective industrial policies in some countries.

Selective industrial policies have not succeeded everywhere. Nearly
all of the instances of policy fatlute are marked by the absence
of approptiate mechanisms of accountability, performance review
and oversight. Failute has occurred when the government has
granted trade protection and/or subsidies to certain industties
without monitoring performance and without tying support to
petformance guidelines. In these contexts, selective industrial
policy usually did not lead to enhanced performance.

Successful experiences with selective industrial policy are very
much tied to the government’s commitment to monitoring and
performance targets (Amsden 1989; Johnson 1982). For example,
in Korea and Japan firms had to ptove that they were using state
support to increase productivity and/or exports. If they failed
to do so, they were penalized through the withdrawal of state
supportt in subsequent pericds.

The importance of competent, committed civil servants to the
success of selective industrial policy programmes is a concern for
developing countries. Surely a government’s ability to monitor
and discipline the recipients of support depends on the ability of
civil servants to carry out the government’s vision. Some analysts
have suggested that this level of state autonomy and capacity can
exist only when dictators are in power. The experiences of South
Korea and Taiwan ate frequently invoked in this regard. But the
positive experience of many democratic countties with selective
industrial policy suggests that dictatorships are not a prerequisite
for public employee competence and policy success. Japan, France,
Austria, Norway and Finland are democratic countries that have
used selective industrial policy effectively.

Other analysts have suggested that competent, honest govern- -
ment officials are a product of a country’s unique history. But this
is not always the case. Some countries created a competent cadre
of civil servants through political, economic and administrative
reforms. For example, prior to World War II French civil servants
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were highly conservative and strongly averse to intervention. But
after World War II the views of the government on intetvention
changed dramatically. The act of implementing interventionist
policies transformed the French civil service — indeed, it quickly
became among the most dynamic and forwatd-looking in the
wotld (Cohen 1977). Until the 19505, Korean civil servants were
considered to be highly corrupt and incompetent (Chang 1994:
ch. 4). This, too, changed rather quickly as the economic policy
regime changed (see Chapter 5).5

The neoliberal argument that only general industrial policies
should be pursued is rather difficuit to understand since very
few industrial policy measures are truly general.

Beyond support for primaty and lower-secondary education it
is difficult to imagine what kinds of policy intervendens would
not benefit one type of industty over another. For example,
support for R&D will be of greater benefit to high-technology -
industries than to the textile industry. Alternatively, government
support for programmes to train skilled workers must be oriented
towards some industries over others. It is difficult to imagine
a general engineering training programme that is not targeted
towards producing some specific type of engineer (e.g. chemical
over electrical engineers).

Policy alternatives

As with trade policy, there is no single template for selective
industrial policy across developing countries.

There are many paths to industrialization. There is the option
of building a broad industrial base on the basis of strong infant
industry } protectton with the help of an L aggressive export strategy.
This was the path to industrialization taken by Japan and South
Korea, In countries that are well endowed with natural resources it
may be appropriate to build an industtial base that has close links

to the resource base. This was the path taken by the Scandinavian
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countries. In othet countries, industrialization may be accomplished
by strategically attracting TNCs in technologically dynamic indus-
tries (see Chapters 8.2 and 9.4). The industrialization strategy of
Singapore and Ireland relied on this approach.

The first step in the design of a selective industrial policy is
the design of an overall 'development vision' for the country.

It is critical that policymakers catrefully identify their countty’s
endowments of natural and human resources and competen-
cies (e.g. the strengths of the country’s producers), and examine
conditions in international and tegional markets. These factors
should figute prominently in the design of a development vision
for their country.

The design of a development vision may be facilitated by
thinking in tettns of the models of industrialization used by eatly
success stories, For instance, policymakers could think in terms
of an ‘American’, ‘Scandinavian’, ‘German’, ‘Japanese/Korean’ or
‘Singaporean’ model of industtialization. Needless to say, these
models should be considered heuristic devices only. We are not
implying that an impotted model should be blindly followed.

At carly stages of development all developing countries have
(relative) strengths in natural-resource-related activities. For ex-
ample, the largest export item of nototiously tesponse-poor Korea
in the 1950s was tungsten ore. However, manufacturing capabili-
ties can be built even in areas with no obvious ‘natural’ linkages
— after all, Korea does not produce iron ore or coking coal, two
key inputs into steel-making, But the country has nevertheless
developed one of the world’s most efficient steel industries.

Once an industrial strategy has been developed, the second
step is to design policies in other areas that will facilitate the
industrial policy.

It is essential that macroeconomic and financial policies encourage
investment (see Chaptets 10, 11). This is key to industrial upgrading
and long-term competitiveness. Education, infrastructure, public
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. investment and technology policy must also suppott industrial
policy (on public investment, see Chapter 11.3). If, for example,
policymakers want to develop an electronics industry, resources will
have to be channelled to departments of electronic engineering at
universities, while there should also be investments in electricity
and telecommunications networks.

The third step involves design of clear performance targets and
incentives to fulfil these targets. This requires building requisite
implementation capabilities — both human and institutional.

It is important to design industrdal policy in such a way that the
possibility of implementation failure is minimized. Clear perform-
ance targets are essential in this regard.

The design of appropriate performance targets will depend on
the particular industry involved. In countries like Japan, Korea and
Taiwan, targets typically focused on export growth, increases in
local content and R&D capabilities, and increases in the ability
to withstand import competition. It is widely agreed that export-
based performance tatgets have the advantage of providing easily
verifiable and relatively objective performance criteria, although
they should not be the only criterion. Also, performance targets
must be set realistically. This necessitates dialogue between firms,
industries and government. Care must be taken, however, to avoid
establishing targets that are too low, which is likely to happen if
the private sector has its own way.

The design and monitoring of performance targets requite a
competent civil service, something that is not readily available
in many developing countties, The quality of the civil service
in developing countties can be enhanced through otganizational
reform and through enhanced employee skills. In this connec-
tion it is important to note that this does not necessarily imply
that better-educated economists must be hired. The civil servants
who defily managed industrial policy in East Asia were mostly
lawyers (in Japan and, to a lesser extent, in Korea) and engineers
(in Taiwan and China). '
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Rewards and penalties must be tied to performance targets.
This can introduce political problems and lobbying, especially
where penalties for failing to meet targets are involved. But the
expetience of a numbet of countties (some with democratic and
some with dictatorial regimes) shows that these political pressures
can be overcome. What is requited is a programme to forge
consensus on a long-term developmental strategy that includes
industrial policy as one of its components.

Notes

1. In the academic literatute, the terms ‘openness’ or ‘outward orienta-
tion’ are mote frequently used than the terms ‘free trade’ or ‘less
restricted trade’, We use these terms interchangeably.

2. In their influential 1970 book, long regarded as the seminal neo-
liberal work on trade policy in developing countries, Little, Scott
and Scitovsky argue that the justifiable tariff rate is near zero for
the mote advanced developing countties, and is at most zo per cent
for even the poorest developing countries (1g70: 159).

3. Because tariffs are easy to collect, developing country governments
with weak tax administtation tend to rely more heavily on tariff
revenue than the governments of more developed countries with
better tax administration (see Chapter 11.3).

4. Disenfranchised corn growers in Mexico have been unable to press
the government to compensate them for the significant losses they
have experienced thanks to opening the Mexican market to corn
exports from the USA under the provisions of the NAFTA. As a
result, the NAFTA has meant a serious decline in the standard of
living of small farmers in Mexico.

5. However, this tool is effective only where there is a substantial tariff
on the input concerned.

6. Two classes of market failure are most frequently mentioned. They
are public goods and externalities. Public goods are so named be-
cause once they are provided they have to be made available to the
entire public, and not just to those individuals who have paid for
them. This is because you cannot exclude people from enjoying the
benefits of public goods. For example, you cannot devise 2 national
defence system that allows an invading army to occupy only the
houses of individuals who have failed to pay for national defence.
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Knowing this, individuals would not purchase 2 national defence
system if it were offered through a matket, even if they wanted a
defence system. For this reason, govetnments provide the public
good of national defence. Externalities are the effects of a patticular
activity on parties that are not involved in it. Scientific research, for
example, benefits those who have not paid for it by expanding the
available pool of knowledge. It is therefore in society’s interest for
the government to stimulate more scientific research than might be
generated by market incentives alone,

Indicative investment planning refers to the practice wherein the
government ‘indicates’ where it wants to encourage investment
through a well-publicized plan. The plan is not ‘mandatory’ in the
sense of Soviet-style planning, But the plan has the effect of chan-
nelling investment into areas of government priority, because the
government encoutages this through subsidies and other supports
and because this exercise provides “focal points’ around which private
investors coordinate complementary activities.

Of course, the quality of the civil service is not the only factor that
determines the success of a country’s industrial policy. Another key
factor is the coherence of the govetnment’s overall development
plan, of which selective industrial policy is just one component. For
example, without substantial capital controls and a certain degree of
financial regulation, selective industrial policy is untikely to succeed
(see Chapters g, 10).
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Privatization and
Intellectual Property Rights

8.1 Privatization

Terminoiogy

Neoliberals promote a policy of privatization, a policy that in-
volves moving resources and enterptises from public to private
ownetship. This ttansfer in ownership is accomplished through
the sale of assets formerly held by the state. In some cases, sales
take place through capital markets, such that private investors
purchase shates of former state-owned entetprises (SOEs). In
other cases, SOEs are simply sold intact to private bidders. In
some former socialist countries, ptivatization was accomplished
through ‘vouchers’. All citizens were given a certain number of
shares in all major SOEs; these shares could then be freely traded
on capital markets. Voucher privatization enabled new post-socialist
governments to ptivatize rapidly.

The neoliberal view

SOEs suffer from chronic inefficiencies, waste and
mismanagement.

SOEs suffer from chronic problems of inefficiency, waste and
mismanagement because of peculiarities in their ownership, manage-
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_ment, incentive and market structures. The managets of SOEs do
not own the enterprises they run. As mete ‘hired hands’, SOE
managers have no incentive to run efficient enterprises and even
less of an incentive to improve their efficiency.

Privately owned firms are not immune from the ‘hired hands
problem’ since managers of these firms rarely own them, But the
problem is far less serious in the private sector because manage-
ment performance is monitored by shareholdets and checked by
market incentives and competition. Stock options, which give
managers an ownership stake in the firms they run, also strengthen
the incentive for them to perform well. In addition, the liquidity
of capital markets gives shareholders the ability to penalize firms
for poor performance by selling their stockholdings. The threat
that sharcholders will sell shares of underperforming firms serves
to discipline firm managers.

There is also the potential for underperforming firms in the
ptivate sector to be bought by other firms (by virtue of what
is termed the takeover mechanism). This may occur because the
stock prices of underperforming firms fall when shareholders sell
their holdings. In this instance, the underperforming management
team may lose their posts once the firm is purchased. The threat
of job loss is another source of management discipline. Finally,
firms in the private sector must compete for market share. This,
too, encourages management to do their jobs effectively.

By contrast, managers in SOEs face none of these pressutes.
‘There ate no teal sharcholders in SOEs as they rarely even have
shares (because, in technical terms, they are not incotpotated). Even
in those few cases where SOEs do have shares, they ate usually
not traded on the stock market. Thus, the threat of sharcholder
exit cannot be brought to bear on SOE management. Of course,
technically, the general public is a kind of shareholder in SOEs
because they elect the government that appoints SOE management.
But such indirect channels exest little pressure on management.

Many SOEs are monopolies within a particular sector, some-
times by law. This status exacerbates the tendency of SOEs
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to ptoduce shoddy products and maintain high prices and low
standards of setvice.!

Large SOE sectors have taken a toll on developing economies.

Operating SOEs is a costly endeavour, one that wastes scarce
budgetary resources. These costs contribute to budget imbalance
and inflation in developing countties (see Chapter 11.3). Indeed,
the government bottowing that was necessary to sustain SOEs in
many countties conttibuted to the debt crisis of the 1g80s.

The case against SOEs is also suppotted by numerous case
studies. For example, 2 key report on SOEs by the World Bank
opens with several striking facts. The teport states that in Tanzania,
central government subsidies to SOEs respectively account for 72
and 150 pet cent of central government spending on education
and health. In Indonesia, government factories discharge about five
times as much water pollution per unit of output as do private
factories of the same size and age that are engaged in the same
activity, In Egypt, Peru, Senegal and Turkey, a mere 5 per cent
reduction in SOE operating costs would reduce the fiscal deficit
by about one-third (Wotld Bank 1995: 1—-2).

Many statistical studies show that the relative size of a countty’s
SOE sector is negatively correlated with economic growth. These
studies imply that the larger the SOE sectot, the more inefficient
is the economy. Consequently, economies with large SOE sectors
grow more slowly.

Recently, most developing countries have come to embrace
the virtues of private enterprise and have privatized many
SOEs.

In the eatly days of the post-colonial petiod, leadets of newly
sovereign natons believed that SOEs would play a leading role
in economic independence and modernization. In this context,
many countties confiscated and nationalized enterprises owned by
formet colonial powers and also established numerous SOEs.
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Since the 1980s, policymakers in many developing countries
have tecognized the failings of SOEs, and accordingly have pri-
vatized aggressively, By the late 1980s, new post-socialist leaders
embraced privatization.

Rejection of the neoliberal view

There are many reasons to question the neoliberal view that
SOE managers necessarily perform poorly relative to their
private-sector counterparts,

Neoliberal claims about the supetiority of the incentive, reward and
monitoring practices in the private sector are unsupportable.

Research shows that managers in ptivate firms are often driven
to maximize their firm’s current stock price (at any cost); especially
if they are compensated with stock options. But this management
objective may not serve the long-term interests of the firm or of
the broader economy (see also Chaptets 4, 9.3 and 10).

In their embrace of the takeover mechanism, neoliberals ignore
the fact that takeovers are rare outside of the USA and the UK.
In a great many countries, takeovers ate either banned by law or
are rare because of social custom. Moreover, takeovers do not
necessarily encourage sound management in the private sectot.
Many studies find that the threat of takeovers is another reason
why managers in the USA and UK focus excessively on current
stock prices. These same studies find that when takeovers do
occur, the new firm that is created rarely performs better than
the old firm in regard to profitability and efficiency.

Additionally, it is rarely possible for numerous, dispetsed shate-
holders to monitor management performance in the private firms
in which they hold relatively small stakes. ‘There is a kind of public
good problem here: although all shareholders can collectively benefit
from improved managetial performance, no individual shareholder
has sufficient incentive to monitor and discipline management on
het/his own (see Chapter 7 note 6 on public goods).
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In fact, it may be easier to monitor SOEs as compared to
firms in the private sector. On the one hand, the public — being
made up of taxpayers whose contributions will be squandered if
SOE:s are inefficiently managed — has at least as great an incen-
tive to discipline errant SOE managers as do shateholders in the
private sector. On the other hand, the centralized structure in
which SOEs operate makes monitoring them easier. In the SOE
sector a few agencies (such as a public entetprise agency or a
public holding company) are responsible for SOE performance.
It may therefore be easier for a centralized agency to monitor
management performance than for numerous, dispersed share-
holders to do so.

Some SOEs do face competition in product markets.

Neoliberals often claim that SOEs are inefficient because they
operate as monopolies, and therefore do not face competition in
product matkets. But not all SOEs occupy this position. In many
countries, SOEs compete vigorously with private-sector firms.?
For example, in France the auto manufacturer Renault, which was
nationalized following the end of World War II and remained an
SOE until 1996, faced direct competition from the private firm
Peugeot as well as from foreign producers.’

To be sutre, some SOEs are statutory monopolies, But even
SOEs of this sort face competition from private-sector firms that
provide partly substitutable products and services. For example,
during the 1980s the state-owned railway company of Britain faced
rather intense competition from privately owned bus companies
in some segments of their matket. During the late 1980s and the
eatly 19908, South Korea had two state-owned telephone compa-
nies that engaged in vigorous competition with one another.

Empirical evidence does not support the claim that SOEs
undermine growth.

Neoliberals frequently draw reference to anecdotal and statistical
studies that show that the presence of SOEs hampers economic
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.growth. But empirical evidence does not bear this out.

A number of economies with large SOE sectors have per-
formed very well during the post-World War II period. In France,
Austria, Finland, Norway and Italy, 2 dynamic SOE sector played
a key role in industrial development. The SOE sector in these
countries has been among the latgest in the industrialized wotld.
And while correlation most definitely does not prove causation, it
is nevertheless intetesting to note that these economies all grew
impressively for many decades after World War 1. Between the
r9s5os and the 1980s, Austria enjoyed a 3.9 per cent annual rate of
growth in per capita income, which placed it second among the
sixteen large advanced economies. Italy came in at fourth place
with annual growth of 3.7 per cent; Finland was fifth (3.6 per
cent), Norway was sixth (3.4 per cent), and France was seventh
(3.2 per cent).}

Some of the most successful economies in Hast Asia also had
large SOE sectors. The most important example in this regard is
Taiwan, a country that has had one of the largest SOE sectors
in the developing world (outside of the oil-producing countries).®
Taiwan has been the fastest growing economy in the world duting
the post-Wotld War II period. This impressive performance was
sutely not solely caused by SOEs, but it does seem that a large
SOE sector did not cause the country to perform pootly (as
neoliberals would have it). Singapore and South Korea also had
large SOE sectors (indeed, Korea’s was comparable in relative size
to that of India). These countties were star growth performets
despite the presence of large SOE sectors. Notably, the Kotean
SOE that produces steel, POSCO, became the most efficient pro-
ducer in the wortld barely ten years after the firm was established
in the eatly 1970s.°

In Africa, the SOE sector plays almost as large a role in mar-
ket-otiented and successful economies such as Ivory Coast and
Kenya as in socialist Tanzania. Overall, the successful economies
in Asia have larger SOE sectors than do the economies in Latin
Ametica that ate relatively weak performers.
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In sum: it has proven nearly impossible to establish an unam-
biguous causal empitical link between the size of the SOE sector
and economic growth. We can safely say, however, that there is
no evidence that a large SOE sector necessarily causes countries
to petform pootly.

Case studies that try to compatre the performance of SOEs
and ptivate enterptises operating under similar conditions (e.g.
similar industries, similat firm sizes) are also inconclusive. These
studies tend to concentrate on countries with pootly performing
SOEs. This method of case selection does not provide us with
a full picture of SOE performance.

An SOE sector has a place in all economies.

There are some tesources that should a/ways be in the public
domain and should tremain under national control. Products and
services that are essential to human life (such as water, utilities,
sanitation, basic education and communications) and critical natural
resources should always be under the control of the government.
The privatization of water systems in the developing world is an
unmitigated disaster for the vast majority of the population in
these countties.

SOE:s are often the best way to deal with what are called natural
monopolies. Natural monopolies occur where the required scale of
investment is so large that it only makes economic sense for one
firm to operate in a particular market. Utilities (such as electricity
distribution) are an example of a natural monopoly.

Even in industries without a natural monopoly, SOEs are
often the only organizations capable of undertaking large-scale
projects because of their cost and managerial prerequisites. This
is particularly the case in many developing countries where finan-
cial resources are scarce and where entrepreneurs in the private
sector can sometimes be extremely risk-averse. This was the
situation in France, Austria and Taiwan ptior to the creation of
large SOE sectors, Prior to World War 11, private businesspeople -
in these countries were particularly risk-averse. But following
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the nationalization of many key industries after Wotld War 11,
governments in these countries installed dynamic and forward-
looking managers in SOHs. These SOEs played a central role in
industrial modernization.

SOEs are often better able to take externalities into account,
as they can look beyond financial profitability (see Chapter 7
note 6 on externalities). In some cases, it may be easier for the
government to ensure that SOEs address social objectives (such
as regional income disparities) because of theit influence over
SOE management.

Privatization is certainly appropriate in some contexts, but the
implementation process can be costly and difficult to manage.

There are several factors that policymakers should consider when
designing privatization programmes (where such programmes are
appropriate). It is often the case that govetnments seck to sell
the least profitable SOE, while the private sector seeks to put-
chase the most profitable. In order to create interest in a pootly
-petforming SOE, the government often has to invest heavily in
it. If these efforts are successful, there is the question of why
the SOE should then be sold.

It is often the case that it costs quite a bit of money and
time to sell an SOE on the stock martket. The valuation of an
SOE and the flotation of its shates on the stock market can be
a significant burden on the resources of the government. This
matter is patticularly complicated when the country does not have
a well-functioning stock market (in which case shares have to be
listed on overseas markets). Moreover, foreign ownership of certain
domestic fresources can be a problem in its own right.

Many governments inaugurate privatization as a means of rais-
ing revenue. But studies show that privatization is not the boon
to government budgets that is often thought (see Chapter 11.3).
SOEs are frequently sold for bargain prices to foreign investots
ot domestic ‘insiders’. These deals have sometimes been accom-
panied by a fair bit of corruption.
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Policy alternatives

Governments should consider carefully the economic rationale
for privatization.

Many SOEs in developing countries are performing well. These
should not be privatized. Many governments have engaged in
ptivatization to signal their commitment to broader market reform
ot to address short- or medium-term budgetary shortfalls. The
former goal can be accomplished through other means, and in any
case is of questionable legitimacy. Some countries have proven
quite adept at attracting foreign investment despite the presence
of large SOE sectors. The latter goal of addressing budgetary
gaps can be accomplished more effectively through fiscal reform
(see Chapter 11.3).

Governments should also consider the costs of privatization,

As argued above, it can be expensive to initiate privatization
programmes. There is also the matter of distributional, political
and social costs, especially as concerns vulnerable groups within
society. At the very least, these costs suggest that the government
is obligated to make significant transfers to economically vulner-
able groups that are harmed by privatization, A full assessment of
the costs of privatization may lead many governments to pursue
this reform with far less vigour,

There are many ways to improve the performance of SOEs
without privatization.

The first involves what can be called organizational reform, Very
often SOEs are charged with serving too many objectives (e.g
social goals, industtialization and the provision of basic serv-
ices), and the relative importance of each goal is unclear. These
ambiguities can cause management to lose focus, and efficiency
suffers accotdingly. The solution is obvious: governments should
clarify the mandate of particular SOEs and hold management
accountable to well-defined mandates.
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Another impottant element of organizational reform involves
improving the quality of information and monitoting of SOE
performance. In many countries, the agencies that supervise SOEs
lack the information and skills to monitor SOE performance
(e.g in some countries SOEs don’t even produce balance sheets).
Improving the flow of information and supervisory competence
is a critical objective of SOE reform.

There is also the need for some reform of the incentive and
monitoring system within which SOEs operate. A system of
clear incentives should be designed that rewards managers and
employees for improvements in efficiency, productivity and con-
sumer satisfaction. The establishment of a single and competently
staffed agency that is dedicated to SOE supervision could also
improve monitoring, On paper, many SOEs today are monitored
by multiple agencies. In practice, this can mean that they are super-
vised by no agency. Consolidation of monitoring responsibility
could increase its efficiency and could also make it clear whete
blame lies when monitoring turns out to be inadequate. The same
point could pertain to SOEs themselves. There are cases where
petformance could be improved through the consolidatdon of
duplicative SOE:s.

Some types of competition may prove beneficial to SOE pet-
formance. In particular, some SOEs have performed well when
related (though not duplicative) competitors have been ptivatized.
As in the case of the Korean telecommunications industry (see
above), competition between SOEs can also be beneficial.

In some contexts, political reform may be the best way to
improve SOE performance. In some countrics, SOEs are used
to create employment and income in particular tegions or for
certain groups. For example, SOEs are used to promote employ-
ment in poor regions of Southern Italy, and were used to create
employment for white South Africans during apartheid. SOEs are
not the best means to address problems that requite a political
solution. In the case of Southern Italy, for example, mechanisms
that transfer wealth from the Notrth to the South of the country
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could be a more effective and approptiate means for addressing
underdevelopment in the South.

8.2 Intellectual Property Rights

Terminology

Intellectual property rights (IPRs) are rights over ideas. They are
codified in patents, copyrights and trademarks,

The neoliberal view

IPRs are essential to investment and growth.

IPRs ate just like other types of property rights. Absent the
protection of IPRs, there will be no incentive for investors to
risk their resources in the generation of new ideas or new prod-
ucts. For example, a pharmaceuticals company will only have an
incentive to invest in the development of new medicines if it
enjoys the sole right to the profits on sales of the new medicine.
Likewise, consumers will be unwilling to pay a premium price for
Nike products if the company’s trademark were not protected.
Without trademark protection, consumers could not be certain
if they were purchasing counterfeit goods.

