EE

Global Development and

Poverty Reduction

THE CHALLENGE FOR INTERNATIONAL INSTITUTIONS

EDITED BY
John-ren Chen
David Sapsford

INTERNATIONAL INSTITUTIONS AND GLOBAL GOVERNANCE

Series Editors: John-ren Chen and David Sapsford




Global Development and Poverty Reduction



INTERNATIONAL INSTITUTIONSAND GLOBAL GOVERNANCE

Series Editors: John-ren Chen, Professor of Economic Theory and
Econometrics, Department of Economic Theory, Policy and History,
Director of the Centre for the Study of International Institutions, University
of Innsbruck, Austria and David Sapsford, Sr Edward Gonner Professor of
Applied Economics, University of Liverpool, UK

Titlesin the series include:

The Role of International Institutionsin Globalisation
The Challenges of Reform
Edited by John-ren Chen

International Institutions and Multinational Enterprises
Global Players— Global Markets
Edited by John-ren Chen

Global Development and Poverty Reduction
The Challenge for International Institutions
Edited by John-ren Chen and David Sapsford



Globa Deve opment and
Poverty Reduction

The Challenge for International Institutions

Edited by
John-ren Chen

Professor of Economic Theory and Econometrics, Department of
Economic Theory, Policy and History and Director of the Centre
for the Sudy of International Institutions, University of
Innsbruck, Austria

David Sapsford

Sr Edward Gonner Professor of Applied Economics and Head,
Economics Division, University of Liverpool, UK

INTERNATIONAL INSTITUTIONSAND GLOBAL GOVERNANCE

Edward Elgar
Cheltenham, UK ¢ Northampton, MA, USA



© John-ren Chen and David Sapsford, 2005

All rights reserved. No part of this publication may be reproduced, stored in a
retrieval system or transmitted in any form or by any means, electronic, mechanical
or photocopying, recording, or otherwise without the prior permission of the pub-
lisher.

Published by

Edward Elgar Publishing Limited
Glensanda House

Montpellier Parade

Cheltenham

Glos GL50 1UA

UK

Edward Elgar Publishing, Inc.
136 West Street

Suite 202

Northampton

Massachusetts 01060

USA

A catalogue record for this book
is available from the British Library

Library of Congress Cataloguing in Publication Data

Global development and poverty reduction: the challenge for international
institutions/edited by John-ren Chen and David Sapsford.
p. cm.
Includes bibliographical references and index.
1. Poverty—international cooperation. 2. Economic assistance.
3. International agencies. 4. International economic relations.
5. Globalization—Economic aspects. I. Chen, John-ren. I1. Sapsford,
David. I11. Series.
HC79.P6G66 2005
338.91—dc22
2004062632

ISBN 184542 248 1

Typeset by Manton Typesetters, Louth, Lincolnshire, UK.
Printed and bound in Great Britain by MPG Books Ltd, Bodmin, Cornwall.



Contents

List of contributors Vi
Preface iX
Introduction Xi
Karl Socher

PART | GENERAL ISSUES: INTERNATIONAL INSTITUTIONSAND
POVERTY

1 Theroleof international institutions in economic development
and poverty reduction in the developing world 3
John-ren Chen

2 Designing the role of international institutionsin raising the
standard of living in the developing world 23
John-ren Chen

3 Global development and stability: the challenge for international
ingtitutions 33
Klaus Liebscher

4 Global development and industrialization 59
Sanjaya Lall

5 International institutions and global inequality: theoretical ability
and empirical failure 96
Andreas Exenberger

6 The effects of IMF lending and freedom on the growth
performance of developing countries 135
Seving Mihci and Hakan Mihci

PART Il PARTICULAR INTERNATIONAL INSTITUTIONSAND
POVERTY

7 WTO membership: what doesit do for growth and poverty? 161
David Sapsford, V.N. Balasubramanyam and Sephan Pfaffenzeller

Vv



vi

8

9

Contents

Multilateral debt management and the poor
Kunibert Raffer

Therole of international institutions and the government in
development: the case of Croatia (poverty and inequality as a
consequence of the transition path)

Mirjana Dragicevit

PART Il INTERNATIONAL INSTITUTIONSAND REGIONAL

10

11

12

13

ISSUES

Institutions, integration and poverty in Eastern Europe and the
former Soviet Union (EEFSU)
Syed M. Ahsan and Melania Nica

Privatization and poverty: the case of Russia
AloisWenig

The 1997/98 economic crisisin Southeast Asia: policy responses
and the role of the IMF
Teofilo C. Daquila

Development crisisin Sub-Saharan Africa: globalization,
adjustment and the roles of international institutions
Kwan S. Kim

Index

179

197

217

264

278

294

321



Contributors

Professor Syed M. Ahsan, Department of Economics, Concordia University,
Canada.

Professor V.N. Balasubramanyam, Professor of Development Economics,
Department of Economics, Lancaster University, UK.

Professor John-ren Chen, Professor of Economic Theory and Econometrics,
Department of Economic Theory, Policy and History and Director of the
Centre for the Study of International Institutions, University of Innsbruck,
Austria.

Doctor Teofilo C. Daquila, Southeast Asian Studies Programme, National
University of Singapore, Singapore.

Doctor Mirjana Dragicevit, Faculty of Economics, University of Zagreb,
Croatia

Doctor Andreas Exenberger, Department of Economic Theory, Policy and
History, University of Innsbruck, Austria.

Professor Kwan S. Kim, Professor of Economics and Policy Studies, Kellogg
Institute for International Studies, University of Notre Dame, IN, USA.

Professor Sanjaya Lall, Queen Elizabeth House, Department of |nternational
Development, University of Oxford, UK.

Doctor Klaus Liebscher, Governor of the Austrian Centra Bank —
Oesterreichische National bank, Austria.

Doctor Hakan Mihci, Department of Economics, Hacettepe University,
Ankara, Turkey.

Doctor Seving Mihci, Department of Economics, Hacettepe University,
Ankara, Turkey.

vii



viii Contributors
Ms M elania Nica, Department of Economics, Concordia University, Canada.

Doctor Stephan Pfaffenzeller, Lecturer in Economics, University of Liver-
pool, UK.

Professor Kunibert Raffer, Department of Economics, University of Vienna,
Austria.

Professor David Sapsford, Sir Edward Gonner Professor of Applied Eco-
nomics, Head, Economics Division, Management School, University of
Liverpool, UK.

Professor Karl Socher, Emeritus Professor of Political Economy, Centre for
the Study of International Institutions, University of Innsbruck, Austria.

Professor Alois Wenig, Faculty of Economics, Martin-Luther-Universitat
Halle Wittenberg, Germany.



Preface

At the beginning of the third millennium, underdevelopment and poverty
continue to remain critical problems on a global scale. The purpose of this
volume is to explore the various ways in which the institutions of the global
economy might rise to the challenges posed by the twin goals of increasing
the pace of global development and alleviating poverty.

The expert authors provide a much-needed analysis of the successes and
failures of international institutions in achieving these aims, while at the
same time providing important insights into the potential future paths that
they might follow. Amongst other themes, the contributors investigate the
design of international institutions for raising the standard of living in the
developing world in order to achieve global development and stability. They
also study particular institutions such as the IMF and the WTO to assess their
effect on the growth performance of developing nations. In additional chap-
ters, the authors study institutions and regional issues such as privatization
and poverty in Russia, the Asian Financia Crisis and the role of the IMF, and
the development crisis in sub-Saharan Africa

This book offers a rigorous examination and informed discussion of the
potential role of international institutions in the quest to alleviate poverty.
Academics and professionals working in the fields of development studies,
international economics and business management will welcome this stimu-
lating book. It will also appeal to decision-makersinvolved in the formulation
of trade, monetary and development policy.

We are indebted to the Oesterreichische Nationalbank (Austrian Central
Bank) for the financial assistance to set up the Centre for the Study of
International Institutions (CSI). We are very grateful to the Osterreichische
Forschungsgemeinschaft (Austrian Research Association) who supported our
annual conference and the publication of this book. Also, we want to express
our appreciation to the Tiroler Sparkasse Bank for sponsoring the Bohm-
Bawerk Lecture.

Last but not least we are very much indebted to members of the Advisory
Boards of the CSI, especially our friends Christian Smeka and Karl Socher
(both at the University of Innsbruck), to Richard Hule and Herbert Stocker
(University of Innsbruck), Hans Pichler (Economic University Vienna), John
Toye (Oxford University) and Christian Keuschnigg (University of St Gallen)
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for their referee support to edit this book, and finally to Gudrun Eder (CSl,
University of Innsbruck) as well as Helga Landauer for making the confer-
ence such a successful event.

John-ren Chen
Innsbruck



Introduction
Karl Socher

When the international institutions were created at the Bretton Woods confer-
ence at the end of World War |1, the most important aims had been to help
reconstruction after the war and to create aframework for economic stability,
development and growth. Growth and development are necessary (but not
sufficient) conditions for reducing poverty, so this am had already been
included in the goals of Bretton Woods institutions at their foundation. How-
ever, the aim of reducing poverty had not originally played the central rolein
the process of developing the strategies of the international institutions be-
cause it was believed that, included in the aim of reconstruction and
development, economic growth in these war-torn and underdevel oped coun-
tries would be a basis to diminish both poverty and also the difference in per
capita income between the poor and the rich countries. But in reality these
aims have not been reached sufficiently. Therefore the issue of poverty reduc-
tion has risen to become a primary goal of international institutions.

The aim of the third CSI conference was to discuss the controversial
guestions raised by critical economists in academia and non-governmental
organizations (NGOs) about the effective strategies for fighting poverty.

The contributions in this book are organized in three parts as follows:

1. The first part deals with general issues about the role of international
institutions in economic growth and raising the standard of living in
developing countries;

2. Thesecond part looks into the role of particular international institutions
in poverty reduction;

3. The third part deals with the role of international institutions in eco-
nomic development and poverty reduction in the following regions:
Eastern Europe, Russia, South-East Asia and the Sub-Sahara.

Xi
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PART |I: GENERAL ISSUES: INTERNATIONAL
INSTITUTIONSAND POVERTY

Chapter 1: Economic Development and Povery Reduction in the
Developing World

In his first contribution John-ren Chen deals with the general problems of
developing countries. Empirical evidence has shown that the performance of
economic development has been better in countries which have integrated
into the global economy, for instance, the Tiger states. International institu-
tions have helped to liberalize cross-border trade in goods and services (GATT),
to provide a sound global payments system and to create global capital
markets (International Monetary Fund and World Bank). The provision of
these global public goods, however, has been far from efficient. The liberali-
zation of services is going on very slowly, and the international financial
architecture is still vulnerable. Free trade in genera is welfare-improving.
However, the basic assumptions of neo-classical trade theory do not always
exist in the real world: for instance, a lot of markets are not perfect, thereis
long-term unemployment, most adjustment processes such as transition prob-
lems are far from smooth, and the necessary compensation of the losers by
the winners to justify the welfare gains of free trade (the compensation
principle applied by neo-classical international economics to argue the supe-
riority of free trade over autarky) is lacking in most cases. The volatility of
primary commodities together with the deteriorating terms of trade is not
solved, and crises are not only caused by external factors but partly by
government failures or market failures.

Governments of sovereign states are mainly responsible for economic
development. The international institutions can only carry out assistant func-
tions to support governments of sovereign states to improve alocation of
resources, to create and to reform the institutions, such as the rule of law for
property rights and contract laws for the functioning of the market and the
provisions for public goods, internalization of externalities and dealing with
other market failures. However, there is no ‘one-size-fits-all’ development
policy for the devel oping countries. Each country needs an individual therapy
of development policy.

In the last section of his contribution the author deals with export process-
ing zones — a development policy measure — as effective experiments for
developing countries as well as transition countries to learn about the work-
ing of amarket system.
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Chapter 2: Raising the Standard of Living

In this chapter John-ren Chen comes to the conclusion that international
institutions have to play a much more important role in raising the standard
of living because there are still famines, poverty, denial of human rights, civil
war, infectious diseases and so on.

He defines the standard of living as including not only the GDP per capita
but also non-pecuniary circumstances for well-being, such as the length of
life expectancy, health, education, human rights and political participation.
To raise this standard of living, international institutions exist which special-
ize in fulfilling particular functions with respect to these indicators of the
standard of living. These functions are complementary to each other. There-
fore a higher efficiency of the measures of these institutions can be reached
by a better coordination of international institutions. John-ren Chen then
discusses the possibility of increasing the efficiency of measures of interna-
tional institutions in the field of economic and non-economic factors by more
efficient markets and providing global public goods:

« one of the most important economic factors would be the abolition of
protectionism in agriculture. In an Appendix he proves the Singer
thesis, that is, that protectionist measures deteriorate the terms of trade
for the devel oping countries;

o security and peacekeeping by the UN;

« economic stability in goods and financial markets by GATT/WTO and
IMF;

« production and use of knowledge, especially about good governance;

o humanitarian assistance: for instance, in famine relief by international
emergency food reserves, or protection of human rights, for instance,
by the creation of international courts;

« global health (avoidance of contagious diseases); and

o political stability and democracy as measures for avoiding crises, cor-
ruption and famine.

John-ren Chen closes with the statement that the task of the study of interna-
tional institutions is especially to show what role they could fulfil and how
thisroleisto be played in the development of the devel oping world.

Chapter 3: Growth and Stability as Challenges

The governor of the Austrian Nationalbank and governor in the IMF for
Austria, Klaus Liebscher, describes the different elements of the strategy of
international institutions to reduce poverty: the UN Millenium Development
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Goals with their eight key areas, the partnership for development of the
international conference on Financing for Development (Monterrey 2002)
and the efforts of the IMF and WB with the Poverty Reduction Strategy and
special measures for debt relief for the Highly Indebted Poor Countries. With
these strategies, the IMF approach to low-income countries changed by launch-
ing the Poverty Reduction and Growth Facility, making poverty reduction a
key objective. These initiatives of the Fund have become an integral part of
the efforts of other international institutions such as the World Bank. These
new approaches include more collaboration with the governments of the poor
countries in designing the strategies for their better governance and best
practices by donor countries under the guidance of the OECD Development
Aid Committee (DAC).

A main part of the paper deals with the importance of financial stability for
the reduction of poverty. Poor countries, and especially the poor part of their
population, are hit more than developed countries by financial crises. Some
progress has been achieved by international cooperation and international
institutions to overcome crises and also to prevent future crises. Cooperation
between the Fed and the ECB prevented a major crisis after September 11.
The Financial Stability Forum was created in 1999 and the IMF is devoting
an increasing amount of resources to crisis prevention. There has been a shift
in the strategy of crisis prevention by the IMF. Mistakes had been made at the
time of the Asian crises — mistakes in the assessment of sovereign debts, and
hasty capital liberalization before a good supervision of banks and capital
markets existed — and the role of flexible exchange rates as a measure of
shock absorption has been neglected. Today, the Financial Sector Assessment
Program together with the World Bank draws up profiles of the strength and
weaknesses of the financial sector of a country. Standards for better statistics,
transparency rules and supervisory standards are promoted by this programme.
But one initiative which was started by the IMF has still not been realized:
the author pleads for an international treaty which would facilitate the orderly
resolution of sovereign debt crises. He ends optimistically: there will still be
overshooting and its correction in the financial markets in the future, but this
should become rarer and |ess severe by means of these measures.

Chapter 4: Industrialization

In the Bbhm-Bawerk Lecture Sanjaya Lall deals with the problems of
industrializing the poor countries in the globalized world based on his work
for UNIDO’s Industrial Development Report. He sees a cumulative and
structural process of a growing wedge between a few successful countries
and a large number of others. The cause lies in the problems of unevenly
distributed immaobile assets, which are necessary for developing, attracting
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the basis for developing: skills, work discipline, technological competence,
supplier clusters, infrastructure and administrative capabilities. Developing
countries as a group are doing well in the important arena of manufacturing
exports and even — unexpected in theory — in high-technology exports!
However, on the regional and on the country level thereis a high concentra-
tion on a few successful countries, for instance, the East Asian nations on
the one hand and Sub-Saharan Africa on the other, or Mexico in the Latin
Americas. Also, contrary to neo-liberal theories, the author finds much
evidence that government intervention has existed in the successful coun-
tries: selective interventions in most markets to guide resource allocations,
for instance, FDIs, developing national capabilities, such as skillsand R&D,
and take-over of new technologies. Up to now, there has been the autono-
mous way, developing R&D and drawing-in of foreign technology, and the
alternative, using FDI and transnational companies in the labour extensive
products sector. For the future, however, there may be many ‘roads to
heaven’ for the poor countries, and the same successful strategies may not
necessarily be repeated. The developing countries need new, focused and
intelligent strategies which have to be industry-specific, so that the strategy
of the key playersin each value chain becomes important for the integration
of the global value chains.

Chapter 5: Ability, Failuresand Proposals for Reforms

In asimilar way to other contributors, Andreas Exenberger defines develop-
ment as including economic as well as political and social elements. Therole
of international institutions is analysed according to the theory of Douglass
North, who stresses the importance of adaptation of their rules, because it is
necessary to adapt the institutions for changing conditions. By using the
formulation of four different levels of social analysis by Oliver Williamson
he distinguishes the level of the institutional environment (the constitutions
and bureaucracy) and of the governance of this given framework for their
implementation.

Theempirical failure of the institutionsin the last 40 yearsis analysed by a
cluster analysis for the different elements of economic, social and political
development. This analysis shows the break between the ‘Northern’ and the
‘Southern’ clusters, but no cluster for all dimensions. He distinguishes four
groups: the advanced, the well developing, the developing and the non-
developing countries (one-fifth of the total). The role of international
institutions has been small or negligible in the examples of an extra-ordinary
development — such as in China — and important in the countries of non-
development. Thisisthe starting point for his proposals for reforms:
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« the UN should act as a governing body for the coordination to avoid
transaction costs and duplication or even contradictions between the
different institutions;

« moredemocracy: not only ‘ one vote—one state’ but also double majori-
ties (vote weight for population size);

o achange of rules for more participation of the whole community of
states and NGOs;

o more precise definition of tasks (for example, what constitutes a mar-
ket failure), and more transparency for reducing uncertainty and
transaction costs;

« criteriafor good governance, and independent tribunals with retaliations
and reparation payments,

« some criteria should be handled as flexibly as possible, and incentives
for improvements in human devel opment should be added;

. stahilization of export revenues and relief for debt burdens; and

. moreaid, even with a moderate form of global taxation.

The author is aware of the fact that these proposals are paradigmatic and
therefore will take time. What is needed desperately is more legitimacy of the
organizations and a clear distinction between the groups of countries. The non-
developing countries do not need credits. The ‘Washington consensus' is inad-
equate for their needs:. they need grants and help. The developing group needs
supervised credits and assistance. There should be a clear distinction between
the agencies dealing with the different groups guided by an overall framework.
However — in the sense of Williamson — it is not the organizations that are to
blame for the bad performance of development, but the underlying institutions,
which may have been appropriate for the post-war period, but which now have
to be changed. A global discussion about this reform is necessary.

Chapter 6: IMF Lending and Freedom Effects

In their chapter Seving and Hakan Mihci test empirically whether the volume
of IMF credits and loans and economic and political freedom have a positive
influence on growth and therefore development. In their model they test these
two relations for 34 countries.

The result for the IMF credits and loans is the same as in many other
previous studies: there is a negative relation between the volume of credits
and loans and growth performance. This can be explained by the demand-
restrictive influence of IMF-adjustment programmes, which compensated the
positive influence of credits and loans on investment. However, the authors
admit that it may be possible in the long run that the effect of higher invest-
ment on productivity yields a positive effect on growth.
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The effect of economic freedom isfound to be positive for growth, consist-
ent with other previous studies. It is more important in middle-income
countries. As an explanation for this fact they offer the thesis that improve-
ments of economic freedom become effective only above some threshold
level.

The result of the test of the influence of political freedom on growth is
inconsistent with other studies. the authors do not find a positive impact. An
explanation for this inconsistency may be that the panel of countries in their
test includes only those countries which repeatedly got credits and loans from
the IMF.

The authors conclude that the IMF does not seem to be playing arolein
the improvement of the welfare levels of developing countries by means of
providing loans and credits. This conclusion may be challenged with the
argument that the Fund today has other tasks which may be more important
for developing countries than credits and loans.

PART Il: PARTICULAR INTERNATIONAL INSTITUTIONS
AND POVERTY

Chapter 7: WTO Member ship

After a review of the literature about the economic benefits of joining the
WTO David Sapsford, V.N. Balasubramanyam and Stephan Pfaffenzeller
develop an analytical framework for an evaluation. They apply this frame-
work for an estimation of the possible benefits and costs of joining the WTO
for Taiwan, which became a member in 2002. The analytical framework
suggests that an increase in trade flows is neither a necessary nor a sufficient
condition for a benefit in terms of growth. If the competitive advantages
persist, Taiwan will experience a decline in heavy industry and the service
sector, but gain in the non-heavy manufacturing sector. However, it cannot be
assumed, as in the standard trade models, that the comparative advantages do
not change by entering the WTO. And even when there is not a large benefit
in terms of improved real incomes, the membership gives the participating
countries an orderly rule-based process offering certainty and transparency
for trade.

Chapter 8: Critical Viewson World Bank and IMF

Kunibert Raffer describes very critically the long historical process of develop-
ing the goal and the instruments for poverty reduction of the World Bank and
the IMF, with many examples of ineffective and contra-productive measures.
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It isclear that the goal of poverty reduction was not the original aim of the
IMF and not the primary aim of the World Bank at their foundation. Gradu-
aly, however, this aim was becoming the prime goal of both institutions.
Even the organi zations themselves, for instance, the IMF, have admitted that
there were many failures made to achieve this am (see, for example, the
contribution by Governor Klaus Liebscher in Chapter 3). But the two organi-
zations have learnt agreat deal. Also, there are still many suggestions (including
those made in this book) to improve the efficiency of the institutions. In spite
of this, Kunibert Raffer comes to the conclusion that both organizations are
‘either unlikely to be really interested in fighting poverty or incapable of
doing so'.

To give only one example of his arguments. he accuses the World Bank of
having changed its strategy of evaluating projects from an economic cost—
benefit method to a more subjective assessment in an attempt to immunize
against accountability. However, the former cost—benefit analysis had even
been criticized by economists, because more ‘soft’ criteria — for instance,
social factors, democracy and gender questions — should be included which
are more difficult to measure than economic factors.

He explains the divergence between the declaration of ‘ poverty reduction’
and the activity to be a marketing device in a Parkinsonian survival strategy
of the two organizations. ‘If poverty reduction were indeed as dear a goal to
the international community as various declarations ... this important issue
must not be left to the Bretton Woods institutions.” When he demands more
grants and debt reductions — a demand which today comes from many coun-
tries — he leaves open the question as to whether the two existing institutions
could be used for administering these measures. It is also left open as to
whether the new function of these institutions as a ‘think tank’ or a ‘knowl-
edge bank’ should be retained or not.

Chapter 9: Poverty in the Transformation Path

Mirjana DragiCevic shows, in a similar way to former chapters, the failures
made by international organizations in advising the transformation process,
using the example of Croatia. The same failures had been made as in the
transformation process of other countries. privatization too quickly, before a
competition and regulatory framework was created; no awareness of the
sequencing of the measures and of creating necessary institutions. These fail-
ures, together with the effects of the war, created a dramatic drop in the
national income, but high rents for the elite and poverty for the masses. In a
second stage in the transition some advice came from international institutions
for building institutions. However, because they came from outside, the gov-
ernment was not open to a participatory process and raised barriers to change.
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One may object that the international organizations did not have experi-
ence with atransformation process: they had not been created for this difficult
task. Even economic theory did not offer prescriptions for an optimal trans-
formation. Only in the last few years, have theory and international
organizations learnt from their failures. These remarks are also applicable to
the two following chapters, which deal with the role of international institu-
tionsin transformation regions.

PART [11: INTERNATIONAL INSTITUTIONSAND
REGIONAL ISSUES

Chapter 10: Transformation Regions

Syed Ahsan and Melania Nica examine the growth and poverty development in
18 countries in transformation between 1987 and 2000, and the influence of
institutions (the ‘institutional capital’) on these two aspects. Their main findings
are that ingtitutions have a very important role in explaining growth, and that
growth may be dampened by arising inequality. The latter finding is different
to the results of other studies, which assert the importance of growth for
reducing poverty. The authors find that only early in the transition phase, up to
1995, did growth have an influence on poverty, together with theinitia inequality.

The conclusions of their empirical research for policy reforms are that
thereisaneed for:

distribution-friendly growth;

sustainable public transfer schemes, such as social insurance;

efficient worker training incentives for skill acquisitions;

the promotion of self-employment; and that

public authorities should encourage initiatives by NGOs for local pro-
vision of educational and health services.

Chapter 11: Russian Privatization

Alois Wenig discusses the Russian privatization process, which had brought
poverty to the masses and tremendous wealth to the few managers who were
able to gain ownership of the state enterprises. It was not the intention of the
privatization law, but the managers profited from the fast liberalization of
foreign payments and a corporate law which did not give enough rights to the
shareholders to control the company. The managers could therefore strip the
assets of the company, transfer the wealth abroad, and buy the shares from
the workers and the public at very low prices.
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Wenig does not discuss the influence of international institutions, but it is
known that they were in favour of a quick privatization with a ‘shock-
therapy’ because it was believed that a gradual approach would not succeed:
according to Wenig, there would have been permanent struggles over the
‘right’ direction. Wenig's opinion fits into the hypothesis that a newly created
democracy is not capable of a gradua transformation, which could have
avoided the hardships of the ‘big bang’.

Chapter 12: Role of the IMF in the South-East Asian Crisis

Teofilo Daquila describes the Asian crisis of 1997/98 and then asks whether
the IMF fulfilled itsrolein this crisis. Asis well known and well documented
today, the IMF made many mistakes: it had insisted on keeping the exchange
rate fixed, liberalized capital flows too quickly, gave credits for bailing-out
and replenished foreign currency reserves. The conditions of the credits were
arestrictive fiscal policy — a cure which had been the right one for countries
with high budget deficits, but not for the East-Asian countries. Malaysia,
which weathered the crisis better than Indonesia because it did not follow the
prescriptions of the IMF, introduced capital controls and an expansionary
monetary policy.

Most of the author’s five proposals for better management of future crises
have already been accepted by the IMF: rethinking the exchange rate; im-
proving regulatory standards; bailing-in the private sector; and (not lifting)
capital controls (too fast). Only the proposal for the creation of an interna-
tional lender of last resort is still under discussion.

Chapter 13: Development Crisisin Sub-Saharan Africa

Kwan Kim states that the African crisis has been caused as much or perhaps
more by the internal factors related largely to poor governance by often
corrupt African governments; however, the focus of his chapter is on the
external factors. Africa has been more affected by the changing global envi-
ronment than other countries. Not content with the role of the international
institutions and their neo-liberal paradigms, the author’s proposals for the
role of international institutions begin with abolishing agricultural protec-
tionism and subsidies. The institutions have to play a more active role in
developing a competitive export sector. The second task is debt relief. Third,
more aid should be given, concentrated on education and health. Finally, the
international institutions should promote region-based economic coopera-
tion. The author ends with the example of the East Asian countries, which
were in asimilar economic condition 40 years ago to Africatoday. Therefore,
he concludes that African recovery ‘is not impossible’.
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1. Theroleof international institutionsin
economic devel opment and poverty
reduction in the developing world

John-ren Chen

| INTRODUCTION

In the current global community the per capitaincome of its approximately 200
countries is distributed very unequally, the per capita income of the richest
country being more than 100 times that of the poorest country given in official
exchange rates. Most countries of the globe are less developed countries (LDCs)
and devel oping countries (DCs) with low per capitaincome. In this chapter the
DCs and the LDCs are called ‘the developing world’ (DW) and the rest are
caled ‘the industrialized world’ (IW). More than half of the world population
isliving in countries with an annual per capitaincome of less than $700. More
than five decades since the end of World War Il paliticians and social and
economic scientists have expended much effort in proposing measures for
improving economic development and reducing poverty, but without much
success, especially in the LDCs. The global community is till confronted by
serious poverty in the DW and unequal income distribution between the mem-
bers of the IW and DW. More seriously, about two decades after the
implementation of the Washington Consensus, about 1.2 hillion people (or
approximately 20 per cent of the world population) around the world are living
on less than a dollar a day with more than 50 per cent of the global population
living on less than two dollars a day. Therefore the need for economic devel op-
ment and poverty reduction in the DW, especialy in the LDW, has lost none of
its urgency over the past half-century. In this period experiences of DW have
shown very different pictures. There are successful stories such as the ‘Asian
miracles’. But there are also countries whose economies remain in a low-level
equilibrium trap without having achieved any economic progress for decades.
Over the same period the mainstream economic policy changed from Keynesian
interventionism to the ‘Washington Consensus' which is a conglomerate of
trade liberalization, privatization, deregulation and observance of the fiscal and
monetary fundamentals.
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International institutions such as the GATT (since 1995 the WTO), the
IMF and the World Bank started to implement the globalization of economic
activities by liberalizing cross-border trade, capital movement and investment
in the 1980s. Following the collapse of the socialistic regimes in Eastern
Europe the process of globalization has been extended to the transition coun-
tries. This change of paradigm has had important implications for devel opment
policy (of aDC) and global poverty reduction.

Over the very long period since the beginning of industrialization the picture
of the distribution of per capita income between the countries in the IW and
DW has not really changed, although some countriesin the DW have caught up
and become members of the IW. The different performances in the economic
development therefore provide very interesting empirical material for the study
of development economics. Both successful and failing experiences of the
national development policy can give us very valuable input for the design of
national economic development policy. Successful experiences of the outward-
looking policy in several emerging market countries, especialy the so-called
‘Asian Tigers', have shown the relevance of international economic activities
for good performance of economic development in the DW.

Eighty years of fiasco of the socialistic development policy in the former
Soviet Union and the Eastern European socialist countries have been fol-
lowed by implementing market economy in these countries and carrying out
outward looking development policy. Economic development is a process of
changing the economic structure to improve allocation of domestic resources
(natural resources as well as capital and human resources, such as labour and
human capital) in order to increase productivity of the economy under con-
sideration. Higher productivity means higher rewards and higher material
welfare for the owner of the factor, especially for labour. The main focus of
development policy is how to carry out the optimal allocation of domestic
resources, especialy in the long run. Thus development policy in the first
place is domestic policy in which the internal political economy hasto play a
dominant role. But this does not mean that international economic activities
and international political economy are not important for development policy.
On the contrary, they have to play a significant role in development policy,
especially in the current globalizing world economy. Integration of a national
economy in the global world economy can contribute mainly to improving
alocation of its domestic resources and thus the process of economic devel-
opment.

When we mention that development policy isin the first place a domestic
policy we mean, first, that the national government is responsible for the
performance of its national economic development with the goal to improve
the standard of living of domestic inhabitants; and second, that the role of
international institutions in development and poverty reduction of countries
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in the DW should be supporting development of the national economy through
aid, providing global public goods (such as global security, global economic
stability, knowledge and globa environment) and enforcing international
cooperation.

Summarizing the above discussion, the study of modern development eco-
nomics should be a synthesis of the traditional development economics and
international economics, and the policy of national economic development
has to be designed within a context of special consideration of the role of
international institutions. This chapter seeks to identify new challenges and
also proposes new focuses for the study of modern development economics
and poverty reduction under consideration in the global context. First, glo-
balization has been a trend of the current world economy. Globalization will
provide the DW with a chance to gain access to the worldwide global market,
but it also means higher risks for the DW because of the weaknesses in its
economic systems (such as bottlenecks and failing infrastructure) whose
resolution is necessary for awell functioning market-oriented economy. While
the chance of access to the global market may enhance economic develop-
ment and improve welfare, the higher risk means that the economy will
become more vulnerable. Therefore both opportunities chance and the risks
of globalization have to be considered in designing an economic policy for
sustainable development in the DW.

Second, perfect markets are efficient. But markets are only perfect if a
series of necessary conditions or prerequisites are met; for instance, a system
of rules and laws (property rights, contract law and so on). Such systems have
the character of public goods and are not typically adequately provided
resulting, for example, in a suboptimal infrastructure in the DW. Therefore, in
order to make markets efficient for economic development in the DW, miss-
ing public goods have to be provided. They may be either regional or global
public goods. Two kinds of public goods are needed for economic devel op-
ment in the DW: hardware public goods and software public goods. The
infrastructure belongs to the first, while a system of laws and rules as well as
a sound financial system, a social security system, the ability to enter the
global market, the marketing know-how and the use of trade barriers, can be
classified as software public goods. The list of inadequately provided public
goods in the DW includes both hardware and software public goods. Addi-
tionally, there are many market failures because of externalities, asymmetric
information or mora hazard and so on. How to provide the lacking public
goods for a well functioning market system in the DW and how to correct
these market failures are essential issues for modern devel opment economics.

Third, global economic stability, which has been identified as a global
public good, has been essential for the development of the world economy,
especially for sustainable development and successful poverty reduction in



6 General issues

individual DW states. Knowledge, especially in economics, is fundamental
for designing awell functioning policy of economic development in the DW.
Knowledgeis apublic good and, even more, as pointed out by Stiglitz (2000,
p. 9), a global public good. A central part of the logic of global collective
action is the provision of global public goods by the international institutions
(see Chen, 2003, p. 7). The study of international institutions should there-
fore be an essential element of modern development economics.

In this chapter a main topic of discussion is the role of international
institutions in devel opment and poverty reduction of the countries in the DW.
The phrase ‘Asian Miracles has been used in a World Bank publication to
describe the economic performance of the East and Southeast Asian coun-
tries. Their outward looking development policy has been identified as a
reason for their economic success and was recommended for low-income
countries in the DW. A globally free trade regime and a sound international
payment system have been seen as essential for the success of the outward
looking development policy. International institutions, such as the GATT,
have provided a system of rules to set up a global market for free trade.
International institutions, such as the IMF and the Basle Accord, have played
an essential role in promoting a sound international payment system. Thus
international institutions like the FAO and the World Bank can play a very
important role in economic development and poverty reduction in the DW.

International institutions can efficiently provide international public goods
needed for economic development in the DW. An important question about
the role of international institutions in economic development in the DW is
which global and regional public goods have to be provided for successful
development policy. Are the existing international institutions able to provide
these public goods? Or will new international institutions have to be initi-
ated?

This chapter is organized as follows. In sections 11 to 1V we will discussin
detail the challenges faced by modern development economics, international
economics as well as economics of international institutions. In section'V the
role of international institutions in the development of a national economy
will be discussed. In section VI a popular development measure, the setting
up of an export processing zone (or special economic zone), will be dis-
cussed. In the last section a short summary will be given.
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I AWORLD COMMUNITY WITH UNEQUALLY
DEVELOPED MEMBERS

Winners and L osers from Globalization: Between and Within Countries

Globalization does not only produce winners but also losers, both between
countries and within them. According to a World Bank Policy Research
Report (2002), globalization has mostly reduced inequality between coun-
tries. During the 1990s, the group of the DW grew 5 per cent per capita on
average compared to 2 per cent for the IW. Between 1993 and 1998, the
number of absolute poor declined by 120 million according to the World
Bank report. (ibid., p. 2). Within countries, following the Stolper—Samuelson
theorem, owners of relatively rich (poor) endowment factors will be winners
(losers) from globalization. Even that globalization has not affected the in-
equality on average.

The unequal income distribution between countries reflects the similarly
unequal factor endowments between them. According to the theory of com-
parative advantage, international trade will improve resource allocation and
therefore also have a positive effect on the material well-being of the global
community in general. This essential proposition of international trade
theory gives the fundamental reasoning for free trade and thus for economic
globalization.

Following the fundamental welfare improvement proposition of free trade
in the neoclassical international trade theory, ‘Free trade could in general
improve (or in limiting case not deteriorate) welfare of the global community
and the trading countries in the sense that through free trade every individual
could be made better off (or in the limiting case, no worse off) ... Freetrade —
given the usual assumptions — necessarily makes available to the community
as a whole a greater physical real income in the form of more of al com-
modities and ... shall result in more of every commaodity for every class of
the community’ (Viner, 1937, p. 533).

Since trade regulations will cause higher transaction costs they will reduce
the welfare-improving effect of free trade. There are at least three critical
points with respect to the assumptions necessary to prove the welfare-im-
proving effect of free trade in neoclassical trade theory. First, the proposition
of neoclassical trade theory on the welfare effect of free trade is based on the
assumption of perfect markets, that is, there is no market failure, and markets
clear, which implies full employment. But in reality there is either asymmet-
ric or imperfect information, and there are other market failures (due to
non-perfect markets) including market power of buyers or suppliers, exter-
nalities and incomplete markets, and, in many cases, markets do not clear,
hence the problem of unemployment in lots of countries.
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Second, for the applicability of this proposition of neoclassical trade theory,
it is necessary that the compensation principle be applied. In this case those
who would be worse off through free trade (for instance according to the
Stol per—Samuelson theorem) could receive a payment to compensate their
loss. If the compensation principle could be perfectly implemented then
nobody would be made worse off by free trade. But in reality the compensa-
tion principle is not only difficult to implement but it entails cost. Therefore,
in general, there are not only winners but also losers from globalization, at
least in the short run.

Third, in theory, trade equilibrium can be immediately and smoothly real-
ized without distortions. There are many indications that the realization of
trade equilibrium is not quite smooth and also not immediate. There are
market failures. Labour marketsin many countries (in both the DW and in the
IW) do not clear; that is, unemployment has been a long-run phenomenon,
not just a short-run consequence of the adjustment process in the labour
market. The world market prices of raw commodities have been highly vola-
tile and suffered along-term deterioration against industrial products. Neither
supranational compensation schemes for temporary export losses of the mem-
ber in the DW nor national compensation policies have worked well enough
to justify the general welfare improvement proposition of globalization pro-
vided by neoclassical international trade theory. Thus there are losers from
free trade who are discontented and therefore fear globalization.

Low-income countries, however, have usually been confronted with a sur-
plus labour problem; not all markets are perfect, there are incomplete markets
and the adjustment process to new equilibrium is not always smooth and
quick (see Toye, 1999). Countries and individuals who suffer from globaliza-
tion have rarely been compensated for the losses completely (see Winters,
1999, p. 62).

Therefore how to counter the problems of inefficient resource allocation
caused by market failures, how to solve the problem of (hidden) unemploy-
ment and how to compensate the loser from trade liberalization can be seen
as new challenges to the study of international political economy and eco-
nomic globalization. The very difference in properties between individual
states in the DW is a serious challenge to the study of modern development
economics and design of useful development policy for a country in the DW,
the problem of implementing the compensation principle and the problem
how to arrive smoothly at a new trade equilibrium.
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High PriceVolatility, the Prebisch-Singer Thesis and the Need for
Supranational Multilateral Compensation Schemesfor Losersin the
DW

The high price volatility of primary commodities and the long-term deterio-
ration of terms of trade against primary commodities (the Prebisch-Singer
thesis) have been two intensively discussed topics in development econom-
ics. Keynes, in 1942, went so far as to describe the problem of the volatility
of world market prices of primary products as ‘one of the greatest evils in
international trade’ (see Singer, 1996, p.1). Many attempts were made to
reduce the price volatility of primary commodities. Keynes and several great
economists in his time proposed commodity money as a measure to stabilize
fluctuation of commodity price. One of the most discussed policies in the
economics of international commodity markets has been the devising of
international commodity agreements aimed at keeping the prices of com-
modities within a pre-agreed range. This approach reached its zenith with the
agreement at UNCTAD IV in Nairobi, in 1976, on an Integrated Programme
on Commodities (see Toye, 1998, p. 349). The world market of primary
products has been characterized by high price volatility, but international
economic policy has been less successful in stabilizing this price fluctuation.
Markets are a suitable instrument neither for preventing crisis nor for arriving
at amore equal income distribution between members of the global commu-
nity. Furthermore markets will not implement the compensation principle
automatically by taking from the winners and giving to the losers from trade
liberalization, or by compensating temporary export losses of a low-income
DC. The need for a useful approach to reduce the volatility of world market
prices of primary products has not lost its actuality and should still be consid-
ered asamain issue of international trade policy and development economics.
This topic is especialy significant for the development policy of the less
developed countries, since primary commodities remain the most important
source of their export revenues.

A Challengeto the Modern International Political Economy

Traditional development economics has paid much attention to the role of
factor accumulation and the question of how to support industrialization by
policy measures, such as investment stimulation and export subsidies. Atten-
tion has also been paid to the problem of international cooperation to improve
resource alocation for economic development, but less attention has been
given to the problem of crisisin the DW, such as (a) how to prevent crises, (b)
how to find a way out of a crisis, (C) how to return to normal development,
and (d) how to compensate the loss from a crisis. Recently the DW has been
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confronted by several crises which in turn have set back development for
several years and seriously exacerbated the poverty problems. Therefore the
study of crisis prevention and crisis solution has become an important issue
of modern development studies.

Crises have usually been caused either by internal market failure or by
failures of domestic government as well by external disturbances. In many
cases markets can correct government failures and regulation can be used to
correct failures of domestic markets. How to combine markets and regulation
for a crisis prevention system by implanting a system of transparent regula-
tory laws or rules for functioning marketsis therefore a fundamental issue for
the study of theory and policy of modern development economics.

In a globalizing world economy each individual state has to arrange
international cooperation to control cross-border economic activities which
have played an increasingly important role in recent economic development
of the DW. International cooperation has usually brought a win-win situa-
tion for every player, either to enforce international trade or to prevent an
international crisis and to avoid the contagion effect of a crisis. Interna-
tional institutions have contributed significantly to enforce international
cooperation. The study of international institutions in order to intensify
international cooperation is therefore a new challenge for modern develop-
ment economics.

11 INDIVIDUAL DEVELOPMENT POLICY INSTEAD OF
THE 'ONE-SIZE-FITSALL POLICY

All states in the DW share some general properties which have been consid-
ered in development economics, but there are also at least as many special
properties of the individual members within the DW, because of their politi-
cal system, cultural background, and social and economic structure. Also the
endowment of resources between the countries in the DW is very different.
Therefore, to propose a well functioning development policy, both the com-
mon and the special properties as well as the resource endowment of an
individual state have to be considered. Thisimplies that development policies
should provide individual therapy which fits the particular state in the DW
instead of a ‘one-size-fits-all-therapy’, if the policy recommendations are
really going to work.

We do not deny the universal truth of basic economic theorems, such as
mathematical theorems which are true in Europe as in Japan, the USA,
Russia and Africa. A globally true mathematical theorem can be applied in
many different disciplines, such as in physics and economics. The results of
such applications are in general different in meaning and interpretation be-
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tween diverse disciplines. There is a similarity between applying a math-
ematical theorem for the study of science and using an economic proposition
for the design of development policy for the economy of a state in the DW.
Therefore well functioning devel opment policies for individual national econo-
mies resulting from application of some basic economic propositions will be
very different, such as the conclusions resulting in diverse disciplines from
applying a mathematical theorem. The laws in economics which deal with
problems of scarcity may also be universally true and applicable. As the
British economist John Maynard Keynes, in mining the specia character of
the theory of economics, points out:

The Theory of Economics does not furnish a body of settled conclusions imme-
diately applicable to policy. It is a method rather than a doctrine, an apparatus of
the mind, a technique of thinking, which helps its possessor to draw correct
conclusions.

The very difference in properties between individual states in the DW is a
serious challenge to the study of modern development economics and the
design of a useful development policy for a country in the DW. At the end of
the World War 11 the European countries and Japan were poor, their produc-
tion facilities having been destroyed during the war, and most members of the
current DW were colonies. They shared some similarities, such as low per
capitaincome, shortage of foreign exchange and capital shortage. There were
only a very few ‘rich’ countries in the world. But, soon after the end of the
war, the Western European countries and Japan industrialized and their per
capita income became closer to that of the USA. Without doubt foreign aid
such as the Marshall Plan provided from the USA to Western European
countries and Japan was an important factor in the successful reconstruction
of Europe and Japan. Models of development aid were therefore proposed to
promote development in the DW without achieving similar effects, since
obviously most countries in the DW have not achieved similarly good per-
formance in their economic development. The income gap relative to the
USA has not become smaller, but bigger. A comparison between the eco-
nomic development of the Western European and the former colonies is
interesting. Though they share similar phenomena of initially being poor,
there arelots of differences.

The West European countries lost their production facilities in manufactur-
ing because of destruction during the war, but they still kept their know-how
to run a business. This means that they still had the relevant human capital
(that is, people who know how to run an industry). The former colonies had
not accumulated such know-how and special skills to run businesses, nor had
they had experience of accumulating industrial capital. This difference mat-
ters to the performance of economic development in the DW. This can be
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seen as a proof of the failure of the belief that a‘one-size-fits all’ therapy can
in general work to solve problems in the DW. Development issues are com-
plicated. Individual therapy is needed for each developing country.

The better performance of economic development in the market-oriented
countries than in the former socialistic countries in the period of the Cold
War (after World War I1) has clearly demonstrated that the market economic
system has provided a better system for economic development than the
socialistic planning system. Thisin turn implies the superiority of the market
asatool for resource allocation. The collapse of the former socialistic econo-
mies in the Eastern European countries has induced a transition process from
socialistic planning to new market economies. Recent experiences of the
transition countries show that the transition process has not always been
smooth. In most cases transition begins with a short-run setback to economic
activities and a reduction in per capita income as well as national income.
Several years later, in many countries, per capitaincomeis still lower than at
the beginning of the process: the gap between rich and poor has become
bigger, and poverty has increased.

Perfect markets are an efficient institution to rule resource alocation, but
markets are only able to work efficiently if the necessary prerequisites — both
software, such as a regime of rules and laws, and hardware, such as infra-
structure — exist. During a long period of experiences with the functioning
markets the ICs have already implemented a set of necessary prerequisites for
awell functioning market system, both hardware and software. But thisisin
general not the case in the transition countries and the DW. In these countries,
especially in the latter, most of these prerequisites have to be implemented.
Transaction costs are high, and many markets are imperfect: in other words,
market failures prevail. Since both software and hardware systems usually
have the properties of a public good, their provision by private agents is not
efficient and in general they will be underprovided.