Patents and other TPRs were critical to innovation and invest-
ment in industrialized countries during their development. Patent
laws were implemented in the eighteenth-century USA, Britain and
France precisely because governments recognized the importance
of this protection to the generation of new knowledge, inven-
tions and technological progress. For these same teasons, virtu-
ally all other European and North American countries adopted
patent laws by the mid-nineteenth century. As the US National
Law Center for Inter-American Free Trade put it: ‘[t]he historical
record in the industrialized countties, which began as develop-
ing countries, demonstrates that [IPR] protection has been one
of the most powerful instruments for economic development,
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.export growth, and the diffusion of new technologies, art and
culture’ (1997: 1),

The WTO has strengthened the protection of PRs. Contrary
to a popular view, this will benefit the developing countries.

Until quite recently, developing countties toutinely ignored patents
and other IPRs, despite national laws governing these mattets.
For example, Indian drug companies. produced cheap copies of
Western drugs that were immensely expensive to develop initially.
Korean firms produced counterfeit luxury goods, such as Gueci
bags, and thereby helped to devalue the status of their brands.

Today, developing countries must protect JPRs to the degtee
that they are protected in industrialized countries. Thanks to the
trade-related intellectual property rights (TRIPS) agreement of
the WTI'O, many countries must extend patents to formetly un-
protected areas, such as pharmaceutical products (as opposed to
pharmaceutical processes, which were already protected in many
developing countries). Under the TRIPS agreement, many devel-
oping countries are required to extend patent life to twenty yeats.
The TRIPS agreement allows countries that have been harmed by
IPR violations to impose trade sanctions on violating countries,

The opposition of many governments in the developing world
to the TRIPS agreement is short-sighted. True, developing coun-
tries now have to pay substantial royalties to obtain patent licences,
but the numerous medium- to long-run benefits that accrue from
IPR protection far outweigh the economic costs of TRIPS pay-
ments. First, protection of IPRs encourages innovaton and foreign
investment. Second, enforcement of TRIPS makes it easier for
developing countries to gain access to advanced technologies and
products. This is because inventors and investors will no longer
fear that they will be denied their rightful profits because of
TIPR violations. Third, firms in industrialized countries will be
more willing to create products and technologies specifically for
developing countries (such as medicines to fight tropical diseases)
now that they no longer fear IPR violations.
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Rejection of the neoiiberal view

The protection of private IPRs is not a prerequisite for the
generation of new knowledge in all circumstances.

Before turning to other matters, we consider first the exact mean-
ing and implication of IPRs in the neoliberal view, For neoliberals,
only private actots are to enjoy IPRs. In other words, neoliberals
argue that individuals or cotporations as legal persons should
be granted property rights over ideas. They argue that there will
be no incentive for innovation, investment and technological
progsess absent the possibility that monetary profits will accrue
to individuals or firms. Left out of the neoliberal notion of
IPRs is the possibility that ‘social profit’ or social welfare can
serve as an incentive for innovation, or that government should
possess IPRs,

There are many cases where ideas have been generated without
monetary gain in mind, In such circumstances, we might consider
the idea of public or communal property rights. One example of
this type of public property tight occurs in the open software
programs (sometimes called fteeware) that are available on the
Internet. The principles behind open software are straightforward:
it is shared freely with the public at no charge; users can improve
upon it; and users are expected to share the improved software
with the public. The only proviso is that no one can exploit the
software for commercial gain. From a neoliberal perspective, open
software is illogical in so far as it involves a significant investment
of ideas for reasons other than monetary gain,

In this connection, it is interesting to note that many prominent
nineteenth-century thinkers made a case for the public ownership
of ideas. Thomas Jefferson, the first Secretary of State of the
USA and the country’s third President, argued that ideas were
‘like air’ and should not be owned by individuals.” Many of the
same nineteenth-century economists that advocated free trade also
- advocated the elimination of patents because they were thought
to create a type of monopoly.
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Contrary to the view of many neoliberals, we find that the
monetary reward conferred by IPRs is not the only motivation
behind the pursuit of knowledge and innovation. There are indi-
viduals who pursue knowledge for its own sake or for the public
good. This point is made forcefully in a recently published open
letter on TRIPS that was signed by thirteen eminent scientists, all
fellows of the Royal Society of Britain. They wrote: ‘Patents are
only one means for promoting discovery and invention. Scientific
curiosity, coupled with the desire to benefit humanity, has been
of far greater importance throughout history’ (Finandial Times, 14
February 2001 20).

Neoliberals fail to acknowledge that in a great many industties
private IPRs are not essential to the creation of new knowledge. In
many industries, new technology cannot easily be replicated. This
means that the innovator has something quite close to 2 monopoly
on the new technology. It was on this basis that economist (and
former Austrian finance minister) Joseph Schumpeter elaborated
his theory of innovation. He argued that capitalist systems ptro-
vide incentives for innovation because individuals can reap the
rewards of innovation during a period of monopoly. Schumpeter
did not envision a need for patents to create a petiod wherein
the inventor holds a2 monopoly.

There is a case for some type of patent protection in cases whete
it is easy to replicate an innovator’s technology. The chemical,
pharmaceutical and software industries are examples of industries
where replication of new technologies can be faitly easy. For this
reason, these industries are among the most aggressive defenders
of patentee rights. But protection of some patentee rights does
not mean that the sweguivocal protection that firms demand under
the TRIPS agreement is appropriate.

Patents are sometimes of dubious use or legitimacy.
Many critics of the patent system argue that it encourages a

‘winner-takes-all’ mentality that leaves competitors racing for the
next big find in some area. In this type of race, there is necessarily
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a good deal of duplicative effort and investment. This duplication
of effort represents a waste of resoutces. Resources are wasted as
well in efforts to sidestep existing patents in lieu of creating genu-
inely new knowledge. Critics of patents also argue that the patent
system is inconsistent with the cumulative, interactive nature of
technological progress. On this point, a group of ctitics observed
that the ‘strong protection of a key innovation may preclude the
competitors from making socially useful innovation’ (Levin et al.
1987: 788). Finally, critics have questioned the practice of granting
all inventions an equal length of protection, and one that lasts as
long as seventeen to twenty years in most countries.

‘Today, increasing attention is given to the problem of grant-
ing patents to certain inventions that tely upon ideas that are
generated in publicly funded research activities, The story of the
anti-AlDs drug, AZT, illustrates this problem (Palast 2000). AZT
was invented in 1964 by a US researcher who was funded by a
grant from the government’s National Institute of Health (NIH).
The UK pharmaceuticals company Glaxo then purchased the drug
for use as a medication for pet cats. When the AIDS epidemic
emerged, the NIH conducted tesearch that demonstrated the
usefuiness of AZT on the HIV virus. Over the strenuous objec-
tions of the NIH, Glaxo lost no time in applying for a patent on
AZT. Today, Glaxzo reaps huge profits on AZT sales.

A final concern with patents is that they may now be hindet-
ing the advancement of knowledge. As increasingly minute pieces
of knowledge become suitable for patent (say, down to the gene
level), there is the risk that the pace of scientific progress will
be slowed for administrative and financial reasons. The case of
what is called golden rice (rice that has betacarotene inserted into
it through genetic engineering) illuminates this dilemma. Golden
rice has the potential to offer nutritional benefits to millions of
people in the world. The two researchers that pioneered golden
rice technology reported that they sold it to a TNC because of the
difficulties involved in negotiating for the estimated 70—105 patents
necessary for further development of the rice technology.?
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Patents were not important to the development of
industrialized countries.

“The historical record reveals that industrialized countries did not
recognize or enforce patents until after the process of industtializa-
tion was complete. Switzerland introduced a patent law that pro-
tected mechanical inventions in 1888, but a comprehensive patent
law was introduced only in 1907 (Schiff 1971). The Netherlands
first inttoduced a patent law in 1817, but then abolished it in
1869 because patents were seen to create a monopoly that was
inconsistent with the countrys commitment to free trade and
free markets (Schiff 1971). Patent law was reintroduced in the
Netherlands only in 1912, Interestingly, the nineteenth-century
economists that were most committed to free trade and free
markets rejected patents because of the monopoly argument
(Machlup and Penrose 1951).

Other industrialized countries had patent laws by the mid-
nineteenth century. But until well into the twentieth century these
laws fell well short of the stringent standards now demanded of
developing countries through the TRIPS agreement. For instance,
in the nineteenth century many countties granted patents to in-
ventions that were imported from abroad, and generally did not
check for originality prior to issuing a patent. Japan, Switzetland -
and Italy did not recognize patents on chemical and pharmaceutical
substances (as opposed to the processes of cteating them) until
the 1970s. Canada and Spain did not recognize these types of
patents until the eatly 1990s. Up until quite recently, India took
the same approach to patents on chemical and pharmaceutical
substances.

Evidence shows that developing countries have yet to garner
any rewards from TRIPS,

There is no reason to expect that TRIPS on their own can sput
greater innovation in developing countries. There are many pre-
requisites for innovation (such as high levels of technical and
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scientific education) that ate not presently met in developing
couttties, :

Thete is very little evidence that TRIPS have encouraged tech-
nology transfer from industrialized to developing countries. In
reality, TRIPS ate mote likely to teduce technology transfer and
innovation. This is because TRIPS make it much more difficult
for developing countries to adapt or imitate advanced technolo-
giles through reverse engineering or other informal channels of
technology transfer (that involve minor modifications to a technol-
ogy or the development of alternative processes for producing a
patented substance). Historically, informal technology transfer has
played an important role in developing countries. Unfortunately,
the new TRIPS regime largely precludes it.

Finally, there is little evidence that protection of IPRs plays
any role in foreign ditect investment (FDI) decisions (see Chapter
9.4). Indeed, Switzetland’s experience suggests the opposite: the
absence of patent laws made the country attractive to foreign
investors (Schiff 1971). Much the same has been shown for
historical flows of FDI to Canada and Italy (UNDP 1999: 73).
Some analysts have also noted that patents ate often a substitute
(and not a prerequisite) for FDI (Vaitsos 1972).

TRIPS have been costly to developing countries.

First, the most direct cost of TRIPS for developing countties is
that large royalty payments must now be paid to corporations in
industrialized countries. These royalty obligations compete with a
range of existing demands on scarce foreign currency reserves.

Second, TRIPS have increased the power of TNCs vis-3-vis
consumets, TRIPS make it more likely that TNCs will be able to
engage in monopolistic behaviout, such as monopoly pricing, This
is problematic since developing countries often have weak (and
sometimes non-existent) anti-trust laws and/or weak enforcement
capabilities, particularly in relation to foreign TNCs.
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Third, a sophisticated regime of IPR protection requires large
outlays of funds and the work of many sophisticated international
patent lawyers and other technical advisers. This is especially clear
when a country is involved in a TRIPS dispute within the WTO.
Developing countries have many mote pressing and socially im-
portant uses for their scarce resoutces and personnel.

Fourth, TRIPS have enabled fitms in industrialized countries
to patent many natural processes and resources that have always
been readily available and unpatented in developing countries, This
is latgely due to the ability of firms in industrialized countties to
tepackage products and resources (even the most minute, such as
micro-organisms and biological processes) that had long been a
patt of the traditional knowledge system in developing countries.
Today, developing countries ate in the position of paying foreign
firms for the use of substances that had always been produced
and available domestically. For instance, a US firm was prevented
from acquiring a patent for the medicinal use of the spice tur-
metic only because the government of India — where such use
was known for thousands of years — learned of the attempt and
took the company to court.

Fifth and finally, TRIPS hamper certain forms of innovation
and technological progress. TRIPS reduce the opportunities for
incremental innovation in developing countties.

It is not in the economic interest of developing countries to
offer strong protection to IPRs.

IPRs are far less important in the promotion of innovation and
technological advancement than neoliberals acknowledge. It is
therefore in the economic interest of developing countries to
maintain only weak protection of IPRs. Indeed, most developing
countries are not at the point where IPRs are critical to the pro-
motion of new technologies in the few industries where IPRs play
some role in innovation. At this point, most developing countties
are users rather than creators of new technology.
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Patents and public interests — an illustration from the AIDS/HIV
drug dispute

There has recently been 2 heated controversy over TRIPS. This
concerns the dispute between pharmaceuticals companies in indus-
trialized countries and their counterparts in developing countries
(mainly Thailand, Brazil, India and Argentina). The latter sought
to export inexpensive AIDS/HIV drugs to other developing
countties, especially countties in sub-Saharan Africa,

Pharmaceuticals companies in industrialized countries sell these
drugs for over twenty times their cost of production, even when
the drugs are being sold to extremely poor countries. A few
pharmaceuticals companies decided to offer very poor countries
discounts on AIDS/HIV drugs following the public criticisms
of their pricing practices. The companies made it abundantly
clear that the discounts they offered wete motivated by charita-
ble concerns, and not by a change in their stance on IPRs. We
know that the latter is true because these same companies were
patt of a coalition of forty-one pharmaceuticals companies that
took the South African government to court in March 2001 on
the grounds that its patent law grants the government too much
power over patentee rights in the interests of public health. The
companies claimed that the South African government’s policy
of compulsory licensing and patallel imports in the interests of
public health are unconstitutional. Fortunately, an effective cam-
paign by advocacy groups and much public outrage forced the
pharmaceuticals companies to withdraw their lawsuit in return for
a promise from the South Aftican government that it will try to
minimize the use of compulsory licensing,

Pharmaceuticals companies argue that they have no greater
obligation to serve the public interest by providing subsidized
medicine than food companies have to curb malnutrition by
providing subsidized food (Pilling 2001). This argument is not
compelling since the industty derives a latge part of its profit
from socially sanctioned monopolies (i.e. patents), on which the
food industry does not rely to any comparable extent. Moreover,
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much research in the phatmaceunticals industry is actually financed
by the public sector or private charides. Thus the industry has
special obligations to the public that make it far different from
other types of industry.

To conclude: excessive attention to patentee rights at the cost
of broader human tights and public health leads to perverse
outcomes. There are compelling reasons to dilute patentee rights
in cases of public health crises. Governments in industrialized
countries have disregarded patents in the name of public intet-
est. Notably, the Canadian government overrode the patent of
the Bayer Corporation on the medication Cipro duting the an-
thrax scare in fall 2001, The threat of similar action by the US
government enabled it to obtain a so per cent discount on the
same medication,

Policy alternatives

There are few economic benefits associated with enhanced
protection of IPRs in developing countries.

Developing countries have an interest in the weak protection
of TPRs, Alternative policy towards IPRs can take two paths:
the spaces in the existing IPR regime can be exploited, and the
regime itself can be challenged.

Education and government support for targeted, appled
research are much more important to the promotion of
innovation in developing countries than are the protection of
[PRs.

Far more important than the protection of IPRs is the promotion
of innovation and technological progress in developing countries
through other means. Efforts to promote innovation should be
tightly linked to the goals of industrial policy (see Chapter 7.2).
These objectives cani be addressed through government suppott for
education and other initiatives that might stimulate targeted types
of research. Moreover, some reallocation of existing educational
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expenditutes can free substantial resources for such initiatives.
The government might also support some types of advanced
education (even education abroad) in exchange for a period of
public service.” The government might forgive a portion of any
educational loan in exchange for a period of public service.

Governments can use FDI as a strategic means to promote
technology and knowledge transfers and to stimulate innovation
by domestic researchers,

A strategic policy towards FDI can also promote technology
transfer and innovation by domestic researchers, FDI can be a
means of transferting technology if the government targets the
attraction of some types of investment and structures operating
agreements with this goal in mind (see Chapter 9.4). It is also
possible to conceive of using FDI strategically to create patt-
nerships between researchers in developing and industrialized
countties. Indeed, some governments might negotiate research
partnerships in FDI agreements. They might also negotiate re-
search internships for some of their nationals in the corporation’s
research headquarters. This type of strategy might be especially
useful for those countries that have a scant pool of well-trained
researchers,

Governments in developing countries should promote patents
only in the few industries where they can be important in the
generation of new knowledge.

As we have seen, patents can play a role in stimulating innova-
tion in a few industries — namely, pharmaceuticals, chemicals
and software. In these limited cases, governments may wish to
pursue one of two strategies, depending on existing domestic
R&D capabilities.

In countries with some existing R&D capabilides, the gov-
ernment can provide financial and administrative assistance to
firms and university-based tesearchers that seek to patent their
wotk. This assistance might be tied to the pursuit of research
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that contributes in some specific way to the attainment of in-
dustrial policy goals (see Chapter 7.2). The government might
then share patent proceeds with the researchers that they fund.
The government could also serve as a cleatring house for some
types of research. It might bring researchers together for strategic
putposes or publicize potential applications of research that have
not been patented.

In countries where existing R&Dr capabilities are minimal to
non-existent, the government can organize and finance outside
researchers to identify those aspects of traditional knowledge
and local resources that can be patented. National or regional
governments, local community organizations or government—
private sector partners could hold patents developed through
this approach.

Governments in developing countries can use clauses within
the existing TRIPS agreement to override some patents.

The success of developing countties in securing concessions
on AIDS/HIV drugs (see above) suggests that this strategy can
be used in the cases of other TRIPS. Foreign companies may
grant other exceptions to TRIPS for reasons of public relations
if developing countries press the case, It is wotth pressing the
clauses that speak to the public interest within the existing TRIPS
agreement. Developing countties might pursue their challenges to
TRIPS collectively in order to maximize their leverage and share
the costs of advancing 2 case.

The existing TRIPS agreement provides for a grace period
during which time developing countries are to move towards
adopton of the IPR protections that prevail in industtialized
countries. This grace period has expired for most developing
countties, and will expire for the pootest of these in 2005. It is
heartening that in the aftermath of the dispute over HIV/AIDS
drugs, many supporters of TRIPS have suggested that the grace
petiod be extended. It is critical that developing countries press
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forward on the matter of obtaining substantially longer and flex-
ible grace periods for TRIPS.

The TRIPS regime should be challenged.

Finally, it is time to press for reconsideration of the entire TRIPS
regime. The dilution of TRIPS and the expansion of the con-
ditions under which exemptions are granted are particularly worth-
while directions for a new approach to TRIPS. Collective action
on recasting the TRIPS regime is more than warranted at this
ame.

Notes

1, The case for privatization is primarily economic. However, it is also
a matter of political (or even moral) value, as the freedom to acquire
and dispose of private property is a core political and moral value
of a free society. :

2. Some statistical studies have found that the degree of competition
faced by a firm — tather than its ownership structure — is an impor-
tant factor in enterptise performance..

3. Following the 1996 privatization, the Prench state still controlled
around 45 per cent of voting shares. Even after a major divestiture
in 2002, the Prench state remained by far the greatest sharcholder
in the company (it owned about 35 per cent of voting shares),

4. 'The figures above are from Maddison 1989. The growth rates reported
are between 1950 and 1987. The other two countrics in the top seven
of the growth league are Japan (6 per cent) and West Germany (3.8
per cent), economies where the state plays an active state role in
economic activity, though SOE sectors are not large, The other nine
economies in the study are, by descending order of growth rates,
Belgium, Sweden, Denmark, the Netherlands, Switzerland, the UK,
Australia, Canada and the USA.

5. In oil-producing countries, SOEs account for a very large proportion
of national income, irrespective of the political otientation of the
country’s policymakers.

6. POSCO was privatized very recently,



Policy Alternatives 2 105

7. Unfortunately, he did not believe that people wete also like air as he

8.

owned slaves,

Some analysts of the golden rice story dispute the patent figure
(RAFT 2000},

Enforcement is critical since many countries have these types of
programme, but have not pressed recipients to honour their obliga-
tions to the country upon the completon of their education,
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International Private Capital Flows

9.1 General Analysis

Terminology

International capital flows consist of public and private flows.
Public flows are capital transfers made between governments. This
can take the form of bilateral flows, such as one government giv-
ing aid or lending money to another, or multilateral flows, such
as lending from multilateral institutions like the IMF, the World
Bank, the Asian Development Bank, and the Inter-American
Development Bank.

International private capital flows consist of three main types:
foreign bank lending, portfolio investment (PI) and foreign di-
rect investment (FDI).! Foreign bank lending refers to the loans
extended by commercial banks or multilateral institutions (such
as the IMF and the World Bank) to domestic public- or private-
sector borrowers. PI refers to the purchase of stocks, bonds,
derivatives and other financial instruments issued by the private
sector in a country other than one in which the purchaser resides,
In the case of bonds, these can also be issued by the government
and purchased by private investors. FDI refers to the purchase
of a ‘controlling interest’ (defined as at least ro per cent of the
assets) in a business in a country other than one in which the
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_investor resides. FDI can take two forms: ‘greenfield’ investment

which involves the creation of a new facility — for example, the
construction of a factory by a foreign investor; or ‘brownfield’
investment, namely mergers and acquisitions that involve the
purchase of assets of existing domestic firms, The cross-border
purchase of real estate is also classified as FDI.

Empirical trends

The composition of international capital flows to developing
countries shifted dramatically during the 1990s,

The 1990s witnessed pronounced changes in capital flows to de-
veloping countries. On the one hand, foreign aid flows stagnated
as a consequence of changing political sentiments,? On the other
hand, the composition of private capital flows shifted. Historically,
foreign lending by commercial banks was the most significant
type of private capital flow to developing countries. But during
the 1990s, commercial banks curtailed this lending. The reduction
in lending stemmed from two developments. Commetcial banks
became wary of lending to developing countries following the
‘debt crisis’ of the 1980s {though the largest banks were able to
pass on the costs of these loans through vatious publicly financed
initiatives). Banks also found the speculative opportunities available
in the liberalized financial envitonment of the 19g90s far more
appealing than lending. The decline in both foreign lending and
aid to developing countries in the 1g9os elevated the importance
of attracting FDI and PI flows, both of which increased signifi-
cantly during this period.

These fundamental changes in the composition of international
private capital flows to developing countries are illustrated in the
following data (World Bank, various years).’ The net flow of long-
term bank lending (including bonds and excluding loans extended
by the IMF) to developing countries was 3US 7 billion in 1970,
$65.3 billion in 1980, $43.1 billion in 1990, $5.1 billion in 2000, and
—3$9 billion in 2002.* Net FDI and PI flows to developing countties
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were scant until the 1990s, but grew dramatically thereafter, For
example, net FDI to developing countties was $2.2 billion in 1970,
$4.4 billion in 1980, $24.1 billion in 1990, $160.6 billion in 2000,
and $143 billion in 2002, Net PI grew dramatically during the
19gos as well: it was zero in 1970 and 1980, §$3.7 billion in 1990,
$26 billion in 2000, and $9.4b in 2002, These latter data reveal
tremendous volatility — a factor to which we return below.

Despite the growth of Pl and FDI to developing countries,
their share of global flows is rather small and remains highly
concentrated in large, middle-income countries.

The aggregate figures presented above illustrate key changes in the
composition of international private capital fliows to developing
countries during the 199os, However, these data do not reveal
two important facts. The first is that developing countties receive
a very small proportion of all global private capital flows. Even
since 1990, the share of global PI flows that has gone to devel-
oping countries has remained rather low. Developing countries
received just 9.7 per cent of global PI flows in 1991, 9.0 per
cent in 1994, 6.2 per cent in 1998, and 5.5 per cent in 2000.° The
second is that private capital flows are highly concentrated in a
small number of middle-income, large developing countries. The
Wortld Bank (2003) reports that over the last thirteen yeats, the
top cight developing countties have accounted for 84 per cent of
total net flows of PI to the South, As with FDI, the largest net
recipient of PI has been China, which has attracted 22 per cent
of the developing country total since 1989, China is followed by
Mexico, Brazil, South Aftica, India, Thailand, Malaysia, and the
Czech Republic. By contrast, the poorest countries receive very
little of the PI flows that go to the developing world, In 2002,
South Asian countties other than India (with g.5 per cent of the
developing wotld total) and sub-Saharan countries other than
South Africa (with 7.4 per cent) received so net PL

The picture for FDI is somewhat brighter: developing countries
received 22.3 per cent of global FDI in 1991, 35.2 per cent in
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1994, 25.9 per cent in 1998, and 15.9 per cent in 2000, FDI
flows to developing countries are highly concentrated in roughly
ten large, middle-income countries, however. During 1992—2001,
the top ten recipients of FDI flows wete (in descending order
of importance) China, Brazil, Mexico, Argentina, Poland, Chile,
Malaysia, Thailand, the Czech Republic and Venezuela. ‘These ten
countries received 7o per cent of the FDI flows that went to
the developing world in 2002, By contrast, low-income develop-
ing countries receive a very small amount of private capital
flows. (The World Bank defines low-income countries as those
in which per capita gross national income in 2001 was $745 or
less.) Low-income developing countries received just $o.3 billion
of net FDI in 1970, $o.2 billion in 1980, $2.2 billion in 1990,
9.7 billion in 2000, and $7 billion in FDI in 2002; they received
no Pl in 1970 and 1980, $0.4 billion in 1990, $2.6 billion in zooo,
and $2.5 billion in 2001.