Low per capita income does not only mean poor material well-being but
also high risk and vulnerability of the economy. It is a fact that the DW has
more often been confronted by currency crisis, financial crisis and economic
crisis than the high-income countries in the recent history of the world
economy. A crisis can cause a halt or setback in its economic development.
Therefore crisis prevention should be considered an important element in
development policy, at least as important as the stimulation of economic
development. The recent Asian crisis has given us empirical evidence of the
significance of crisis prevention for economic development and poverty re-
duction in the DW. A crisis can cause the collapse of an economy and set
back its development for years.

Economic theory generally assumes symmetry between upward and down-
ward movements of economic development, but, in reality, we can find very
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strong indications of asymmetric development between the upward and
downward movement of economic variables. Recently economists have
paid more attention to these asymmetries. Phenomena such as irreversibil-
ity and hysteresis in economic life, together with their implications, have
been discussed.

To sum up: the variety of societal properties, political systems, cultures,
education systems, geographical situations, economic structures and their
dynamics makes development economics much more complex than other
disciplines in economics. The challenge to design appropriate policies taking
into account these complexities will be crucial for the future success of the
DW.

V. COUNTRIESIN THE DW: ECONOMIESWITH MANY
BOTTLENECKS

In comparison with industrialized countries (ICs) economies in the DW are
characterized by many bottlenecks, such as capital shortage, disguised unem-
ployment (dual economy), shortage of foreign exchange, insufficient knowledge
about international markets, insufficient capacity in foreign languages, the low
literacy of people, insufficient infrastructure, the lack of sound financial sys-
tems, the insufficient property right system, the failing law system, the failing
socia security system, the lack of a sound administration system (corruption)
and an insufficient irrigation system. This list of bottlenecks can be easily
extended. The preponderance of agriculture in the DW is a reason for the
strong influence of random factors on income fluctuations and surplus labour
(unemployment or disguised unemployment).

Capital markets in developing economies are in general incomplete, shal-
low and far from perfect because of the problem of asymmetric information
between the borrower and the lender. The latter problem is more seriousin a
state of the DW because it is more difficult to get credit information. In a
market-oriented economy the capital market plays a vital role for sustainable
development. In this type of economy individuals who save are usually
different from those who invest. Enabling investors to gain capital for financ-
ing investments is essential for development, therefore a well functioning
capital market isimportant.

Because of these bottlenecks in the DW the benefit of integration in the
global resource alocation system for a country in the DW will be very
significant. The experiences of the emerging market countriesin the last three
decades (and China in the last two decades) have given us very clear evi-
dence. But, with participation in international economic activities in the
world markets, many emerging market economies have also been confronted
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by several financial, currency and debt crises in the last decades. More
serious crises have caused contagion effects to other nations.

Therefore the steps taken in opening up the economy should be carefully
considered. Foreign trade belongs to the most important ones and it should be
the first international activity to be carried out by a country in the DW. Even
in this case experience such as how to make foreign trade, marketing know-
how about foreign markets, and so on is needed. Countriesin the DW generally
do not have such capacity. For example, in the 1960s Taiwan needed Japa-
nese trading houses to carry out exports, since Taiwanese enterprises did not
have the capacity to conduct export business by themselves (see Chen, 1998,
pp. 151-3).

Not only the restrictive export capacity of a national economy in the DW
but also the protectionism of the IW against main export products of the DW
are a hindrance for the low-income countries to participate fairly in the
benefits of globalization. The negative effects of protection in the IW against
imports from the DW are much more serious because of low demand, supply
and low income elasticity for this group of products. The high volatility of
the world market price of primary commaodities (the main export of the DW)
and strong fluctuation of export revenues have been given as reasons for
multilateral support schemes for countries in the DW. The Prebisch-Singer
thesis of long-term deterioration of terms of trade against the DW can be seen
as empirical evidence.

These bottlenecks indicate that many markets in the DW are not perfect.
Thisis also areason why countries in the DW have limited access to credits
on the usual conditions. International credit is urgently needed to solve the
problem of capital shortage. Low income means also low savings. In addi-
tion, because of the small size, the capital markets in the DW are much more
easily manipulated by an attack by a single big speculator. According to
Stiglitz (2002, pp. 30-31), Ethiopia's entire banking system is somewhat
smaller than that of Bethesda, Maryland, a suburb of Washington with a
population of 55 277.

Foreign direct investment (FDI) is, after foreign trade, the second most
important international economic activity in the DW. But with a few excep-
tions the incoming foreign investment in a DC is limited. The imperfect
markets, externalities and insufficient provision of public goods are serious
problems in the DW. In a market-oriented economy goods and services are
usually produced by private agents, such as private enterprises or other pri-
vate producers. Public goods can also be provided by private agents. But the
provision of public goods by private agents is in general not efficient. An
efficient provision of public goods can be realized either by the state or by
private producers with public support to compensate the social benefits in-
duced by the respective public goods. For consumers most public goods have
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a complementary character for private goods and services. For producers
most public goods have a positive effect on entrance productivity in produc-
ing private goods and services. Therefore sufficient provision of public goods
isacentral issue of development palicy.

Even the provision of domestic public goods is an important constituent of
development policy in the respective country; international institutions can
make an important contribution. The role of international institutions in eco-
nomic development will be discussed in the following section.

V THE ROLE OF INTERNATIONAL INSTITUTIONSIN
ECONOMIC DEVELOPMENT AND POVERTY
REDUCTION OF THE COUNTRIES IN THE DW

Both developed and developing economies around the world are becoming
more integrated. We are now living in a world of almost global markets for
merchandise and capital with about 200 sovereign states, lots of global players,
such as multinational enterprises and non-governmental organizations, but with-
out a global government. In this globalizing world with rapidly growing
cross-border economic activities there is an increasing need for global govern-
ance to rule international activities. There is also an urgent need for sovereign
members to carry out international coordination and cooperation as well as to
provide international public goods to increase efficiency of global resource
allocation, especialy for countries which are integrated in the globa markets.
In this global situation international institutions can play a very important role
for global governance, since they significantly increase the efficiency of inter-
national coordination, cooperation and provision of international public goods.

It is not necessary to mention the significant role of international coopera-
tion in economic development for countries in the DW. In a sovereign country
access to domestic markets is restricted to its citizens as natural persons and
persons in law. For access to foreign markets and realization of the advan-
tages from international exchange of goods, factors, technology and know-how
are often only possible through international cooperation between sovereign
nations. International cooperation can be bilateral or multilateral. Several
areas of international cooperation are particularly important for economic
development: trade in goods and services, the international payment system,
foreign direct and portfolio investment, transfer of technology and protection
of property rights, migration (brain-drain) and so on. These agreements have
properties of international public goods which can be more efficiently pro-
vided by international institutions.

Economists have identified three waves of globalization since 1870. The
first wave took place from 1870 to 1914. International flows of goods, capital
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and labour increased rapidly. Also global per capitaincome rose at an unprec-
edented rate. The period between World War | and World War I, with
beggar-thy-neighbour protectionism, caused a giant step backward in global
economic globalization, with a sharp reduction in the trade-income ratio
compared with the level of 1870. Also the growth of per capitaincome fell by
around athird, and the number of poor people continued to rise.

The second wave of globalization took place in the period from 1950 to
1980. Economic integration during this period was concentrated among the
members of the OECD (especially Europe, North America and Japan). A
series of negotiations to liberalize multilateral trade under the auspices of the
GATT have been mainly responsible for the enormous increase in cross-
border trade in goods between these areas and also the surging ahead with an
unprecedented growth rate. In the period of the second wave the world was
separated into a group of market-oriented capitalistic countries, a group of
central planning socialistic countries and a group of countriesin the DW. The
countries in the two groups of less integrated areas have grown less strongly
than the more integrated members of the OECD. But, among the countriesin
the DW, some of the so-called ‘emerging market economies’ have imple-
mented outward looking policies and enabled enormous growth both of trade
and of income — especially the four Asian Tiger countries. One very impor-
tant lesson from the empirical studies about world economic development in
this second wave of globalization might be the superior economic perform-
ance of countries which have participated in the economic integration.
Nevertheless international institutions have strongly contributed to liberaliza-
tion of the cross-border economic activities and thus to the global economic
integration in this period. The GATT, the IMF and the World Bank are among
the international institutions which have made the most important contribu-
tion to the second wave of globalization. The tariff rate of the IC against the
imports of the members of the GATT was rapidly reduced. Also regulations
against international flows of capital among the OECD members were re-
moved at the end of this period.

For a well functioning world economy after the World War 11, the British
economist John Maynard Keynes at Cambridge designed a three-pillar system
for a world economic order. Three international institutions or organizations
were conceived by Keynes: the International Trade Organization (ITO), the
International Monetary Fund (IMF) and the World Bank (WB). The latter two
are il caled the Bretton Woods Ingtitutions. The ITO, despite successful
negotiations in Havana, was not ratified by the USA. The bad start of the ITO
meant that it was later successfully replaced by the GATT, with its eight trade
negotiation rounds. After the successful end of the Uruguay Round the World
Trade Organization (WTO) was founded in 1995. The trade of manufactured
products has been liberalized within the GATT negotiations. The trade restric-
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tions within the Multi Textile Agreement were liberalized in the Uruguay
Round. But trade in agricultural products, which are important export goods
from the DW, is still seriously protected by the countries in the DW.

The IMF was designed as an international institution to solve short-run
balance of payments problems for a world of fixed exchange rates. The
Keynesian plan for a system of fixed but correctable exchange rates regimes
between the currencies of the world had to pave the way for a liberal world
trade system. This system collapsed in 1972. The implementation of flexible
exchange regimes between the main currencies has changed the main activi-
ties of the IMF significantly. The IMF changed from its original function of
protecting a system of fixed exchange rates to areas such as development,
crisis management and transition of economic systems. According to the
budget of the IMF, the largest share (more than 40 per cent) has been spent to
provide a global public good, knowledge.

The World Bank, as one of the three pillars for a world economic system
after World War 1l designed by Keynes, should provide development funds
needed by the members in the DW to support their economic development.
Both the World Bank and the IMF have played an important role in providing
knowledge, especially for designing policy of economic development.

The third wave of modern globalization started around 1980. The Wash-
ington Consensus has provided important impetus by giving a new theoretical
reasoning for globalization. International institutions, especialy the GATT
and now the WTO and both the Bretton-Woods institutions, have been the
main forces pushing the new wave of globalization. Privatization, liberaliza-
tion and deregulation have been enforced worldwide in most countries and
have made a significant contribution to the new wave of globalization which
is characterized by the broad participation of aimost all countries on the
globe, with avery few exceptions, especially since the collapse of the former
socialistic countries in Eastern Europe. Countries such as Brazil, China,
Hungary, India and Mexico that strongly increased their participation in
global trade and investment have enjoyed unprecedented high growth rates
both in trade and in income, as have other countries in the DW which have
now participated in the global markets.

Not only the technical progress in transport, communication and informa-
tion but also the successful close of the Uruguay Round negotiation under the
auspices of the GATT and the setting up of the WTO have contributed
significantly to the new wave of globalization.

Summarizing the discussion above, international institutions have played a
vital rolein the globalization of the world economy and also in the successful
development of the countries in the DW. Other international institutions
include UNCTAD, UNDP, ILO, FAO and the Regional Development Banks.
The development story of the above international institutions has shown that
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the provision of global public goodsin coordination with the existing interna-
tional institutions to meet the needs of the countries in the DW is far from
efficient, let alone optimal.

There are several categories of international regional or global public goods
identified in economic literature (see Chen, 2003). The broad category, ‘inter-
national economic stability’ can be subdivided into aglobal liberal trade system,
a sound international payment system (a sound currency market), stability of
international commodities, a functioning international capital market, and so
on.

At the Doha Ministers Conference the WTO decided to liberalize agricul-
tural trade with special treatment of the DW. The failing Ministers Conference
of the Doha Round (2003) in Mexico has shown clearly the further need for
liberalization of trade in goods, especialy for the benefit of the countries in
the DW, but also the liberalization of trade in services, which has a major
share of value added (about 70 per cent in most of the IC countries) hasto be
carried out in the near future under the auspices of the more recent General
Agreement on Trade in Services (the GATS). As services have been consid-
ered as non-tradable and the volume of trade in services is still very low, a
liberalization of trade in services will enhance their cross-border trade sig-
nificantly.

The current international financial architecture is far from free of vulner-
ability. The currencies of countriesinthe DW are still the object of speculative
attacks. Therefore provision of a sound international payment system is still
an important part of the effort of international institutions to support develop-
ment and poverty reduction of the countries in the DW. Several international
institutions, the Bretton Woods Institutions and the Basle Accord have made
efforts to set up a sound international payment system.

Kaul et al. (1999) mention three key weaknesses in the current arrange-
ments for providing global public goods:

(1) Thejurisdictiona gap;
(2) The participation gap; and
(3) Theincentive gap.

How to fill in these gaps is a main issue in the further study of international
institutions and development economics.
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VI EXPORT PROCESSING ZONES: A SMALL-SCALE
MARKET ECONOMY SYSTEM EXPERIMENT IN
COUNTRIESIN THE DW

Most DCs are agricultural economies with a high share of employment and
value-added in the agricultural sector. Agricultural production has a seasonal
character, depends on an indispensable factor (land) and is influenced by
several random factors. Therefore agricultural production can fluctuate strongly
and causes high volatility. Because the land is fixed in a country, and owing
toitslow productivity, a DC with a dominant agricultural sector is confronted
by low income, highly volatile export revenue, as well as high volatility of
income, often combined with hunger, especialy in cases of natural catastro-
phes. Influenced by the seasons, labour requirements fluctuate very strongly.
For planting and harvesting, a high volume of labour is needed for an usually
short period of time. But in the rest period only limited input of labour is
necessary. In addition, agricultural products have alow elasticity of demand,
low income elasticity and their world market is seriously influenced by the
protectionism of the ICs. History shows us that industrialization provides a
necessary step for the economic development of a DC. In contrast to agricul-
ture, production in industry is a controllable process and almost seasonally
independent. The influence of random factors is almost negligible. Further-
more the manufacturing process can usually be divided into several stages,
such as raw material, intermediate and final product. Division of labour can
be intensively applied. Thus industrial production isin several aspects supe-
rior to that of agriculture.

While land plays only a subordinate role, capital is indispensable for
industrial production. Capital is accumulated by investment. Because of low
saving in a low-income DC, investment is also very limited. Therefore
countrywide industrialization can only be carried out slowly. To attract for-
eign investment, infrastructure has to be set up. But thisin turnis limited by
low domestic saving. Therefore an export processing zone can be a device
used in this case to improve industrialization in aDC.

Export processing zones have been implemented in more than a hundred
countries, especialy in DCs, since the 1960s. Recently a similar idea has
been successfully applied in ICs, developing High Tech Clusters and Science
Parks, such as Silicon Valley, and the Science Park in Sing-tsu. The success-
ful history of the export processing zone experiments (the Special Economic
Zones) in Viet Nam and in China has provided additional empirical evidence
for the relevance of export processing zones as a measure for development
policy. An export processing zone is an experiment with a market economic
system on a small scale. For a DC, an export processing zone is relevant in
the light of at least four aspects (see Chen, 1997).
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First, aDC has in genera a shortage of capital and foreign exchange. An
export processing zone provides an environment for attracting foreign capi-
tal. The product of the export processing zone is mainly for export and
therefore helps to solve the shortage of foreign exchange. Second, the export
processing zone provides an environment for the transfer of technology.
Third, an export processing zone also provides jobs and helps to solve the
problem of surplus labour in a DC. Fourth, the export processing zone pro-
vides the possibility for a DC to learn how to run a business in a market
economic system. Last, but not least, because of its small scale, a DC does
not need a big infrastructure investment for building an export processing
zone. Therefore it is possible for aimost every individual DC to experiment
with export processing zones.

In the development literature export processing zones have been dis-
cussed with respect to their aggregated welfare gain in the context of a
static macroeconomic model for small open economies under consideration
of tax revenues of the host country. In this case there is either an aggregated
gain or loss induced by the export processing zone. It is not possible to use
compensation to realize a general welfare gain of the host country of the
export processing zone. Therefore, to study its development implications,
the export processing zone has to be integrated in a model of development
economics. In apaper on the ‘optimal export processing zone' in adynamic
dual economic model, Chen (1995) proposed an optimal export processing
zone which is dependent on the individual development of a DC and the
structure of the dual economy. Within this model the problem of compensa-
tion can also be discussed. But because of the labour surplusin a DC the
export processing zone will increase employment in the modern sector with
an increase of labour productivity. Therefore there might not be a serious
problem of compensation between the winners and the losers resulting
from the export processing zone.

International institutions, such as the WTO, can play an important role in
the success of export processing zones by providing free access of the pro-
ducer in the zone to the world market. International institutions which provide
a stable international payment system can improve the performance of the
firmsin the zone.

Vil SUMMARY

Globalization is a chance and also arisk for a developing country. It provides
a chance to gain access to the global market, but there is also arisk because
of bottlenecks and failing infrastructure for awell functioning market system
which, therefore, makes a devel oping economy more vulnerable.
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The theoretical foundation for a welfare-improving globalization is pro-
vided in international economics, especially neoclassical international trade
theory, under the basic assumptions of full employment and perfect markets
as well as a smooth adjustment process from one equilibrium under autarky
to another under free trade. But these requirements are usually not fulfilled.
In addition, the compensation principle is necessary to demonstrate the wel-
fare improvement from free trade. But in reality the implementation of
compensation is much less than perfect. Therefore the losers are not compen-
sated by the winners from globalization. A challenge for international
economics isto find a more suitable theory.

A policy of economic development is in the first place a domestic policy
and the internal political economy has to play a dominant role. This, never-
theless, does not deny the vital role of the international political economy in
the economic devel opment of countries in the DW.

Individual countries of low per capita income are very different. A ‘one-
size-fits-all’ approach to providing developing countries with development
policy is not possible. Individual therapy is necessary for successful devel op-
ment policy. This is a challenge to development economics because of the
widespread difference between developing countries.

Three waves of modern globalization since 1870 have demonstrated the
better performance of economies that have been integrated in the global
markets. Countries that have participated in each wave of globalization have
achieved unprecedented rates of growth in trade and income. International
cooperation, and especialy international institutions, have contributed sig-
nificantly to the implementation of globalization. International institutions
have helped to carry out international cooperation efficiently and also to
provide international public goods. Both local and international public goods
are needed for sustainable development of countriesin the DW. Thisisanew
challenge for the study of international institutions.

Export processing zones provide a possibility for a developing country as
well as a transition country to learn and to experiment with ways to run a
business in a market economic system on asmall scale.
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2. Designing therole of international
Ingtitutions in raising the standard of
living in the developing world

John-ren Chen

| INTRODUCTION: THE LEVEL OF LIVING AND THE
STANDARD OF LIVING

Modern development economics deals with special economic problems of
backward countries to find out the reasons for economic underdevelopment
and to propose policy measures to strengthen their economic progress and to
improve their social welfare. The concept of the standard of living has in-
creasingly approached the economists' idea of welfare in development
economics. Early in the post-World War |1 period, a narrower concept of the
standard of living, that is, the level of living, which was typically conceived
in purely material terms and used real GDP per capita as the primary meas-
ure, was widely used in development economics as a measure of social
welfare.

The standard of living depends on a wide variety of both pecuniary and
non-pecuniary circumstances as well as both the material and non-material
terms to include the most important issues: what people want out of life.
Many indicators have been considered as sources of well-being, such as the
level of living (GDP per capita), length of life (life expectancy at hirth),
education, human rights and so on. Hadley Cantril (1965), a social psycholo-
gist, has used the level of living, family, health, values, job, socia and
international issues, status quo and political issues as indicators to represent
the social well-being of countries. Cantril published the results of an incen-
tive survey about these indicators (see Easterlin, 2000, p. 9, Table 1). In his
paper, Easterlin, following Cantril, uses these indicators of the standard of
living as measures of social well-being and studies the development of the
worldwide standard of living in both the developed and developing areas and
several major regions of the world since 1800. One of the interesting findings
in the empirical study of Easterlin is the different speed of improvement in
diverse indicators of the standard of living, such as that the rate of improve-
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ment in life expectancy, like that in GDP per capita. Thisis much more rapid
nowadays than it was in earlier times (ibid., p. 12). Global health as a global
public good provided by international institutions such as the WHO has
mainly contributed to the improvement in life expectancy in the DW.

Development policy has in the first place to improve allocation efficiency
of the domestically owned resources in global markets to raise the standard
of living. For this purpose both goods in the usual sense and public goods
(regional as well as global) have to be provided. There are cross-border
externalities, there are global common resources, there is competition over
global capital and so on. International cooperation can therefore improve
economic progress of individual countries. International institutions have
proved to be efficient in enforcing international cooperation and enforcing
compliance with international agreements.

This chapter will study the role of international institutions (11s) and how to
support the DW in raising social well-being. In doing so it will apply the
standard of living indicators published by Easterlin and study how to design Ils
to influence positively the indicators of the standard of living in the DW. This
approach is of special interest for the aim of Ilsto improve well-being in the
DW, since there are a variety of |ls. Every Il is designed to fulfil particular
functions with respect to an indicator of the standard of living. These func-
tions aswell asthese indicators are related or, more precisely complementary
to each other. The coordination of these Ils can therefore improve their
performance to raise the standard of living in the DW because of the synergy
effect, especially those institutions whose functions are complementary. How
to coordinate the I1s to achieve an optimal synergy effect must therefore be a
crucial issue for the aim of l1sto raise the standard of living in the DW.

In this chapter, ‘1I’ implies a set of rules without drawing a distinction
between institutions and regimes. This definition comes from Simmons and
Martin (2002, p. 8). The distinctions between international institutions and
international organizations are of secondary importance, since most of the
arguments here apply to both. The chapter is organized as follows.

After this Introduction the world improvement in the standard of living and
its determinants will be discussed, in sections Il and |11, respectively. In
section IV the designing of international institutions to enforce industrializa-
tion in the DW will be considered. International institutions are seen as the
provider of global public goods (GPG) to support the development efforts of
the countries in the DW, such as knowledge for development policy, for
raising development funds, for setting up fair rules for cross-boarder trade in
goods and services, and so on, but not as the active driver of economic
development in the DW.

In section V the role of international institutions in providing a safety
network for protecting short-term famine problems is considered. Section VI
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will discuss the role of international institutions in setting up a stable interna-
tional payment system and a sound global financial architecture. In Section
VI the new role of UNCTAD and the New International Economic Order as
well asthe Integrated Programme on Commaodities for raising the standard of
living in the DW will be discussed. In Section V111 the role of three interna-
tional institutions, the WHO, the International Labor Organization (ILO) and
the Food and Agricultural Organization (FAO) for raising the standard of
living in the DW will be considered. In Section IX | will discuss whether
international institutions should play a complementary or an initiative rolein
economic development and in reducing poverty in the DW. In Section X a
brief summary of the discussions in this paper will be given. Finally, in the
Appendix the effects of protection against import of agricultural products in
the industrialized world (IW) will be studied with a simple theoretical model
and a proposal for a two-step programme to liberalize the global market for
agricultural productsis presented.

Il WORLD ECONOMIC DEVELOPMENT AND THE
STANDARD OF LIVING

Countries in the DW are backward agrarian countries with an overwhelm-
ing majority of their population employed in the agricultural sector, especially
in the naturally agricultural sector. Empirical studies show that an agrarian
economy has usually produced low GDP per capita and the higher the share
of the ‘naturally agricultural sector (NAS)’ the lower the GDP per capita. A
DC has usually high NAS and an LDC has a higher share of NAS than a
DC.

Empirical study in development economics has shown that the growth of
GDP per capita has been accompanied by industrialization, that is, with the
increase in employment share of the industrial sector (and with a steadily
decreasing share of agricultural labour) and growing labour productivity both
in the industrial as well as in the agricultural sector. Therefore, the main
effort to raise the level of living and to reduce poverty in the DW must
involve industrialization in the DW. By ‘industrialization’ 1 mean not only
growth of the manufacturing sector, but also expanding application of an
industrial production approach in the agriculture and services sectors.

Usually an increase in labour productivity in the industrial sector will
increase the national wage rate and the share of industrial labour. This is
made possible either by increasing productivity of agricultural labour through
increasing use of mechanical tools and fertilizer, or by increasing the price of
agricultural products. It is true that successful industrialization can only be
realized by the DW’s own efforts. International institutions can only play a



26 General issues

complementary role, to support but not to initiate, or to carry out, industriali-
zation in the DW.

According to Easterlin (2000) the worldwide level of living standards has
improved in the era following World War Il and in amost every IC it is
possible to identify a turning point which is usually called the ‘industrial
revolution’ of the country. Subsequently living standards begin to advance at
an unprecedented rate, and agricultural productivity begins to grow much
faster thanks to the mechanical revolution and invention of machines such as
the reaper, the binder, the thresher and the combine. Many other machines
and tools were part of the mechanical revolution, for instance harnessing the
internal combustion engine to create the tractor. The demand for labour in
agriculture after the mechanical revolution fell enormously. The direct labour
input used to produce a ton of grain in the United States is estimated to have
declined by 70 per cent in the nineteenth century. Consequently, after the
industrial revolution, the transfer of labour from agriculture to non-agricul-
tural pursuits was more likely limited by the rate of growth of non-agricultural
employment than by the labour requirements of agriculture (see Johnson,
2000, p. 6). An increase in labour productivity is a necessary condition for
raising living standards. Furthermore the use of chemical fertilizers and in-
secticide has contributed significantly to the fast growth in agricultural yield.
The stabilization of agricultural productivity is of crucial importance for the
standard of living.

Thus modern development economics should answer questions such as how
to increase the agricultural yield and agricultural income and how to foster
industrialization of the backward agrarian countries. An essential problem in
improving living standards in the agrarian DW is the need to increase agricul-
tural income. This problem raises two important issues for the debate about
economic development in the DW: increasing agricultural productivity and
stabilizing the price of primary commodities. While agricultural productivity is
anecessary condition for increasing agricultural income, it isnot also asufficient
one. In aglobal market economy, agricultural income depends on the terms of
trade between agricultural products and manufacturing products. International
institutions, for instance the Food and Agriculture Organization (FAO), have
made many contributions, such as dissemination of new seeds (miracle wheat,
miracle rice), and new methods of production to increase agricultural yield in
the DW. But thisis only one side of the coin. Hans Singer (1950) has studied
the long-term devel opment of the terms of trade between primary commaodities
and manufacturing products and has come to his thesis of the long-term dete-
rioration of terms of trade against the primary products. The Singer thesis is
meanwhile an empirical observation and clearly showsthat an increasein yield
does not necessarily mean aso an increase in income, which depends both on
theyield and on the price of agricultural products.
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In its report on ‘Globalization, Growth, and Poverty’ the World Bank
(2002) uses the subtitle ‘Building an Inclusive World Economy’ and reaches
an important conclusion: that globalization reduces poverty, but not every-
where. The protectionism of the ICs against the importing of agricultural
products has had a negative influence on the price received by their producers
in the DW (see the Appendix). Furthermore a naturally agricultural economy
faces many handicaps, such as low and fluctuating yields, highly volatile
prices on the world market, low elasticity and low income elasticity of de-
mand. Thusthe highly volatile world market price of the primary commaodities
and the strong fluctuation in export revenue of the countries in the DW have
deteriorated the economic development in the DW and need to be stabilized
in order to improve economic performance and reduce poverty among mem-
bers of the DW in an integrating global economy.

An integration of the DW in the global economy shows that the global
community needs international institutions (I1s) to provide global public
goods and to improve international cooperation. In view of the well-known
problem of the underprovision of public goods by individual states Ils can
provide these global public goods efficiently. Among these goods global
economic stability might be the most important for improving economic
development and poverty reduction in the DW. Ils, for instance the WTO, can
play an important role in liberalizing trade also in agricultural products, the
main export and source of export revenue of countriesin the DW. In doing so,
the terms of trade for exports of members of the DW can be improved and
thus raise their standard of living.

The yields of a natural agriculture (NA) fluctuate strongly because of its
dependence on a series of natural random factors, such as weather — sun-
shine, rain, temperature, wind — as well as the seasonal character of its
production.In comparison to an NA the production in an industrialized agri-
culture (1A) is protected through installation of equipment to counter the
natural random influences, such as glass houses against snow, low tempera-
tures and storms, and irrigation systems to combat the dry season. Such
equipment enables a much more stable yield for A production than that of
NA production, since production depends neither on seasonal nor on natu-
rally random influences.

As a consequence the export revenue of individual countriesin the DW has
been very volatile, owing to fluctuation in yield or the volatility of the world
market price, or both. Global economic stability has long been identified as a
global public good. Ils have therefore been designed to provide this global
public good.! Several multiple compensation schemes have been implemented
to meet the problems caused by the short-run fall in export revenues in the
DW. In the 1980s, international institutions, especially the United Nations
Conference on Trade and Development (UNCTAD), passed aresolution for a
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New World Economic Order in which an Integrated Programme on Com-
modities (the IPC) was proposed to stabilize the price of commaodities.
However, the IPC has failed to stabilize the world market price of commodi-
ties. How to stabilize commodity prices and the export revenues of the DW
has remained a fundamental problem in development economics.

Knowledge such as a mathematical theorem and the laws of economicsis
universally true. Economics deals with the problem of scarcity and proposes
aset of laws. Devel opment economics provides knowledge, especially for the
design of development policy to improve resource allocation and to raise the
standard of living in the DW. Ils such as the IMF and the World Bank are
important providers of knowledge in development economics and policy.
Like the application of mathematical theorems to solve problems, the appli-
cation of economics laws in development policy has to consider special
properties of the country in the DW under consideration.

To improve progress in economic development of the DW the experience
of the ICs as pioneers has been very useful. ‘Knowledge' resulting from the
study of economic development is a global public good (see Chen, 2003,
p. 7). lIscan therefore play an important role in the economic devel opment of
the DW by providing such global public goods. Theoretical and empirical
study of development economics has provided a series of fundamental theo-
remsaswell asaset of stylized facts which should be considered for proposing
development policy. Among them, without claiming any causality, it appears
that industrialization has been accompanied by both increase in and
stabilization of income and, in its turn, also reduction in poverty (see, for
examples, Kuznets, 1966).

Applying theindicators reported in an intensive survey by Cantril and used
by Easterlin (2000) in his studies of the development of the standard of living
in major areas (both more developed and less developed) of the world since
1800, the less developed areas are classified as China, India, Rest of Asia,
Latin America, Northern Africa and Sub-Saharan Africa. The major areas of
the world show huge differences in regard to the development of diverse
indicators under consideration.?

There are credible reasons to assume a high interdependence between real
GDP per capita (as an indicator for the level of living) and many other
dimensions of the standard of living, even without a clear causal relationship
between these indicators. The DW has a much lower level of living aswell as
a much lower standard of living than the rich 1Cs. Additionally, economic
development is usually not smooth. There are business cycles, financial cri-
ses, currency crises, famine and so on. Thus a developing economy is prone
to diseases and can be set back by a crisis. The economic, political and social
crises in a developing country can cause very severe damages for a develop-
ing economy. The provision of public goods is an important determinant of
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the standard of living. Ils, asimportant providers of global public goods, such
as global economic stability, and as enforcers of international cooperation
and compliance with international agreements, can play an important role in
raising the standard of living in the DW.

1l NON-ECONOMIC DETERMINANTS OF THE
STANDARD OF LIVING

In this section non-economic determinants of the standard of living in the
DW and the role of 1Iswill be discussed. Life expectancy, health and health
status, fertility, mortality, school enrolment and literacy, human rights and
political democracy are the most important non-economic indicators of the
standard of living. There are both economic and non-economic determinants
of these indicators. Famine has been one of the most important.

Famine

Famine is a complex problem. It has been not only an economic problem of
poverty, but also a problem of failing political democracy and socia con-
flicts. Therefore, to find a solution to famine, not only economic, but political
and social aspects have to be considered. Humanitarian assistance is identi-
fied as a global public good (GPG) and can be efficiently provided by global
Ils. But famine relief can only mitigate famine, not resolve the problem of its
causes. Poverty reduction, political democracy and conflict resolution will
provide the fundamental long-run solution to the famine problem. Ils can
make an important contribution to solving the famine problem, but, because
of the complex nature of the problem, coordination of the IIsis essential for
efficient tackling of the famine problem in the DW.

Poverty, famine and volatile income are strongly related. Almost all fam-
ines occurred in the natural agricultural economies with a major share of
agricultural labour (over 80 per cent) but not in an |C with avery low share of
agricultural labour (under 5 per cent). Famine has never occurred inarich IC,
but it has remained one of the worst evilsin the poor DW. ICs which produce
with less than 5 per cent of labour afood surplus for domestic demand, have
been able to build up food storage to prevent any short-term famine. In
contrast, the DW, with a high proportion of agricultural labour, has not been
able to produce enough food for domestic need, let alone building up food
storage to prevent short-term famine. Famine can be of a short-term charac-
ter, as aresult of natural catastrophes, or of along-term character because of
poverty. Industrialization is a necessary step to solve the problem of famine
due to poverty. International institutions can also play an important role in
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industrialization of the DW. This was discussed in the first chapter of this
book.

Food reserves have to be provided to protect against short-term famine; for
instance, the International Emergency Food Reserve can play an important
role in reduction of short-term famine in the DW.

In the underdeveloped world, famine has been not only a short-term but,
more seriously, also a long-term phenomenon. People at a very low level of
living, or living in poverty, are not free from famine, with a standard of living
which does not include dignity. Poverty has different faces, famine being the
ugliest. According to the report of the FAO, ‘ The State of Food Insecurity in
the World 2002', in the period from 1998 to 2000 worldwide there were
about 840 million underfed, about 799 million of them (or 95 per cent) living
in the DW.

Approximately 80 per cent of the people under famine have lived in the
conflict zones of the world. In the 1990s, for instance, famine distress oc-
curred in the Congo (in about 70 per cent of the population), North Korea (34
per cent), Burundi and Afghanistan (70 per cent), Angola (50 per cent).

According to Sen (2000) famine has never occurred in a democratic
country.

Political Stability

Political stability, especially peace, has been a necessary condition for sus-
tainable development. In recent history, especially since World War |1,
international institutions have made very important contributions to solve
civil wars and international conflicts, and have kept the peace in the conflict
areas, such as, Korea, Cyprus, Golan, Kosovo and Liberia. International
institutions have also contributed to help the refugees from the conflict areas.
Thus international institutions have to play an important role in providing
necessary conditions for a sustainable development, such as setting up a
democratic system, alegal system, a market economic order and an adminis-
trative system.

Political Democracy

Political democracy has been considered as a measure for the standard of
living. A democratic system gives people a greater sense of freedom. Human
rights are much better protected in a democratic than in a dictatorial country.
The transparency and the legal security provide an important component of
the standard of living. Additionally, good governance has been common in a
democratic system and corruption (bad governance) a common phenomenon
of dictatorial systems. The political system of the ICs is one of pluralistic
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democracy, while al dictatorial and totalitarian political systems exist in the
countries of the DW.

Corruption is a serious problem of bad governance which is, in itsturn, a
general phenomenon shared by dictatorial political systems. Democratization
should therefore be considered as a process of improving both non-material
welfare and the material standard of living in the DW. Corruption has been a
serious problem in alot of countries in the DW. Inefficient administration is
the inevitable result. An implementation of good governance in the DW is
therefore important for executing developing policy. International institutions
have to play an active role, maybe not only a passive one, in protecting
human rights and improving governance. Recently an international institu-
tion, the *New Partnership for Africa’'s Development (NEPAD)’, was launched
by 12 African countries to monitor each other’s governance in order to attract
development aid and private foreign investments.

Health

Health and life expectancy are essential issues in raising the standard of
living. International institutions such as the WHO have played an important
role in improving health, in reduction of infectious diseases and in preventing
the transmission of contagious diseases. The extermination of some serious
contagious diseases worldwide has been the main achievement of the interna-
tional institutions in the health sector, especially the WHO.

Ils have to play a crucial role in disseminating medical knowledge, to
prevent the international dissemination of infectious diseases and so on.
Recently the role of the WHO, to prevent and to eradicate infectious disease,
such as SARS in some Asian countries, has realized very impressive results.
In a very short period the international spread of SARS has been stopped.
The progress in information, communication and transportation technology
causes the globalization, not only of economic activities, but also of conta-
gious diseases. The rapid spread of a contagious disease can only be stopped
by global international cooperation. Therefore llsin the health sector should
be open to all members of the global community.

To summarize the discussion in this section, there are non-economic deter-
minants of several components of the standard of living. Since the rate of
progress in improving diverse components of the standard of living varies
and since severa Ils which have been set up for their own special functions
are involved, a plan to coordinate their activities can improve the efficiency
of Ils, especialy in fulfilling their function and effectiveness to raise the
standard of living in the DW.
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IV THE CHALLENGE TO REFORM INTERNATIONAL
INSTITUTIONS

The following basic principles are applied to design the role of international
institutions in raising the standard of living in the DW:

a. Most current economies of the world, both in IW and DW, are mainly
based on the functioning markets. Private agents are the main actorsin a
market economy.

b. The state can aso play an important complementary role, such as by
providing public goods, by correcting market failure or by enforcing
economic activity of the private actors. Thereby government of a sover-
eign state is made responsible for the success of its development policy
and for the performance of its economy.

c. Integration of a national economy in the global world market can im-
prove efficiency in resource alocation of both the national economy
under consideration and the global economy. Integrating an additional
national market in the global market will generally not deteriorate the
efficiency of national and global resource allocation.

d. Liberalization of trade in goods and services to the countries in the DW
is necessary to integrate them in the global markets of goods and serv-
ices. lls, as important providers of global public goods, can play an
important role in supporting the national government in its efforts to
raise the standard of living of the countries in the DW; and coordination
of Ils can improve the synergy effect of diverse Ilsin the above role.

Government, as the policy maker, has to play an appropriate role in economic
development and assume the main responsihility for the performance of the
national economic development. According to the first basic principle men-
tioned above, the main economic function of government is not as an actor to
carry out economic activities in the market; it has to correct market failure
and establish laws and regulations to improve efficiency in resource alloca-
tion and economic development, and to raise the standard of living.

In his keynote address to the Annual World Bank Conference on Develop-
ment Economics (ABCDE) in 1998, Joseph E. Stiglitz discusses the role of
government in economic development. Government has to play an important
role in economic development, but the main actors should be the private
agents who act on the market as the centre of their activities. Economists
have long recognized the need for selective interventions in the marketplace
to remedy well-identified problems such as externalities (see Stiglitz, 1998,
p. 12). In addition to the six important roles he delineates for the government
in general he adds a special role of the government in devel oping economies
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to take note of the particular problems facing developing and transition
economies, in which more markets are lacking. The markets that do exist
may function less effectively, and information problems are more severe than
inindustrial countries. Therefore, in the DW, governments have to help create
markets, especially financial markets. They have to establish and enforce
laws and regulations to make financial markets more stable and increase
competition.

Development policy is a policy of a sovereign nation, but this does not
mean that international economic relations are irrelevant for development
policy. To the contrary, the success stories of the emerging market economies
and the growing activity of transnational enterprises have shown the essential
role of international economic relations in the development policy. The growth
of international economic relations has increased interdependence of the
development policies of the sovereign countries. The current global commu-
nity consists of about 200 sovereign governments. International economic
relations are thus a very complex issue. There are countries with very wide
gaps in the level of per capita income; there are very different economic
structures between ICs and the DW; there are divergent interests of the
individual countries; there are different market sizes of individual countries.
And, last but not least, there are different degrees of market power between
the individual countries. As a public actor and as a player in the international
political economy, government has implemented policy measures to improve
development of its economy, such as trade policy to encourage exports, to
regulate the import of goods and services, as well as to enforce foreign direct
investment. Such measures can cause trade distortion.

International cooperation can in general provide favourable conditions for
international economic activities of all participants, especially of countriesin
the DW. IIs can improve self enforcing of or compliance with international
agreements. For instance, the GATT and now the WTO have set up rules and
regimes to liberalize cross-border trade in goods and services and provide a
framework for international negotiations and conflict resolution.

In his comments on the contributions to the Innsbruck Conference, Joe
Wilmshurst (1998, p. 507) proposes two main roles of the Ils in promoting
economic development in the DW: (a) provision of a framework for global
economic and social relationships, an orderly system which is conducive to
world development; and (b) provision of international aid: this means transfer
of resources from rich to poor countries. To play these roles he suggests that
the Ils should complement the activities of the private sector, in some cases
correcting market failure. But they should not compete with, or crowd out,
private activities. Dirigisme should be avoided.®

Through provision of the global public goods (GPG) such as global secu-
rity, global economic stability, knowledge, global environment, humanitarian
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assistance and global health, especially the eradication of contagious diseases
(see Chen, 20033, p. 7) lls can play an important role in supporting the DW
in raising the standard of living of its members. In addition to the GPGs given
above there are at least three which are related to the indicators used by
Easterlin to define the standard of living: international conventions, human
rights and political democracy. The international convention has to be de-
signed and devel oped. The design and devel opment of international conventions
can be classified as knowledge. While human rights are declared as a global
concern, the relevance of political democracy to well-being is suggested
because democratic systems give people a greater sense of freedom to influ-
ence the course of public events and realize their individual human potential.

Countries in the DW, as latecomers in the global community, can share
with the countries in the developed world the benefits of the GPGs provided
by I1s. To propose adesign for the roles of 11sto raise the standard of livingin
the DW the following issues have to be considered:

1. Provision of global economic stability with (a) a rule-based global trad-
ing system, open, especially, for the goods and services of the DW, with
a principle of non-discrimination against any member; (b) a rule-based
system for international movement of factors, such as labour, human
capital, especially for the transfer of resources from IW to DW (financial
capital and FDI) and of technology; (c) a sound international financial
system with multilateral schemes for compensation of temporary lossin
export revenue and balance of payment difficulty of the DW.

Provision and dissemination of knowledge, especially to the DW.

Global security.

Global humanitarian assistance such as from an international food emer-
gency reserve programme for global famine relief.

Global environment.

Global health.

Human rights and political democracy.

Relations and cooperation between regional and global Iis.
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To summarize the above discussion in this section Table 2.1 can be used to
identify the kind of GPGs and their contribution to the components of the
standard of living.

The study of the role of international institutions in the economic devel op-
ment of the DW has also to do with the issue of the intensity of that role. In
this sense the following categories of intensity for the international institu-
tions can be classified: (a) low intensity: to provide a framework for
international negotiations and to carry out international coordination and
international cooperation for regional and globa governance, (b) to provide



Designing the role of international institutions 35

Table2.1 Design of international institutions for raising the standard of
living in the developing world

GPG LL LE HS F&M  S&L PD HR
GS * * *

GES  **

K * % *

GE * * *

HA * * *

GH * * % * %

HD * % * %
Notes:

LL =level of living; LE = life expectancy; HS = health status; F&M = fertility and mortality;
S&L = school enrolment and literacy; PD = political democracy; HR = human rights; and GPG
= global public goods.

GS = global security; GES = global economic stability; K = knowledge; GE = global environ-
ment; HA = humanitarian assistance; GH = global health; HD = human dignity.

* means that the GPG has positive influence on the component of the standard of living under
consideration and ** means very crucial positive influence.

GPG, (c) to settle international conflicts, and (d) high intensity: regional
integration.

Usually regional institutions, such as high-intensity regional integration
like the European Union, play their role in economic development with high
intensity, and the Association of Southeast Asian Nations (ASEAN) and
Asian and Pacific Economic Cooperation (APEC) play a lower level of re-
gional integration, with the North American Free Trade Agreement (NAFTA)
playing a level of regional integration in between. These regional organiza-
tionsare usually classified as* club goods', since non-members can be excluded
from the use of such goods.

Among the global institutions the General Agreement on Tariffs and Trade
(GATT) and now the WTO have increased the degree of intensity from an
informal forum of international trade negotiation to a formal global interna-
tional organization, and from a forum of international negotiation to a global
international institution with the function of conflict settlement. Among the
general kind of 1Isthe United Nations provides a higher intensity to maintain
global security and protect human dignity. According to a report by Frey
(1996), there were about 350 international institutions in 1997. How to de-
sign the functions of these IlIs and how to coordinate them to raise the
standard of living is therefore a crucial topic for the study of international
institutions.
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In his comments (cited above), Wilmshurst proposes a very reserved and
passive standpoint for the role of international institutions in raising the stand-
ard of living in the DW. Therefore the question, * Should internationa institutions
only be assigned a complementary role to raise the standard of living in the
DW, or should they also play a much more active role?, is also acrucial topic
for the study of the role of l1sin raising the standard of living in the DW.

Ils are to be seen neither as a form of global central authority, nor as a
failed attempt at world government, nor as a precursor of world government.
Consequently I1s usually have only a minimal influence to force states to do
anything they do not want to do. Ils acquire authority and power as the result
of acts of delegation by their member states. Therefore a delegation of the
sovereign nation states Ils might also be able to play a more active role to
raise the standard of living, especialy as regards the protection of human
dignity, as the human rights have been adopted by the General Assembly in
the United Nations Declaration and more recently in the United Nations
Millennium Declaration in September 2000. Furthermore Ils also have to
play an active role in providing GPGs, such as global security, global envi-
ronment, humanitarian assistance and global health.

In playing this role in economic development the magic word for the Ils
may be ‘participation’. In development theory ‘participation’ has been used
in several different senses. In this chapter, ‘participation’ is used in the sense
of integration of the states in the DW, either as supplier or as buyer, in the
global market of goods, services and factorsto improve efficiency of resource
alocation by joining in international economic activities and, in doing so,
also to share the benefits of GPGs. Thus the question, ‘How to attract states
in the DW to participate in global resource allocation’ is a further crucial
topic for the study of the role of Ils in raising the standard of living in the
countries of the DW.

A market is an institution for carrying out transactions. Perfect competitive
markets are efficient, but in the real world not all markets are perfect. There-
fore regulations and interventions of the state are needed to correct market
failure and externalities, especialy with respect to international markets.
Sovereign states have carried out many kinds of protection against the im-
porting of goods and services from foreign countries, especially agricultural
goods and textile products.