Despite unevenness in the distribution of capital flows, and
despite the small share of global capital flows that actually accrue
to developing countries, neoliberals maintain that policy must target
the attraction of these flows via the creation of open, liberalized
markets (and other reforms), In sections ¢.2, 9.3 and 9.4 of this
chapter we discuss the specific claims and policies advanced by
neoliberals as concerns each type of international private capital
flow. Before doing so, let us review the general neoliberal case
for the developmental benefits of unfettered capital flows,

The neoliberal view on international private capital flows

There are numerous economic benefits associated with
unfettered international private capital flows.

Open capital markets give the public and the private sectors in
developing countdes access to capital and other resources (such
as technology) that are not being generated domestically. Sufficient
capital and other resources are not gencrated domestically because
of low income, low savings and/or capital flight. Thus neoliberals
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maintain that an increase in private capital inflows will inaugurate
2 vittuous cycle by increasing the nation’ capital stock, productiv-
ity and income. Sales of government bonds to foreign investors
increase the resources available for public expenditure since these
are rather scant thanks to problems with tax collecton and the
myriad demands on government budgets,

Intetnational ptivate capital flows can also increase efficiency
and policy discipline in developing countries. The need to attract
private capital flows and the threat of capital flight (by domestic
and/or foreign investors) are powerful incentives for the govern-
ment and firms to maintain international standards for policy
design, macroeconomic performance and corporate governance,
For example, governments that seek to attract private capital flows
will be more likely to pursue anti-inflationary economic policies
{see Chapter 11.2 and 11.3) and anti-cotruption measures because
investors place a high value on price stability, transparency and
the rule of law

Moteovet, the liberalization of intetnational private capital
flows means that these flows will be allocated by markets rather
than by governments. This shift in the allocation mechanism
increases efficiency and ensures that finance will be directed to-
wards those projects that promise the greatest net contribution
to social welfare. These, of coutse, will be the projects promising
the highest rates of return,

For all of the reasons advanced above, the liberalization of
capital flows is essential to the promotion of sound economic
performance in developing countries, particularly with regard to
investment, income and economic growth. Indeed, had the Asian
financial crisis of 1997—98 not intervened, the IMF was poised to
modify its Articles of Agreement to make the liberalization of all
international private capital flows a central purpose of the Fund
and to extend its jurisdicon to capital movements,

While we should exercise a certain caution when it comes
to liberalization ‘of highly liquid international capitat flows, the
ultimate goal should be complete capital account liberalization,
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. A growing number of commentators argue that the liberalization
of some types of capital flows should be undertaken only affer
successful liberalization of other sectors of the economy (such as
the industrial sector), attainment of a minimal degree of financial
development, and/or development of sufficient institutional and
regulatory capacity. This is known as the ‘sequencing’ argument.
However, this is not a universally accepted view. Many well-
informed observers reject the case for sequencing and temporary
capital controls on the grounds that they introduce problems
(such as corruption, inertia in reform, slow growth, high capital
costs) that are far worse than any financial instability associated
with full-scale economic liberalization.

Advocates of sequencing generally find their case strengthened
following financial crises, as these are seen as a consequence of
premature financial liberalization, Notably, following the Asian
crisis some studies (even some by IMF staff) have acknowledged
that certain types of controls over international capital flows
can prevent undue financial volatility in developing countries,
provided that these controls are temporary and that the rest of
the economy is liberalized (Prasad et al. 2003; Kuczynski and
Williamson 2003).

It is important to recognize that even among advocates of
sequencing there is no question that complete liberalization remains
the wltimate goal for all developing countries.

Rejection of the general neoliberal view on international
capita! flows

There are numerous serious, general problems associated with
urfettered international private capital flows.

All international private capital flows are associated — albeiz 20
different degrees and through different means — with the following prob-
lems., Under a system of market-determined (termed ‘floating’)
exchange rates, large, sudden inflows of capital can put pressure
on the domestic currency to appreciate (see also section 9.3 and
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Chapter 11.1). A large appreciation of the domestic currency is
problematic because it can undermine the country’s balance-of-
payments position by causing imports to tise (as they become
less expensive for domestic consumers) and exports to fall (as
they become more expensive for consumers in other countties).
Private capital inflows also increase the potential for domestic and
foreign investots to have undue influence over domestic policy-
making (as capital flows depend on investor judgements regard-
ing the attractiveness of the economic and policy environment)
and raise the spectre of excessive foreign control/ownetship of
domestic resoutces.

The flipside of capital inflows is, of course, the possibility of
capital outflows (e.g. dividend payments to foreign investors, interest
payments to foreign lenders, and the liquidation of stock portfolios).
Sudden, large capital outflows (termed ‘capital flight’) can place
pressure on the domestic currency to depreciate (see also section
9.3 below and Chapter 11.1). Capital flight often induces a vicious
cycle of additional flight and currency depreciation, debt-service
difficulties and reductions in stock (ot other asset) values. This is
because panicked investots tend to sell their assets en masse to avoid
new capital losses brought about by anticipated future depreciations
of currency or asset values. In this manner, capital flight introduces
or aggravates existing macroeconomic vulnerabilities and financial
instability. This can culminate in a financial crisis, an event that
setiously compromises economic performance and living standards
(particulatly for the poor) and often provides a channel for undue
foreign influence over domestic decision-making, Finally, markets
are at least as apt as governments to allocate international capital
flows in an inefficient, wasteful or developmentally unproductive
manner (as we will see below).

The case for liberalization of international capital flows is not
supported by evidence,

Numerous tecent cross-country and histotical studies demonstrate
conclusively that thete is no reliable empirical relationship between
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the liberalization of capital flows and performance in terms of
inflation, economic growth ot investment in developing countries
(e.g Eichengreen 2001; Rodrik 1998). Moreover, there is now a
large body of unambiguous empirical evidence that shows that
the liberalization of international private capital flows introduces
and/or aggravates important problems in developing countties.
For example, numerous studies find that financial liberalization
is strongly associated with banking, cuttency and financial crises
(Demirgiic-Kunt and Detragiache 1998; Weller 2001). Other studies
show that liberalization is associated with an increase in poverty
and inequality (Weller and Hersh 2002).

There is evidence from a variety of countries that well-
designed capital controls have played an important role
during crucial periods in the development process.

Capital controls refer to measures that manage the volume, com-
position or allocation of capital flows and/or maintenance of
restrictions on investor entrance or exit opportunities. Nearly
all industrialized countries utilized capital controls successfully
over long periods, For example, Continental European countties
employed extensive capital controls during the economic recon-
struction that followed World War II. Even the USA ~ arguably
the home of free capital flows, and also a country whose financial
system has benefited importantly from the receipt of flight capital
from around the world — used temporary capital controls in 1963
because they were warranted by economic circumstances.
Capital controls played critically important roles during the
high-growth eras in Japan and South Korea and were successfully
employed in Brazil in the rgsos and 1960s. Chile and Colombia
successfully used capital controls during the 1990s. The Malaysian
government successfully employed stringent capital controls in
1994 and 1998. Despite the fact that capital controls have fallen
out of favour (as a consequence of the hegemony of neoliberal
views), some economically successful countries such as China
and India continue to employ extensive controls over a variety
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of investment and financial activities. Among these expetiences,
the capital controls in Chile and Colombia are the only ones that
many neoliberals largely view in a positive light (see below).

Capital controls have the potential to achieve NUMEToUs
objectives that policymakers have reason to value highly.

In this and the following chapter, we present evidence from a va-
riety of countries to show that well-designed controls over various
types of foreign and domestic capital flow can achieve important
objectives. Fitst, capital controls can promote financial stability and
prevent the economic and social devastation that is associated with
economic crises. Second, capital controls can promote desirable
types of investment and financing arrangements (that is, invest-
ment/financing that is long-term, stable and sustainable, creates
employment opportunities, improves living standards, promotes in-
come equality, and encourages technology transfer and learning-by-
doing) and discourage less desirable types of investment/financing
strategtes. Third, capital controls can enhance democracy and
national autonomy by reducing the potential for speculators and
various external actors to exercise undue influence over domestic
decision-making and/or control over national resoutces.

General directions for alternative policies

International capital flows should be managed via capital
controls.

Capital controls should target the specific vulnerabilities con-
fronted by different economies. They can be maintained on a
mote or less permanent basis, or can be activated as warranted
by economic conditions, The former type of control is far more
common historically.

Under a system of vulnerability-activated controls, capital
controls are utilized only when economic indicators reveal that
they are warranted. In the approach developed by Grabel (20033,
2004), graduated, transparent capital controls ate activated when-
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_ ever information about the economy indicates that controls are
necessary to prevent nascent macroeconomic  fragilities from
culminating in serious difficulties or even in a crisis, Thete are
two tools envisioned in this approach: ‘trip wites’ and ‘speed
bumps’. Trip wires are simple measures that warn policymakers
and investofs that a country is approaching high levels of risk
in various domains (e.g. currency collapse, the flight of foreign
lenders or investors, the emergence of fragile financing strategies,
etc.). Once a trip wire predicts the emergence of a patticular
vulnerability, policymakers would then immediately take steps to
curtail this risk by activating a targeted, graduated capital control,
or what we call a speed bump.

Developing countries at different levels of wealth require dis-
tinct trip-wire thresholds. Trip wires would have to be appropriately
sensitive to subtle changes in the risk environment and adjustable.
Sensitive ttip wires would allow policymakers to activate graduated
speed bumps at the earliest sign of heightened risk, well before
conditions for investor panic had materialized. Specific trp wites
and speed bumps for foreign bank botrowing and PI are discussed
in sections 9.2 and 9.3 below, respectively. The main tationale
behind the trip wite—speed bump approach to capital controls is
that it could slow unsustainable financing and investment patterns
before they culminate in serious economic difficulties.

9.2 Foreign Bank Borrowing

The neoliberal view

Foreign bank loans carry numerous macro- and microeconomic
benefits,

The resources provided by foreign bank loans supplement the
pool of capital that is made available by domestic lenders and
savers, Foreign bank loans thereby provide the opportunity for
levels of investment and economic growth that are higher than
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would otherwise be possible in the absence of this resource.
Additionally, there are other developmental benefits associated
with foreign bank borrowing. Foreign banks often extend credit
at lower cost to borrowets than do domestic banks. These lower
capital costs may translate into higher levels of investment and
growth. The competition between foreign and domestic banks may
also fotce the latter to offer loans at lower rates and more gener-
ally rise to the efficiency and service standards of their foreign
competitors. Domestic consumers and firms thereby benefit from
the competition between foreign and domestic banks.

Foreign bank borrowing also acts as a disciplining device on
the macro- and micro-levels, On the macro-level, foreign bank
borrowing rewards governments and firms for creating a sound
financial environment and penalizes them for making poor choices
(through the withdrawal of loans or the increase in interest
rates). Foreign bank borrowing therefore reinforces the necessity
for appropriate economic (and other) policy reforms. On the
micro-level, the performance of domestic firms is enhanced by
their relationship with foreign lenders. Domestic firms that bot-
row from foreign lenders must meet the stringent standards for
creditworthiness and management competence that foreign banks
impose on borrowers. By encouraging an upward harmonization
of operating and management practices, foreign bank borrowing
enhances economic efficiency in developing countties.

Rejection of the neoliberal view

A good deal of foreign bank borrowing has fuelled speculative
bubbles and overinvestment, thus aggravating financial fragility.

The capital made available by foreign banks will only promote
productive investment and economic growth if these funds are
allocated appropriately (in a developmental sense). This has gen-
erally not been the case. In countries throughout the developing
wotld, private borrowers use foreign bank loans to finance all
manner of unproductive or wasteful activities.
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During the speculative bubbles that are commonly inaugurated
by financial liberalization, a lasge proportion of foreign bank loans
finance forays into speculative commercial real estate development
and stock trading (see section 9.3 below and Chapter 10). This
was certainly the case in many Latin Ametican and Southeast
Asian countties following financial liberalization, In addition to
providing fuel for speculative bubbles, foreign bank bortowing
has often financed investment in sectors where there is substantial
overcapacity. In the years leading up to the Asian financial crisis,
foreign loans financed a good deal of overinvestment (e.g. in the
production of automobiles and electronics). Excess capacity (which
is the outcome of overinvestment) places downward pressure on
prices and export earnings.

In the absence of government measures that influence the
allocation of loan proceeds, thete is no reason to expect that
foreign loans will finance investment projects of the highest
developmental or social value. It hardly matters if foreign loans
complement the scant volume of domestic loans if these loans
are used for developmentally unproductive purposes. Neoliberals
are certainly correct in their claim that foreign loans are often
cheaper than loans extended by domestic lenders. But the lower
cost of foreign lending is of dubious developmental benefit if
this makes the use of these funds for unproductive purposes
mote attractive, which it often does.

Foreign loans are also associated with the introduction and/or
aggravatdon of problems of maturity and locational mismatch.
Maturity mismatch refers to the situation wherein long-term invest-
ments are financed with short-term loans, This makes borrowess
vulnerable to changes in the price and availability of shott-term
credit whenever they seek renewed financing, Foreign banks often
offer short-term loans at very attractive prices, something that
credit-constrained borrowers in developing countties find advanta-
geous. But severe financial difficulties are created later when local
borrowers find it difficult or costly to ‘roll ovet’ their short-term
debt for new debt. Locational mismatch refers to the situation
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wherein foreign debts must be repaid in a cutrency other than
the borrowets’ own national currency. Locational mismatch is the
norm in developing countries since the vast majority of foreign
loans must be repaid in ‘hard curtencies’ such as the US dollar,
the yen or the euto. Locational mismatch tenders borrowers in
developing countries vulnerable to depreciations of their own
cutrency since this raises the cost of debt service. Both maturity
and locational mismatch played important roles in the recent
financial crises in Mexico, East Asia and Argentina.

Foreign loans are more prone to flight risk than are domestic
loans. Foreign lenders are more apt to curtail their lending in a
particular country to protect themselves from perceived risks or
to pursue better opportunities elsewhere. Not least, this is because
governments in developing countries are not able to influence the
decisions of foreign lenders in the same way that they might be
able to influence domestic banks through policy directives or moral
suasion. A sudden withdrawal of foreign lending can trigger or
exacerbate financial instability, as was evident in many East Asian
countties in 1997-98 and in Argentina in 2001—o02.

There is a powerful reward and penalty function to foreign
bank borrowing, This, of course, hardly recommends it.

Neoliberals ate certainly correct in their assertion that foreign
loans provide incentives and rewards to governments and firms
that putsue (what they view as) ‘approptiate’ courses of ac-
ton (and likewise discourage or penalize inappropriate coutses),
"Given the prevailing ideological climate, foreign bank borrow-
ing therefore reinforces the necessity to pursue the neoliberal
course and no other. Quite apart from the inappropriateness of
neoliberal policies, it is rather surprising that neoliberals fail to
acknowledge sufficiently that the allocation of foreign loans (and
the decision to forgive them in case of default) is often highly
politicized. Since the dawn of foreign lending, geopolitics has
often played at least as impottant a role as objective economic
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analysis in determining the allocation and terms of bank lending
to developing countties,

"Foreign bank lending does not force domestic banks to lower
capital costs or enhance their efficiency.

There is no unambiguous evidence that competition between
foreign and domiestic lenders forces the latter to lower capital
costs. This is because domestic and foreign lenders do not serve
the same markets within developing countties, and therefore do
not actually compete with one another, Foreign banks generally
extend credit to larger firms (especially to larger firms that have
ties to international markets), leaving small and medium-size firms
dependent on domestic banks. In addition, although domestc
banks themselves are often customers of foreign banks, this
does not generally translate into easier credit for small borrow-
ers. Especially during speculative booms, domestic banks often
obtain loans from foreign banks that they use to participate in
speculative opportunities,

On its own, interaction between foreign and domestic lenders
does not result in the transfer of superior operating practices
and efficiency standards. A carefully structured joint-opetating
agreement might accomplish this aim, but this objective often
ptoves to be elusive. Foreign lenders exercise poor judgement
and weak oversight during speculative booms to no less an extent
than domestic lenders. The aftermath of recent financial crises
in developing countries reveals quite cleatly that foreign banks
wete patties to as much ‘irrational exuberance’ as were domestic
banks. Indeed, many of the recent speculative bubbles in devel-
oping countries would likely not have grown so precipitously in
the absence of the participation of foreign lenders.

The burdens of servicing foreign debt can be devastating.

Foreign borrowing has saddled countties throughout the develop-
ing world with a vast ‘debt overhang’ that results in huge resoutce
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transfers from debtor to creditor countties. These debt burdens
have frustrated the prospects for long-term economic growth,
have wrought misety and social devastation, and have sacrificed
the aspirations of the majority of the population in the developing
world to the imperative of debt service. The pressure to service
foreign debt has also encouraged environmental degradation as
natural resources are often depleted in a race to earn scarce for-
cign exchange. The IMF structural adjustment programmes that
so often accompany debt crises have induced vast economic and
social dislocation in many regions of the developing world. Finally,
the conditions attached to foreign loans, especially by the IMF,
erode domestic policy autonomy and even hijack democracy.

Policy alternatives

There are several ways to manage the permissible level of
foreign debt.

It is critical that developing countties drastically reduce their
reliance on foreign bank loans. These countties will cleatly gain by
reducing the permissible volume of foreign bank loans, It would
therefore be of significant benefit if policymakers enforced strict
ceilings on the volume of new foreign loans that can be incurred.
Such ceilings might involve strict limits on the allowable ratio of
foreign to total loans, ot might require that firms finance only a
certain percentage of their projects with foreign loans that have
a certain maturity and/or locational profile,

Restrictions on foreign borrowing could be deployed dynami-
cally as circumstances warrant, following the trip wire~speed bump
approach {see section ¢.1 above). Under this approach, policy-
makers would monitor a trip wire that measures the economy’s
vulnerability to the cessation of foreign lending. This involves
calculating the ratio of the government’s holdings of currency
reserves to private and public foreign-currency-denominated debt
(with short-term obligations receiving a greater weight in the calcu-
lation). If this ratio approached an announced threshold, policy-
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_ makers would then activate a gtaduated- speed bump that precluded
new inflows of foreign loans until circumstances improved.

Policy can also discourage — rather than prohibit — the use of
foreign loans as a source of finance.

The tax system can be used in a2 number of ways to discourage
domestic borrowers from incurring foreign debt obligations.
Domestic borrowers might pay a fee to the government or the
central bank equal to a certain percentage of any foreign loan
undertaken, This surcharge might vary based on the structure
of the loan, such that loans that involve a locational or maturity
mismatch incur a higher surcharge. Alternatively, the surcharge
might vary based on the level of indebtedness of the particular
borrower involved, such that borrowers who already hold large
foreign debt obligations face higher surchasges than do less in-
debted borrowers. This tax-based approach could encourage bot-
rowers to use domestic sources of finance since these would not
carry any surcharge. Another strategy might involve vatying the
surcharge according to the type of activity that was being financed
by foreign loans. For instance, borrowers might be eligible for a
partial rebate on foreign loan surcharges when loans are used to
finance export-otiented production.

Note that policymakers in Chile and Colombia employed tax-
based policies to discourage foreign borrowing during much of
the 1990s. In Chile, foreign loans faced a tax of 1.2 per cent per
year (payable by the borrowet). Chilean policymakers also irmposed
a non-interest-beating reserve requirement of 3o per>cent on
all types of foreign debts (and, indeed, on all foreign financial
investments in the country). This policy, termed the resetve re-
quirement tax, was in place from May 1992 to October 1998, The
required reserves held against foreign obligations {and payable by
the borrower) were kept at the central bank for one year, regard-
less of the maturity of the obligation. Authotities in Colombia
also employed a reserve requirement tax specifically designed
to discourage domestic borrowers from incurting foreign loans.
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Beginning in September 1993, Colombian policymakers required
that non-interest-bearing reserves of 47 per cent be held for one
year against foreign loans with maturides of eighteen months or
less (this was extended to loans with a matutity of up to five
years in August 1994).° In addition, foreign borrowing related
to real estate transactions was prohibited. Empirical studies of
Chilean and Colombian policies conclude that they achieved their
principal objectives, including the reduction in foreign borrowing
(see Grabel 2003a, and references therein).

To the extent that borrowers assume at least some foreign
loan obligations, it is imperative that the allocation and terms
of these loans be managed by the government.

Careful management of the allocation of foreign debt can ensure
that it is used for productive, developmental purposes. Prior to
financial liberalization in the 19g0s, many governments in East
and Southeast Asia tightly coordinated allocation and access to
foreign loans, Policymakers in China and India today continue
such practices (for details, see Epstein et al. 2003), For example,
domestic Chinese firms must obtain government approval for any
foreign borrowing undertaken. Though the Indian government has
been steadily liberalizing the financial sector during the 1990s, it’
nevertheless maintains strict restrictions over the level and terms
of the external debts held by domestic firms. Responding to the
lessons of the 1997 Asian crisis, India continues to resttict com-
mercial borrowing in foreign currencies. The Ministry of Finance

maintains annual ceilings on the size and interest rate on loans

sought by domestic firms. The Ministry also rules on requests for
foreign borrowing on a case-by-case basis, making this determina-
tion based on the maturity sttucture and end-use of the proposed
loan, In the approval process, priosity is given to longer-term loans
and to loans for priority sectots. Firms in China and India have
low levels of external indebtedness and extetnal financial fragility
precisely because of government policies towards external debt.
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In general, policymakers should implement measures that re-
strict or otherwise discourage domestic borrowers from using
financing strategies that involve locational and maturity mismatch.
In addition to the ceilings, surcharges and approval processes
discussed above, policymakers can design trip wires and speed
bumps that are designed to keep the levels of maturity and/ot
locational mismatch below the critical thresholds. A trip wire for
locational mismatch is the ratio of foreign-currency-denominated
debt to domestic-currency-denominated debt (with shori-term
obligations receiving a greater weight in the calculation). A tdp
wire for matutity mismatch is the rado of short-term debt to
long-term debt (with foreign-currency-denominated obligations
receiving a greater weight in the calculation). A graduated seties
of speed bumps that require borrowers. to reduce their extent of
locational or maturity mismatch would be implemented whenever
trip wires revealed the early emergence of these vulnerabilities,

Economic reforms could replace the resources initially lost
by the reduction in foreign borrowing due to debt ceilings,
surcharges or speed bumps.

Critics may counter that economic growth will come to a standstill
if access to foreign loans (or any other type of capital inflow)
is restricted. However, reforms that are supposed to be friendly
to foreign investors often result in a collapse of investment. For
example, after the financial crisis in Korea, neoliberal financial
reform made the country far more open to foreign capital inflows;
However, these reforms did not lead to an inctease in invest-
ment. Instead, the average investment ratio in GDP in Kotea
fell from 37.1 per cent duting 1990—97 to 25.9 per cent duting
1998—2002, ‘

By contrast, governments that take steps to restrict foreign
bortowing can replace at least some of the finance that is forgone
by implementing measures that increase the pool of domestic
finance. In this connection, measures that restrict the exit op-
tons of domestic savers and businesses would increase the pool
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of capital available domestically (since so much of it is presently
lost to capital flight; see section g.3 below and Chapter 10). The
coordination of industrial policy and domestic financial regulation
can also ensure that domestic firms have access to capital that
is generated domestically (see Chapters 7.2 and 10}, Tax reform
is yet another means of incteasing the domestic resource base
(see Chapter 11.3). Mote generally, many of the economic policy
reforms discussed in Part IT are intended to generate higher levels
of investment and economic growth. If these reforms are success-
ful, the economy in the medium to long term will generate new
resources that can be used to finance additional investment,

9.3 Portfolio Investment

The neoliberal view

Pl confers even greater rewards than other forms of foreign
capital on recipient countries.

Portfolio investment (PI} gives firms and governments access
to the vast pool of capital available on global financial markets.
Increased access to capital inaugurates a virtuous cycle of increased
investment and economic growth. PI is competitively priced and
efficiently allocated by diverse and dispersed investors in global
capital markets. Access to PI enhances the economy’s overall ef-
ficiency and performance. This is because the global capital markets
through which PI is allocated utilize ‘arm’s-length’ ot non-relational
practices that are not prone to corruption (as are government-based
allocations of capital and some types of bank lending), and these
markets are characterized by rapid price adjustment. The revers-
ibility of PI promotes discipline and efficiency on the part of
governments and firms in so far as their access to capital depends
on investor confidence in their operating practices.

Though all of these benefits are associated with foreign bank
bortowing (see section 9.2 above), they obtain to a more significant
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_degree in the case of PI because the potential pool of capital is
both greater and more liquid. Thus, not only does PI have more
potential to promote economic growth, but it also has greater
potenﬁai to serve a reward—penalty function (due to its liquid-
ity). Additionally, PI promotes the diffusion of risk (and thereby
financial stability and investment) through the wide dispersal of
asset ownership on capital markets. Finally, PI is superior to
foreign bank borrowing because the former is associated neither
with conditionality nor with external control.