International economics has provided a set of theoretical propositions and
empirical findings which maintain welfare gains and optimal resource alloca-
tion under aglobal free trade regime. To reach aglobal free trade environment
aglobal free trade regime has to be set up. The GATT and now the WTO (and
the GATS since 1995) provide a worldwide set of rules and regimes to set up
aglobal liberal trading system. But the global trade regime has remained far
from free. The liberalization of trade in services (more than 60 per cent of the



Designing the role of international institutions 37

GDPintheICs), trade-related investments and agricultural products hasto be
further negotiated. Among these, agricultural products are important export
goods of the DW. Import protection against agricultural products excludes
the participation of the DW in the global market and therefore impedes its
economic development (see the Appendix).

International institutions can therefore play an important role in the devel-
opment of global, national, regional and local economy, but urgent questions
remain concerning improvement of the standard of living in the DW: ‘How to
remove the barriers against participation of the states of the DW in trade in
goods and servicesin the global market? and ‘ How to enable the states of the
DW to participate in the activity of providing and using GPGs? A proposal
for a two-step programme to liberalize the global market for agricultural
products is presented in the Appendix.

V  INTERNATIONAL INSTITUTIONSAND GLOBAL
ECONOMIC STABILITY

Theory of international economics has provided a set of propositions to
present the welfare-improving effect of free international trade and interna-
tional movement of capital and factors. Recent empirical studies of the
emerging economies have provided a series of results about the better per-
formance of outward-looking development policy in comparison to that of
inward-looking policy. The successful economic development of four Asian
Tigers in the 1970s and the emerging countries in the 1980s has provided
very impressive examples of the outward-looking development palicy.

Recent history of economic development in the DW has shown some
significant contributions of international transfer of technology and foreign
direct investment (FDI) to economic development in the DW. The recent
economic development in China following the reforms of the 1980s after the
failure of three decades of socialistic inward-looking development policy is
an impressive example of the success of outward-looking development policy
and of the important development of the push effect of FDI. The liberaliza-
tion of cross-border trade or the openness of the national markets, especially
for the export products of the DW, is nevertheless a necessary condition for
the success of an outward-looking development policy. The liberalization of
the international capital market and FDI are also at most a necessary but
never a sufficient condition for the success of economic development and
raising the standard of living in the DW.

TheWTO has a history of successful liberalization of international tradein
goods since the 1950s. Over the last five decades the liberalization of tradein
goods can be shown in the significantly reduced tariffs on the import of
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industrial products within the member countries from the prohibitive levels at
the beginning of the GATT negotiations to free imports at the instigation of
the WTO in 1995. Not only has there been a reduction of import tariffs on
industrial products, but also alot of trade-restrictive non-tariff measures have
been liberalized. This successful trade liberalization has nevertheless contrib-
uted mainly to the growth of the ICs in this period. A series of newly
industrialized countries have also shared the benefits of the trade liberaliza-
tion in this period.

The success of trade liberalization has not extended or not arrived to the
same degree of liberalization as the main export products of the DW. The
trade in textile products has to be liberalized. The negotiation to liberalize the
trade-restrictive barrier as well as the trade distorting measures of the ICs
against agricultural productsin September 2003 in Cancun failed.

The protective policy of the EU and the USA against the import of agricul-
tural products has been criticized as a main reason against the integration of
the DW in the global market of goods and has imposed handicaps on its
economic development, since agricultural products and raw commaodities are
the main export goods and the main source of foreign exchange revenues of
the DW.

Trade distorting measures, such as price support measures and export
subsidies for agricultural products used in the EU and in the USA, have
impeded the participation of the DW in the global market. As the members of
the WTO agreed to negotiate on liberalizing international trade in agricultural
products in the Ministers Conference in September 2003 in Cancun, the EU
proposed to change its Common Agricultural Policy (CAP) to implement
trade-neutral measuresinstead of the trade-distorting measures of the agricul-
tural sector. Support price and export subsidies should be replaced by measures
which do not cause market as well as trade distortion.

The measures such as support price, tariffs against the importing of agri-
cultural products and the export subsidy for surplus agricultural products in
the EU and the United States have a negative influence on the terms of trade
to the detriment of the agricultural products of the DW. Furthermore a special
import tariff system of the European Community which absorbs completely
the difference between the support price in the EC and the world market price
according to a study on the influence of economic policy on price volatility
(see Chen, 1996, 1999), may increase the volatility of the world market
prices for agricultural products, but stabilize the price in the EC at the
support price.

Since an increase in the volatility of price has in turn a negative influence
on the supply of agricultural productsin the DW, the protectionism in the EU
and the United States against imports of agricultural products has had an
additional depressive effect on the main export products and thus on the



Designing the role of international institutions 39

economic development of the DW. The above discussion shows that a liber-
alization of the cross-border trade in agricultural productsis urgently required.
Since the states in the DW are mainly agricultural economies and agricultural
products are part of the main exports of these countries, to remove the
barriers to the states in the DW participating in the global market, the WTO
has to play its role in liberalization of trade in agricultural products more
effectively (see the Appendix).

In relation to the role of the WTO in liberalizing cross-border trade in
goods and services, countries in the DW have often been confronted by the
problem of shortage in foreign exchanges. Therefore improvement in partici-
pation of the DW in international capital and financial flows can support the
economic performance of a country in the DW. But the domestic financial
market is shallow and is open to attack from foreign participants, especialy
from the so-called ‘institutional investors’. The WTO, the Bretton Woods
institutions and recently the Basle Accord together can play an important role
in providing global economic stability with a rule-based trading system to
liberalize access to the global market for the countriesin the DW.

The Mexican, Asian and, recently, Argentinian financial crises have dem-
onstrated the weakness of the developing economies. A crisis usualy sets
back economic development severely. Therefore, for a sustainable and a
resistant economic development of the countries in the DW, the GPG * global
economic stability’ is urgently needed.

Topics such as ‘the need for aglobal lender of last resort’ and ‘ the need for
a set of rules for sovereign insolvency’ have been crucial to the recent study
of the designing of IIsto raise the standard of living in the DW.

VI  KNOWLEDGE, TRANSFER OF RESOURCES,
COMPENSATION SCHEMESAND A SOUND
INTERNATIONAL FINANCIAL SYSTEM

The DW is poor, with low income and low saving and therefore financing
industrialization calls for resource transfer from the rest of the world. The
DW usualy has a small share of the world market of goods and services,
especially so in a monocultural country of the DW with a very limited but
highly volatile revenue of foreign exchange. A multilateral compensation
scheme against the sudden shortfall in export revenue has proved to be
crucial for a sustainable industrialization of the DW. International institutions
such as the IMF, founded as institutions that provide emergency credit to
countries which have found themselves in difficulties, can therefore play a
crucial role in the sustainable industrialization of the DW, since a sudden
shortfall in export revenue can cause irreparable damage, such as insolvency,
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to an individual producer and, for a national economy, the collapse of a
branch of industry.

The IMF, from its origins as the guardian of the Bretton Woods adjustable
exchange rate system and financier of temporary current account deficits to
its present primary roles as development financier and crisis manager for the
emerging world, has played a crucial role in supporting the DW against the
backdrop of major shocks since the 1970s following the collapse of the peg
exchange rate system, such as the oil shocks of the 1970s, the debt crisis of
the 1980s, the collapse of the Soviet Union in the late 1980s and the emerg-
ing market financial crisis in Mexico, East Asia and, recently, Argentina.
Though there have been many critics of the crisis management programme of
the IMF, especialy of its one-size-fits-all programme of the Fund, the effec-
tiveness of the crisis management measures and its conditions for giving
credit to the crisis countries, it is important, nonetheless, to mention the
necessity of such an international institution to fulfil the crucia function of
multilateral compensation mechanism against the sudden shortfall of export
revenue or major shocks.

The DW has an urgent need of foreign capital, not only for covering the
financial gap resulting from any short-term fall in export revenue, but, more
importantly, also to get long-term capital for the financing of economic
development. The DW has been caught by the so-called ‘vicious cycle of
poverty’ due to the situation where a low income will result in low saving,
which in turn causes low investment and thus low income. There are two
main sources for the DW to accede to the global financial market: either
through the channel of public development aid or via foreign direct invest-
ment. Though FDI has provided an important source of capital for the DW,
considerable effort has to be invested in encouraging FDI. The DW has not
been able to find enough FDI. As a Bretton Woods institution, the World
Bank was founded, according to the idea of Keynes, to help the DW to
accede to the global capital market at a reasonable interest rate.

In the DW there has been either no financial market or a market with very
little depth. In this situation the market can be easily manipulated by a
single big actor or asmall group of actors. Therefore a liberalization of the
financial sector in the DW can improve resource allocation but will also
cause financial turmoil, asin alot of financial crisesin the emerging market
countries.
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VIl UNCTAD: WHAT ISLEFT OUT OF THE NEW
INTERNATIONAL ECONOMIC ORDER AND THE
INTEGRATED PROGRAMME ON COMMODITIES?

In the 1980s the global community spent much effort within the UNCTAD in
setting up a new world economic order to provide a development-friendly
global economic environment for the DW and to realize significant poverty
reduction, especially in the least developed countries. In 1976 the UNCTAD
passed the New International Economic Order (NIEO) with the Integrated
Programme on Commodities (1PC) to correct the Prebisch-Singer Effect and
to stabilize the very volatile world market commodity price. Implementation
of buffer stock measures with the financial support of the Bretton Woods
institutions has failed to stabilize the volatile world market price of raw
commodities. The long-term deterioration of the terms of trade for raw com-
modities, the main export products of the DW, has not been stopped. A large
number of studies have tried to provide evidence that the liberalization of the
industrialized world (IW) towards the import of agricultural products and raw
commodities would significantly correct the Prebisch—Singer Effect and make
an important contribution to improve the development situation of the DW
(see the Appendix at the end of this chapter).

Since the implementation of the NIEO, the situation of the DW, with the
exception of the most south and eastern Asian countries, has not really
changed. The least DW, especially the Sub-Saharan African area, has not
been able to make any progress either in its economic development or pov-
erty reduction, not to mention achieving a higher growth rate to catch up with
the IW.

What iswrong with the NIEO and with the IPC? Soon after the resolution of
the UNCTAD in 1976 a change of paradigm in the philosophy of economic
policy in general, and development policy in particular, occurred. Since the
1980s the Washington Consensus has been the dominant philosophy in eco-
nomic policy instead of Keynesian interventionism. The main contents of the
Washington Consensus can in short be described as privatization, liberaliza-
tion, deregulation and observance of financial and monetary fundamentals (see
Singer, 1998, p.114). The collapse of the Soviet Bloc has given the Washington
Consensus a big push in its implementation. The world seems to be convinced
by the superiority of the free market economic system over the planned eco-
nomic system. In many south and eastern Asian countries trade liberalization,
privatization, deregulation and the policy of attracting inflows of FDI have been
believed to be responsible for the successful performance of economic devel-
opment in these countries. In comparison with the least developed countries
and with the bad performance in economic development in the Sub-Saharan
area, the integration of the south and eastern Asian countries in the world
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economy is believed to be the most important reason for the success of these
countries in economic development. There is no doubt that the change of
paradigm in economic policy, that is, the economic opening and integration of
the Chinese economy into the world economy has been the main reason for the
good performance of Chinese economic development since 1979.

The recent globalization of the world economy and the implementation
of the main contents of the Washington Consensus have removed the NIEO
and the IPC from the UNCTAD. Since then the publication of the World
FDI Report has become its main activity. In their paper, Sapsford and
Balasubramanyam (2003) have outlined the case for a multilateral accord
on FDI under the aegis of the WTO (rather than the UNCTAD). For them,
one principal conclusion worth emphasizing is that such an accord should
be centred on the development objectives of developing countries and it
should not be an instrument for facilitating increased flows of FDI. The
main role of the accord should be one of monitoring and coordinating
existing policies with the proviso that it should have the principles of non-
discrimination, national treatment and transparency as its building blocks
(see Sapsford and Balasubramanyam, 2003, p. 56).

VIl WHO, ILOAND FAO: THE NEED FOR NEW
DESIGN?

Health, life expectancy, value, level of living, and so on are the main compo-
nents of the standard of living, therefore the role of international institutions
such as the WHO, the ILO, and the FAO for raising the standard of living in
the DW has to be considered briefly within the challenge of reforms in this
section:

TheWHO and Provision of Global Health Servicesto the DW

As hedlth is an important component of (the standard of living the global
institution, the WHO, has contributed mainly to the provision of the global
health services as GPG since the foundation of the precursor of the WHO at
the end of the nineteenth century. In the recent era of globalization the WHO
has to play a more important role in raising the standard of living in the DW
and in maintaining a healthy community for the world population. Three
main aims have been identified for the global health services, namely the
prevention of infectious diseases, international health information, and com-
munication systems and health knowledge (see Chen, 2004).

The most important issue in designing the role of the WHO for raising the
standard of living in the DW is to recognize the importance of technology in
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achieving the first aim of the global health services — prevention against the
infectious diseases — and the strong interdependence of countries in the
global community. Due to the weakest linkage property of the technology of
provision for health services prevention against infectious diseases, the glo-
bal level of prevention against infectious diseases depends on the weakest
level of the countries in our global community. By means of modern trans-
portation and communication technologies the emergence of an infectious
disease in any place on our planet can reach any other country within a few
days. Therefore the WHO has to support raising the level of preventing
infectious diseases in the least DW, where the level of the provision of such
global health services probably remains at its lowest.

ThelLO and International Norms of L abour

Labour standards in the DW have been criticized, especially because of the
employment of children as workers there. The education and employment of
children are atrade-off between short-term income and the long-term welfare
of theindividual and the state as awhole. Labour standards have been amain
international concern for along time. The precursor of the ILO was founded
to set up international norms and standards of labour and to improve the
employment situation. The ILO belongs to one of the oldest 10s. During its
long history the world labour situation has changed. Since the collapse of the
Soviet Bloc there are now two categories of member countries in the ILO,
namely the group of the IW and the group of the DW. Among the more than
170 member countries a large magjority of the members belong to the DW.
The two different categories of members have caused controversies which
affect the activities of the ILO. The many countries in the DW have been
confronted with the following problems:

1. trade unions in the DW have not been well organized to represent the
interests of labour;

2. human rights have not been sufficiently protected in the DW; and

3. theratio of illiteracy is high — even very high —and the level of education
islow in many countriesin the DW.

The ILO therefore has to take note of these issues in its activity programme
and in this way to support the DW in raising the standard of living there.

The FAO and the World Food Programme to Solve Hunger in the DW

Hunger is a serious problem for humankind. In the long historical period of
the agricultural economy, most effort was directed towards increasing the
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food supply, but humankind was not able to overcome the hunger problem. In
the current world economy, the IW has been able to produce sufficient food
not only to satisfy its own demand but also to export to the rest of the world.
However, many countries in the DW have not been able to provide enough
food for their own needs, even though the majority of their resources have
been used in the agricultural sector.

The hunger problem has been caused not only because of low agricultural
productivity but also because of the failure to set up a well-functioning
system of food distribution. Therefore there are both problems of agricultural
technology and food distribution.

The market has placed the main role of food distribution in the IW. The
market needs a supporting framework such as infrastructure, transportation
and communication systems, an adequate legal framework and so on, in order
to fulfil the food distribution function well. However, in many countries of
the DW such a supporting framework for the market does not exist or at |east
not sufficiently. Therefore in these countries the food market has been incom-
plete and does not work well to fulfil the food distribution function.

The seasonally dependent character of food production means that a cru-
cial necessity to avoid hunger is the building up of food stocks. The modern
technology of food storage can not only maintain the good quality of food
stocks for along time but also achieve this for reasonable costs. However, in
a lot of countries of the DW such technology of food storage has not been
available, or is available only in a very limited capacity. Therefore the im-
provement of the food distribution function of the market and food storage
technology, as well as increasing the volume of food stocks in the countries
of the DW should be a crucial role of the FAO.

IX COMPLEMENTARY AND SYNERGIC EFFECTS OF
INTERNATIONAL INSTITUTIONS: HOW SHOULD
INTERNATIONAL INSTITUTIONS COORDINATE
THEIR ROLESIN RAISING THE STANDARD OF
LIVING IN THE DW?

According to Bruno Frey (1996), there were, worldwide, more than 350
international institutions in 1997. There are political, economic, military,
social, scientific, labor, agricultural, educational and environmental interna-
tional institutions, as well as international courts and so on. The different
functions designed for the current Ils also mean that different but related
global public goods are provided by them (see Chen, 2003). It is therefore
meaningful to discuss how to coordinate Ils to achieve higher synergy ef-
fects. Should international institutions use conditionality when giving
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development funds to the DW and take more influence on the development
policy of the DW, such as the Bretton Woods Institutes used to do when
giving credit to countries which suffered afinancial crisis. Implementation of
the programme proposed among the conditionsis required. There have been a
lot of critical comments about the conditions imposed by the Bretton Woods
institutions.

In talking about raising the standard of living there are economic aspects
of raising the living standard, such as encouraging economic growth, and also
social and political aspects, such as family circumstances, school enrolment
and literacy, as well as political democracy and good governance. With re-
spect to the social and political aspects, such as peacekeeping and good
governance, international institutions might have to play a much more active
role. As human rights are declared as a universal value, international institu-
tions have to set up rulesto protect them. To implement such rules, international
institutions have to play a more active role. The recent creation of interna-
tional courts may be a first step to setting up a sanction system against the
violation of human rights.

X SUMMARY

The concept of the standard of living has increasingly approached the econo-
mists’ ideaof welfarein development economics. The standard of living depends
on awide variety of both pecuniary and non-pecuniary circumstances includ-
ing the most important issues that people want out of life. In this chapter we
discuss the role of international institutions in raising the standard of living in
the DW. A nation state is mainly responsible for its economic devel opment. But
afavourable global framework can play avery important role in supporting the
development of the economies in the DW. We believe therefore that interna-
tional ingtitutions can, in efficiently providing GPG and ruling cross-border
externalities, play a very crucial role in supporting the development of the
economies in the DW. We will emphasize that the nation state has to take over
an active rolein its economic devel opment. International institutions can play a
crucial role in supporting economic development in the DW but cannot take
over the active role of the national government.

Since the end of World War Il some changes in the policy of economic
development with respect to the role of government and international institu-
tions have taken place. In the period immediately after the war the ‘Keynesian
Consensus' proposed appropriate regulation and intervention of public hands
in the markets.

The Keynesian Consensus ended in the early 1970s. In a race of the so-
called ‘system competition’ a new world economic order, with an Integrated
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Programme on Commodities as an important component to stabilize com-
modity prices on the world market, and multilateral compensation schemes
was proposed by the UNCTAD with financial support from the Bretton
Woods institutions for the Integrated Programme on Commodities in the
1970s. An amost total change of scene occurred in the 1980s as the Washing-
ton Consensus, with privatization, deregulation, liberalization and observance
of the fiscal and monetary fundamentals as the main contents was declared.
Since the Washington Consensus the cross-border trade in goods has been
liberalized through negotiations within the GATT. The collapse of the peg
exchange rate system in the 1970s changed the role of the Bretton Woods
institutions, especially the IMF. The role of international institutions in eco-
nomic development in the DW has been changed, along with the change of
scene in economics in general and development economics in particular.

Irrespective of these changes in economics and development economics,
the global economy has still been characterized by a very unequal develop-
ment between members. As the study of Easterlin (2000) very clearly shows,
the development of the standard and level of living has a very broad distribu-
tion between the very poor and very rich countries. There have still been
famines, poverty, denial of human rights, civil war, infectious diseases and so
on. International institutions have to play in the context of globalization a
much more important role in development of the DW. The study of interna-
tional institutions has to show especially what role and how it is to be played
in the development of the DW.

NOTES

1. John Maynard Keynes was very concerned about the high volatility of commodity prices.
He proposed initially a world currency based on a bundle of 30 primary commodities to
stabilize their average prices automatically. In his proposal for an Economic Order after
World War 11, he suggested a three-pillar system consisting of three international institu-
tions, an International Trade Organization (ITO) to set up aliberal global trade system with
commodity price stabilization asits magjor function; an IMF to establish a stable convertible
global monetary regime with fixed exchange rate regimes; and a World Bank to transfer
financial resource from the |Cs to the DW with a reasonable interest rate (see Singer, 1998,
p. 107).

2. ‘ltistruethat, in regard to al of the indicators above, Western Europe and its offshoots are
the leaders and, at the other extreme, the newly emergent nations of Sub-Saharan Africaare
the laggards. The distribution of the level of living (using the GDP per capita) shows a
considerable gap between the rich ICs and the poor DW. This pattern of geographical
diffusion is largely responsible for the current cross-national association among these
indicators proclaimed by regression analysts' (Easterlin, 2000, p. 24).

3. What role can international institutions play in raising living standards, especially in the
DW? Six papers on the role of international agencies in economic development of the DW
were presented to the Innsbruck Conference in honour of Sir Hans Singer’s 85th birthday.
The six contributions to the Innsbruck Conference concern the role of international agen-
cies which are in general formal international organizations, such as the United Nations
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and its suborganizations, FAO, UNCTAD and ILO, as well as the Bretton Woods institu-
tions, the IMF and the World Bank. Besides these formal international governmental
organizations and non-government organizations, there is a lot of informal international
cooperation and sets of internationa rules which have played an essential role in global
development.
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APPENDIX

To show the effects of the support price and the export subsidy, and the
negotiation for liberalization of trade in agricultural products, we apply the
following simple partia equilibrium world market approach model with two
countries: IW and DW.

Assumption 1: the demand for the agricultural product (AP) is a differenti-
able function of its price with a negative coefficient; for example, f and F
represent the demand curve of IW and DW (see Figure 2A.1).

Assumption 2: the supply of the AP is a differentiable function of its price
with a positive differential coefficient; for example, g and G represent the
supply curve of IW and DW (see Figure 2A.1).

Assumption 3; the DW market price, that is, the equilibrium price on the DW
market which is afree market without regulation, islower than the price for a
producer in the IW under consideration. For simplification of representation,
the country under consideration is an IC which carries out price-regulating
measures in the agricultural sector to increase the income of farmers and
protect against imports.

Two cases of regulation for the agricultural product can be classified.

First, IW buyers price is equal to the producer’s price, which is equal to
the support price in the country under consideration and the IW supply
surplusis removed by a subsidy to export the IW supply surplus. The point A
in Figure 2A.1 represents the DW equilibrium in this case.

Second, IW buyers pay the DW market price, while the producers get the
support price. The domestic surplus demand is removed via international
trade, by import from or export to foreign markets with neither an export
subsidy nor an import tariff.

In aproposal for anew negotiation round concerning liberalization of trade
in agricultural products, the first step involves removing the export subsidy
and import tariff. If the first step is implemented, the equilibrium of the DW
market can be represented by the equilibrium (point B in Figure 2A.1) where
the demand and supply function of DW is represented by F and G respec-
tively.

The equilibrium price on the DW market, which is also the price of the
agricultural product for the rest of the world, is P,, (see Figure 2A.1). Thus,
P, > Py, i.e. the export subsidy of IW has a negative effect on the AP pricein
the DW.

The following comparative static properties can be easily derived (see
Figure 2A.2). For agiven P,
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Figure2A.1  Joint effects of support price, import tariff and export subsidy
of IW on the DW

1. Thereisan IW balanced trade in AP for a given support price Pg in the
second case

2. For a higher support price than P2 IW will get an AP supply surplus
which is represented by ab (Figure 2A.2)

3. IW will get a positive demand for AP import if the SP is lower than P&
(Figure 2A.2). The import demand is represented by ca.

The second step involves removing the trade distortion support price for the
farmers. In this case the world market is liberalized.

The properties of comparative static analysis are qualitative, the same as
those given for thefirst step. Since P, > P*, therefore P* > Pw; thus the trade-
distorted support price for the IW farmers has an inhibiting effect on economic
development in the DW. Removal of domestic support price for the IW
farmer will integrate the DW in the global market and improve its economic
development (see Figure 2A.3).
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IW — AP market

Volume

Note: P& support price for balanced AP trade in IW; P&: support price for excess supply of
APin IW; P4: support price for excess demand of APin IW.

Figure 2A.2 Implications of support price for domestic market
development

The impeding effects of the trade-distorted regulative measures such as
support price, import tariff and export subsidy on the development of the DW
can be shown by the difference between P* and P,,

The free world market price at equilibrium is given by P* (Figure 2A.3).
Thus P* > P, > P,

This shows the negative terms of trade effect or the Singer effect of the
trade distortion regulative measures against the DW (see Figure 2A.3).
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Figure 2A.3 Effects of liberalization and deregulation of the agricultural
sector on the world market



3. Global development and stability: the
challenge for international institutions

Klaus Liebscher

The organizers of a conference have presented me with a formidable chal-
lenge. The topic | am to cover is vast, and it is a challenge to delineate the
essentials without neglecting the overall picture. As the governor of the
International Monetary Fund (IMF) for the republic of Austria, my delibera-
tionswill focus on the role that the IMF in particular playsin fostering global
development and stability. This does not imply that other organizations or
agencies are less relevant or minor. However the IMF has the task of provid-
ing the global public good of a stable international financial and monetary
system, without which nation states around the world would not enjoy eco-
nomic growth and rising standards of living.

The main challenge international institutions face today is how to provide
the best framework for the governance of globalization so that this process
becomes a ‘win—win’ situation, in which al economies ultimately benefit
through productivity and growth effects. This means that alevel playing field
should govern the international division of labour and the integration of
national economies viatrade in goods and services to minimize unfair cross-
border competition. This also means that there have to be rules which regulate
corporate and foreign direct investment as well as financial flows. In the
political arena, the United Nations (UN) attempts to deliver globa public
goods, while the World Bank, the World Trade Organization, the Interna-
tional Labour Organization, the Bank for International Settlements (BIS) and
the International Monetary Fund are charged with delivering these goods in
the economic arena.

The market appears to be the best coordinating mechanism between free
agents, but there is also no doubt that market forces alone are not sufficient.
That is why we need an international regulatory framework for the global
community, with recognized and clear rules and with effective institutions.
This framework also has to ensure that global public goods such as interna-
tional financial and monetary stability, a clean environment and free trade are
defined and provided, even if this requires nation states to give up part of
their sovereignty.

53
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There is no intention here to imply that international institutions must
endeavour to impose a global harmonization of economic and social models.
The market economy has many different facets and competition is healthy for
the world economy. International institutions help preserve such social and
cultural differences by making all countries stakeholders in the global pality.
The 1930s have shown that, without multilateral cooperation, the lack of
national self-responsibility and of international cooperation can have dra-
matic and devastating effects.

A recent World Bank study? gives clear evidence that opening markets and
integrating them into the world economy has contributed to enormous eco-
nomic progress for many developing countries over the past 20 years. Countries
such as Brazil, China, India and Mexico have doubled their ratio of trade to
income. Many of these countries have moved up the value chain from mere
raw material exports to intermediate and even to finished products and serv-
ices. The average annual per capita economic growth increased from 1 per
cent in the 1960s to 5 per cent in the 1990s. Real per capitaincome in China
has increased more than fivefold since 1978. Hence, on average, the global
income distribution has improved rather than deteriorated.? Life expectancy,
too, has improved: for example, in China, it has increased by nearly 30
years.2 However some countries, especially countries in Africa which have
not been integrated into the global economy and have not been exposed to
globalization, have been left behind.

Dramatic and distressing poverty is still widespread. Undoubtedly one of
the major challenges the international community as well as international
institutions face is the eradication of poverty. According to a World Bank
classification, nearly 1.2 billion people continue to live in absolute poverty,
with incomes of less than one US dollar a day. In many countries, durable
economic and social progress remains elusive. In most of these countries,
trade has decreased and, on average, economic growth has not kept pace with
population growth. The situation in Africais particularly dramatic because it
is aggravated by the AIDS pandemic. The fight against global poverty is
therefore the greatest challenge for stability and security in the twenty-first
century.

In its fight against poverty the international community is following a
strategy based on three interrelated elements. First, the UN has set a specific
objective with the Millennium Development Goals (MDGSs) which have iden-
tified eight key areas, including, for example, the halving of absolute poverty
or the reduction of child mortality by two-thirds by 2015. Second, the Inter-
national Conference on Financing for Development held in Monterrey, Mexico
in 2002 called for a partnership for development. Industrialized countries
offered more comprehensive support while developing countries agreed to
make greater efforts with respect to good governance and ensuring a better
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investment climate. Third, the World Bank and the IMF have formulated the
HIPC (Highly Indebted Poor Countries) and PRSP (Poverty Reduction Strat-
egy Papers) processes as operational vehicles to achieve the MDGs. Both
these initiatives are encouraging developing countries to develop their own
long-term poverty reduction plans in the form of Poverty Reduction Strategy
Papers.

Experience* over the past decades has shown that IMF programmes in
particular are more successful if these programmes are ‘owned’ by the gov-
ernment and if the support is based on abroad consultation process including
government and civil society, who set the priorities for development.

Almost simultaneously with the genesis of the enhanced HIPC, a further
basic change in the Fund's approach to low-income countries occurred. A
review of the Enhanced Structural Adjustment Facility (ESAF), led the Fund
to reframe substantially its role in the low-income countries by launching the
PRSP and PRGF (Poverty Reduction and Growth Facility) approaches, mak-
ing poverty reduction, growth and a participatory process that enhances
ownership the key objectives and modalities for programmes supported by
the Fund’s concessional lending. While the PRGF relates strictly to the Fund's
role, the HIPC and the PRSP are initiatives that guide all cooperation with
developing countries, not only that of the Fund, but also that of the World
Bank and, increasingly, the entire community of donors.

The Fund's role in the developing countries is increasingly becoming an
essential and integral part of the efforts of the whole international community
to advance development. The HIPC and PRSP are clear examples of such
integration and of the coordination of development efforts. They are also
novel, given that heavily indebted poor countries must design poverty-reduc-
ing strategies in collaboration with their parliaments, subnational entities,
business and trade union organizations, and civil organizations representing
the poorest members of society. It is evident that much more progress is
needed in coordinating multilateral and bilateral support more closely with
the poverty reduction strategies and in reducing the administrative burden
linked to aid. Better governance in the poorest countries, and the pursuit of
best practices by donor countries under the guidance of the OECD’s Devel-
opment Aid Committee (DAC) could help to reduce these administrative
burdens.

Finally patience and perseverance are needed. Effective poverty reduction
requires that the recipient countries receive consistent support from donor
countries, international financial institutions (IFls) and UN organizations to
help them pursue the right policies unswervingly for very long periods.

If we follow through with the elements | have outlined, developing coun-
tries stand a reasonable chance of eradicating poverty. Constantly starting
new initiatives to fight poverty, probably a sign that the involved parties are
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not willing to live up to their responsihilities, is likely to be counter produc-
tive. Poverty will only be eradicated by economic growth, which also depends
on integrating, in particular, African countries into the world economy and
offering them fair and equitable access to markets in developed countries.
Trade is one of the best forms of self-help. Therefore it was very disappoint-
ing that the multilateral trade talks in Cancun failed. However, at the annual
meetings of the IMF and the World Bank in Dubai, there was a general
consensus that the parties have to return to the negotiation table as soon as
possible.

Next to the fight against poverty, the strengthening of the international
financial architectureisamajor challenge. Since the Asian crisis, the interna-
tional financial system has undergone significant reform. An important outcome
of this has been the relative resilience of international financial markets to a
series of shocks over a period of three years. Owing to the decisive interven-
tion and cooperation of the Federal Reserve System and the Eurosystem,
September 11 did not produce a major financial crisis, the synchronized
economic slowdown of major industrial countries has not led to any major
stressin the financial system, and the financial meltdown in Argentinadid not
entail any significant contagion, except on Uruguay, which proves that finan-
cial market agents may be pricing risk better and have become more
discriminating without falling into irrational herding behaviour.

Particular progress has been made on three fronts. First, international
dialogue has been broadened and has been made more inclusive. The com-
mittees of the BIS as well as the creation of the G-20 have enabled emerging
market countries (EMCs) as well as developing countries to get involved in
the discussion on how to strengthen the international financial system. Sec-
ond, the establishment of the Financial Stability Forum in 1999, which brings
together high-ranking G-7 officials and market participants, has been an
important step taken to identify gaps and weaknesses in the international
financial system. Third, the IMF, with its near universal membership, is
devoting an increasing amount of resources to crisis prevention. The main
element that the IMF has at its disposal is bilateral and multilateral surveil-
lance work, with which it regularly examines economic developments and
policies at the national and international level.

One can also identify a shift in the crisis prevention strategy the IMF
employs. Indeed mistakes were made in assessing vulnerabilities up to the
time of the Asian crises. But now the IMF is concentrating on identifying
vulnerabilities such as excessive sovereign debt or balance sheet mismatches.
Also its stance on capital account liberalization has changed. Now the IMF
advocates that member countries should first have the institutional capacity
and arelatively strong financial sector with good supervision before taking
this major step of liberalization. IMF members are advised to move to flex-
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ible exchange rates as a shock absorber aswell asto implement fiscal policies
that permit cyclical behaviour in the case of a crisis. One important initiative
is the Financial Sector Assessment Programs (FSAP) which are conducted
together with the World Bank. An FSAP draws up profiles of the strengths
and weaknesses of the financial sector of a country. This initiative is geared
not only towards EMCs or developing countries, but also towards industrial
countries. Austria, for example, is currently conducting an FSAP.

Another key areais economic and financial standards and codes, which are
formulated in collaboration with public and private sector institutions. The
aim of such standards is to promote meaningful comparable statistics, trans-
parency rules for fiscal and monetary policies and supervisory standards for
the banking, securities and insurance sectors. The idea behind this is to
facilitate the integration of countries into the global economy. Will all of
these initiatives prevent financial crises from occurring? Overshooting and
correction will always be part of financial markets. This means that, in an
open and dynamic market economy, there are limits to our capacity to antici-
pate and prevent crises. With skilful and prudent economic, monetary and
financial policies, however, crises should be rarer and |ess severe.

An important initiative which the IMF started to discuss in 2001 proposed
the establishment of an international bankruptcy procedure for unsustainable
sovereign debt. However the time may not yet have been right to establish
such a comprehensive framework for the restructuring of sovereign debt.
Nevertheless public and academic awareness has been raised; the debate has
helped prompt many EMCs to introduce Collective Action Clauses (CACs) in
their sovereign bond contracts, as the EU, Canada and Switzerland have
done. Also this awareness has induced the Paris Club to change its debt
restructuring procedures for insolvent countries. Nevertheless, | am still firmly
convinced that we need an international treaty which would facilitate the
orderly resolution of sovereign debt crises.

Very often, the strong track record that the IMF as well as the World Bank
have established in transition countries appears to be overlooked. At the
beginning of the 1990s, all of those countries, apart from Slovenia, had some
form of IMF involvement via a fully fledged IMF programme or technical
assistance. The IMF, together with the World Bank and the country authori-
ties concerned, have worked hard to stabilize the economies of those countries,
devise economic policies and build up modern institutions. The Bretton Woods
institutions have thus successfully contributed to transforming these econo-
miesinto today’s very successful market economies. We have also contributed
to this effort by setting up, together with the IMF, the Joint Vienna Institute,
which has trained many officials from these countries.

Their successful work in that area has also helped pave the way for the
inclusion of many of these countriesinto the European Union, while for other
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transition economies the EU represents an anchor of stability. The Bretton
Woods institutions, supported by the EU, will help them to graduate success-
fully from the status of transition economies to that of modern market
economies.

| have tried to deal with some of the challenges that international institu-
tions face today. At the present moment, there is a certain tendency in some
parts of the world to turn back the hands of time. | believe that, instead, we
must look ahead and work to find global solutions to global problems, solu-
tions that are both practical and garner sufficient support. While they are not
without flaws, international institutions contribute to making the global
economy more stable and to promoting economic growth.

NOTES

1. Subsequent references to the World Bank refer to ‘ Globalization, Growth and Poverty’, A
World Bank Policy Research Report, World Bank and Oxford University Press, 2002.

2. Xavier Sala-i-Martin, ‘ The Disturbing “Rise” of Global Income Inequality’, NBER Work-
ing Paper 8904, April 2002.

3. Angus Maddison, The World Economy: A Millennial Perspective, OECD, 2001.

4. James Boughton, ‘Who’s in Charge? Ownership and Conditionality in IMF-Supported
Programs’, IMF Working Paper WP/03/191.



4. Globa development and
industrialization

Sanjaya Lall

INTRODUCTION

Globalization is perhaps the most pervasive and powerful influence on indus-
trialization today. As the embodiment of technological progress and more
open markets, it offers enormous productive benefits to devel oping countries.
Indeed the current advocacy of ‘openness’ is premised on such productive
potential. That the potential is real is not in doubt. What is in doubt is how
developing countries can best exploit it. One strand of globalization advocacy
argues that this is best done by neoliberal policies, a withdrawal of the state
from all economic activity apart from the fundamental provision of law and
order and basic public goods. In a more moderate version, this strand admits
alarger role for the government, but a‘ market-friendly’ one where it does not
influence the alocation of resources at the activity level (it does not, in the
jargon, ‘exercise selectivity’). The underlying assumptions of both approaches
are that markets are efficient and governments inefficient and that technology
flows across countries most rapidly and effectively (in terms of its absorption
and use) via free market channels.

Neither assumption is justified. There is a large literature on this subject
that will not be reviewed here. The purpose of this chapter is to describe the
recent evolution of the industrial economy in the developing world and show
that, while globalization is catalysing rapid growth in some countries it is
also driving a growing wedge between the (relatively few) successful coun-
tries and the (large mass of) others. The wedge is not a temporary one, a
‘Jcurve’ that will reverse itself if countries persist in liberalizing and glo-
balizing. On the contrary, it is cumulative and structural, and is likely to carry
on growing unless strong policy measures are undertaken to reverseiit.

This chapter is based on work by the present author (in collaboration with
Manuel Albaladejo) for the United Nations Industrial Development Organi-
zation in the context of its new Industrial Development Report 2003/2003
(UNIDO, 2002). This ‘flagship’ report presented a new scoreboard of indus-
trial performance and capabilities, benchmarking 87 countries at all stages of
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development. The full report is available on the Internet at www.unido.org/
idr.

FEATURES OF CURRENT GLOBALIZATION

The word ‘globalization’ has many different meanings and manifestations.
Here it is taken to refer only to the aspects relevant to industrialization in the
developing world.

Economic distance is shrinking rapidly because of technical progressin
information processing, transport and communications. The impact of this
is that the ‘natural protection’ countries have enjoyed through history has
been sharply reduced: international competition now appears far more
quickly and intensely. In combination with trade liberalization (see below),
this changes compl etely the setting in which devel oping countries can build
up new industries. At the same time, it opens up new market opportunities.
With some well-known exceptions, markets in developed countries are
more open than before, and shrinking distance allows exporters to reach
international markets more efficiently. It also alows importers in devel op-
ing countries to gain access to foreign products, services and technologies
more cheaply and consumers to collect information at very low cost. There
are clearly mixed implications for employment: larger exports promote it
while intensified competition can lower it unless local enterprises can raise
their efficiency.

There is rapid technical change in all activities, forcing enterprises in all
countries, regardless of the level of development, to adopt new technologies
to be viable (new ‘technologies’ include not just products and processes but
also new methods of organizing firms, managing inter-firm relations and
supply chains, linking to innovation and so on). Analysts talk of a new
‘revolution’ or ‘paradigm shift’ in technology, so widespread and dramatic
are its effects on economic life. This revolution calls for new skills, produc-
tion structures, infrastructure and institutions, in particular those related to
emerging information and communication technologies (ICTs). In this set-
ting, the ability to generate and sustain employment depends on the ability of
countries and firms to gain access promptly to, efficiently use and then keep
up with new technologies. This needs, in turn, new sets of skills, organiza-
tional relations and infrastructure.

Every country, regardless of its level of development, has to engage in
constant technological effort. Industrial leaders have to invest in technology
generation; followers have to invest in absorbing and adapting technologies,
which is also difficult and demanding. The pace, complexity and skill needs
of technology make participation increasingly demanding but they also allow
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countries to specialize more narrowly in particular processes and functions
within globalized production systems.

Technical change affects all activities, but it benefits some more than
others. There are enormous structural changes under way, with innovation-
based manufacturing activities gaining at the expense of others. In particular,
primary products and resource-based manufactures are losing shares to other
activities, while high-technology products are gaining at the expense of all
others.

Patterns of competitive advantage are changing as exports grow in re-
sponse to two forces: innovation and relocation (of activities, processes or
functions to lower cost areas). Both are seen in most industries, but their
importance differs by technology and physical characteristics. Some products
(like pharmaceuticals) grow rapidly mainly because of innovation; there is
little relocation to take advantage of low wages. Some (like electronics)
benefit from both innovation and relocation: they have low-technology as-
sembly processes that can be placed in poor countries. Some (like apparel)
are driven primarily by relocation. Some (like motor cars) undergo some
relocation, but their technological complexity and ‘weight’ (critical compo-
nents are, unlike electronics, heavy in relation to their value) mean that
distances have to be small (NAFTA is a good example). Exports in which
neither innovation nor relocation is relevant tend to grow slowly. Clearly
these differences are important, as a major driver of employment in a glo-
balizing world isthe relocation of export-oriented activitiesto poorer countries.
However note also that the process of relocation is very dynamic, and new
forms are appearing constantly. In the service area, in particular, there is a
veritable surge of functions like data entry, call centres and so on being sent
to low-wage countries.

Productive resources — goods, inputs, capital, technology and high-level
skills — move around the globe more easily and rapidly. A great deal of
mobility does not involve ownership, but in general it does: hence the role of
transnational companies (TNCs) with affiliates under their control is grow-
ing. New organizational techniques and ICTs allow TNCsto grow larger and
spread their activities efficiently across greater distances. Their growth is
accompanied by agrowing trend to internalize more tightly the most valuable
technologies, so that entering these activities necessarily involves entry by
TNCs. Employment generation in such activities thus needs the attraction of
FDI by developing countries and the targeting of particular activities and
investors that promise the most rapid export and employment growth. At the
same time, competitive pressures force them to specialize more narrowly and
hive off non-core activities and functions to other firms. The processis very
dynamic and yields some unexpected results. An excellent example is the use
of contract manufacturers by leading electronics firms: many firms are mov-
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ing to innovation and marketing, leaving all production, procurement and
logistic functions to unrelated firms. It also opens up new opportunities for
external suppliers and subcontractors with the capabilities needed to meet the
needs of technology-intensive TNCs.

However FDI in the developing world remains highly concentrated, and is
growing more so over time. The share of the leading five and ten recipients of
FDI in the developing world has grown, while declining in the world as a
whole.

International industrial value chains are more tightly coordinated than
before, both within firms (by TNCs!) and externally (by contractual or infor-
mal relationships?). As noted, functions and processes are being subdivided
and located across the globe to take advantage of fine differences in costs,
logistics, markets and innovation.® The process is cumulative and path-de-
pendent, with first movers building up greater advantages based on learning
and agglomeration.

Locations that have been able to plug into dynamic value chains have seen
large, sustained increases in employment. A large part has been in relatively
low-skill assembly activities, but, in the high-technology end, such as elec-
tronics, activities have tended to ‘stick’ rather than move on as wages rise. It
is low-technology activities like clothing that have been relatively footloose.
However only afew countries have become part of global supply chainsto a
significant extent, even in low-technology activities (and here one of the main
drivers, the Multi-Fibre Arrangement, has expired). There are large numbers
of low-wage countries that have been effectively marginalized.

The changing nature of global value chains also means that strategies to
benefit from globalization have to change. The more autonomous strategies
that countries pursued 30 or 40 years ago are less feasible and more risky.
This does not mean that local capabilities cease to matter — quite the contrary.
Moreover entering into global sourcing activities also needs assiduous identi-
fication and attraction of the international playersinvolved.

The determinants of competitive advantage (for export-oriented and other
activities) are changing. Mobile resources increasingly need strong comple-
mentary immobile resources in host economies, and these are far more than
primary resources or cheap unskilled labour; they also need sophisticated
strategies of attraction, FDI targeting and leveraging to maximize their ben-
efitsfor local capability development. Technological competence, skills, work
discipline and trainability, competitive supplier clusters, strong support insti-
tutions, good infrastructure and well-honed administrative capabilities are the
new tools of comparative advantage. In sum, developing countries that are
able to develop these immobile assets are the ones best placed to generate
employment growth. However the evidence suggests that such immobile
assets are unevenly distributed over the developing world, and are growing
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more so as globalization proceeds and first movers get onto a virtuous circle
of growth and development of more advanced capabilities. However even a
number of first movers face severe challenges in sustaining employment
growth, while the ‘outsiders’ arein danger of continued marginalization from
the mainsprings of growth.

Global value chains, particularly integrated production systems, cannot
spread evenly over developing countries because of inherent technological
features. Many advanced activities have strong economies of scale and ag-
glomeration, and so tend to concentrate in the few locations that can provide
the minimum critical mass of skills, suppliers, services and institutions they
need. There is therefore unlikely to be continuous ‘ cascading’ of production
facilities as wages rise: on the contrary, there may be large discontinuities in
the relocation process. Once established in particular developing countries,
TNCsarelikely to ‘stick’ for long periods, at least until wage and congestion
costs rise to uneconomic levels or the supply of relevant skills runs out.* The
main drivers of recent export growth in medium to high technology industries
— electronics and motor cars — are therefore unlikely to reproduce their
benefits in new developing regions. Other production systems may arise, of
course, but whether they provide the same dynamism as seen in the past two
decades remains to be seen. In the low-technology area, the main activity,
clothing and apparel, may carry on spreading to new locations, but the factor
that drove its relocation earlier, the Multi-Fibre Arrangement, will end in
2005 and the future is unclear thereafter. There is a risk that much of the
industry will relocate to Asia, from which quota restrictions drove it out.

TECHNOLOGICAL PATTERNS OF TRADE

Rapid technological progress is causing significant long-term shifts in the
structure of industrial activity. As noted above, activities with higher ‘techno-
logical intensity’ (those with higher than average expenditures on R&D) are
growing faster than other activities. While every activity makes use of new
technologies, differences in innovative potential, the speed of application of
new innovations and different rates of demand expansion affect relative growth
rates. The data in Table 4.1 show that high-technology activities the world
over are expanding in both production and trade much faster than other
manufacturing activities; moreover trade is growing faster than production,
indicating the ‘globalization’ of all economies.