Rejection of the neoliberal view

Unregulated Pl is not conducive to development and creates
or aggravates important problems.

There is no empirical support for the argument that PI induces
a virtuous cycle of investment and growth. As with foreign bank
borrowing (see section 9.2 above), there is no compelling reason
to believe that PI will necessarily be used to finance investment
projects of the greatest developmental importance.

In contrast to financial flows that are mediated by governments,
P1 is allocated on global capital markets in accordance with rate-
of-return criteria. In practice, this means that speculative projects
(such as commercial real estate development) are more likely to
receive capital than are projects with a high social or developmen-
tal return (such as the construction of roads). These speculative
projects are often profitable to a small group of domestic and/or
foreign investors and can increase investment and growth in the
shott and medium term. But speculation in PI contributes little to
broader economic development and often aggravates inequality.

A high volume of untegulated PI can also inctease macro-
economic instability. In a great many developing countries, the
collapse of speculative bubbles in the stock market contributed
significantly to financial crises (e.g Mexico in 1994~95, Malaysia
and Thailand in 1997). Evidence shows that financial crises have
serious, lasting economic and social costs, the burdens of which
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are borne dispropottionately by the poot. Studies find that crises
have been followed by increases in poverty rates and income
inequality and by reductions in the rate of economic growth
(Weller and Hersh 2002, and references therein),

Pl is not inherently superior to other forms of finance.

The neoliberal claim that PI is supetior to other forms of finance
(particulatly domestic bank borrowing) is incorrect. Portfolio
investors are often diverse and dispersed. But these attributes
are not necessarily conducive to development, The historical
record shows that development success is often associated with
commifted — rather than disintetested — investors. This was the
case during high growth eras in Continental Europe, Japan, East
Asia and Latin Ametica. Even in the USA — a country commonly
seen to cpitomize arm’s-length investment practices — economic
development until the Second World War was fostered by re-
lational finance of various sorts, such as investment consortia,
public—private partnerships, and even practices that would now
be termed ‘insider trading’,

The rapid price adjustment associated with Pl increases
economic uncertainty and aggravates financial fragility. Liquidity
also exacerbates problems relating to the exchange rate,
international trade, financial instability and living standards,

Neoliberals ate also correct in their claim that the global capital
matkets that allocate PI are charactetized by a rapid (almost in-
stantaneous) price adjustment mechanism. ‘This is hardly a benefit,
as asset price volatility increases uncertainty within particular
firms (as managers cannot be certain about the cost of obtain-
ing finance at a future time), induces systemic instability, and can
thereby create a vulnerability to financial ctisis. Price adjustments
on capital markets are driven as much (if not more) by investor
whim and market psychology as by careful, scientific evaluaton
of investment prospects.
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PI is highly liquid and hence easily reversible. The sudden exit
of a significant quantity of PI (held by either domestic or foteign
investors) can and has induced a vicious cycle of additional flight
and currency depreciation, debt-service difficultics and asset price
deflation. As events in East Asia in 1997 make clear, this type
of vicious cycle can culminate in a costly and painful national
financial crisis. As mentioned eatlier, the human costs of financial
ctises are disproportionately borne by the poot, Financial crises
can be stimulated by the flight of any type of capital, but the
high liquidity of PI renders it particulatly prone to flight. (This
is not to say that foreign direct investment is unproblematic or
homogenous; see section 9.4 above.)

It is important to note that capital flight by domestic portfolio
investors is as problematic as the exit of foreigners, even though
the latter are often cast as villains in financial crisis scenarios,
Indeed, domestic investors sometimes exit eatlier than foreign
investors because they are more aware of problems in their own
economies. Capital flight by domestic investors is problematic not
just because of its contribution to financial instability, but also
because it increases the importance of attracting foreign investment
as an alternative source of financing and decteases the domestic
tax base (on the latter issue, see Chapter 11.3).

Large, sudden outflows of PI are not the only problem. Large,
sudden inflows of PI are also problematic in so far as they can
place the domestic currency under pressute to appreciate if
exchange rates are market determined (see Chapter 11.1), In this
case, a countty’s success in attracting lazge volumes of PI over a
short period of time can threaten its export performance. Note
that the same problém is introduced whenever large FDI inflows
come in over a very short period of time — for example, when
foreign investors purchase the majority of assets of several large
domestic corporations.” If the exchange rate is fixed or pegged
within some band, a large volume of portfolio or some types
of FDI inflows can nevertheless tax the resources of domestic



128 Reclaiming Development

monetary authorities as they struggle to maintain the exchange
rate within a predetermined range.

Pl introduces powerful, albeit indirect, constraints on policy
autonomy.

Neoliberals celebrate the disciplining effect of PI on govern-
ments. We see the matter quite differently. The constraints on
policy autonomy associated with PI frequently exact a powerful
toll on developing economies, patticulatly with regard to growth
and living standards (Grabel 1996),

Governments may be hesitant to consider policies that might
displease domestic or foreign pottfolio investors because they fear
that such policies will trigger a large-scale investor exit. Portfolio
investors have a particular dislike for any policy that they believe
will induce or aggravate inflation because this reduces the rate of
retutn on their investment. In the neoliberal view, government
expenditure (especially when it is deficit-financed) triggers inflation,
(See Chapter 11.3 for a critique of the expenditure—deficit-inflation
nexus.) The perceived (though incorrect) link between govern-
ment expenditure and inflation means that expansionary spending
programmes become harder to justify once policymakers seek to
attract PI at all costs. Expansionary monetaty policy (i.e. policy
that results in a reduction in domestc interest rates) is viewed in
a similarly problematic light because neoliberals see it as a catalyst
for increased spending, inflation and decreased economic growth
(see Chapter 11.2 for a critique of this view). It also becomes
more difficult for governments to enact any policies that restrict
investor freedom because these too are seen to discourage PL The
range of constraints on policy autonomy described here are ob-
viously indirect, but they are no less powerful for their subtlety.

Note that financial crises introduce severe and direct constraints
on policy autonomy. In a crisis environment, drastic expenditure
teductions and intetest rate increases are often seen as necessaty
to restore the confidence (and induce the return) of portfolio
investors. The IMF continues to press contractionary fiscal and
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monetary policy on developing countries when they are in crsis
despite the fact that empirical evidence suggests that this strategy
does not work. Contractionary policy failed to convince portfolio
investors to return to South Korea and Atrgentina following theit
recent financial crises, as these policies increased bankruptey rates
and exacerbated overall risks in the economy. Notwithstanding this
evidence, many neoliberals maintain that restoration of investor
confidence necessitates contractionary policy at precisely the time
when a more expansionary policy is needed to promote economic
recovery and protect vulnerable social groups.

Policy alternatives

Controls over Pl warrant serious consideration. These controls
have contributed importantly to economic development in a
range of countries,

Careful management of PI can mazximize the benefits and mini-
mize the costs associated with this resource. Many countries
successfully regulated PI for extended periods of time, For in-
stance, duting the two decades that followed World War 1T all
industrialized countries heavily regulated PI inflows and outflows
{Helleiner 1994). The only exception was the USA, but even it
resorted to temporary controls over PI for a short time in the
1960s when policymakers sought to enhance confidence in the
country’s faltering economy. Indeed, most Continental European
countries and Japan maintained stringent controls over portfolio
and other capital flows until the mid-1980s.

The use of capital controls was not confined to industtial-
ized countries. Controls over PI were the norm in developing
countries until neoliberal economic reforms attained the status
of orthodoxy. By any reasonable account, controls over portfolio
and other capital flows contributed importantly to the success of
numerous developing countries during the era of their strongest
economic performance, namely the period between the 19508
and the mid-1970s. Compared to the neoliberal era, developing



130 Redaiming Development

countries as a whole witnessed impressive economic performance
during the three decades that followed World War 1L, a time when
capital controls were used rather widely (see Chapter 1), Controls
over capital movements (in addition to industrial and trade policy)
contributed significanty to the strong economic performance of
many East and Southeast Asian countdes during the 1970s and
1980s (see Chapters 5 and 7). '

Some developing countries continue to use (or have recently
used) controls over Pl in the service of important objectives.

Even in the current neoliberal climate, a few large developing
countries have effectively utilized controls over PI inflows and
outflows, Here we identify some recent examples of such strate-
gies (for additional examples, see Grabel 20032 and Epstein et
al. 2003).

Malaysian authorities twice imposed restrictions over PI during
the current neoliberal era. The first such effort was in eatly 1994.
At that time, the Malaysian economy received dramatic increases
in the volume of private capital inflows (including, but not
limited to, PI). Policymakers were concerned that these inflows
were feeding an unsustainable speculative boom in real estate
and stock prices and were creating pressures on the domestic
currency. In this context, policymakers implemented stringent,
temporary inflow controls. These measures included restrictions
on the maintenance of domestic-currency-denominated deposits
and borrowing by foreign banks, conttols on the foreign exchange
exposute of domestic banks and large firms, and prohibitions on
the sale to foreigners of domestic money market securities with
a maturity of less than one year.

Reaction to these measures was rapid and dramatic, so much so
that authorities were able to dismantle them as planned in under
a year (as they achieved their goals during this time). During the
period that the controls were in place, the volume of net private
capital inflows and short-term inflows fell sharply, the composition
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of these flows was altered significantly, pressure on the cutrency
was reduced, and the inflation of stock and real estate prices was
curtailed (Palma 2000). The immediate, powerful reaction to these
temporaty controls underscores the potential of speed bumps to
stem incipient difficulties successfully (see below).

The Malaysian government again implemented suingent con-
trols over capital inflows and outflows in 1998 during the Asian
financial crisis, This effort involved restrictions on foreign access
to the domestic currency, on international transfer and trading of
the currency, and on the convertibility of cutrency held outside
the country. The government also established a fixed value for
the domestic currency, closed the secondary market in equities,
and prohibited non-residents from selling local equities held for
less than one year,

By numerous accounts, these rather stringent measutes pre-
vented the further financial implosion of the country — a notable
achievement since the country was also gripped by a sevete polit-
cal and social crisis during this time. Compating the situation of
Malaysia to other countries that wete party to the Asian ctisis,
studies find that the country’s capital controls were responsible
for the faster recovery of its economy and stock matket as well
as the smaller reductions in employment and wages (Kaplan and
Rodrik 2001). The latter achievements were possible because capital
controls provided the government with the ability to implement
reflationary economic and social policies uninhibited by the threat
of additional capital flight or IMF disapproval.

From 1992 to 1998, policymakers in Chile and Colombia
regulated PI rather extensively and successfully. During that time,
the Colombian government did not allow foreign investots to
purchase debt instruments or corporate equity. This policy. was
designed to prevent the possibility that financial instability could
be induced by the sudden exit of foreign investors from liquid
investment holdings. Howevet, there were no significant controls
on FDI. The differential treatment of FDI and PI was intended
to promote the type of foreign investment that the government
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deemed important to economic growth, while protecting the
economy from destabilizing forms of investment.

The Chilean government had similar motivations for its policy
towards foreign investment in the country. By using the reserve
requirement tax of jo per cent on foreign investment, the gov-
ernment sought to lengthen the time hotizon of investment and
encourage more stable forms of foreign investment (see section
9.2 above). FDI and PI faced a one-year residence requirement.
The government also prevented pension fund managers from in-
vesting more than 12 per cent of their assets abroad. This policy
was intended to curb the possibility of capital flight by the most
important type of large domestic investor.

Numerous empirical studies conclude that financial controls in
Chile and Colombia played 2 constructive role in changing the
composition and maturity structure (though not the volume) of
net capital inflows, particularly after the controls were strengthened
in 1994—95 (see Grabel 2003a, and teferences therein). Following
implementation of these policies in both countries, external financ-
ing in general moved from debt to FDI, Policymakers in both Chile
and Colombia were able to implement growth-oriented policies
because the risk of foreign investor flight was significantly curtailed
by their financial controls. Finally, the macroeconomic stability
fostered by these financial controls contributed to the financial
stability experienced by Chile and Colombia following the Mexican
and the Asian financial crises. For instance, while other countries
in Latin America were devastated by these events (due to the exit
of investors from equity and government bond markets), Chile
remained largely stable and only began to experience a significant
reduction in private capital inflows in August 1998.

In the case of China, the participation of foreigners in equity
markets is tightly limited, and the activities of its largely state-
owned banks remain tightly circumscribed (e.g. lending to foreign-
ers is precluded and access to foreign cutrency is restricted).
Chinese residents also face substantial obstacles to capital ex-
pateiation. In fact, the Chinese government tightened existing
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restrictions and introduced new controls over finance following
the Asian ctrisis. As the ctisis unfolded, the Chinese government
announced new restrictions on foreign exchange transactions in-
volving more than $100,000, introduced new measures making it
more difficult for domestic and international companies to move
money into and out of the country, and introduced strict new
penalties on Chinese companies that maintained illegal foreign
currency deposits overseas. Similatly, duting the Asian financial
crisis, Taiwanese authorities also took steps to prevent illegal
trading of funds managed by Geotrge Sores (because these funds
wete blamed for causing the local stock market to fall).

There is a strong case for resiricting the access of domestic
investors to foreign capital markets.

The flight of domestic investors can induce financial instability
and othet economic problems, such as reductions in the tax base,
For these reasons, there is a strong case for restricting the abil-
ity of domestic investors to hold foreign savings accounts and
‘engage in capital flight.

In the mid-1980s, despite being the fourth largest foreign
debtot in the world, Korea was saved from a debt crisis partly
because of draconian controls on capital outflows, China and
India provide more recent examples. China maintains stringent
restricdons on the ability of domestic investors to engage in
foreign PI (by limiting their access to foreign currencies in the
first place). India, too, maintains firm controls over the exit op-
tions of domestic investors by testricting their access to foreign
currency. Indian residents and firms are simply precluded from
maintaining foreign cutrency accounts abroad, and Indian banks
cannot accept deposits or extend loans in foreign currencies.
Recent studies have shown that the combined effects of restric-
tions on capital flight, currency speculation, and access to foreign
currency and loans protected China and India from instability
during the Asian financial crisis.
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Strategies for managing PL

The discussion above suggests that there are several directions for
managing PL. The success of blunt restrictions on PI in China,
India, Chile and Colombia suggests that foreign investors do
not necessatily shun countties with minimum-stay requirements
on foreign investment or other financial controls. We have also
seen that the tax system can be used to influence the composi-
tion and/or maturity structure of international capital fows,
The potential for flight by domestic investors and savers can be
reduced via implementation of exit taxes, prohibitions on flight,
or restrictions on access to foreign currencies. Finally, Malaysian
experience suggests that temporary controls on PI can be effec-
tive as well.

The trip wire—speed bump approach lends itself to the design
of temporary controls over PI (see section 9.1 above). A trip wire
that would reveal the vulnerability to PI flight risk is the ratio of
total accumulated foreign PI to gross equity market capitalization
or gross domestic capital formation. If the trip wite revealed that
a country was particulatly vulnerable to the reversal of PI inflows,
a graduated seties of speed bumps would slow the entrance of
new inflows until the ratio falls either because domestic capital
formation or gross equity market capitalization increased suffi-
ciently or because foreign PI falls. Thus a speed bump on PI would
slow unsustainable financing pattetns until a larger proportion of
any increase in investment could be financed domestically. We
emphasize the importance of speed bumps governing inflows of
PI because they exert their effects at times when the economy is
attractive to foreign investors, and so are not as likely as outflow
restrictions to trigger investor panic, Though not a substitute for
outflow controls, inflow restrictions also reduce the frequency
with which they must be used, and their magnitude.

It bears mentioning that one type of PI is not amenable to
the trip wire—speed bump approach. The sisks introduced by what
are termed off-balance-sheet activities, such as derivatives, cannot
be revealed by ttip wites and hence cannot be cutbed by speed
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bumps. This is because firms are not required to report data on
off-balance-sheet activities (on their balance sheets). The risks
of off-balance-sheet activities are far from trivial. Several studies
demonstrate the significant role played by off-balance-sheet activi-
ties in the Asian financial crisis (Dodd 2000).

Trip wires and speed bumps for off-balance-sheet activities
could be designed if policymakers compel actors to make these
activities transparent through the imposition of reporting re-
quirements. In the absence of the will to enforce transparency,
policymakers in developing countries would be well advised to
forbid domestic actors from engaging in off-balance-sheet activi-
ties. The Indian government wisely maintains stringent restrictions
over transactions in derivatives.

94 Forelgn Direct Investment

The neoliberal view

Foreign direct investment (FDI) is beneficial to developing
countries because it provides them with access to capital and
advanced technologies, introduces supetior managerial techniques
and business practices, and provides links with and access to
foreign markets. -

FDI and -other transnational corporation activities (such as
technology licensing and providing contract management without
investment) promote the integration of developing countries into
the global economy. FDI is a ‘win—win’ proposition for develop-
ing countries. What is good for the TINCs that undertake these
investments is also good for the economies that host them.

The restrictive policies towards TNCs that were popular in
developing countties in the 1960s and 1970s are products of
misguided ideologies. In the words of a prominent business
economist, ‘[ijt is no longer appropriate to assume that government
and cotporate objectives conflict’ (Julius 1994: 278). In this con-
nection, the former British European Commissioner Leon Brittan
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is cotrect to note that it is fortunate today that ‘[ijnvestment is
recognized for what it is: a source of extra capital, a contribution
to a healthy external balance, a basis for incteased productivity,
additional employment, effective competition, rational produc-
tion, technology transfet, and a source of managerial knowhow’

(Brittan 1995: 2).

FD!I has always been important to economic development. But
its importance is greater now thanks to the globalization of
production and corporate organization.

During the last two decades, international trade, produc-
tion processes and corporate organization have all undergone
dramatic transformation. The combined effect of these changes
renders attraction of FDI all the more important to developing
countries.

Up until the 19805, the production process for a single com-
modity took place mostly within the confines of a single country
(though necessary technology and/or taw matetials may have
been imported). ‘Traditional’ international trade consisted of
trade in goods produced within the confines of a single nadon.
Since the 1980s, the production process has been broken down
into numerous tasks, many of which are dispersed globally in
what has been vatiously termed a global production web, global
_ production network, global value chain, and global assembly line.
If developing countties are to benefit from the newly emerging
pattetns of international production and trade, they must secure
a place in the global production web.

Corporations have also changed during the last two decades.
They are no longer associated with a particular nation, National
corporations are increasingly becoming transnational or ‘stateless’.
Increasingly, core corporate activities (such as R&D) and even
the corporate headquarters of TNCs are located outside the
traditional home of what were formerly national corporations.
The emergence of what is termed a world car or a global car
and the establishment of R&D centtes in the USA ot Eutope
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by Japanese- or Korean-owned computer firms exemplify the
new form of corporate organization, The stateless nature of
today’s corporations helps to explain their positive-sum effects on
developing countries. TNCs have no reason to exploit their host
economies because the corporations have no national interest,
Data bear out the importancé of these changes in trade patterns,
production processes and corporate otganization. Since 1982, FDI
has been growing about four times faster than (traditional) inter-
national trade. Since the 19705, the combined output of 'TNCs
has exceeded the volume of international trade. The tecent mas-
sive increase in FDI flows to developing countries suggests that
a greater number of countries are being drawn into the global
production web. About 75 per cent of all world trade in manu-
factured goods is conducted through TNCs, and well over a third
of this activity is intra-firm (in addition to inter-country) trade.

DI is superior to all other forms of international private
capital flows.

The stability of FDI renders it far preferable to foreign bank
borrowing and PI. Its stability is particularly important, given the
recent increases in financial instability and the crises that have
been associated with the sudden reversal of liquid, volatile flows
of foreign bank loans and PL

Countries that have unconditionally welcomed FDI have
performed impressively.

The historical and empitical record shows that several countries
have reaped the benefits of a liberal stance towards FDI and
other forms of TNC involvement. The East Asian ‘miracle’
economies and some Latin American countries over the last two
decades (particularly Mexico) are examples of the way that an
open attitude towards FDI (and other TNC activities, as well as
to international trade) can promote industrial developtent, export
success, and growth,
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Countries that restrict FDI or the activities of TNCs will suffer
from isolation or capital flight.

TNCs will not locate in countries that restrict their activities, and
will exit countries that initiate restrictions on existing TNCs. The
creation of global production networks and the increased liber-
alization of FDI policies across the world have made it easy for
TNCs to relocate any aspect of the production process if the
climate in the host country becomes hostile. As we have seen
(in sections 9.2 and 9.3 above), the threat of exit can keep gov-
ernment policy towards FDI and TNCs in line with approptiate
international standards of openness.

Rejection of the neoliberal view

Historically, FDI and other TNC activities have been associated
with numerous problems in the developing world. These
problems have not disappeared,

In the 1960s and 1970s critics advanced many arguments against
FDI and the activities of TNCs in developing countries. Fitst,
critics argued that TNCs transferred obsolete and ‘inappropriate’
technology to developing countties, often at inflated prices. Second,
TNCs exercised enormous monopoly power over political and
economic conditions within host economies. Third, TNCs evaded
taxes by engaging in the practice of ‘transfer pricing’ between
their subsidiaries. (Transfer pricing refers to a tax strategy that
involves manipulating the ‘internal prices’ between subsidiaties
of the same firm so that profits are recorded in countties that
maintain lower taxes on foreign firms, and losses are recorded
in countries that maintain higher taxes)) Fourth, TNCs discout-
aged domestic investment because local firms could not compete
with foreign firms. In some instances, TNCs wete criticized for
their involvement in campaigns to destabilize governments that
were unfriendly to their interests, The most famous such exam-
ple involved the support by TINCs in the copper industry for
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. the military coup of Chile’s General Pinochet against President
Allende. President Allende had nationalized the copper mines fol-
lowing his election. In our view (and that of many others), these
concerns about TNCs remain valid today, though we believe they
can be managed through appropriate policy regimes.

Strategic management of FDI can maximize its net benefits for
developing countries.

Notwithstanding the important problems discussed above, FDI can
be beneficial to developing countries if properly tnanaged by host
governments. This involves the design of a package of incentives,
rewards and controls. There are many factors to consider when
designing policy towards FDI — namely, the particular mix of
countries involved (as source countries and host countries), the
type of industry and firm, and the regulatory and the tax regimes
in which the investment is undertaken (see below).

FDI policy should be seen as an integral component of a
country's national development strategy.

The developing countries that have benefited most significantly
from FDI and other links with TNCs are those that have managed
these investments in a manner that is consistent with a national
development strategy. Within this parameter, there is a range of
policies towards FDI and TNCs that have proven effectve in
promoting industrialization and other cconomic goals.

Japan, Korea and Taiwan built their industtial foundations on
the basis of restrictive policies towards FDI.? These countries
permitted FDI only in certain sectors, and (except in special cases)
prohibited more than majority foteign ownership in key sectots,
Policymakers in the three countries mandated ‘local content’ re-
quirements (that specified, for example, the proportion of local
inputs used in the production process) in subsidiaries of TNCs.
These requirements were initially set at a low level and then were

increased over time. The government also established limits on
A
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the royalties that could be paid on technology licences by local
partners of TNCs.

The governments of Japan, Korea and Taiwan designed their
policies towards FDI with several objectives in mind. Policy was
designed to encourage FDI only in sectors where its benefits would
outweigh its costs; to ensure that TNCs transferred the right types
of technology at the right price; to maximize the technological
spillovers from TNC activities to the local producers of their inputs;
to prevent TNCs from repattiating too much of their earnings;
to restrict the export activities of their local subsidiaries; and to
maximize the incomes and exports generated by TNCs.

The generally restrictive policies towards FDI in Korea and
Taiwan coexisted with very liberal policies in some sectors. For
example, policymakers established free trade zones (FTZs) or
export-processing zones (EPZs) during the 19505 and the 196os
when the countries suffered from foreign exchange shortages.
Within these zones, TNCs in sectors such as garment and toy
production and electronics assembly were permitted to hold up
to roo per cent ownership and were exempt from other regula-
tions (e.g. lJabour law) on the condition that they export 100 per
cent of their output. F1Zs were seen by policymakers as a useful
— if somewhat unpleasant — device to be exploited for specific
purposes at the early stage of economic development. FT'Zs were
gradually phased out when the foreign exchange shortages that
they were initially designed to ameliorate lessened.” This strategy
towards FIZs is rather different from the way that they are used
in many countries today, which treats the attraction of FDI to
FTZs as a goal in itself.

Singapore and Costa Rica have aggressively courted TNCs
within the context of a cleat, well-articulated plan as to the types
of foreign firms that they wished to attract and the terms on
which these firms could enter the country. The governments of
these countries appreciate that their small size makes develop-
ment of large, indigenous private-sector firms difficult. For this
reason, they decided to create an alliance with TNCs and sought
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_to foster ¥DI of high and improving quality. The govetnments
then undertook critical investments in particulat types of infra-
structure and education in order to maximize the country’s chance
that it would be attractive to the types of foreign investors that
were targeted in the national development plan. The Costa Rican
government’s investment in supportive infrastructute and educa-
tion helped to convince the Intel corporation to locate a major
microchip factory in the country.

The governments of Singapore and Costa Rica adopted a
more liberal stance towatds FDI compared to that employed by
Taiwan and, especially, Korea. But in all four cases, FDI policy
was deliberate, aggtessive and informed by national development
goals.

By contrast, during the last decade or so many developing
countries radically opened their botders to TNCs with little benefit
to their economies. This is because engagement with TNCs was
not driven by a clear strategy for national development. The re-
sult of liberalization without vision is usually FDI of the ‘wrong’
types. Much of this FDI involves foreign investment in real estate
development and takeovers of existing firms (‘brownfield’ FDI)
with little injection of new technology. A lot of brownfield FDI
has been tied to the privatization of state-owned entetprises
motivated by fiscal reasons, rather than to a carefully conceived
industrial strategy (see Chapter 8.1).

In the process of conflating a laissez-faire FDI policy with a
national FDI strategy, many countries have granted foreign firms
unnecessarily large subsidies (or tax exemptons, also known as
tax holidays), abolished ownership restrictions for TNCs, reduced
restrictions on profit repatriation, abolished local content require-
ments, liberalized regulations on technology transfer, and granted
unnecessatily generous exemptions from national regulations {such
as on labour and the environment). This phenomenon is often
treferred to as the ‘race to the bottom’, The race to the bottom has
had numerous negative effects on the tax base, living standards,
and social and environmental conditions in developing countries.
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In the long run, the lack of a coherent national industrial and FDI
strategy means that countties are unlikely to upgrade their econo-
mies by wisely utilizing the investment resources and the foreign
exchange generated by the FDI that they do attract. Note that
the race to the bottom may be further intensified if a neoliberal
multilateral investment agreement is adopted through the WTO
(as a consequence of pressure by industrialized countries).

Evidence shows that foreign investors do not shun countries
that regulate FDI.

The race to the bottom is not only costly for developing countries.
It is also not the most effective strategy for attracting FDI. Em-
pitical studies find that the regulatory regime is not the most
important determinant of foreign investment decisions. Far more
important to the location decisions of foreign investors are factors
such as economic grdwth, the size of the domestic market, the
presence of sound infrastructure and a well-educated and disci-
plined labour force. Even the World Bank, an institution that is
often associated with liberal policies towards TINCs, argues that
‘[t)he specific incentives and regulations governing direct invest-
ment have less effect on how much investment a country receives
than has its general economic and political climate, and its financial
and exchange rate policies’ (World Bank 1¢85: 130).

China and Vietnam are examples of countries that are success-
ful in attracting FDI despite the fact that they regulate it fairly
aggressively. Foreign investors find these countries highly attractive
because of their large domestic markets, rapid economic growth,
and relatively well-educated labour force with what may be thought
of as a good work ethic. The experiences of Singapore and Costa
Rica, and more recently India, demonstrate the importance of a
well-educated labour force in the attraction of FDL

FDI policy should be designed on the basis of empirical
evidence on the factors that influence location decisions. The
evidence shows quite cleatly that TINCy enter — rather than create
~ economically dynamic conntries. In other words, growth leads to
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_ EDI rather than the other way around as many neoliberals sug-
gest (Milberg 1998).

Not all TNCs will exit countries that restrict their activities.

Policymakers in developing countties often ovetlook the fact that
the risk of flight (especially over the short and medium term)
does not apply equally to all types of TNCs. This is important
because policymakers often assume that any attempt to regulate
TNCs will cause them to exit the country. In fact, this fear is
not warranted in many cases.

There exist only a relatively small number of industries whete
investments are highly mobile, and hence where investors can
casily flee if the regulatory climate is no longer attractive to
them.!” Garments, shoes, textiles and stuffed toys are among the
most mobile types of production. By contrast, investments in
other industties are far less footloose. In many industries (such
as chemicals and steel), production requires a significant initial
investment in dedicated capital equipment. This means that re-
location is very costly and time-consuming, and therefore would
not be undertaken lightly. In other industties (such as advanced
electronics and automobiles), relocation may be physically easier
because the miachinery and equipment of the producton process
may be more mobile. In practice, howevet, it is very difficult
to relocate these firms because production depends on reliable
subcontracting networks and other types of relationship that are
not easy to establish elsewhere.

The bottom line is that not all investment by TNCs is equally
subject to flight. The misplaced fear of flight should not dis-
coutage governments from regulating FDI as part of a national
development strategy.

Policymakers should be aware that FDI sometimes causes
substantial outflows of capital.

Following the numerous financial crises in developing countries
duting the 1990s, the apparent stability of FDI has led many
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people to treat FDI as the ‘Mother Theresa of capital inflows’,
as the Cambridge University economist Gabriel Palma put it.
However, it should be noted that FDI can cause substantial
outflows of capital.

These outflows occur whenever the profits associated with
foreign investment are taken out of the country where they are
initially earned, TNCs are increasingly able to withdraw large
pools of capital from host countries because many countries have
eliminated restricdons on profit repatriation. Additionally, transfer
pticing remains an important strategy for TNCs. Transfer pricing
enables TNCs to repattiate pools of capital that exceed the profits
they have actually earned in the host economy.

Additionally, in liberalized, internationally integrated capital
markets, there is no limit on the ability of foreign (direct) in-
vestors to move vast sums of money out of the host economy
by using their assets as collateral for loans drawn on domestic
banks. These loan proceeds can then be converted into foreign
currencies and invested abroad. Thus, like other forms of capital
flows (such as PI), unregulated FDI has the potential to cause
significant resource outflows from developing countries, Careful
management of the terms of FDI can prevent or mitigate its
potential to generate resource outflows.

Policy alternatives

Historical experience and empirical studies reveal two key
lessons about FDI and involvement with TNCs.

First, there is no single template for managing FDI and other
TNC activities. Governments in developing countries should
maximize the potential for FDI to promote economic, and espe-
cially industtial, development by creating employment, increasing
living standards and promoting the transfer of knowledge and
technology.

As we have seen above, the histotical and empirical record
reveals that there are many different paths for achieving this aim.



Policy Alternatives 3 145

'The ability to manage FDI and other TNC activities depends
on several factors, such as the host countty’s relative bargain-
ing position (which itself may depend on country size), the
technological nature of the industry, and the importance of the
particular firm or industry in the government’s overall national
development vision. '

Some countries in Hast Asia offer particulatly good recent
examples of strategies for maximizing the developmental benefits
of FDI and other forms of TNC involvement. The recent ex-
perience of China, India and Vietnam demonstrate that foreign
investors will not necessarily shun countties that place restrictions
on their activities. These experiences show that management of
FDI is still possible today. Evidence also shows that, when making
investment decisions, TNCs place greater emphasis on factors like
a large domestic market, an educated wotkforce, tising incomes
and economic growth, and sound infrastructure rather than on a
liberal regulatory regime.

Second, FDI policy stands the best chance of achieving devel-
opmental objectives if it is firmly tied to national development
and/or industtial policy plans. Countries like Korea and Taiwan
are known to have used strict regulation on FDI in most in-
dustries, while also taking a very liberal attitude towards FDI in
others. This mixture of restrictive and liberal policies was pos-
sible because the governments developed a clear FDI strategy
that differentiated among industries. The recent experiences of
Singapore and Costa Rica show that policymakers can target the
attraction of particular types of FDI (or even target particular

firms) as a central part of their industrial or development strategy
| (see also Chapter 7.2).

The precise strategy towards FD! should depend on the nature
of the FDI that is being sought, the country's endowments, and
the goals of the country's industrial policy regime.

Some countries, especially the poorest ones, may have rathet
narrow goals for FDI, seeking only an infusion of foreign capital
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that will increase employment (under any terms) and foreign
exchange earnings. The garment industry, shoe production and
toy manufacture often function in this limited but, in some cases,
economically important capacity. In such cases, it may be accept-
able - or even important — that the countty maintain a relatively
liberal atttude towards FDI because the industries are seen strictly
as 2 ‘cash cow’. Many countries have established EPZs for the
purpose of attracting FDI to these types of industries. However,
it should be noted that cash-cow industries tend to be ‘dead ends’
in the long run. Therefore policymakets need to devise a strategy
to reinvest the export earnings generated by such industries in
order to generate new industrial capabilities. —

In some countries and in some industries, the government
may find it necessaty to induce foreign investors to undertake
expensive investments in capital equipment and technology. These
types of foreign investment can sometimes be a precondition
for using the country’s natural tesoutces to some advantage be-
cause the technology necessary to extract natural (e.g. mineral)
resources is not always available domestically. In this context it
may be necessaty to adopt an FDI strategy for this sector that
is attractive to foreign investors, but that nevertheless allows the
host country to extract the largest possible ‘rent’ from their own
natural resources, Carefully structured joint-operating agreements
have wotked well in some countries,

In some cases, the government may seck to promote certain
industries as part of an industrial policy plan aimed at creating
long-run international competitiveness in some realm. At the early
stages this might necessitate 2 major injection of new technology
and capital, a circumstance that necessitates TNC participation.
In this type of situation, it is important for the national govern-
ment to negotiate with TNCs over technology transfer and to
prevent TNCs from imposing restrictions on export and R&D.
These matters were rather well negotiated in the cases of the
Chinese auto industry and the Korean fast train project in the
mid-1ggos.
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Finally, in those cases wherte the country is reasonably close to
achieving international competitiveness in a particular industry, it
may be necessary to exclude TNCs altogether. This is especially
important whete the domestic matket is small. This restriction
may be necessary so that local firms have the greatest possible
opportunity to develop their competitive advantage.

The main point is that there is no single appropriate strategy
for all types of FDI and TNCs and for all types of countty.
Each industry serves different functions in the greater scheme
of industrial development. Policies towards FDI and TNCs must
be tailored to the patticular conditions of each industry and each
country. FDI and TINC policy must be dynamic so that policy
evolves as internal and external conditions change.

Developing countries do have some bargaining power vis-3-vis
TNGs, and this power should be exploited whenever possible,

It is, of course, one thing to say that countties should use TNCs
in a strategic manner, and it is another to say that they can
actually do so. Developing countries that are extremely poor,
small or pootly endowed with natural resources hold far less
batgaining power than countties with better ‘initial conditions’.
This is especially the case because pootly endowed countries are
often most attractive to precisely those industties where capital
mobility is highest (such as garment production).

On the other hand, many developing countries do have some
bargaining power, at least in relatdon to some industries. Some
countries offer the prospect of a large and/or rapidly growing
domestic market. Examples of such countties are China, India,
Brazil and the rapidly growing East Asian countries. A latge and/or
rapidly growing market is particulatly important in industries where

“transportation costs ate telatively high and/or where proximity
to the desired market is important.

- Another element of bargaining power that is possessed by
~ some countries is the presence of a well-educated, well-trained
workforce (relative to its wage level). Notably, the formerly and
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presently Communist countries of Eastern Europe, Vietnam
and China ate best situated in this regard thanks, somewhat
paradoxically, to theit Communist legacies. Location is another
advantage possessed by some developing countries.

Countries that have the locational (and legal) advantage of
easy access to large markets with rich consumers ate also well
situated to negotiate with some foreign investors. The bargain-
ing power of Mexico is increased by its proximity to the USA
(and its NAFTA membership), and that of the Central European
countties (such as the Czech and Slovak Republics, Poland and
Hungary) is enhanced by their proximity to Western BEuropean
countries and their forthcoming EU membership. The possession
of rare, strategic ot otherwise valuable mineral and other natural
resources also enhances bargaining power.

Needless to say, 2 developing country will be in the best posi-
tion to exercise its bargaining power if its economy is on a solid
footing in the first place. In this connection, it is important to
pursue appropriate economic policies in the many realms that are
discussed throughout Part Il of this book. It is also critical to
have a government that is internally coherent and is politically
and administratively capable of exercising its bargaining power
vis-a-vis foreign investors and other actors.

Notes

1. Another category of international private capital flows is private re-
mittances, Private remittances refer to international resource transfers
between individuals. The most common type of remittance occurs
when a family member who is working abroad sends funds (i.e. wage
remittances) to a family member in the home country. The discussion
that follows does not address remittances because neoliberals do not
offer policy recommendations in this domain (and hence we do not
offer alternatives to remittance policy). Note that for some smaller

" developing countries, such as in Central America and the Caribbean,
remittances are the largest single source of foreign exchange. The
World Bank (2003) reports that wotker remittances now rank second
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in importance only to FDI in overall external finance of developing
countries as a whole.

However, strategically important developing countties, such as Tutkey
and Pakistan, received significant foreign aid from the USA following
the events of 11 September 2001.

Note that the data presented ate meant to be illustrative, The absence
of consistent annual data on all international private capital flows
frustrates efforts to calculate period averages.

The negative figure in 2002 means that payments to foreign lenders
exceeded the amount of new loans extended to developing coun-
tries.

All data in this and the following paragraph ate taken from World
Bank (various years).

Note that the level, scope and method of paying the reserve require-
ment tax was, in fact, changed many times duting the lifespan of
the policy regime in both Chile and Colombia. See Grabe! 20034 for
details.

In contrast, the domestic currency will not be under pressute to
appreciate significantly if FDI increases gradually.

Restrictions on FDI were not exclusive to the East Asian countries.
Between the 19305 and 1993, Finland restricted foreign ownership
in enterprises to 20 per cent. In the nineteenth century, the USA
restricted FDI in industries like coastal shipping, mining and logging,
while disadvantaging TNCs by banning the employment of foreign
workers. See Chang and Green 2003 for additional details on the
history of restrictions on FDI,

Note that in the mid-1980s, only ¢ per cent of 'TNC subsidiaries in
Korea (including those in the FTZs) were 100 per cent owned by
the parent firm. This contrasts dramatically with the situation of
Mezico and Brazil where so per cent and 6o per cent, respectively,
of 'ITNC subsidiaries were roo per cent foreign owned (Evans 1987:
208).

Though recall that evidence suggests that regulation plays far less
of a role in FDI decisions than is commonly thought.
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Domestic Financial Regulation

The neoliberal view

The state regulation of the financial system, or ‘financial
repression’, that is popular in developing countries is
counterproductive,

The archetypal financial system in developing countries is anti-
thetical to economic development. The typical financial system
is characterized by a heavy degree of state involvement and the
domination by banks rather than by capital markets (i.e. stock
and bond markets). This state of affairs is widely described as
‘inancial repression’.

Intense state involvement in the financial sector has a number
of adverse consequences. The maintenance of low interest rates
(patticulatly in the context of high inflation) encourages domestic
savers to hold their funds abroad, and generally makes current
consumption more attractive than saving in domestic financial
institutions. Low savings rates also mean that domestic banks have
an insufficient pool of savings from which to extend loans. State
involvement in finance also leads to the fragmentation of domestic
financial markets, with only a small segment of politically con-
nected borrowers gaining access to low-cost credit. Disenfranchised
borrowers must resott to unregulated, ‘informal’ (or ‘curb’) lenders
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who often charge exorbitant interest rates, or otherwise have to
manage in the face of unmet needs for capital.

Financial iberalization is essential for growth and stability.

In view of the above problems; developing countties must liberal-
ize their financial systems. A liberalized financial system based on
competitive capital markets is central to the promotion of high
levels of savings, investment, foreign capital inflows and economic
growth. Domestic financial liberalization not only increases the
level of investment, but also increases its efficiency by allocating
funds across investment projects according to strict rate-of-return
criteria and via arm’s-length practices. Domestic financial liberaliza-
tion eliminates inefficiency by eliminating the wasteful and cotrupt
practices that flourish under regimes of financial regulation, and
it subjects borrowers and firm managers to the rigours of market
discipline. The introduction of market discipline and the elimina-
tion of corruption improve the operating performance of financial
institutions. The prospects for financial stability are consequently
enhanced by sound financial sector performance.

Liberalization also encourages the creation of new instruments
and markets in which to trade them. This process is termed
financial innovation. Investment and financial stability are pro-
moted by these new opportunities for risk diversification and
dispersion. By increasing the availability of finance, liberalization
also eliminates the need for informal (and often exploitative)
financing arrangements, and allows borrowers to seek out those
forms of investment finance that best meet the needs of theit
particular projects.

The finance provided through capital markets is widely tegarded
as preferable to other forms of finance because it has a greater
ability to disperse risk, it is allocated according to objective ef-
ficiency and performance criterda, it is cheaper than other forms
of external finance (such as bank loans), and it is highly liquid.
This last attribute is especially desirable: it encourages sound
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business management by placing managers under the threat of
investor exit (or higher capital costs) if they undetperform. (See
Chapters 8.1 and 9.3 for further discussion of the disciplining
function of liguid forms of finance.) The promotion of inter-
nationally integrated capital markets has the added benefit of
facilitating the rapid integration of developing countries into the
global financial system.

A sequenced approach to financial liberalization may be useful,
but the ultimate goal should be a total financial liberalization.

As with the liberalization of international capital flows, some
commentators argue that domestic financial liberalization should
be sequenced. In this view, full domestic financial liberalization
can be attained only once other sectors of the economy are well
functioning and liberalized — that is, the liberalization of trade and
other activities should precede financial liberalization. However,
many other commentators teject arguments for sequencing be-
cause of the problems introduced by this strategy (see Chapter
9.1). Most importantly, whatever one’s view is on the issue of
sequencing, there can be no dispute that the ultimate goal should
be total financial libetalization.

Most developing countries have been successfully implementing
domestic financial fiberalization since the mid-1970s.

Chile, Argentina and Uruguay were among the first developing
countiies to liberalize their domestic financial systems in the 1970s,
These programmes encountered problems by the eatly to mid-
1980s, but this happened only because they were implemented in
the broader context of incomplete and inconsistent programmes
of economic reform. Policymakers in the developing world have
learned from these experiences; since then, financial liberalization
has been implemented with far fewer problems. Since the 1990s
the pace of domestic financial liberalization has accelerated dra-
matically to the benefit of developing countries.
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Rejection of the neoliberal view

Domestic financial kberalization in developing countries has had
few ambiguous successes and numerous unambiguous failures.

"The drive towards domestic financial liberalization in developing
countties is fuelled by several mutually reinforcing developments.
These include the growing importance of international private
capital lows to developing countries (see Chapter 9.1), the global
shift towards neoliberal economic policy, and the increased influ-
ence of financial interest groups and the IMF on the decisions
of national governments,

Domestic financial liberalizaton has registered few successes,
Some large firms in developing countties, especially in the context
of privatization programmes, have received significant finance
through the capital markets created or expanded under financial
liberalization. The finance provided to these fitms has often been
cheaper than that available via bank loans. Financial liberalization
has furthered the integration of developing countries in global
financial markets,

However, even these modest achievements ate tainted. The
growth of large firms has increased business concentration in de-
veloping countties. Capital markets teinforce rather than undermine
an existing dualism with regard to access to lowetr-cost external
finance by large firms, The lowet-cost capital that is available to
some large firms has often fuelled speculative excess. And glo-
bal financial integration has a downside in so far as it increases
systemic risk, financial fragility and volatility, and increases the
potential for financial crisis in developing countties (see Chapter
9, and especially section 9.3).

A large body of empirical evidence finds that domestic financial
liberalization has unambiguously failed to deliver most of the
rewards claimed by its proponents (e.g, Arestis and Demetriades
1997; Williamson and Mahar 1998). Domestic savings have not
responded positively to financial liberalization. Financial liberali-
zation has not promoted -long-term investment in the type of
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projects or sectors that are central to economic development
and to the amelioration of social ills {such as unemployment).
Financial liberalization has created the climate, opportunity and
incentives for investment in speculative activities and a focus
on short-term financial as opposed to long-term developmental
retutns. The creation of a speculative bubble may temporarily
result in an increase in investment and economic activity. But an
unsustainable and financially fragile environment, or what Grabel
(1995) terms ‘speculation-led development’, is hardly in the long-
term economic interest of developing countries.

Financial liberalization usually leads to 'speculation-led
development’, which in turn almost invariably ends in currency
and banking crises. It also increases income inequality, creates
disparities in political and economic power, and increases
financial fragility.

Speculation-led development is highly problematic for several
reasons. Contrary to the neoliberal view, the financial innova-
tion and associated increase in liquidity that follow liberalization
impatt greater tisk and instability to the financial system and the
economy. The promotion of capital markets (especially when they
are internationally integrated) exacerbates the problem of financial
fragility. These risks frequently culminate in national financial cri-
ses, the burdens of which fall disproportionately on economically
vulnerable and politically weak groups within society.

Indeed, many empitical studies find that financial liberalization
often leads to currency and banking crises in developing countries
(see Grabel 2003b, and references therein). Chile, Argentina and
Uruguay experienced financial collapses following their expetiment
with financial liberalization in the 1970s. Since then we have seen
financial crises follow liberalization in a great many developing
countties, such as Russia, Nigeria, Jamaica, Korea, Thailand,
Indonesia and Mexico,

Speculation-led development also aggravates existing social
ills by increasing income inequality. This is because only a small
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.proportion of the population is situated to exploit the oppor-
tunities” for speculative gain that are available in the liberalized
financial environment. Speculation-led development creates a small
class of financiers who maintain greater economic tes to finan-
cial markets abroad than to those in their own country. In this
context, political and economic power is shifted to the domestic
and international financial community.

In a speculation-led economy the financial community becomes
the anointed arbiter of the ‘national interest’. This means that
policies that advance the economic interests of the financial com-
munity (such as those that promote low infladon, high interest
rates, low levels of public expenditure) ate justified on the basis
that they serve the broader public interest when this is simply
not the case (see Chapter 11.2—11.3).

A market-based allocation of capital is not the best means
for promoting investment that is socially necessary. Nor is it a
magic cure for inefficiency, waste and corruption.

Proponents of financial liberalization emphasize the benefits of
matket allocation over state allocation of capital. There is, how-
evet, no demonstrated empirical or historical relationship between
a market-based allocation of capital and economic development.
This is not surprising since the allocation of capital in market-
based systems relies on private financial returns (i.e. profits) as the
singulat yardstick of investment success. And the ptivate financial
return on an investment can be quite different from its develop-
mental or social return. For example, the developmental return on
an investment in the provision of clean drinking water is likely
to exceed its private return. The divergence between private and
developmental returns means that alternatives to the market-based
allocation of capital are necessary to promote investment that is
socially necessary, but not necessarily privately profitable.
Financial systems that are characterized by corrupt or inefficient
practices undet regimes of financial control maintain these at-
tributes even after liberalization. Liberalization frequently changes
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the form, but not the level, of corruption or inefficiency. The
situation of Russia after financial liberalization exemplifies this
point, but the countty is by no means exceptional in this regard.
As the US corporate scandals in 2002—03 demonstrate, corruption
and inefficiency can occut on a rather Jarge scale even in a highly

liberalized financial system.

Liberalized financial systems have not been a part of most
development successes,

The wotld’s most successful development experiences occurred
in countries where the state effectively managed the financial
sector so that it served the goals of economic development, or
whete the financial and industrial sectors functioned as partners
in the development process (often, although not always, under
the guidance of the state).

The landmark historical study of economic development con-
ducted by the economic historian Alexander Getschenkron (1962)
found that state institutions and financial-industrial ties were
critical to the success of the world’s late industrializers. He found
that state institutions and linkages between finance and industry
were mote important the later a country started industtializa-
tion. Gerschenkron’s study of the development experiences of
Continental European countries, Japan, Russia and the USA dem-
onstrated that there was no single template for successful economic
and financial development. This is hatdly surprising since these
countries have diverse institutional, political, cultural and economic
capacities. Nevertheless, his historical findings do illuminate the
fact that liberalized financial systems and arm’s-length financial
arrangements have been part of the development experience of
very few of today’s industrialized countries. The same is true of
the high growth eras in most developing countries.

It is worth noting that the financial systems of the USA and
England were more liberal than those of their peers during
industrialization. Early US economic development was, how-
ever, characterized by dramatic speculative bubbles, low levels of
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. confidence in the financial system, and recurtent, serious financial
crises. Until the early twentieth century, the practce of insider
trading and vatious types of financial cotruption were also tam-
pant in the USA. The country only overcame its chronic financial
instability in the mid-twenteth century through the creation of
a sound financial infrastructure involving numerous regulatoty
bodies and 2 central bank, well-funded systems of deposit and
financial insurance, a sound banking system, the enforcement of
disclosure laws, and a high level of technical capacity by financial
actors (Chang zoo02: ch. 3).