Not only do technology-intensive industrial activities lead in dynamism,
they also generally offer greater learning potential and greater spillover ben-
efits for other activities. Such activities have become the most active field for
international investment. This hasimportant implications for devel oping coun-
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Table4.1 Rates of growth of high technology and other manufacturing,
1985-97 (per cent)

All All High-tech High-tech
production exports production exports

68 countries 2.7 7.3 59 10.8

China 11.70 20.50 14.90 30.20
Korea 10.20 10.60 15.40 18.70
Singapore 8.00 15.00 13.10 21.70
Taiwan 4.70 12.00 11.60 18.90
Hong Kong -0.20 13.50 3.50 18.10
United States 2.90 8.80 4.70 10.10
Germany 2.20 4.10 3.80 5.80
UK 1.70 6.30 3.30 8.00
Japan 1.70 2.40 5.20 4.40
France 1.20 5.80 3.60 10.80

Source: National Science Foundation (1999).

tries. First is the ‘market positioning’ argument. A country that wants to
locate its production and exports in the fastest-growing markets has to move
into technol ogy-intensive activities and upgrade its technol ogy structure. Sec-
ond, countries that want to deepen technological development and gain from
the spillover effects of learning in lead sectors again have to focus on tech-
nology-intensive activities. Third, those that wish to share in the most dynamic
segments of world trade —theinternational production systems of transnational
companies — have to build the capabilities for technol ogy-intensive activities.
They can enter the assembly stage, but later have to upgrade, moving into
deeper manufacturing, design, development and regional service activities.

Now consider (Table 4.2) detailed technological breakdown of exports,
divided between primary and manufactures, with the latter subdivided into
four categories: resource-based; low-technology (such as textiles, clothing,
footwear and simple engineering products); medium-technology (industrial
machinery, cars, chemicals, and so on); and high-technology (with ICT shown
as a subcategory). The medium-technology group is the largest — the heart-
land of heavy industry — but the high-technology group, with only 18 products
at the 3-digit SITC (Standard International Trade Classification) level, is
driving world trade and may soon be the single largest category.

Table 4.2 shows growth rates for the period 1985-2000. Primary products
grew the slowest, and nearly halved their share of total exports. Resource-
based manufactures followed. Low and medium-technology manufactures
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grew at more or less the same rate, and both dightly raised their market
shares (in a more detailed calculation, not shown here, MT products grew
faster than LT after 1995). The fastest-growing group was high-technology
products. At the start of the period, in 1985, the 18 high-technology products
comprised about 10 per cent of total world trade; by 1998, they accounted for
nearly a quarter. At current rates, these few products (at the 3-digit SITC, rev
2, classification used here, there are 45 primary products, 65 RB, 44 LT and
58 MT products) will soon account for the largest share of exports. Of the 20
fastest growing products in world trade (with export values of $5 hillion or
more) in 1990-2000, the five leaders are all high-technology products. Of
these, four are electronic or electrical products and one is pharmaceuticals.

In terms of market shares, primary products have been losing ground
steadily since 1976. Within manufactured products, RB products have lost
shares since the early 1980s, LT since 1993 and MT since 1998 (Figure 4.1).
The only group to steadily raise its market share is HT. While these results
may not capture real long-term trends, they do suggest that the conclusion
drawn earlier about the dynamism of technology-intensive products is well-
founded.

COMPETITIVENESS OF DEVELOPING COUNTRIES

Developing countries as a group are doing well in this export scene. To start
with, their total manufactured exports are growing faster than those of devel-
oped countries. This is to be expected, since they started from a lower base.
However the technological patterns of their growth are interesting, and some-
what unexpected. Developing countries grew more slowly than developed
countries in primary products and resource-based manufactures (Figure 4.2),
presumably because of the faster application of new technology or because of
trade barriers and subsidies in the industrial world. Within other manufac-
tures, their relative lead over industrial countries rose with technology levels.

At first sight, this is counterintuitive: theory leads us to expect that devel-
oping countries would grow fastest relative to developed countries in low
technology, less in medium technology, and least in high technology, prod-
ucts. The data show the reverse. Moreover, it is not just rates of growth that
show this trend (caused by the small initial base in high-tech exports); the
values involved are also very large. High-technology exports are now the
largest single component of developing country manufactured exports. In
2000, at $445 hillion, they were $60 billion larger than developing country
primary exports, $210 billion larger than resource-based manufactured ex-
ports, $39 hillion larger than low technology exports and $140 billion larger
than medium technology exports.
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This pattern suggests that developing countries are doing very well under
globalization, raising their competitiveness overall and also moving rapidly
into dynamic technology-based exports. Unfortunately this is only partially
true. Export dynamism and success in technol ogy-intensive exports are highly
concentrated, both by region and by country. Moreover the local depth and
‘rooting’ of high-technology activity vary greatly among the successful ex-
porters; those with shallow roots may find it difficult to sustain their recent
growth of competitive production. Consider first the concentration at the
regional level (Figure 4.3).

East Asia now accounts for about 70 per cent of total manufactured ex-
ports, and about 85 per cent of high-technology exports. What is more, its
dominance has increased in practically all categories since 1985. At the other
end, Sub-Saharan Africa (even including South Africa, which accounts for
over 40 per cent of industrial production and even more of manufactured
exports) is very weak, and is losing its small shares over time. Its virtual
absence in high-technology exports is one sign of its marginalization in the
dynamics of world trade. South Asia does well in low-technology products,
basically clothing, but greatly underperforms other categories (this excludes
Indian exports of software, which are not captured by these data).

Latin America and the Caribbean (LAC) are shown twice: LAC 1 includes
Mexico and LAC 2 excludes it. The reason for this distinction is the massive
effect on exports of NAFTA, which has given Mexico privileged access to the
US and Canadian markets. Without this large trade ‘distortion’, LAC 2 does
rather poorly in dynamic products in world trade — surprising in view of the
size and industrial traditions of Brazil, Argentina and Chile. In Mexico, by
contrast, assembly activity in maquiladoras aimed at the US market is driving
medium-technology exports like cars and high-technology exports like elec-
tronics.

Now take concentration at the country level. Figure 4.4 shows the ten
largest developing world exporters of manufactures in 1985 and 2003. These
countries now account for over 80 per cent of developing country exports and
their dominance has been rising over time. Levels of concentration rise by
technology levels, being highest for technology-intensive products (the Ap-
pendix shows their exports by technology groups for 1985 and 2000). Thus
liberalization and globalization are leading to higher rather than lower barri-
ersto entry for new competitors in advanced activities.

THE COMPETITIVE PERFORMANCE (CIP) INDEX

This section considers the UNIDO (2002) CIP index, which focuses on the
national ability to produce manufactures competitively. This is clearly rel-
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evant to the analysis of globalization and its role in industrial performance
(the impact on employment has to be taken as an unobserved outcome). Since
no single indicator can capture all dimensions of competitive production, the
performance index is constructed from four components on which data are
available.

MVA

The base indicator of industrial performance is the (dollar) value of manufac-
turing value added (MVA) per capita in each country. MVA is deflated by
population to account for country size.

Manufactured Exports

Manufactured exports per capita take account of the competitiveness of in-
dustrial activity. If al industrial production were fully and equally exposed to
international competition, MVVA would automatically capture the competitive
element. However it is not. Trade and other policies limit exposure of domes-
tic industry to international competition. So do ‘natural’ barriers to trade like
high transport costs, access to natural resources, taste differences, legal and
institutional variations and information gaps. Production for home markets
(particularly in countries with large markets or with strong import substitu-
tion policies) faces less intense competition than production for export. The
export measure helps to overcome part of this lacuna, indicating how com-
petitive industrial activity isin one set of markets. This variable also captures
another important aspect of industrial performance. It shows the ability of
national industry to keep pace with technical change, at least in exported
products: exports can be taken to demonstrate that producers are using com-
petitive (that is, modern) technologies. Thisisimportant because the technology
measures below do not capture technological upgrading within broad product
groups; the export indicator partially offsets thisinability.

Technological Structure of MVA

The share of medium- and high-technology activitiesin MVA (MHT) is the
third component of CIP. The higher the MHT share (the more technologically
complex the industrial structure) the better is competitive industrial perform-
ance taken to be. This is not just because industrial development generally
entails moving up from low-technology and RB activities, but also because
technology-intensive structures are structurally better for growth, develop-
ment or competitiveness.® Because of the dow, incremental and path-dependent
nature of learning, structural change is not automatic or easy; thus structures
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with more complex activities are considered ‘better’. This is, of course, a
simplification. Many LT and RB industries can have bursts of rapid growth.
Individual activities within them can have high-technology segments. Indus-
tries can shift between the categories over time. All this granted, the
technological complexity measure offers useful insights into the ability of
countries to sustain growth.

Technological Structure of Manufactured Exports

Similar arguments on technological complexity apply to export structures,
leading to the final component of CIP: the share of medium- and high-
technology products (MHT) in manufactured exports. It is useful to consider
export structures separately from MVA structures because in certain circum-
stances the two differ significantly. In the developing world, for instance,
large import-substituting economies tend to have more complex MVA than
export structures.

The values for each variable are standardized to range from zero (worst
performers) to one (best performers). The final index is the average of the
four standardized values. No weights are attached to any of the components,
as thereisno a priori case for giving different weights. However, the results
are shown step-wise so that the effect on the rank of each component is clear.

The average value of the CIP index for each region is shown in Figure 4.5
(note that, since CIP is not a share, it can go up for every region). Industrial
countries raise their performance and, not surprisingly, retain a significant
lead over the rest of the world. In the developing world, East Asia with or
without China (East Asia1 and 2, respectively) are by far the best performers,
in terms of both their absolute levels of the index and improvements over
time. Latin America with Mexico (LAC 1) shows some improvement in
performance but, without, (LAC 2) it stays almost stagnant.

Note two features of the CIP index. First, there is considerable stability in
CIP ranks over 1985-98. The correlation coefficient between the two index
values for the two years is 0.940, suggesting that performance reflects slow
and incremental processes. Second, leaps in the rankings are nevertheless
possible. Over the period, 22 countries change ranks by ten or more places.
Countries near the top and bottom tend to be relatively stable, while those in
the middle are more mobile.

The main cause of the large upward leaps between 1985 and 1998 is one
form of globalization: increasing participation in integrated production net-
works. This raises the share of complex products in exports (and in MVA
over alonger period) for several countries. In the top 40 countries, the largest
improvements are in Ireland, Philippines, China, Thailand, Malaysia, Costa
Rica and Hungary, with Mexico, Korea, Taiwan and Singapore close behind.
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However there are different modes of participation in globa networks.
Two countries, Korea and Taiwan, have done so, not by significant increases
in MNC presence in export activity, but by non-equity arrangements like
OEM (original equipment manufacture), subcontracting to buyers and, of
course, directly establishing export channels. This has entailed a massive
development of technological and other capabilities on the part of local firms,
sustained by extensive government intervention in al markets, including
selective infant industry promotion.

The other successful countries have relied more heavily on FDI (see be-
low), but with different substrategies. Singapore, for instance, has relied
heavily on industrial policy to identify and attract hi-tech MNCs, build local
skills and institutions and develop specialized infrastructure. As a result, it
has moved to the top of the technological ladder, and is now concentrating on
R&D and high-value service activities by MNCs.

Malaysia, Thailand, Indonesia and Philippines have been less proactive on
FDI and the development of local skills and institutions (though they have
used industrial policy in other ways). As a result they are much lower than
Singapore on the technology spectrum. However they are now acutely con-
scious of the need to upgrade capabilities and supplier networks to retain a
competitive edge as wages rise and cheaper competitors emerge. As shown
later, their capabilities lag well behind those of Korea and Taiwan.

Chinais acase on its own, because of its size, industrial tradition, political
background and ethnic linkages. It can combine elements from all the other
successful strategies with its own set of policies to restructure and develop
domestic enterprises, large and small (Nolan, 2001). While its base of skills
and technological effort is low by international standards, it has enough to
have caused a spectacular surge in exports across the technological spectrum.
And it is building its capability base rapidly while bringing its ‘surplus
human capacity into modern industrial activity, suggesting that the surge still
has a considerable way to go.

None of these dynamic countries conforms to the ‘ideal’ model propa-
gated by the Washington Consensus. The ones that have upgraded their
capabilities most rapidly have broken practically every rule in the neoclas-
sical book, using selective intervention in most markets to guide resource
allocation, develop national capabilities and dynamize comparative advan-
tage. It is their strategies that form the template on which other developing
countries have to base their industrial strategies to build competitiveness
today.
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THE STRUCTURAL DRIVERS OF COMPETITIVENESS

Let uslook now at the structural drivers of competitiveness. For benchmarking
purposes, these were FDI, skills, domestic R&D, licensing and physical
infrastructure (UNIDO, 2002). This is not, of course, a comprehensive ‘ex-
planation’ of industrial performance, since it leaves out of account policies,
institutions, governance and other factors that are difficult to quantify across
alarge number of countries. It does, nevertheless, provide a plausible picture
of the structural factorsin industrial success, and the ‘drivers’ correlate quite
nicely with performance as measured above.

The first driver is directly relevant to our interest in globalization, foreign
direct investment (FDI). Figure 4.6 shows FDI as a percentage of gross domes-
tic investment in 1997 (but the picture is more or less the same over the longer
term). Reliance on FDI differs sharply among the newly industrializing coun-
tries (NIEs), as noted, with very high reliance in Malaysia and Singapore in
East Asiaand in most of Latin America. Thereis low reliance in the Republic
of Korea and Taipei, China, which deliberately restricted inward FDI to build
up their innovative capabilities. This suggests a trade-off between deepening
technological capabilities and relying on ready-made technology from TNCs.

One factor to note about Latin America, with the exception of Mexico and
Costa Rica, is that much of recent FDI has gone not into export-oriented
manufacturing but into resource-based activities and into services. This means
that the region has not integrated into dynamic value chains, and its lag in
electronicsis particularly striking. With local firms unable to mount the effort
to become competitive in hi-tech activities, this has given the region a low-
growth export structure with low spillover and learning benefits. One major
plank of future strategy to cope with globalization has to be to target export-
oriented FDI in technology-intensive activities. But, given relatively high
wages, this needs better human capital, to which we now turn.

There are sharp disparities in the base of skills that countries have to
compete on in technology-based global markets. The figures are only arough
guide to skill formation, since they only deal with formal school and univer-
sity enrolments, ignoring quality and other differences in the education
provided. But these are the only comparable data available, and do show the
main form of skill formation. The focus hereis on high-level technical skills,
as measured by tertiary enrolments in core technical subjects (pure science,
mathematics, and computing and engineering) as a percentage of the popula-
tion. Statistical analysis shows that this measure is the best variable for
human capital in explaining export dynamism (Figure 4.7).

The most striking fact about the figure is the enormous lead established by
the four mature Asian Tigers (Hong Kong, Republic of Korea, Taiwan and
Singapore), far outpacing even the industrialized countries. They lead the
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Figure4.6 Foreign direct investment as % of gross domestic investment, 1997
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Figure4.9 R&D by productive enterprises as % GDP, most recent available year



Global development and industrialization 81

‘New Tigers (Malaysia, Philippines, Thailand and Indonesia) and the main
industrial powers in Latin America (Argentina, Brazil and Mexico) by an
even higher margin. Sub-Saharan Africa lags the most in skill creation, rein-
forcing the picture of marginalization.

Let us now look at R&D spending, taking not total R&D (which can be
misleading for analysing industrial technological activity) but that financed
by productive enterprises (Figures 4.8 and 4.9). The leaders in the world in
this activity as a percentage of GDP are Japan and Korea, yet, only some 20
years ago, Korea was atypical developing country, with about 0.2 per cent of
GNP going into research and development and 80 per cent of that coming
from the public sector. Today total R&D is over 3 per cent of GDP, with over
80 per cent coming from the private sector.

These data show highly differentiated responses among devel oping coun-
tries. The three mature Tigerslead the rest, with other industrializing countries
in Latin American and Asia lagging. While the New Tigers, Malaysia, the
Philippines or Thailand, do well in technology-intensive exports, their capa-
bility base remains weak and shallow. The discrepancy between the technology
intensity of their exports and skills and technological capabilities made up by
MNC assembly activities has to be rectified if they are to maintain their
performance. Otherwise technical change and the entry of rivals with stronger
skill bases will lead dynamic activities to locate el sewhere.

Chinaisin an intermediate position, with a combination of capabilitiesand
strategies from each of the leading Tigers. Latin American countries come
fairly low on the R&D scale in comparison to East Asia, but they do much
better than other developing regions. At the national level, Brazil isthe leader
in Latin America, and ranks fourth in the developing world after Korea,
Taiwan and Singapore.

There is no need to reproduce data on the other drivers (they are available
in the UNIDO report). The picture for licensing is very similar, with East
Asialeading theregions by far. In ICT infrastructure, however, Latin America
compares well with East Asia.

R&D, FDI AND HIGH-TECH EXPORTS

It is interesting to explore the relationships between R&D, FDI and high-
technology exports. Differences between these modes of acquiring technology
show up more clearly here than they do in overall industrial performance.
Moreover, given the role of high-tech exports in industrial performance, it is
instructive to analyse its technological drivers separately.

Competitiveness in high-technology exports (particularly electronics) is
due either to innovation within exporting countries or to the relocation of
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facilities by TNCs from innovating countries. It is possible to get an indica-
tion of these alternative drivers by comparing national R& D and FDI intensities
with HT export performance. Table 4.3 shows two sets of relationships: R&D
per unit of HT exports and R&D per unit of inward FDI.6 The analysis is
conducted for all the major exporters of HT products (with exports over $5
billion in 1998). The group includes nine developing countries; all are East
Asian economies except for Indonesia and Mexico.

The table ranks countries by the value of R&D per unit of HT exportsin
1998. It seems a reasonable presumption that countries with high R&D in

Table 4.3 Relationships between R&D and FDI in major HT exporters

Ranking  Country R&D per R&D per HT exports Share of
unit of HT unit of ($b) HT in total
exports($)  inward FDI exports (%)

%)

1998 1985 1998 1985 1998 1985 1998 1985 1998 1985
1 3 Japan 0.937 0.635 100.40 62.42 1149 366 29.6 20.8
2 2 USA 0.622 0686 1.75 1.68 1969 533 31.0 258
3 1 Germany 0.368 0.816 5.01 13.09 92.7 243 171 132
4 6 Switzerland 0.331 0.282 1.35 233 183 47 232 170
5 9 Sweden 0.283 0.231 071 333 204 41 247 134
6 8 France 0.266 0.245 0.76 167 651 143 216 146
7 18 SKorea 0.264 0.119 590 350 360 37 272 122
8 5 Austria 0.233 0.284 0.65 219 7.4 1.6 122 9.2
9 11 Denmark 0.225 0.228 0.57 5.50 7.6 1.8 16.0 10.9
10 10 Spain 0.213 0229 0.28 020 102 15 9.3 6.0
11 15 ltaly 0.210 0.141 145 097 245 75 10.1 9.5

12 4 Finland 0200 0.342 145 29 105 08 244 57
13 7 Canada 0.177 0278 052 098 238 62 111 71
14 19 Belgium 0.159 0.105 026 020 174 35 97 64
15 13 UK 0.134 0167 049 072 763 179 282 176
16 12 Israel 0.113 0211 o067 27 66 11 283 17.0
17 14 Netherlands 0.098 0.164 0.34 0.78 408 6.9 243 102
18 17 Taiwan 0.068 0.131 150 137 386 47 350 154
19 26 China 0.033 0.000 0.03 000 335 03 182 1.2
20 21 Ireland 0.022 0019 038 031 252 27 393 258
21 23 Singapore 0.010 0.008 0.07 0.02 623 47 56.7 204
22 16 Mexico 0.004 0.134 0.02 028 313 19 266 86
23 25 Maaysia 0.004 0.001 0.03 000 343 23 469 148
24 24 HKong 0.002 0003 0.00 000 6.0 24 245 142
25 20 Thailand 0.001 0.043 0.01 003 156 02 283 24
26 22 Philippines 0.000 0.014 0.01 0.07 190 03 643 58

Note: The table includes only countries with HT exports above $5 billion in 1998; rankings
are based on R&D per unit of HT exportsin 1998.
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relation to HT exports and FDI have strong local technology bases. The top
countries in the table comprise, not surprisingly, the major industrial and
technological powers; these are also generally the main HT exporters by
value. The bottom ones are developing countries specializing in assembly
and testing operations. Clearly this method of distinguishing competitive
strategies has some merit. There are interesting aspects in Table 4.3.

Japan is now the most ‘autonomous’ country in the world in terms of R&D
per unit of HT exports. In 1985, however, Germany held this place, followed
by the USA. Clearly TNC production systems have spread faster to Western
countries than to Japan. The degree to which Japan relies on R& D rather than
on FDI is strikingly illustrated by the figures for R&D per unit of FDI: in
1998, this figure for Japan ($100) is 20 times higher than in the next devel-
oped country, Germany ($5).

Among the other highly industrialized countries, the USA maintains a
fairly stable profile in terms of both sets of ratios. Germany, by contrast,
shows a sharp decrease in R&D per unit of both HT exports and FDI,
indicating a rapid growth in the role of TNC systems. The UK, the fourth
largest HT exporter in the world in 1998, has a surprisingly low R&D ratio,
indicating its growing role as a base for the operations of foreign TNCs in
electronics.

The lowest ranking country in the industrial world in R&D per unit of HT
exports is Ireland, bearing out the dominant role of TNCs in building its
competitiveness. In the developing world, the most ‘autonomous’ strategy is
by Korea, which, after Japan, has the second highest value of R& D spending
per unit of FDI in the world. Note, however, the enormous difference in the
value of R&D between it and Japan: $5.9 compared to $100.4 in per capita
terms. Next comes Taiwan, also with arelatively high value of R&D per unit
of FDI, followed by China (with very low values of R&D per unit of FDI:
only $0.03 in 1998).

The other countries in the list are all highly dependent on TNCs for their
HT exports, though Singapore has arelatively strong R&D base compared to
the others. Each of the four countries with an increase in the share of HT in
total exports of over 20 percentage points (Singapore, Malaysia, Thailand
and Philippines) is producing and selling within international integrated pro-
duction systems.

DO THE ‘DRIVERS EXPLAIN INDUSTRIAL
PERFORMANCE?

The CIP index and the various drivers of performance are shown for each of
the main regions in Figure 4.10. That there is a positive relationship between
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Industrial performance scoreboard, averages by region
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industrial performance and the driversis apparent even from a cursory look at
the data: regions that do well in one tend to do well in the other. But how
strong is this relationship at the country level? We can use multiple regression
analysis to explore this.

The dependent variable isthe CIP index in 1985 or 1998 and the independ-
ent variables are per capita R&D, FDI and royalty payments, and the indices
for skills and infrastructure, in the appropriate years.” To control for differ-
ences arising from levels of development not captured by other variables, a
dummy variable is added taking the value O for industrial and transition
countries and 1 for developing countries. Regressions are conducted for
performance and drivers for the two years separately. Performance in 1998 is
also regressed on driversin 1985 to capture the impact of the initial stock of
capabilities on subsequent performance. Table 4.4 shows the three sets of
results.