English financial development, while less chaotic than that of
the USA, was not as market-oriented as is generally thought. The
monetary policies of the Bank of England were directed by the
government, and were significantly influenced by the country’s
powerful financial community. The Bank of England frequently
mitigated the country’s financial difficulties by working closely
with the central banks of other powerful, wealthy countries (es-
pecially France). And the English financial and economic system
benefited greatly from the significant direct and indirect resource
transfers associated with colonialism. England’s status as the
first country to industtialize on a large scale also meant that the
challenges of competing in the global economy were irrelevant
until other countries started challenging, ultimately successfully,
its economic supremacy.

The financial systems of the USA and Britain have been highly
liberalized since the mid-1980s. Many studies of these systems
conclude that liberalization has served the needs of all but the
financial sectors in these countries very poorly.

Studies have found that the liberalized financial environment in
Britain and, especially, in the USA has forced firm managers to
focus excessively on short-term performance and stock market
valuation (see Grabel 1997, and references therein). In this climate,
firms are penalized (through the decline in their stock price) for
undertaking investments that bear fruit only over the long term,
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such as R&D. They ate also rewarded for decisions that reduce
costs, such as fiting employees ot relocating to countties where
wage costs ate lowet.

The takeover mechanism associated with the stock markets
of the USA and Britain has not benefited their economies (see
Chapter 8.1). The threat and the actuality of takeovers have ag-
gravated the ‘short-termism’ of corporate managers, have resulted
in a greater degree of concentration and monopolization of busi-
ness, and have induced job losses in many sectors.

Evidence from the USA suggests that the large banks that
generally flourish in liberalized financial environments are not
conducive to the growth of small and medium-size businesses
(Berger et al. 2001). A study of large banks in the USA finds that
they are less willing to lend to small firms than are smaller banks.
This finding should give policymakers in developing countries an
additional reason to be cautious on the matter of abandoning
restricions on cross-border and domestic bank mergers as this
can aggravate the serious financing constraints already faced by
small firms within their economies.

In sum, the mysiad problems associated with financial liberaliz-
ation and takeovers are hardly worth exporting to developing
countties.

Policy alternatives

The goal for domestic financial regulation: finance in the service
of development. The principal criterion for evaluating the
performance of the financial system: functional efficiency.

Domestic financial regulation in developing countties should be
guided by one fundamental consideration: the financial system
should operate in the service of sustainable, stable and equita-
ble economic development. The chief function of the financial
sector in developing countties is to provide finance in adequate
quantities and at appropriate prices for those investment projects
that are central to this kind of development. All financial reforms
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should be evaluated against the extent to which they achieve this
aim. Domestic financial reforms that improve the functioning of
the financial system along other dimensions (such as liquidity,
international integration, etc.) should be seen as secondaty to the
ptimary developmental goal of the financial system.

We submit that the most important way in which the financial
system can serve appropriate economic development is through the
provision of long-term finance, which is necessary to the viability
of most projects that are central to economic development (e.g.
investment in infrastructure and the promotion of infant indus-
tries). In his research on the US financial system, economist James
Tobin {1984) uses the term ‘functional efficiency’ to tefer to the
ability of the financial system to provide finance for long-term
investment. The concept of functional efficiency contrasts with
the more conventiopal notion of efficiency that focuses on the
pricing mechanism — for example, whether the cost of a bank
loan accurately reflects the private risk associated with a patticular
investment. Any proposed financial reform should be evaluated
based on its ability to contribute to functonal efficiency.

Strategies for creating financial systems that serve the goals of
development.

The goal and performance criteria advanced above can be opera-
tionalized in any number of ways. Needless to say, the appropri-
ateness of the exact policy instrument(s) chosen depends on the
particular conditions in each country, such as the character of
the fnancial architecture, institutional capacites, and histotical,
political and economic conditions. However, there are some well-
known mechanisms that many governments have used in order
to influence, direct or cootdinate the allocation of a significant
proportion of financial flows.

Government influence over the price and direcdon of bank
lending to key sectors was central to industrial development in
Japan, most Continental European and East and Southeast Asian
countries, and Brazil. Government influence over loan allocation
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may also involve the establishment of lending targets at the
sectoral level that are imposed on ptivate, quasi-private or publicly
controlled banks, Alternatively, the government can use the tax
system to influence bank lending. Tax incentives can encourage
banks to lend to strategic firms ot sectors. A system of lending
targets or tax credits can ensure that bank lending supports a
range of identified social and economic goals.

Specialized lending institutions can also be established to serve
particular mandates. These might include encouraging female
and/or minority entreprencutship, supporting the development
of small and medium-size businesses, or promoting the devel-
opment of new technologies (such as those that promote good
envitonmental outcomes).

Another means of ensuring the provision of stable, long-
term finance to patticular sectors/firms is through the creation
of development banks, which specialize in long-term financing,
Development banks can be publicly financed and managed as in
Brazil, Korea, Japan and France, or can be privately financed as
in the case of German industrial banks, It is also conceivable that
these banks could be organized as a public—private hybrid, and
could raise capital on international markets and even from private
donoss, Development banks are the institutional counterpart of
the industrial policies and public investment programmes that
are critical to late development, as the experiences of several
countries suggest (see Chapters 7.2 and 11.3),

Evidence from late developers shows that development banks
and other specialized banks can be managed and regulated ef-
fectively. The challenges of effectively managing these institutions are neither
greater nor lesser than those associated with managing private banks in a
liberalized environment. Moreovet, as Singh and Weisse (1998) argue,
the resources used to create a liberalized financial system would be
better spent in ensuring the appropriate and sound operation of
a financial system that operates in the service of development.

Another means to ensure that the domestic financial system
serves developmental objectives is a system of variable asset-based
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reserve requirements for financial firms. Palley (2000) advances a
case for asset-based reserve requitements, and we augment this
proposal modestly in the interests of exploiting its developmental
potential. A system of vatiable asset-based reserve requitements has
three chief components. Fitst, all financial firms in the economy
are requited to hold differential teserves against different types of
assets in their portfolio, such as stocks, bonds, mortgage, consumer
or small business loans. Second, finagcial regulators establish and
manipulate the required reserve ratio against each type of asset
based on the government’s objectives vis-i-vis encouraging certain
types of investments and their evaluation of a number of factors,
such as the risk associated with that asset and market conditions.
Third, required reserves are held in non-interest-bearing deposit
accounts at the central bank,

Variable asset-based reserves provide regulators with 2 means
to encourage/discourage financial institutions to hold certain types
of assets by reducing/increasing the ratio of required reserves that
must be held against them, and thereby lowering/raising the cost
of holding certain assets. Variable asset-based reserves provide
regulators with both a means to target sectoral imbalances involving
overinvestment in some sectors and underinvestment in others, and
2 means to use the financial system in the setvice of industtial
policy goals (see Chapter 7.2). A system of variable asset-based
reserves can also reduce the risk of financial crisis through two
channels. Regulators can use the asset-based teserve requirements
to deflate bubbles in particular asset markets as they emerge and
before they culminate in financial ctisis. The system also functions
as an automatic stabilizer because it requites financial institutions
to deposit additional reserve holdings whenever asset values tise
or whenever new types of assets are created.

Whither domestic financial liberalization?

Policymakers may wish to embark eventually on a limited pro-
gramme of domestic financial liberalization, particulatly once the
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counity’s initial industrialization and growth objectives are attained,
In this connection, two considerations merit mention.

First, the success of liberalized financial markets depends on
numerous prerequisites, many of which are not met in developing
countries and cannot be exported easily or quickly. The financial
history of industrialized countries shows that a sound financial
and regulatory infrastructure is essental to the successful operation
of a liberalized financial system, and this infrastructure cannot
be created overnight. Neoliberal reformers pay lip service to the
concept of good governance, but then rush to install liberalized
financial systems in developing countries that lack the requisite
institutional and regulatory capacities to ensure that they are vi-
able. The numerous financial ctises in developing countties (in
addition to US experience in the nineteenth and early twentieth
centuries) illustrate the costs of this strategy.

Second, policymakers should adopt 2 conservative stance on
liberalization. ‘That is, liberalize only when the benefits are un-
ambiguous and cannot be reasonably achieved through any other
means. Any benefits associated with financial liberalization must
be carefully weighed against its costs (namely, increased levels of
systemic risk, volatility and short-termism, all of which increase
financial fragility, and thus the chance of financial crisis). Fot
exampile, liberalized capital markets have provided a greater volume
of finance to ‘start-up’ enterprises than have more regulated
systems, But this does not mean that financial liberalization is the
only way to ensure the provision of finance to these entetptises
or to other undesserved sectors of the economy. Public invest-
ment, lending targets, tax credits, specialized lending institutions
and vatiable asset-based resetves are other means for ensuring the
provision of adequate finance to underserved sectoss.

Particular caution is warranted in two areas: the promeotion of
capital markets and off-balance-sheet activities.

If policymakers value financial stability, it is particularly important
that they adopt restrictions on the introduction of liquid, inter-
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nationally integrated capital matkets and on the pace of financial
innovation, especially when it involves creation of off-balance-sheet
activities, such as detivatives. (See above on financial innovation
and Chapter 9.3 on off-balance-sheet activities.)

As we have seen, liquid, internationally integrated capital
markets carry few ambiguous benefits and myriad unambiguous
costs, especially (but not exclusively) for developing countries.
The case for promoting them is thus rather dubious. If capital
markets are to be promoted at all, significant resources must be
committed to minimizing their tisks, narrowing the scope of their
operation, and in ensuring that other segments of the financial
system (such as banking) serve developmental objectives.

Off-balance-sheet activities (such as detivatives) are even more
problematic, given their complete lack of transparency and the
high degree of risk introduced by them. As we argue in Chapter
9.3, these activities have no place in developing countries.
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Macroeconomic Policies and Institutions

[t.] Exchange Rate and Currency Policies

Terminology

A convertible currency is a currency that holders may frecly
exchange for any other cutrency regardiess of the purpose of
conversion or the identity of the holder. In practice, this means
that the central bank pledges to buy or sell unlimited amounts
of the domestic currency (and if the exchange rate is set by
the government, this commitment extends to guaranteeing the
exchange at a predetermined price).

For example, say you found yourself holding the Mexican
currency, the peso, but you did not wish to purchase any Mexzican
goods with your pesos. This is not a problem as the peso is fully
convertible. This means you could purchase any other currency
with your pesos. But if you were holding a non-convertible
currency, such as the Chinese yuan, you might not be able to
undertake this transaction, The transaction could oaly be under-
taken if it were for certain pre-approved types of activity, following
purchase of a foreign exchange licence (that entitles the holder
to exchange currency), or following approval by the central bank
ot other monetary authority.

A floating exchange tate system is one in which the value of
the domestic cutrency is determined by market forces. Under a
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system of floatng exchange rates, an increase in demand for a
country’s currency (other things being constant) causes the cur-
rency to appreciate. Demand for a country’s currency will increase,
for example, whenever foreign investors purchase assets in the
country (because they must obtain the currency before purchas-
ing them). A decrease in the demand for a country’s currency
(other things being constant) causes the currency to depreciate.
The demand for a currency will decrease whenever investors sell
assets denominated in the cutrrency, and then sell their holdings
of the currency.

Floating exchange rate systems contrast with fixed or pegged
systems in which the value of the currency is set by the govern-
ment (fixed rates), ot is allowed to fluctuate only within 2 narrow
band (pegged exchange rates). The term ‘crawling peg’ refers to
exchange rate regimes wherein the band in which the currency
is permitted to fluctuate is adjusted based on changes in certain
economic conditions, such as changes in the rate of inflation.

Some basic empirical facts

Today, most developing countries have convertible currencies and
floating exchange rates. Most countries that are members of the
IMF today maintain convertible currencies. Recent reports indicate
that 151 countties (of the 183 that are IMF members) maintain
fully convertible currencies. Recent studies report that about 6o
per cent of all developing countries maintain some type of float-
ing exchange rate regime (Bird and Ramkishen z2001).!

The neoliberal view of currency convertibility

Currency convertibility is essential to the promotion of
international trade and private capital flows.

Currency convertibility is essential for developing countries be-
cause foreign investors will be less willing to commit funds to a
country if they face restrictions on their ability to convert any
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currencies earned through international trade and investment.
Restricting cutrency convertibility gives rise to waste and corrup-
tion since individuals and firms will devote resoutces to evading
convertibility restrictions (for example, by bribing the authorities
to issue illegal foreign exchange licences).

The neoliberal view of exchange rate regimes

Floating exchange rate systems are the ideal to which all
developing countries should strive.

Floating rate systems are optimal because they give maximum
play to market forces and thereby promote economic efficiency
and discipline, In floating rate systems, the value of a country’s
cutrency provides important information about the economy.
A country with an appreciating currency is one that has gained
the confidence of investors (as evidenced by their putchase of
domestic assets). A country with a depreciating currency is one
that investors hold in lower regard,

Floating exchange rates also eliminate the potential for specu-
lators to ‘bet’ that the government will be forced to change the
rate or the range at which the currency is pegged. This type of
speculation has often caused governments to devalue dramatically
the rate at which their currency is pegged. In some cases, pegged
exchange rate regimes have even collapsed under the weight of
intense speculation against the currency.

Floating exchange rates promote a greater degree of financial
stability than do fixed or pegged exchange rates. This is because
there is no reason for speculators to test the government’s com-
mitment to maintaining a partdculat currency value.

In some cases, extreme fixed exchange rate systems, such as
currency boards, and even currency substitution are second-
best alternatives to floating rates.

Floating exchange rates are not always feasible. This may be the
case if the economy is too fragile to withstand the curtency
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" fluctuations associated with floating rates, if domestic and foteign
investors place a high value on currency stability and predictability
because of previous expetience with currency crises or high in-
flation, or if monetary authorities cannot be trusted to abstain
from intervening in the curtrency market. In those circumstances
where floating exchange tates are not viable, extremely rigid fixed
exchange rate regimes such as a currency board or even full
currency substitution may be necessary.

The currency board is a politically insulated institution charged
with guaranteeing that the domestic currency is fully convertible
upon demand and without limit into a foreign reserve currency
at a fixed rate of exchange. The fixed exchange rate is guaranteed
by holdings of the reserve currency, generally a strong foreign
currency such as the US dollar or the euro, The currency board
can only issue additional domestic currency if holdings of the
reserve currency are increased via export sales or foreign invest-
ment inflows to the country.

Full currency substitution involves legally replacing the dom-
estic currency with a strong foreign currency. This strategy is
sometimes referred to as dollarization, since the US dollat is the
currency most commonly employed in full currency substitution
arrangements,

In other words, only ‘extreme’ exchange rate systems (termed
‘corner solutons’ in the academic literature) are wotkable. On one
end of the exchange rate continuum is the ideal of floating rates;
on the other end are second-best systems of extreme exchange
rate fixity embodied in currency boards or currency substitution.
Exchange rate regimes that fall between the extremes of floating
and extreme fixity (termed ‘intermediate regimes” — fairly wide
cutrency pegs or crawling-peg regimes) are destined to fail.”

Some countries need the discipline and credibility asscciated
with currency boards,

Cutrency boards have several desirable features. They maintain
exchange rate stability and thereby prevent currency crises. They
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prevent high inflation by setting strict conditions on the circum-
stances under which the domestic money supply can be increased.
And, finally, currency boards promote foreign investment and
confidence by resolving problems of currency and price volatility
and by delegating policy to an institutdon that divests corrupt or
inept politiclans from any influence over the national currency
(see also Chapter 6 and section 11.2 below for similar arguments
on behalf of independent central banks).

Today, currency boards operate in Bermuda, Bulgaria, Bosnia
and Herzegovina, Cayman Islands, Djibouti, Estonia, Falkland
Islands, Faroe Islands, Gibraltar, Hong Kong and Lithuania.

For some countries, even currency boards do not offer
sufficient discipline and credibility. In these cases, full currency
substitution is necessary.

Full currency substitution is preferable to a currency board when-
ever the government cannot be trusted to respect the operational
independence of the cutrency board or whenever policymakers
seck the most rapid route to exchange rate stability and interna-
tional credibility. As of 2001, twenty-three countries maintain full
currency substitution, while fourteen countries maintain partial
currency substitution. Countties that maintain full currency sub-
stitution include Ecuador, El Salvadot, Panama, Northern Cyprus,
and the British Virgin Islands; countries that maintain partial cut-
rency substitution include Catmbodia, Liberia, Guatemala, Namibia
and Tajikistan. Partial substitution refets to circumstances whetein
the national currency circulates alongside a much more widely
utilized foteign currency.

Rejection of the neoliberal view on currency convertibility

Unrestricted currency convertibility creates the potential for
currency depreciation and collapse, capital flight and financial
instability,. Conversely, restricting convertibility curtails these
problerns.
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Maintenance of unrestricted currency convertibility is highly prob-
lematic from the perspective of financial stability (see Gtabel
2003a). Investors cannot move their money freely between coun-
tries unless they can easily convert capital from one cuttency into
another. But the practice of curtency conversion and the sudden
exit from assets denominated in the domeste currency expose the
currencies of developing countries to pressure to depreciate. And
as we have seen in Chapter g (especially section 9.3), large, sudden
currency depreciations can initate a vicious cycle of additional
depreciation, a decline in asset values, and financial crisis.

Conversely, currencies that are not convertible cannot be placed
under sudden pressure to depreciate because there are substantial
obstacles to investors acquiring the cutrency in the first place.
Moreover, to the extent that investors are able to acquire the
currency (or assets denominated in it), their ability to liquidate
these holdings is ultimately restricted. Thus the likelihood of a
currency collapse (triggered by the sudden, large-scale exit of
investors) is trivial because the currency cannot be attacked. The
greater the restrictions on convertibility, the smaller is the scope
for dramatic depreciation of the currency caused by sudden in-
vestor exit (and ultimately the smaller is the scope for cutrency
collapse), Of course, it also follows that the greater the restric-
tions on convertibility, the greater are any costs associated with
maintenance of these restrictions. Such costs may include the
creation of a black market in the cutrency or bribery aimed at
securing a foreign exchange licence. However, these costs (to the
extent that they occur at all) are insignificant when compared to
the benefits to financial stability associated with restricted cur-
rency convertibility,

Restricting currency convertibility can also curtail capital flight.
Restricting convertibility can effectively discourage foreign in-
vestors from even buying the kinds of domestic assets that
are most prone to flight (such as portfolio investment) because
these holdings cannot be readily converted to their own national
cutrency. 'To the extent that these restrictions do not discourage
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foreign investors from purchasing assets subject to flight in the
first place, they nevertheless undermine their ability to liquidate
these investments and take their proceeds out of the country.
Convertibility restrictions also reduce the ability of nationals to
move their wealth abroad because their ability to convert their
own currency into other currencies is restricted, Hence, restricting
currency convertibility reduces the possibility that the economy
will be destabilized by a vicious cycle of currency depreciation
and capital flight by domestic and foreign investors.

Note that restricted convertibility gives governments the op-
portunity to allocate scarce foreign exchange to priotity sectors
(consistent with industrial policy programmes; see Chapter 7.2).

Most of the world's industrialized countries did not maintain
unrestricted currency convertibility until their economies were
strong and stable, and therefore could withstand the pressures
of currency volatility.

The trend towards the adoption of unrestricted currency con-
vertibility by developing countries today is in sharp contrast with
that of the immediate post-Wotld War II petiod when currency
convertibility was rare. At that time, only the USA and four
countries within its sphere of influence (namely, El Salvador,
Guatemala, Mexico and Panama) maintained unrestricted currency
convertibility. Indeed, countties in Western Europe and Japan did
not even adopt limited convertibility untl 1959 and 1964, respec-
tively. The decision to move slowly towards unrestricted currency
convertibility was motivated by the fear that these war-weakened
economies could not withstand the pressures on their currencies
brought about by capital flight.

In contrast, developing countries have been pressed to adopt
unrestricted currency convertibility much earlier in their develop-
ment than did Western Europe and Japan. This change in currency
policy reflects the combined dominance of neoliberalism and
the ability of the financial community and the IMFE to influence
policy in developing countties.
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Restrictions on currency convertibility today play an important
role in promoting financial stability in economicaily successful
countries such as China, India and Taiwan.

Some developing counttries today maintain restrictons on cur-
rency convertibility, Some of these countties — namely, China,
India and Taiwan — are quite attractive to foreign investors, have
performed impressively with regard to international trade, and,
most importantly, were largely unaffected by the Mexican and the
Asian financial crises of 1995 and 1997, respectively. Restrictions
on curtency convertibility (coupled with other financial controls)
protected these countries from the possibility of cutrency collapse
and minimized the opportunites for capital flight. Investors in
China, India and Taiwan did not panic duting the Mexican and
Asian financial crises because they had little reason to feat a col-
lapse of currency and/or asset values precisely because of the
limited convertibility.

In the case of China, for example, the currency is not con-
vertible for a particular class of transactions, namely those that
relate to the purchase or sale of domestic assets by foreigners in
the form of FDI or Pl In the language of balance-of-payments
accounting, this means the currency is not convertible for capital
account transactions. Capital account transactions are singled out
because they can introduce particularly high levels of financial risk
to the economy (and thereby can render the economy vulnerable
to financial crisis). The Chinese currency is convertible for transac-
tions that relate to international trade in goods, howevet, and for
those that relate to the repattiation of the profits that detive from
foreign investments once they are undertaken. This is known as
cutrent account convertibility.® Restrictions on currency convert-
ibility protected Chind from many of the difficultes that led to
the collapse of so many economies duting the Asian crisis. In fact,
Chinese authorities intensified their enforcement of convertibility
and other capital controls as the Asian crisis unfolded.

Restrictions on the convertibility of the Chinese cutrency
mean that savers cannot legally use domestic currency holdings
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to purchase financial assets denominated in foreign currencies
(e.g- US Treasury bills or Japanese company shares). The convert-
ibility restrictions also prevent foreign and Chinese speculators
from acting on a suspicion that the currency is overvalued and is
thetefore likely to fall. Foreign exchange can only be obtained if
a buyer can demonstrate a need related to trade, tourism, repay-
ment of approved foreign-currency loans, or the repatriation of
profits derived from FDI Similarly, access to ‘fututes markets™
for foreign exchange is limited to those with a documented need
related to international ttade. The Chinese government also tightly
controls foreigners’ access to the currency through licensing and
permit requirements,

The Indian currency is also convertible for current account
transactions only.> Offshore rupee transactions and dollar-
denominated transactions between tresidents are prohibited, The
access of individuals and firms to foreign currency (especially for
what are deemed non-essential purposes) is strictly managed by
the central bank. Authorides in Taiwan control access to foreign
currency and restrict the use of derivative products denominated
in the domestic currency. Restricdons on cutrency convertibility
and/or cutrency access in India and Taiwan are motivated by the
same concern for stability that drives currency policy in China.

Restrictions on currency convertibility a/one did not protect
China, India and Taiwan from the Asian crisis. But these restric-
tions did curtail the risks (and investor perceptions thereof) to
which these economies were exposed (see also the discussion of
complementary capital and financial controls in Chapters ¢ and
10). It is notewotthy that a recent study of convertibility and
capital controls by some IMF staff concludes that restrictons
on convertibility and other financial controls in China and India
can be credited with the performance of these economies during
the Asian financial crisis (Ariyoshi et al. zooo). The report further
notes that the stability benefits of the financial controls obtained
despite some evasion and some reduction in efficiency.

Other developing countties, such as South Korea, restricted
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curtency convertibility until they embarked on financial liberaliza-
tion beginning in the late 1980s. Restricted currency convertibility
(along with a managed exchange rate and other financial controls)
conttibuted to South Korea’s strong economic performance and
financial stability during its rapid growth era.

Neoliberals generally focus on the high costs of convertibil-
ity restrictions. For example, they often argue that convertibility
restrictions may give rise to black .markets, corruption and/or
misinvoicing of trade transactions. But they overlook the fact that
the resources devoted to these wasteful activities are dwarfed by
the resources wasted in the currency speculation that frequently
occurs in liberal financial environments, Moreover, the economic
and social costs of financial instability and crisis tend to be much
greater than the economic costs of convertibility restrictions.

Rejection of the neoliberal view of exchange rate regimes

The sudden, large changes in currency values that often occur
in floating exchange rate regimes impose serious costs on
developing countries.

In our view, most developing countries can ill afford the currency
(and general financial) instability introduced by floating exchange
rates. With floating exchange rates, a large-scale, sudden investor
exit from the currency will cause the currency to depreciate. A
vicious cycle of currency depreciation and investor flight is all too
common in developing countries that maintain floating exchange
rates and fully convertible currencies (see also Chapter ¢). In
addition to problems of financial instability, significant currency
depreciations increase the cost of servicing foreign debts, the
majority of which are repayable in foreign cutrency. Currency
depreciations also raise the cost of imported goods, some of
which, like medicine and food, may be essential.

As we saw in Chapter 9, sudden, large capital inflows can be
as problematic as large capital outflows in the context of floating
exchange rate regimes. A deterioration in net expott performance



174 Reclaiming Development

and job losses in the export sector can result from the currency
appreciation caused by sudden, large capital inflows.

Currency boards and currency substitution are far from
second-best alternatives to floating exchange rates. Indeed,
there are few circumstances under which these afternatives are
desirable.

Neoliberals ignore the serious and unacceptable economic, politi-
cal and social costs of cutrency boards and currency substitution
(see Grabel 2003c). We considet these costs in turn,

Fitst, currency boards tie the hands of monetary and fiscal
policymakers by precluding discretionaty changes in economic
policy. Under currency board rules, policymakers cannot imple-
ment expansionaty monetary and/or fiscal policies when the
deteriotating national economic climate makes such actions neces-
saty (e.g. when unemployment rises or economic activity slows).
From the neoliberal perspectve, this may be a good thing, as
it means that cotrupt or inept government officials cannot use
expansionary policies to gain political support. From our perspec-
tive, however, it is both itresponsible and unwise to eliminate the
possibility of redtessing economic and social problems through
discretionary economic policy (see the analogous discussion of
independent central banks in section 11.2 below). Moreover,
countries with currency boards ‘import’ the monetaty policy of
the country to which their currency is bound. It is difficult to
imagine that the monetary policy of an industrialized country
such as the USA is appropriate to economic conditions in a
developing country. Moreover, the USA might pursue contrac-
tionary monetary policy at a time when a developing country
needs expansionary policy, owing to divergent macroeconomic
conditions in the two countties.

Second, cutrrency board rules reinforce a contractionaty, neo-
liberal bias in macroeconomic policy. The operating rules of
currency boards stipulate that the domestic money supply can
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be increased only following an increase in foreign exchange
holdings. An expansion of the domestic money supply is then
ptedicated on a country’s ability to sell goods or financial assets
in international markets. Thus, under currency board rules, an
increase in the money supply is tied to the success of efforts
to increase exports, liberalize capital flows and enhance investor
confidence. Currency board rules also promote reductions in gov-
ernment spending by mandating that new money can be printed
only if it is backed by new holdings of the foreign reserve
currency. Note that this restricHon also supports privatization
programmes since it prevents the central bank from providing
aid to unprofitable SOEs.

Countries with currency boards frequently experience severe
recessions, high unemployment and social misery. These outcomes
stem in large part from the contractionary policy bias associated
with currency boards. The strictures of the Argentinean cutrency
board may have temporarily resolved the country’s problems with
high inflation, but this ‘achievement’ came at an unacceptably
high economic and human cost. Atgentina’s four-year recession,
social unrest and government collapse are in no small measure
the product of the highly restrictive policies associated with the
currency board and with the government’s ultimately unsuccessful
efforts to salvage it.

Third, cutrency board rules hold domestic trade petformance
hostage to the performance of the reserve currency. This is be-
cause the value of the domestic currency is tied to that of foreign
reserve currency (or currencies). Argentina’s trade performance
was greatly compromised by the exceptional strength of the US
dollar to which its currency was tied (until February 2002).

Fourth, all currency boards are afforded the highest degree
of political insulation. In our view, the delegation of exchange
rate management to 2 politically insulated institution seriously
comptises democracy and political accountability (see also Chapter
6 and section 11.z), This is especially objectionable because
exchange rate policies can and do have substantial distributive
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effects. Hence, institations charged with exchange rate manage-
ment must be accountable to elected government officials and,
thereby, to the electorate.

Last but not least, currency boards'do not live up to the most
basic claim that proponents make on theit behalf. That is, curtency
boards do not ptrevent speculation against the national currency.
The tecent experience of Argentina clearly demonstrates that
cutrency boards do not protect developing countries from the
financial and economic collapse that is associated with speculation
against their currencies.

We conclude that curtency boards are of no use to developing
countties because they fail to prevent speculation against the do-
mestic cutrency and exact severe economic and political costs.

Full currency substitution is even more problematic than
currency boards.

Full cutrency substitution induces all of the economic, political
and social problems associated with currency boards. Full cutrency
substitution undermines the state’s fiscal ability. Governments that
adopt full currency substitution not only lose the ability to finance
expenditure by printing money, but also assume the cost of ob-
taining the foreign currency that will replace the national currency.
These costs ate difficult to calculate, though some studies attempt
to do so. For instance, Velde and Veracietto (2000} estimate that
full dollatization by Atgentina would cost the government 3658
million or o.2 per cent of GDP per year.

Currency substitution dispenses with even the pretence that
policymakets in developing countties should be permitted to
exercise any policy autonomy whatsoever. Cutrency substitution
compromises a powerful symbol of national identity and indepen-
dence through the elimination of a national currency. This latter
attribute frankly renders currency substitution (and even currency
boards) a strategy that beats far too close a resemblance to the
colonialism of eatlier eras,
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Managed exchange rate regimes have played an important role
in the development process in many countries,

Managed exchange rate regimes ate those in which the convert-
ibility of the domestic currency is restricted to some degree. A
pegged exchange rate is one type of managed exchange rate sys-
tem. In pegged rate systems, central banks intervene in currency
markets in order to keep the exchange rate within a predetermined,
publicly stated range. It is critical to acknowledge that pegged
exchange rates are only sustainable if they are accompanied by
capital controls. This is because high volumes of international
capital inflows or outflows make it difficult for authorities to
maintain a currency peg within a predetermined range.

Neoliberals declared pegged rate tegimes dead following theit
collapse in the Asian crisis countries, But they neglect to mention
that pegged exchange rates functioned extremely well in South
Korea, Malaysia and Indonesia #n#/ authorities began to abandon
capital controls in the context of financial liberalization in the late
1980s and early 1990s. Cutrency pegs played 2an important role
in the export-led growth and financial stability achieved by these
countrics duting their petiod of rapid growth. Duting much of
the rg9gos, Chile maintained a crawling peg that was suppotted by
stringent controls on capital inflows. As in several Asian countries,
the currency peg supported a strategy of export-led growth and
enhanced financial stability.

It is also important to recognize that policymakers in industrial-
ized countries recognized the value of currency pegs (supported
by capital controls) in the context of the economic challenges
that followed World War II. It was not until 1976 that industri-
alized countties formally codified their decision to abandon the
pegged exchange rates that they utilized following the end of
the wat. For almost thirty years after World War I, industrialized
countties benefited from the cusrency stability created by pegged
exchange rates (and stringent capital controls). And even after the
breakdown of the post-World War II currency pegs, European



178 Reclaiming Development

countries created the BEuropean Monetary System, the centrepiece
of which was a system of pegged exchange rates.

Policy alternatives with regard to currency convertibility

There are a variety of ways that currency convertibility can be
managed.

The recent experiences of China, India and Taiwan, coupled
with the historical experience of most industrialized countries,
illuminate the benefits of restricted convertibility. The problems
associated with the premature adoption of full convertibility are
underscored by the recent financial crises in a large number of
developing countties.

Historical and contemporary expetience demonstrates that there
are a variety of means by which currency convertibility can be
managed. The government can manage convertibility by requir-
ing that those secking access to the currency apply for a foreiga
exchange licence, This method allows authorities to influence the
pace of currency exchanges and distinguish among transactions
based on the degree of currency and financial risk associated
with the transaction, The government can suspend ot ease foreign
exchange licensing as a type of speed bump whenever trip wires
indicate the early emergence of vulnerabilities (see Chapter 9).

As we have seen, the government can also maintain selective
currency convertibility, such that the currency is convertible for
current account transactions only.® It is important to note that
the IMF’s Articles of Agreement (specifically Article 3) allow for
this type of selective convertibility.

Finally, the government can curtail (but not eliminate) the
possibility that non-residents will speculate against the domestic
cuttency by controlling theit access to it. This can be accomplished
by preventing domestic banks from lending to non-residents and/
or by preventing non-residents from maintaining bank accounts
in the country. The Malaysian government took precisely these
steps in the aftermath of the Asian financial crisis. It restricted
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foreigners® access to the domestic currency via restrictions on
bank lending and bank account maintenance and by declaring
currency held outside the countty inconvertible.

Policy alternatives with regard to exchange rate regimes

Systems of adjustable exchange rate pegs can support export-
led growth and financial stability provided that capital controls
are also in place.

In some pegged exchange rate systems, the range within which
the currency can fluctuate is informal and/or is unknown to
the public. Consistent with our support for accountability and
transparency, we suggest that curtency pegs should be a matter
of public knowledge. We also maintain that there are good eco-
nomic reasons to create mechanisms whereby currency pegs can
be modestly adjusted as economic citcumstances warrant (e.g as
inflation rates change).

. In his proposal for a system of adjustable pegged exchange
tates, Gtieve Smith (2002) asgues that central banks should re-
view currency pegs at frequent intervals (say, monthly) so that
small adjustments in rates can be initiated through central bank
intervention. He also argues that adjustments to exchange rate
pegs should be automatic and expeditious. Frequent, modest and
automatic_adjustments can minimize the scope for destabilizing
speculation against a cutrrency peg. In the absence of this type
of adjustment framework, speculative pressutes can build because
of uncertainty about the timing and extent of intervention in
currency markets.

To summarize: support for adjustable pegged exchange rate
regimes is provided by the historical achievements of pegged rates
in developing and industrialized countries and by the demonstrated
economic and social costs of currency volatility in developing
countries.” As discussed above, the sustainability of any pegged
exchange rate system depends on the presence of capital controls
(see Chapter 9).
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| 1.2 Central Banking and Monetary Policy

Terminology

Central banks are charged with carrying out a country’s monetary
policy. Monetaty policy refers to government actions that influence
the money supply and market interest rates. Central banks use a
variety of tools to achieve these objectives, such as purchasing
or selling government bonds on the open market, or changing
the rate of interest that it charges the individual banks to which
it lends. In so far as interest rates represent the cost of credit,
monetary policy critically influences the level of investment and
expenditure, and thereby affects the price level and the rate of
economic growth,

The neoliberal view of central bank governance

Central banks must be independent of the government so
that they are insulated from the vicissitudes and pressures of
electoral politics.

Only properly trained, appointed, non-partisan technocrats are
uniquely suited to design and implement monetary policy that is
in the national economic interest. This is because they do not
have to pander to the electorate (or segments thereof) in order
to retain their jobs. If the central bank is subject to political
pressure, self-interested politicians or government appointees
will implement irresponsibly expansionary (i.e. low interest rate)
monetary policy to secure political support. The government can
also instruct them to ‘ptint money’ (or increase the domestic
money supply through other means) to finance new government
expenditure (see also section 11.3 below) — this is known as
‘monetization’ of government deficits. The long-term perform-
ance of the economy ultimately pays the price for the political
decision to pursue such policy.



Policy Alternatives 5 18I
. The necliberal view of monetary policy

Price stability should be the principal goal of monetary policy.

The ldng—run national economic interest is best served by anti-
inflationary monetary policy. This is because anti-inflationary
policy has the unique ability to promote savings, lending and
investment. Banks will extend medium- and long-term loans only
if they are confident that thelr returns will not be undermined
by ptice increases over the lifetime of their loans. Foreign and
domestic investment likewise depends on the expectation that
inflation will not undermine returns over the lifetime of the
investment project.

Additionally, domestic residents will maintain deposits in do-
mestic banks oanly if they are confident that inflation will not
erode the return on their savings and if they expect ptices on
consumet goods to remain stable. If domestic residents fear in-
flation, they will hold their savings outside the country (as long
as capital controls do not prevent them from doing so) and will
hoard goods in anticipation of future price increases.

Policymakers in developing countries have rightly taken up the
causes of central bank independence and inflation targeting
since the 1990s.

For over a decade, policymakers have taken steps to increase
the independence of existing central banks or create independ-
ent central banks where they did not exist previously (as in the
former socialist countries). These reforms are driven both by the
widespread acceptance of the case for central bank independence
and by IMF structural adjustment programmes (SAPs) that often
explicitly tie financial and technical assistance to central bank re-
form. For example, in negotiations with Brazil in February-March
1999, the IMF pressed for and received assurances from the
government that it would strengthen the autonomy of the central
bank. Increased central bank independence was also among the
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preconditions attached to the IMF’s December 1997 bail-out of
South Korea and the Aptil 2001 bail-out of Turkey,

The likelihood that independent central banks will pursue anti-
inflationary policy is enhanced by the adoption of constraints on
theit opetating practices. For example, SAPs often include the
stricture that central banks do not monetize government budget
deficits — that is, do not print new money in order to finance
budget deficits.

Anothet constraint on central bank operations that is becom-
ing increasingly prevalent is the practice of inflation targeting, In
inflation-tatgeting regimes, the central bank’s primary objective
is to manage monetary policy such that inflation does not rise
above a predetermined, announced range (usually around 2—3 per
cent) during 2 specified time period. At present, eleven developing
countties (namely, Brazil, Chile, Colombia, the Czech Republic,
Hungary, South Kotea, Mexico, Peru, Poland, South Africa and
Thailand) have adopted some form of inflation targeting. Other
countries (such as the Philippines) ate moving in this direction
as well.

Rejection of the neoliberal view of central bank governance

Independent central banks do not pursue ‘neutral’, non-partisan
monetary policies that are in the broad national interest.

Contrary to the claims of neoliberals, independent central banks
(like all policymaking institutions, regatdless of their governance
structure) operate in accordance with the interests of some groups,
and against the interests of othets (Grabel 2000). Independent
central banks are structurally biased towards the interests of
the financial community, an interest group for whom low infla-
tion is of paramount importance. While there are other interest
groups that are also harmed by inflation (e.g those living on a
fixed income, such as pensioners), the economic interests of the
financial community are most directly and profoundly harmed by
inflation. It is therefore unsurprising that the financial community
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. — a community that is mobile, politically powerful, and maintains
strong international ties — is such a fotceful advocate of central
bank independence, an institutional form that maximizes the op-
portunity for monetary policy that is in its interests.

Note that the industrial community and export-otiented produc-
ers (and those employed in theit enterprises) do not share with
financiers an obsession with the prevention of jnflation through
restrictive monetary policy. Industrialists are often damaged by
increases in borrowing costs that result from increases in interest
rates. In addition, expott-otiented producets are also often harmed
by the appreciation of the domestic curtency that results from an
increase in interest rates (see Chapter 9.1 and section 11.1 above).
Thus the distributional effects of the monetary policy pursued
by independent central banks are far from neutral.

The neoliberal embrace of democracy, transparency and public
accountability at the rhetorical level sits uncomfortably with the
support for entrusting monetary policy to an institution that
embodies none of these principles (see also the discussion of
currency boards in section 11.1 above and Chapter 6). Independent
central banks are incompatible with principles of democratic gov-
ernance, particularly because monetary policy has such profound
distributional and macroeconomic effects.

Empirical evidence demonstrates that greater central
bank independence fails to reduce inflation and improve
macroeconomic performance in developing countries.

Given the importance that neoliberals place on the ant-inflationary
performance of independent central banks, it is odd that a vast
empirical literature on the subject does not offer unambiguous
supportt for this claim. The findings of numerous empirical studies
force the conclusion that there is no clear relation between central
bank independence and anti-inflationary outcomes in the devel-
oping country context (Eijffinger and de Haan 1996). Moreover,
empirical evidence shows that central bank independence is not
associated with higher rates of economic growth or employment
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(Eijffinger and de Haan 1996), financial stability (as excess credit
growth and stock and real estate price inflation often occur in
the presence of independent central banks), budget balance or a
reduced tendency for the central bank to monetize fiscal deficits
(Sikken and de Haan 1998).:

Some analysts have argued that central bank independence
is necessary to attract the foreign capital flows that are so im-
portant to developing economies at the present time (Maxfield
1997). But hete, too, the empirical evidence is ambiguous. It is
difficult for foreign investors to assess the actual operational
independence of a central bank (as this so often differs from
its legal independence), It is also the case that foreign investors
were and are quite willing to invest in countries that do not
have independent central banks (such as many countties in Bast
Asia ptior to their crises, Russia, China, etc.), provided growth
prospects and/or speculative oppottunities remain attractive (see
also Chapter 9.4).

- Embedded, politically accountable central banks can and do play
important developmental roles in numerous countries.

The historical record cleatly shows that central banks that are in
tune with the development and social welfare goals of a nation
have played a critical role in the development experience of pearly
all industrialized countries. We can refer to such central banks as
‘embedded’ in the societies where they exist. This is not sutrptising
since, as we have seen, most successful development expetiences
were associated with the subordination of finance (through a
variety of means) to the objectives of economic development
(see Chapters 9.2—9.3 and 10, and section 11.1 above).

The central banks of Japan and most Continental European
countries were key players in the industrialization process. In
these cases, central banks directly channelled subsidized credit
. to strategic sectors of the economy as part of industrial policy
programmes or cootdinated the distribution and price of credit
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allocated by the banking system (see Chapters 7.2 and 10, te-
spectively). Politically accountable central banks were the norm in
Europe until the drive towards monetary integration in the r99os
gave neoliberals the advantage in shaping Furopean monetary
reform, especially through the creation of the politically insulated
European Central Bank. '

Embedded, politically accountable central banks were also
the norm in most developing countries up until the 1990s. For
example, policymakers in most successful East Asian countties
tightly citcumsctibed the role of the central bank and treated it
as an important partner in the government’s growth plans, not as
an aloof guardian of prices and cutrency values,

Rejection of the neoliberal view of monetary policy

The inflation obsession is misguided and feads to monetary
policy that undermines economic growth.

The costs of hyper-vigilance against inflation ate extremely high,
and we believe unacceptable. The obsession with inflation leads to
monetary policy that imposes significant costs on living standards
and economic performance (with regard to industrial activity,
employment and economic growth). Moreover, the ecoromic
benefits of this strategy are also unclear. Numerous empirical
studies suggest that moderate levels of inflation (which, depend-
ing on the study, tange from 10 to 4o per cent) have litide o
no cost in terms of economic growth. These studies find that
the economic costs of inflation are introduced only at very high
levels of inflation (by which is meant inflation rates above 40
per cent per yeat). It is notable that this conclusion is shared by
Robert Barro (1996), a prominent neoliberal economist and ‘infla-
tion hawk’. He finds that moderate levels of inflation (which he
defines as inflation of 10—20 per cent per year) have low costs
to economic growth, while inflation rates under ro per cent per
year have no negative effects on growth.
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The results of other empirical studies support these findings.
For example, a recent World Bank study of the link between
inflation and economic growth in 127 countties from 1960 to 1992
concludes that inflation rates below 20 per cent have no obvious
empirical significance for long-run growth (Bruno 1995). The study
futther finds that average growth rates fall only slightly as inflation
rates approach zo-25 per cent. The Bank study concludes that
countries reap economic growth dividends when they move from
inflation rates in the three-digit range to inflation rates of 20 per
cent per annum.? Epstein (2001) finds that for semi-industtialized
countries, moderate rates of inflation (which he defines as annual
inflation under 20 per cent) have no clear effect on economic
growth, investment, and inflows of FDI Finally, Bruno and
Easterly (1996) find that moderate inflation (which they define as
annual inflation of 1§30 per cent) can be sustained for 2 long
time without serious economic cost. The authors offer Colombia
as an example of just such a country.

Our brief review of empirical evidence makes clear that hypet-
vigilance against inflation in developing countties is unnecessary.
A recent study of the USA provides some indication of the costs
to economic growth of this hyper-vigilance. It estimates that
increases in infladon in the USA from 3 per cent to 1o per cent
would cost about 1.3 per cent of US GDP, whereas the lost output
associated with reducing inflation from 10 per cent to 3 per cent
would result in output costs of about 16 per cent of GDP (Walsh
cited in Epstein zoo1). It is also the case that many developing
countries have registered impressive increases in economic growth
despite significant inflation. For example, in the 19j0s and 1960s
Latin American countries maintained both double-digit inflation
and strong economic growth. During this time, Brazil exemplified
a high-growth, high-inflation country. Japan and Korea also grew
rapidly in the 196os and the 1g70s with relatively high inflation
— the inflation rate in these countries was around 20 per cent,
which was higher than that of many Latin American countries.’
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. Policy alterpatives with regard to central bank governance

Politically embedded and accountable central banks should
be participants in national economic. goals as they have been
in many countries.

The extent to which politically embedded and accountable central
banks contribute to economic development depends very much on
the technical capacity of the country’s policymakers, the overall
soundness of the government’s national development strategy,
and the ability of the country’s policymakers to carry out that
strategy and ensute that the financial system plays a cooperative
role in the achievement -of its economic goals.

Central banks should be neither less nor more accountable to
the government than are other institutions that play important toles
in influencing the country’s economic and social welfare. Clear,
transpatent objectives for monetary policy (see below) should be
established, and central banks should work with the govetnment
to achieve identified developmental objectives.

Policy alternatives with regard to monetary policy

Politically embedded and accountable central banks

should be charged with pursuit of monetary policy that
promotes economic growth, employment and social-welfare
objectives.

'Taking a page from the neoliberal book, monetary policy should
have targets. But instead of concentrating on inflation, monetary
policy targets should comptise broader economic and social-
welfare goals. In this comnection, monetaty policy targets can
seek to promote economic growth, employment and equality. The
prevention of high rates of inflation should be pursued only as
far as is consistent with these broader goals,”
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t 1.3 Fiscal Policy
Terminology

Fiscal policy refers to goverament actions regarding revenues
and expenditures. Government revenues detive from taxes (e.g
income tax, sales tax, value-added tax and tariffs) and from other
income soutces such as profits from state-owned enterprises or
government-owned assets like land or stocks, Government expen-
ditures comptise current expenditures (e.g salaties of government
employees and social secutity payments) and capital expenditure
(e.g investments in roads and the purchase of computers.)

The neoliberal view of expenditure policy

Governments in developing countries cannot afford to maintain
high levels of expenditure.

Excessive government expenditure stems from the highly politicized
nature of economic policy in developing countries. Government
officials purchase political support and repay favours via expendi-
ture programmes that target important groups. Excessive spending
is a very serious matter (indeed, it is far more serious than tax
deficiencies), as fiscal profligacy introduces and/or exacetbates
several socio-economic problems.

First, government expenditure on social programmes may create
perverse incentives. For example, the presence of unemployment
benefits undermines the incentive to seek employment. Second,
government expenditure is inherently wasteful and inefficient be-
cause spending decisions are not subject to market discipline and
are frequently distorted by the cotrupt practices of self-seeking
officials. By contrast, private expenditure by individuals and firms
is inherently efficient, of, at the least, far /ess inefficient than public
expenditure. Third, excessive government expenditure induces or
aggravates budget deficits.

Budget deficits create inflationary pressures that undermine
investor confidence. Budget deficits induce inflation because they
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_increase the level of demand in the economy and because the
central bank often increases the money supply in order to monetize
the budget deficit (see section 11.2 above). Mote importantly, the
government borrowing that is necessitated by budget deficits dis-
courages, or, in academic jargon, crowds out, ptivate investment,
Crowding-out occuts because the increased demand for loans by
the government places upward pressure on the interest rate, which
prices many private borrowers out of the market.

Excessive expenditure is the problem; fiscal restraint is the
solution.

In order to solve the expenditure problems of developing countries,
policymakers must learn, or be compelled, to exercise fiscal restraint,
It is therefore approptiate that radical expenditure reduction is a
common component of the reforms mandated in exchange for
IMF assistance. In certain cases, it may even be necessary to en-
force prudence via externally enforced fiscal targets — necessary
whenever investors have reason to be sceptical about a govern-
ment’s resolve. The Argentinian government implemented a widely
publicized ‘zero deficit law’ (now unfortunately abandoned) in July
2001, which required the federal government to limit expenditure
to available revenue. In exchange for this commitment, the IMF
extended an $8 billion assistance package to the country in August
2001 (naturally withdrawn once it became clear that the government
would not honour the obligations of the zero deficit law).

The neoliberal view of revenue policy

The tax system in developing countries is plagued by problems
of evasion. Developing countries also tend to rely heavily on
distorting forms of taxation, such as tariffs.

Developing countries confront serious problems with the collection
of corporate, income and propetty taxes at federal and local levels.
For this reason, developing countties must rely on international
trade taxes (namely, tariffs), taxes that are administratively morte
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difficult to evade than ate corporate and income taxes. Indeed,
the importance of tariffs to overall tax revenue distinguishes
developing from industrial countries: according to a recent study,
the ratio of trade taxes to GDP in developing countries was 5.13
per cent compared to o.72 pet cent in industrialized countries.
Generally, the significance of trade taxes in overall tax revenue
is inversely correlated with a country’s wealth: for example, the
African continent has the highest ratio of trade taxes to GDP
among regions in the developing wotld.

However, raising tax revenue via trade rather than income or
corporate taxes is highly problematic since trade taxes introduce
all manner of distortons and inefficiencies to the economy (see
Chapter 7.1 for discussion of tariffs),

Tax reform must focus on reducing evasion.

In view of the tax problems discussed above, developing countries
must enhance tax collection, '

The efficiency of tax collection and government expenditure
may be enhanced by the creation of politically independent fiscal
authorities (see, e.g., Mas 1995). (See sections 11.1 and 11.2 above,
respectively, for patallel discussions of curtency boards and inde-
pendent central banks.) However, it must be noted that the success
of independent fiscal boards depends on many factors, such as
whether their independence will actually be maintained in practice,
the competence of their staff, and funding of this new agency
(Wotld Bank 2002: ch. 5).'? Tax collecton may also be enhanced
by the instituton of a value-added tax (VAT), which is harder to
evade than other types of tax. However, the success of a VAT,
too, depends on the capacity of the agency that administers it.

Rejection of the neocliberal view of expenditure policy

The pattern of expenditure reductions promoted by nealiberals
damages living standards and compromises immediate and long-
term economic activity.!?
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. Following every financial crisis, the IMF has pressed for expendi-
ture reductions in a range of domains. Data show that the most
common areas of fiscal retrenchment are social spending (encom-
passing health care and education) and spending on industrial and
agricultural development, power, transport and communications.
These reductions have had disasttous effects on social condi-
tions and the living standards of the poor and middle class, and
have induced serious recessions and jeopardized the economy’s
long-term petformance. The fact that a significant proportion of
total expenditure reduction falls upon those groups with the least
polidcal and economic power is rather unsurprising (though no
less tragic). A crisis is precisely the time when government spend-
ing on social programmes and goverament suppott for industry,
agriculture and infrastructure are most needed. Moreover, reduc-
tions in expenditure on industry, agriculture and infrastructure are
particulatly short-sighted since these expenditures are critical to
long-term economic performance.

There is simply no evidence to sustain the view that spending
by the private sector will replace government spending during a
crisis — indeed, a retraction in spending by the private sector is a
far likelier scenario. Indeed, even the IMF has had to tecognize
that the expenditure reductions (and the contractionary monetaty
policy) pressed upon Asian economies following the financial
crisis of the late 1990s went too far. The post-crisis austerity in
many Asian countries induced rather severe social dislocation,
political instability, and a dramatic reduction in overall economic
activity.

The obsession with budget‘deﬁci'ts obscures some of the real
causes of imbalance — namely, the pursuit of certain aspects of
the neoliberal agenda.

Neoliberals fail to recognize that some of the very policies that
they promote exacetbate budget deficits. For example, trade lib-
eralization diminishes tariff revenue, which is more important the
pooter is the country (see above). Thus, it is a matter of simple
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arithmetic that fiscal imbalances will necessarily arise following
trade liberalization, even though things like expenditures and
other tax tevenues are unchanged.

In some countries, privatization revenues have temporarily
offset some of the tariff revenue lost due to trade liberalization.
But the potential to offset lost tatiff revenue in this manner is
limited by the finite nature of potential privatization projects. To
date, studies of ptivatization demonstrate that its potential to raise
revenue and reduce budget deficits in the Jong run is Hmited.

Global neoliberal financial reform also plays a role in fiscal
imbalances in developing countries. These reforms contribute
both to the increase in interest rates on foreign loans and to the
overborrowing by (and ovetlending to) business and governments
in the developing wotld, as commercial banks replace governments
and multilateral agencies as the primary lenders (see Chapters 9.2
and 10). Curtency depreciations, which have become common in an
era of flexible exchange rates, also increase the cost of servicing
foreign debts (see section 11.1 above). The high cost of foreign
debt service is a crucial factor in the growth of budget deficits in
developing countries, Latin American countries are prime examples
of countries that have large budget deficits that are significantly
due to the cost of servicing their foreign loans.

It is ironic that neoliberal trade and financial reform — rather
than the profligate spending that neoliberals associate with failed
Keynesianism — contributes importantly to fiscal deficits. Indeed,
a recent study finds that the combined effect of the higher in-
terest payments on govetnment debt associated with financial
liberalization and the loss of tax revenue associated with trade
[iberalization can lead to a 6-7 per cent increase in the fiscal
deficit (Toye 2000).

The IMF often requires that developing countties not only
balance their budgets, but that they do so each year over the
cousse of a structural adjustment programme. Even if one were
to accept the inherent virtues of a balanced budget (which we do
not), this annual requirement does not make sense, It would be
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. far more reasonable to recommend that countries balance their
budgets over a business cycle, so that government spending can
be increased (reduced) in order to offset the reduction (inctease)
in private-sector spending during the recession (boom).

Fiscal policy should not be constrained by an obsession with
budget balance,

The obsession with budget balance.in developing countries is
misguided. Budget deficits alone do not undermine investor confi-
dence, cause inflation or discourage private investment. Empitical
evidence shows that foreign and domestic investors do not shun
countries with high deficits, provided that growth prospects are
sound and/or attractive investiment opportunities arc available.

'The neoliberal claim that budget deficits must always be avoided
because they cause inflation is not supported by evidence. The
increase in economic activity that is associated with government
spending does not necessarily cause inflation in countries with
significant excess capacity (as is the case in most developing
countries). Empirical evidence does not support the claim that
central banks generally monetize budget deficits by increasing the
money supply (and thereby causing inflation). Cateful study of
this matter by Sikken and de Haan (1998) has demonstrated that
the relationship between budget deficits and the money supply in
developing countries is far more complex than most neoliberals
acknowledge.

Historically, periods of rapid economic growth in Continental
Europe, the USA and Japan were associated with large
programmes of public expenditure and even large budget
deficits.

The significant domestic public expenditure of the post-World
War Ii era was complemented by the vast international public ex-
penditure that was associated with the Marshall Plan. Industtialized
countries engaged in very high levels of public expenditure dur-
ing the rapid growth era of the 196os. For example, in 1960 the
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ratio of public expenditure to GDP was 31 per cent in Sweden,
32.4 per cent in Germany, 27.2 per cent in the USA and 32.2 per
cent in the UK (Navarro 2001), More recently, targeted public
expenditure played a key role in the rapid growth of the Asian
NICs. Public expenditure in Latin America in the 1940s to 1960s
(particulatly in Brazil, Argentina and Mexico) contributed to the
region’s impressive economic growth during this time. It is im-
possible to explain the growth experiences surveyed here without
highlighting the role of government expenditure,

Even as neoliberals preach the virtues of fiscal restraint and
balanced budgets, industdalized economies maintain high levels
of public expenditure. A significant proportion of their public
expenditure is deficit-financed. In 1999 the ratio of public ex-
penditure to GDP was 55.1 per cent for Sweden, 44.8 per cent
for Germany, 43.2 per cent for the Netherlands, 32.7 per cent
for the USA and 37.8 per cent for the UK. High levels of public
expenditure in industrialized countries are made possible by their
impressive tax base and success in tax collection. It is therefore
critical that policymakers in developing countties consider care-
fully the effects of any policy change on the tax base and that
they take steps to improve tax collection (on the latter issue, see
below).

Notwithstanding the legitimate need to enhance tax revenue
and collection, it is imperative that well-designed programmes of
public expenditure not be frustrated by an obsession with avoid-
ing budget deficits, In this connection, it is difficult to imagine
industrialized countries maintaining the kind of fiscal restraint
expected of developing countties these days. Indeed, fiscal deficits
in industrialized countries remain quite high despite their significant
tax base and tax collection rates. The ratio of the public deficit
to GDP between 1991 and 1995 was 8 per cent in Sweden," 3
per cent in Germany, 3.3 per cent in the Netherlands, 2.9 per
cent in the USA and 5.6 per cent in the UK (Navatro 2001), The
German government, long an advocate of the virtues of fiscal
restraint in Burope, was embarrassed by the revelation that the
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_ratio of its budget deficit to GDP rose to 2.7 per cent in eatly
2002. And US President George Bush quickly stepped away from
his administration’s promise to maintain a balanced budget fol-
lowing the events of 11 September zcor.

Public investment is neither ‘inferior to nor discouraging of
private investment.

Neoliberal arguments about the virtues of ptivate investment
over the evils of public investment do not stand up to scrutiny.
Neither form of investment is inherently good or bad from the
petspective of development. The productivity of any investment
(in terms of economic growth and social goals) depends on nu-
merous factors, such as the availability of resources, the quality of
the economy’s strategic plans, and so on. Nevertheless, the private
sector cannot and should not be expected to initiate projects that
are mote appropriately left in the hands of the government (such
as investments in infrastructure).

There is no empirical basis for the neoliberal claim that private
investment is supetior to public investment. Private investment is
as prone to political distortions, waste and insider dealing as is
public investment. Similarly, both ptivate and public investment can
involve perverse incentives, This possibility is especially appatent
in the case of public assistance to failed businesses. Neoliberals
usually assail bail-outs of state-owned or quasi-public enterprises
on the ground that they encourage poor business management,
But some large private firms also receive govetnment bail-outs
when they fail. And these bail-outs, too, can introduce perverse
incentives,

Finally, the logical basis for the crowding-out argurnent is ex-
tremely weak, though it does have a powerful ideological appeal
for neoliberals. It is not clear how or why the private sector in
developing countiies would be crowded out by public investment,
if the level of private investment is so low in the first place, It
is far mote likely that public investment will have a ‘crowding i’
or encouraging effect on private investment. Public investment in
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education, health, infrastructure, technology and communications
ate clear pre- or co-requisites for private investment.

It is worth remembering that neoliberals excoriate govern-
ment borrowing on the ground that it causes domestic interest
rates to rise, thereby crowding out private investment. But curi-
ously they are not concetned about the possibility that the high
interest rates associated with the domestic financial liberalization
programmes that they endotrse will crowd out private investment
(see also Chapter 10).

Rejection of the neoliberal view of revenue policy

Neoliberals accept the need for better tax collection, but place
far less emphasis on it than on expenditure cuts.

As noted earlier, neoliberals have recently begun to acknowledge
the problem of tax collecdon in developing countries, Cleatly,
governments in developing countties would have a greater pool
of resources at their disposal if they increased tax collection and
reduced the opportunities for tax evasion by individuals and firms.
However, neoliberals fail to take on the problems associated with
tax collection with the same zeal that they devote to promoting
expenditure reduction and fiscal balance, Government budget
constraints would have far less force if the IMF and national
governments invested significant resources in increasing tax collec-
tion and reducing the opportunity of powetful actors to evade tax
obligations. Increased tax collection would enhance the resources
available for public expenditure, and make it less likely that new
borrowing would be necessaty to finance new expenditure.

Policy alternatives with regard to expenditure policy

Sustained economic growth and social improvement depend
on strategic, well-designed and well-managed increases in
government expenditure,
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The obsession with fiscal restraint (and, even more so, with budget
balance) is cleatly inapproptiate in the context of economies that
have vast social ills and low or even negative rates of economic
growth.' Developing countties cannot afford excessive fiscal re-
straint and have no reason to focus on budget balance as a key
policy objective in its own right.

Cross-country and historical experience shows that strategic,
well-designed and well-managed programmes of public expenditure
are ctitical to the promotion of economic growth, investment
and the alleviation of important social ills. Evidence shows, for
example, that expenditures on health services and primary educa-
tion reduce poverty and promote economic growth. Moteover,
studies find that public investment in transpotrtatdon and com-
munications is strongly correlated with economic growth (Eastetly
and Rebelo 1993). The experience of numerous industrialized
countries — let alone the Fast Asian NICs — underscores the
importance of government expenditure on industty, agriculture,
infrastructure, and social and educational programmes (see also
Chapters 7.1—7.2 and 9.4).

Policy alternatives with regard to revenue policy

Increases in public expenditure must be tied to the generation
of additional tax revenue and a reduction in tax evasion.

Clearly, a programme of growth-promoting public investment
and ameliorative social expenditute necessitates at least some
increase in tax collection and revenue. Thete ate several avenues
that can be explored.

The first avenue involves examining more carefully the revenue
implications of various economic policy changes, such as trade and
financial liberalization, These changes should not be putsued so
long as the tax revenues lost cannot be replaced by other means.
Additionally, the tax holidays granted to foreign TNCs (especially
those that operate in EPZs) deserve serious examination in light
of their costs to the tax base (see Chapter 9.4).
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The second avenue involves reducing the opportunities for tax
evasion. Domestic residents (especially the wealthy) often evade
domestic tax obligations by engaging in capital flight. In this con-
nection, capital controls that are supported by foreign banks and
multilateral institutions could reduce the negative effect of capital
flight on the tax base (see Chapter 9.2—9.3). It is equally important
to curtail the methods for tax evasion that are frequently employed
by both domestic- and foreign-owned firms. TNCs deserve special
mention in this regard because they have proven especially adept
at evading taxes by engaging in transfer pricing that lets them pay
taxes in low-tax countties (see Chapter 9.4). The employment and
other benefits generated by TNCs must be weighed against the
tax costs that they impose on host economies.

The third avenue for increasing tax revenues involves redesign-
ing the VAT so that income taxes ate teplaced with a progressive
VAT (Toye 2000). Evidence shows that VAT systems are mote
‘revenue productive’ than are income-based tax systems because
they are more difficult to evade. This greater revenue productiv-
ity could go a long way towards eliminating the constraints on
public expenditure that stem from difficulties with tax collection
in developing countties.'* Although neoliberals also argue for an
increased role for VATs, this proposal differs from theirs in that
we atgue for a ‘progressive’ VAT that exempts purchases of basic
needs and wage goods and imposes a heavy tax on the purchase
of hixury goods (Toye, z000).

The fourth avenue for raising additional tax revenue involves
introducing taxes on financial speculation, including taxes on
trading in foreign currencies, stock transfers, and short-term in-
ternational private capital flows (see Chapter 9.2—9.3)." Natonal
tax authorities could collect taxes on stock transfers and on short-
term international capital flows; international bodies, such as the
UN, could collect taxes on currency speculation and redistribute
the proceeds of such taxes to developing countries (or use them
to finance important global development programmes). Nissanke
(2003) finds that the introduction of a tax on global currency
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trading has the potential to faise substantial revenues (while also
reducing financial volatility). For instance, she presents revenue
forecasts that estimate that taxes on global cuttency speculation
could raise between US$17 and US$35 billion annually.!’ Taxes on
speculation have the virtue of being progressive taxes in so far as
the poor are not involved in the trading of financial assets.

Notes

1. Note that there are different varieties of floating and pegged rate
regimes, For example, floating regimes involve different degrees of
central bank intervention in currency markets, What is technically
called an independently floating regime most closely approximates
a textbook vision of a market-determined exchange rate in so far
as intervention in currency markets is minimal, A managed float
refers to a situation wherein the central bank intervenes in the ex-
change market (though it is not committed to maintaining a specific
exchange rate or range for the currency). The figure given above is
for countries with independent a#d managed floats.

There is some controversy surrounding the identification of ex-
change rate regimes in developing countries. This controversy stems
from the fact that governments (and even the IMF) often identify
certain regimes as floating when in fact the government is known
to manage the exchange rate aggressively and surreptitiously (sce
Calvo and Reinhart z2002).

2. The corner solution idea is widely held among neoliberals today (e.g.
Fischer 2001). However, there are a few neoliberals that reject the
idea of corner solutions. E.g. Williamson 2002 advances a persuasive
defence of intermediate regimes.

3. The Chinese currency has been convertible on the current account
since December 1996, Currencies in Western Europe and Japan were
convertible only on the current account for much of the post-World
War II era.

4. In the currency futures market, an individual or firm can purchase
the promise that a specific amount of foreign currency will be
delivered on a particular date in the future at a price that is agreed
upon today. :

5. The Indian currency became convertible on the current account in
1994.
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The objective of this type of selective currency convertibility can
also be achieved by dual exchange rate regimes, Both seek to protect
the tradable goods sector from the currency instability engendered
by currency speculation.

Recent empirical work by Williamson (2002) provides additional
support for pegged exchange rate regimes in developing countries.
He finds that 17 out of 33 episodes of rapid economic growth in
developing countties since 1980 were in countries that had some type
of pegged rate regime. Williamson defines an episode of rapid growth
as the attainment of an annual GDP growth rate of mote than 6
per cent for at least three years. Clearly, the evidence presented by
Williamson does not prove that pegged exchange rates alone were
tesponsible for these economic growth achievements (and nor does
he make this claim).

The World Bank study atgues that while moderate inflation is not
cconomically costly, it is nevertheless problematic. This is because
moderate inflation can lead policymakers to develop a kind of ‘infla-
tion habit’, a habit that can culminate in costly, high inflation in the
futare. However, the study provides no evidence for this assertion.
In the 1960s, the Korean inflation rate was higher than that of
Venezuela (1.3 per cent), Bolivia (3.5 per cent), Mexico (3.6 per
cent), Peru (10.4 per cent) and Colombia (11.9 per cent), and was
not much lower than that of Atrgentina (21.7 per cent). In the rg7os,
Korea’s inflation rate was higher than that of Venezuela (12.1 per
cent), Ecuador (14.4 per cent) and Mexico (19.3 per cent), and was
not much lower than that in Colombia (22.0 per cent) or Bolivia
(22.3 per cent). See Singh 1995: Table 5 for further data,

Epstein (2001) proposes employment targets for monetary policy;
Kirshner (2000) proposes broadening the goals of monetary policy
along the lines suggested here.

Note that all of the data referenced in section 11.3 — except whete
noted — are from Toye zoco.

Alan Blinder (1997), prominent US economist and former vice-chair
of the Board of Governors of the US Federal Reserve, calls for the
creation of independent fiscal authorities in the USA. Eichengreen,
Hausmann and Von Hagen (1999) propose the creation of politically
accountable National Fiscal Councils in Latin America.

Many of the arguments below regarding the composition of ex-
penditure reductions and the contribution of neoliberal reform to
fiscal imbalance draw heavily on Toye 2000.
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This was largely due to a banking crisis that followed neoliberal
financial reform in the late 1930s,

For example, one study finds that developing countries taised tax
revenue that is only equivalent to 3.38 per cent of theit GDP through
income and social security taxes in the late 1980s. By contrast, in-
dustrialized countries raised tax revenue equivalent to 17.35 per cent
of their GDP through income and social security taxes during the
same period (Toye zoc0).

A tax on currency speculation is commonly referred to as the Tobin
Tax. The tax is named for Nobel laureate economist James Tobin,
who first proposed it in a paper published in 1974.

See Grabel 2003d for estimates of the revenue potendal from other
types of speculation tax.



Conclusion

Obstacles and Opportunities

for Reclaiming Development

In the preceding chapters we have explored the faulty foundations
of the neoliberal development agenda. We have scen that the case
for neoliberal economic policies is based on weak theotetical, em-
pirical, institutional and /ot historical grounds. By contrast, we have
shown that mytiad alternatives in critical domains of economic
policy are available that can be employed in the service of more
rapid, equitable, stable and sustainable development. The latter
include trade, industry, privatization, intellectual property rights,
foreign bank borrowing, portfolio and foreign direct investment,
domestic financial regulation, exchange rates and currencies, cen-
tral banking and monetary policy, and government revenue and
expenditure, Through this work we hope to have defeated the
triumphalism that has surrounded the neoliberal agenda for the
past twenty-five yeats.

In our exploration of policy alternatives, we have argued that
the appropriateness of any particular policy depends on specific
national conditions, such as resource endowments, the scarcity of
foreign exchange, proximity to key markets, social and political
conditions, and so on. Where possible, we have provided guidance
as to the types of policies that might be best suited to particular
country conditions.

Finally, we have shown that unlike many aspects of the neo-
liberal policy agenda, the alternative economic policies that we
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artculate have a sound basis in economic theory (e.g. see the
essays in Chang 2003). In most cases, the need for and viabil-
ity of alternative economic policies are supported by histotical
evidence relating to the development strategies and trajectoties
of today’s wealthy countries, and/or by the recent experience
of several developing countties. Of course, no track record can
be invoked in support of the policies we advance that are more
innovative or experimental in nature. .But we maintain that the
vast challenges facing developing countries today make it all the
more important that policymakers think more creatively about
policy options.

We are well aware that even our most sympathetic readers
might respond to this book by reminding us that the changing
rules of the global economy over the last quarter of a century
have made some of the alternative policies that we discuss dif~
ficult (or even impossible) to implement in developing countries.
The sceptical reader would rightly invoke the pressutes for neo-
liberal policy that emanate from the IMFE, the World Bank and
the WTO, various international agreements such as free-trade
agreements, donor governments, private international lenders,
and the domestic and international investment community, We
certainly do not deny the severe constraints that these actors
have introduced in the developing world. Fowever, we maintaint that
it is both fatalistic and incorrect 1o act as if their power and influence are
absolute and immutable. If so, then surely there is little hope for
today’s developing countries.

In our view, it is imperative that advocates of alternative eco-
nomic policies not take the rules of the current global environ-
ment as fixed. It is always possible, and is certainly necessary, to
rewrite the global rules. We realize that this is not easy, especially
in a world dominated by an increasingly unilateralist US govern-
ment. However, rewriting the rules should not be seen as an
impossible task, By now, long-standing critics of neoliberal policy
in the developing world (and elsewhere) have a vast arsenal of
evidence to support their case against this failed policy regime. We
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are encouraged by the number and strength of new cross-border
social movements opposed to neoliberal, corporate-led globaliza-
ton and anti-democratic multilateral institutions and agreements,
We certainly hope that our work contributes to conversation
among policymakers and activists about positive alternatives to
neoliberal policy. '

At the present juncture, long-standing ctitics of neoliberal policy
may find that they share some common ground with those who
have recently become disillusioned with certain aspects of the
neoliberal agenda. For example, it is now faitly uncontroversial
that developing economies should be protected from the financial
crises that often follow the liberalizaton of capital flows; that
privatization programmes should not simply transfer resources
from one group of insiders to another; and that tax evasion is at
least as important as expenditure reduction in the face of budget
deficits. These areas of agreement can and should be exploited
in discussions of policy whenever possible.

It is equally important to acknowledge that many of the al-
ternative policies that we discuss can be employed even without
radical changes in the global environment. A great many of the poli-
cies that we discuss in Part II have been employed successfully
{and without penalty from international investors or lenders)
in the recent past or are still in use today in some countties.
For example, many (but not all) of the strategies towards trade,
industry and intellectual property rights that we discuss are not
specifically prohibited by the WTO today. The same can be said
about the IMF in relation to at least a number of the financial,
investment and curtency policies that we present. It is also the
case that a country’s policymakers may find it possible to combine
neoliberal policy in some part of the economy with alternative
policies in other domains. For instance, policymakers in small,
poor countries might establish a free-trade zone that welcomes
unregulated foreign direct investment in certain industties in order
to earn foreign exchange, while simultaneously pursuing testrictive
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policies over FDI in other sectors of the economy in order to
promote technological advance (see, e.g, Chapter 9.4).

Policymakers across developing countries can also work col-
lectively to increase their ability to pursue alternative economic
policies. In this connection, regionalism and/or bilateral economic
agreements among developing countries can be an important way
to increase bargaining power vis-3-vis external actots, especially
in the case of very poor and/or very small countties ([DeMartino
1999). Moreover, policy coordination across developing countries
might reduce the costs and risks of policy experimentation. For
instance, the coordinated use of capital controls might reduce
financial instability with the effect of increasing capital flows
to all developing countries (Grabel 20032). In this connection,
larger developing countries that have had positive experience with
alternative policies have an important leadership role to play in
advocating for new regimes. :

The hope for more rapid, equitable, stable and sustainable develop-
ment has been too long deferred by economists and policymakets
who are so wedded to the neoliberal orthodoxy that they can
neither imagine nor countenance any alternative. They have pur-
sued the neoliberal agenda with extraordinary single-mindedness
and even hubtis. The effect has been devastating: in the wake of
the neoliberal experiment, we find extraordinary misery, inequality
and despair on a scale unknown in recent human history.

Fortunately, Margaret Thatcher was wrong, There are alterna-
tives — an abundance of alternatives, in fact — that can begin to
make good on the promises of economic development. We have
presented a good many of these alternatives here, in the hope
of solidifying this claim.

Surely the need to ‘Reclaim Development’ has never been
more pressing. We offer this book as a small contribution to
that task.
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