For 1985, the equation ‘explains’ 93 per cent of the variation in the per-
formance index. R& D per capita shows up as the most important influence,
followed by royalties and infrastructure. The skill variable is significant at the
10 per cent level. FDI is not significant in this year and has a negative sign.
The dummy variable for developing countries has a significant and negative
effect. This suggests that, taking the structural driversinto account, being part
of the developing world has an independent negative effect (capturing arange
of other potential factors) on industrial performance.

For 1998, al independent variables with the exception of the income
dummy are now positive and significant, ‘explaining’ 88 per cent of the
variation in the CIP index. The dummy variable for developing countries is
no longer significant, suggesting that the level of development as such does
not affect performance: the only significant effects, in other words, arise from
the drivers. R&D again has the highest coefficient of all the drivers, followed
by royalties. FDI is now significant and positive; this suggests that the contri-
bution of TNCs to industrial performance has grown over the period. The
skillsindex is also significant and positive and its coefficient is higher than in
1985, suggesting the rising importance of high-level skills to industrial com-
petitiveness.

For 198598, the results are broadly similar to those for 1985, with inter-
esting variations. Skills are far more important and significant: the base in
1985 seems to have a strong positive influence on performance in 1998. R&D
remains very significant and important, suggesting continuity and cumula-
tiveness. FDI isinsignificant; clearly its positive impact rises over the period.
Infrastructure loses significance, suggesting that current patterns of infra-
structure investment are more related to industrial performance. The dummy
variable has a significant negative effect; being a developing country in 1985
held back industrial performancein 1998.
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Table 4.4 Regression results for drivers of industrial performance on the
CIP index

Dependent variable: CIP 1985 (75 countries)

Independent variables Standardized coefficient T statistic
Skills 85 0.090* 1.832
R&D 85 0.443*** 9.300
FDI 85 -0.112 -1.575
Royalties 85 0.384*** 5.228
Infrastructure 85 0.204** 2.240
Development dummy —0.203*** -3.188

Adjusted R sguare = 0.928

Dependent variable: CIP 1998 (85 countries)

Independent variables Standardized coefficient T statistic
Skills 98 0.130* 1.822
R&D 98 0.466 *** 8.846
FDI 98 0.183*** 3.379
Royalties 98 0.253*** 5.986
Infrastructure 98 0.196** 2.018
Development dummy -0.024 -0.401

Adjusted R sguare = 0.881

Dependent variable: CIP 1998 (75 countries)

Independent variables Standardized coefficient T statistic
Skills 85 0.261*** 2911
R&D 85 0.493*** 5.270
FDI 85 0.074 0.651
Royalties 85 0.342** 2.902
Infrastructure 85 -0.125 -0.851
Development dummy —0.299** -2.922

Adjusted R sguare = 0.809

Note: Significance: *** 1% level, ** 5% level, *10% level; all statistical tests for functional-
ity, heteoscedasticity and collinearity are satisfied.
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What does this mean in terms of industrial performance and its drivers?
‘Technology’ in the generic sense — local R&D as well as access to foreign
technology via FDI and licensing — clearly has a powerful influence on
industrial performance. Of the technology drivers, R&D is statistically the
most important, in each year and over time. This highlights the need for
domestic technological effort even at low levels of industrial development.
While it is possible that the causation runs in both directions (that is, more
industrialized countries invest more in R&D), theory does suggest that the
one running from R&D to industrial performanceislikely to be predominant.
The capability literature shows that (formal and informal) technological ef-
fort is a critical input into competitive industrial performance in developing
as much as in developed countries. Crude as the R& D measure admittedly is
when it comes to informal technological effort, there is likely to be a rea
correlation between R& D and the intensity and quality of informal effort.

Licensing foreign technology is also significant in all the equations, but its
coefficient falls over time perhaps indicating a diminishing role. FDI, by
contrast, grows in significance over time. This corresponds with other evi-
dence that the role of ‘international production’ is growing in the world
economy, that technology transfer within TNCs is of rising importance and
that TNC export activity is avery dynamic element in the industrial competi-
tiveness of developing countries. Within such export activity, it captures the
growth of international production systems. The significance of skills also
grows, again entirely in line with the conventional wisdom on human capital,
technology and competitiveness. It is, however, reassuring to see the finding
confirmed for such a broad sample.

Infrastructure remains important in all periods. The unmeasured influences
captured by the developing country dummy grow less important over time.
Thus ‘being a devel oping country’ has a negative effect in 1985 but this effect
vanishes by 1998, when structural drivers explain much of the variance in
performance.

CONCLUSIONS

The strongest impression conveyed by this analysis is of growing diversity
and divergence in manufacturing performance. A few developing countries
have done very well in this fast-changing industrial scene, while others, a
disturbingly large number, have done badly. Thisis, of course, hardly news. It
isnow well known that economic, and in particular industrial, performanceis
highly variable in the developing world. The tendency for inequalities to
perpetuate themselves — cumulative causation and path dependence — is ac-
cepted as part of the hard reality of development and globalization. Early
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models of inevitable convergence, based on simple neoclassical growth mod-
els, have given way to more diffuse analyses that stress that endogenous
structural, institutional and social factors may carry on driving economies
apart.

This chapter shows how wide dispersion is in the industrial sector, how it
has grown and how it reflects structural factors. Such factors are notoriously
difficult to alter in the short to medium term and, because of cumulativeness,
cannot be left to reverse themselves by further liberalization. Thus they raise
strong policy implications. The international community and national gov-
ernments together have to address the growing structural gaps that drive
divergence, and they have to reverse or relax the stringent rules of the game
that constrain the use of (previously successful) industrial policy. If they do
not, there will be continued marginalization of many countries from the
dynamics of industrial development.

The other important lesson is that there are ‘many roads to heaven’. Suc-
cessful developing countries have used widely differing strategies to build
capabilities. Some, but relatively few, have succeeded with ‘autonomous’
strategies, drawing in foreign technology largely at arm’s length while build-
ing strong technological and innovative capabilities in local firms. Others, a
larger number, have gone some way by plugging into TNC production sys-
tems by becoming suppliers of labour-intensive products and components,
without having strong domestic capabilities. Of these economies, a few have
managed to combine their reliance on FDI with strong industrial policy,
concentrating on the activities they wish to enter and the functions they wish
to upgrade into. Others have tapped the potential of FDI by using passive
policies, benefiting from sound economic management, pro-business atti-
tudes, attractive locations and good luck. The less successful developing
countries have not followed any of these strategies effectively.

The distinction between the autonomous and FDI-reliant strategies cannot,
however, be pushed too far. Most countries have had mixed strategies. Strate-
gies are also converging, partly from natural evolution and partly as a result
of changing rules of the game. Autonomous countries are opening up to FDI
to gain access to new and expensive technologies, while FDI-reliant countries
are trying to build local R&D capabilities, often by inducing TNCs to up-
grade technological activity. In aworld increasingly bound in tight production,
knowledge and trade networks it makes less and less sense to draw sharp
distinctions between these traditional strategies. This does not, however, mean
that strategies are not needed. Quite the contrary: as resources become more
mobile, attracting the most valuable ones and rooting them becomes more
difficult. Local capabilities become more important to link with international
resources and leverage them, and building capabilities is a difficult strategic
challenge.
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The industrial world also shows similar strategic differences in reliance
on R&D and FDI. These sometimes reflect deliberate policy (say, Japan as
compared to Ireland). More often they show different patterns of historic
evolution of industry and technology. For advanced economies, the differ-
ence between the two strategies is of little practical significance today. FDI
and domestic R&D are for them largely complementary: technological
|eaders draw upon foreign firms to provide specialized forms of technology
and foreign firms draw upon and feed into domestic innovation. Techno-
logical followers are integrated into larger systems; some establish
independent areas of technological competence while others remain as
production bases.

At first sight, the best strategy for latecomers without strong technological
capabilities appears to be to battle their way into TNC production systems
and let local capabilities develop slowly. This may not be true in the future.
Industrial latecomers entering integrated production systems may find it diffi-
cult to sustain growth as wages rise, unless they raise their skill and
technological bases. Insertion into TNC systems does not ensure that partici-
pants will upgrade their drivers, yet such upgrading is essential. Integrated
production systems are also highly concentrated and the level of concentra-
tion rises with the sophistication of the technology. There are strong first-mover
advantages and, while some systems will spread and new ones will evolve, it
is unlikely that the South East Asian experience will be repeated in many
other developing countries. Economies of scale may lead to a very small
number of production and innovation sites in each region. Economies of
clustering and agglomeration may lead these facilities to be sited in estab-
lished locations with advanced capabilities and infrastructure. Thereis bound
to be some ‘trickle down’ as the initial sites suffer rising costs and conges-
tion, but this may take along time and may not ultimately involve many other
locations.

In general developing countries need new, focused and ‘intelligent’ strate-
gies for linking to global markets, leveraging foreign technologies and skills
and learning from their links. The value of strong linking and leveraging
strategies is illustrated by the experience of the Asian NIESs; these can be
adapted to the needs of the rest of the developing world. However strategy
also has to be industry-specific. Each industrial value chain differs in its
organizational, technological, logistical and institutional needs. Aslocal value
chains become integrated into global chains, the nature, structure and strate-
gies of the key player in each become important.
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NOTES

1.

Thus some 3040 per cent of the trade handled by TNCs is actualy within the firm
(between different affiliated companies) and is not transacted on open markets (UNCTAD,
1999).

Thereisatendency for lead firmsto rely on a smaller number of ‘first tier’ suppliers, which
in turn deal with and coordinate second and third tier suppliers. The first tier suppliers are
major TNCsin their own right.

In some low-technology activities like apparel, lead coordinators are international buyers
rather than TNCs. The role of direct ownership (that is, of FDI) in coordinating globalized
activities depends on the nature and pace of change of the technology and the availability
of specialized suppliers; it is also changing rapidly over time as systems become more
open.

Thisisin fact a real danger for countries without strong local industrial bases that have
benefited greatly from TNC relocation. Examples are Malaysia, Thailand and the Philip-
pines, where there is a strong challenge emerging from China, with lower wages, more
low-level skilled labour, a large supply of technical manpower and a developed supplier
base. See Lall (2001).

Technologically complex structures offer greater learning potential and lend themselves
more to sustained productivity increase over time (because of the greater potentia for
applying new scientific knowledge). Many have stronger spillover benefits, especially those
in ‘hub’ activities that disseminate technology across different activities. High-technology
activities enjoy better growth prospects in production and trade, and are the areas fre-
quented by dynamic international production systems.

The two ratios (for R&D per unit of high technology exports and R&D per unit of inward
FDI) are strongly correlated, with a coefficient of 0.745 in 1998.

All the necessary econometric tests for collinearity, functionality and heteroscedasticity are
satisfied. The potential problem raised by the high correlation between the capabilities does
not affect the result.
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5. International institutions and global
inequality: theoretical ability and
empirical faillure

Andreas Exenber ger

INTRODUCTION

The Multidimensionality of the Problem

International organizations grew significantly during the half-century follow-
ing World War 11: non-governmental ones (NGOs) as well as governmental
ones (IGOs). A lot of hope was associated at least with some of these
organizations to foster democracy and human rights all over the world, to
reduce economic inequality around the globe, to fight global poverty and
hunger, and to pave the way for development for all nations and peoples.
However the result, after 50 years, is quite different. Development is not a
worldwide phenomenon but limited to certain countries, areas and socia
strata. Democracy and human rights are far from being globally accepted.
Economic inequality has grown, especially with respect to the ever-widening
gap between the richest and the poorest nations. One-fifth of the world
population has to live on less than one US dollar a day, ailmost half on less
than two US dollars, and nearly 800 million people go to bed hungry every
day. The dichotomous pattern of an advanced and dynamic centre and a
stagnating periphery remained virtually unchanged during the last half-cen-
tury. So what has happened?

This chapter addresses two important issues. First, it addresses the process
of development in its economic, but also in its political and social dimen-
sion. Thus ‘development’ is multidimensional: more personal freedom and
democracy, more respect for human rights, better education and health serv-
ice, better working conditions and a better environmental situation are at least
as important as faster economic growth, increasing exports, a reduction of
poverty and a more equal distribution of wealth. Although growth is often
seen as the vehicle of development, there are not only spillovers, but also a
lot of trade-offs. And ‘development’ does not necessarily mean ‘progress,

96
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but simply ‘change’ in a somehow normative way of ‘advancing towards
better living conditions’ (whatever might be considered as being ‘better’). It
is not achieved automatically, nor is it an irrevocable process. There can be
setbacks and breaks in developmental processes, as well as virtual ‘ de-devel-
opment’ (in the sense of retrogression), which in fact is going on now in some
parts of the world.

Poverty is a major part of this problem. The World Bank gives a good
description of poverty that focuses on its multidimensionality: ‘Poverty is
hunger. Poverty is lack of shelter. Poverty is being sick and not being able to
see a doctor. Poverty is not being able to go to school and not knowing how
to read. Poverty is not having ajob, is fear for the future, living one day at a
time. Poverty is losing a child to illness brought about by unclean water.
Poverty is powerlessness, lack of representation and freedom’ (World Bank,
‘Understanding Poverty’). Many countries have been lacking even the slight-
est progress in al of these fields for years. It is a serious challenge for all
social scientists to look for ways to break the vicious circle of poverty, for
poverty means hunger, illness, bad education and a lack of economic oppor-
tunities, which all reproduce poverty. Many countries and hundreds of millions
of people all around the world are virtually trapped in this circle. The World
Bank has been aware of this fact for at least 25 years. A report published in
1980 tells about the multidimensionality of (human) development, about the
interdependence of poverty and growth (so that acycle is formed that may be
either vicious or virtuous), about the achievements made during ‘three dec-
ades of poverty reduction’ (before 1980), and about the fact that the poor
have been facing less economic growth than the already rich (cf. World Bank,
1980).

The second issue addressed here is the specific role of international organi-
zations in this process. Organizations are a sub-category of institutions with a
higher degree of formalization and relatively transparent rules. This chapter
will clearly focus on global intergovernmental organizations, particularly on
the United Nations (UN), the International Monetary Fund (IMF), the World
Bank and the World Trade Organization (WTO).

Institutions and Organizations

Two approaches to institutional economics guide this chapter. The first one
is Douglass C. North's. He has well elaborated the connection between
institutions and development and he also distinguishes formal from infor-
mal rules as well as the ‘rules of the game’ from ‘ choices within the rules
(cf. North, 1990). His starting point is simply that acquiring all the relevant
information for one’'s decisions is impossible and acquiring some is not
costless. A second crucial point for North is the question of property rights,
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in particular that the security of private property rights is an essential
stimulus for innovation and therefore is a necessary condition of technical
progress and development. Hence the main tasks of institutions (and or-
ganizations) are to reduce transaction costs and to give incentives. North
adds that institutional change usually depends on the path taken and that,
the longer an environment lasts, the costlier it is to leave, leading finally to
a ‘lock-in’ situation and institutional stagnation. Institutional change is
driven by changes in relative prices and the adaptation to these, either
evolutionary or revolutionary, depending on the institutional framework.
This seems to be one of the mgjor problems: the global institutional envi-
ronment has not adapted itself to the changes in relative prices over the last
50 years and the rules in global organizations do not allow for a smooth
evolutionary process; as a consequence, the danger of revolutionary changes
cannot be ruled out.

The second approach is Oliver Williamson's four levels of social analysis
(cf. Williamson, 2000). From his point of view, four dimensions of the
institutional setting have to be distinguished: ‘embeddedness’ in customs,
tradition and religion (long-lasting, centuries), institutional ‘environment’,
formal rules, constitutions, polity and bureaucracy (middle-lasting, decades),
‘governance’ of a given framework, which is the world of contracts and laws
(short-lasting, years) and, finally, resource ‘allocation’ (day-to-day). Thus we
are, for example, embedded in the enlightenment and the international sys-
tem of nation-states; our institutional environment is the United Nations
system guided by the UN Charter and the Universal Declaration of Human
Rights. This system is in some areas governed by the IMF and the World
Bank, using adjustment programmes which end up in everyday business,
when projects are financed and bills are paid. Each higher level directly
influences the levels below by defining their constraints, and each lower level
gives feedback that may lead to changes in higher levels, which last longer,
the higher the level. The most important levels for this chapter are the second
and the third: the second (‘ environment’) for guidelines of global (economic)
politics, the third (‘ governance’) for their implementation.

The Dimensions of Development

‘Development’ means opportunities that can be achieved by growing wealth,
good health, more freedom and participation. This multidimensionality of
development should lead to a discussion of three main dimensions. eco-
nomic, social and political. Economic development performed quite well on
the global scale from 1945 onwards. In the period 195073, advances were
achieved at a historically unprecedented speed, when world GDP per capita
grew by almost 3 per cent annually in purchasing power terms (cf. Maddison,
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2002:129). Therefore this period is often referred to as the ‘golden age’, an
era of (slow) global convergence due to the extraordinary performance by
Japan, and Western Europe as well, and an acceptable growth performance in
the rest of the world, especially due to overall GDP. This period following
World War |1 has been recently referred to as a ‘ second wave’ of globaliza-
tion, with the first happening in the half-century before World War | (cf.
Baldwin and Martin, 1999).

Three main features dominated this ‘wave'. The first was the liberalization
of the world economy, especialy of world trade, which was of great overall
importance. Worldwide mean tariffs fell from more than 40 per cent in 1948
to less than 7 per cent in 2000. The second feature was the reduction of
communication costs (telephone, satellite, Internet), which was much more
significant during this wave of globalization than the reduction in transporta-
tion costs. The third feature was the growing importance of international
organizations built out of the ashes of World War 11, a development which is
often identified as a source of the growth process. But the growth story —
although there have been some exceptions — did not continue: world GDP per
capita grew by 1.33 per cent per year in 1973-98, which is aimost the same
rate as during the period 1870-1913, but considerably less than during the
‘golden age'. The growth rates of all regions, with the exception of Asia
(mainly dueto Chinaand Korea) decreased; and world GDP in 1973-98 grew
by 3.0 per cent per year, compared to 4.9 per cent per year in 1950-73.
Finally the story of convergence versus divergence is ambivalent: there is a
clear convergence at the top end of the income ladder as well as at the bottom
end (the ‘twin-peaks phenomenon), but general divergence has been growing
(cf. Baldwin and Martin, 1999:10-11; Jones, 1997).

The second crucial dimension of development is the broad area of social
development, consisting of life expectancy and the quality of life, of attack-
ing poverty, of fulfilling basic needs, of improving education and school
enrolment, and of achieving gender equality focused on empowerment (cf.
Sen, 1999). The United Nations Development Programme (UNDP) espe-
cially has made valuable contributions in structuring the phenomenon and it
defines *human development’ via the Human Development Index (HDI) as a
combination of GDP per capita (purchasing power taken into account) as a
measure of the quality of life, of life expectancy as a measure of the accessto
health care and therefore of physical well-being, and of a combination of
school enrolment and literacy as a measure of the chances to improve one's
living conditions, in particular the access to economical and social participa-
tion (cf. UNDP, 1990, 2003). In this field the ‘growth’ picture is clearer:
almost all countries made great advances during the last half-century, al-
though the negative impact of HIV/AIDS is strongly visible (especialy in
Africa), gender inequalities remain almost unchanged in large areas of the



100 General issues

world, the reduction of poverty has been achieved mainly thanks to positive
developments in China and India and their large populations, and socia ‘de-
development’ has been or is going on in transition economies in Eastern
Europe and the former Soviet Union.

The third dimension of development is political development, meaning
most of all two things: democratization and enforcement of the rule of law.
The number of societies and countries considered as free has definitely in-
creased over the last 50 years. One major break was the collapse of state
socialism around the world from 1985 to 1992, which transformed the politi-
cal systems of more than 20 countries, particularly in Eastern Europe and the
former Soviet Union. These systems had been totalitarian or at least authori-
tarian single-party systems and became (although more or less paternalistic)
multi-party systems. Some of them went a long way towards building up
functioning democracies ready for access to the European Union within a
single decade. While in the former communist world the breakdown of re-
gimes resulted in democratization, in other areas of the globe the devel opment
was not that clear. Many authoritarian regimes came into power all over the
world. Some countries were even torn apart by civil wars, sometimes long-
lasting ones. Deficits in human rights and civil rights, not to speak of social
rights, are even more serious. Despite the fact that the Universal Declaration
of Human Rights is celebrating its 57th anniversary in 2005, it is not really
recognized by many signatory countries and the annual reports of Amnesty
International are full of violations of human rights, often very grave ones (cf.,
for example, Amnesty International, 2003). Other declarations (on labour
rights, children’s rights and women'’s rights) are even less significant, a-
though often more than a hundred countries have signed these treaties (cf.
UNDP, 2000:48-55).

Organization of the Chapter

This chapter deals with the ability international governmental organizations
should have to strengthen global development, their failure in practice, and
lessons that should be learned. It is organized as follows. The next section
considers the theoretical ability of international organizations to foster glo-
bal development; the third section deals with the obviousness of their failure
(via a cluster analysis of 106 countries) and presents some facts showing
that only parts of the world are developing and large parts are not; the
fourth section offers some proposal's on how to adapt the existing organiza-
tions to transform (theoretical) ability into (practical) power; concluding
remarks close the chapter.
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TheMost Important International Organizations

The UN system as a whole emerged from the disastrous experiences of the
inter-war period and World War 11. It was built in recognition of the necessity
to organize intergovernmental politics more transparently and according to
certain laws and guidelines, formulated in the Charter of the United Nations
and the Universal Declaration of Human Rights (other declarations followed).

The United Nations, the most significant international governmental or-
ganization, consists of alot of suborganizations. The principal organs of the
UN are the Secretariat, the Security Council (15 members, ten of them
rotating and five of them permanent and with veto power; it is by far the most
important decision-making body of the UN), the Genera Assembly, the
Trusteeship Council, the Economic and Social Forum, and the International
Court of Justice. The United Nations system was one of the most important
achievements of the twentieth century for the industrialized world. Besides
the advantages discussed below, it especially helped to prevent wars between
the major powers, although not completely. The system became fundamental
for the foundation of powerful suborganizations (less ‘powerful’ are pro-
grammes and funds such as the UNDP, UNHCR or UNCTAD, functional and
regional commissions, specialist agencieslike ILO, FAO, UNESCO and WHO,
and special entities like the United Nations University (UNU)).

In the sphere of development, the International Monetary Fund (IMF) and
the World Bank Group are definitely outstanding. The IMF ‘was established
to promote international monetary cooperation, exchange stability, and or-
derly exchange arrangements; to foster economic growth and high levels of
employment; and to provide temporary financial assistance to countries to
help ease balance of payments adjustment’ (IMF, ‘About the IMF). It be-
came very important because it gave credit to countries with financial problems
and therefore collected a lot of debtors depending on its financial resources
(paid by member countries). But the IMF was not interested in development
before the collapse of the Bretton Woods system during the 1970s, and
development is not one of its original goals. The World Bank Group consists
of the International Bank for Reconstruction and Development (IBRD), the
International Devel opment Association (IDA), the International Finance Cor-
poration (IFC), the Multilateral Investment Guarantee Agency (MIGA) and
the International Centre for Settlement of Investment Disputes (ICSID). Al-
though it was founded initially to organize the reconstruction of Western
Europe after World War 11, it also took over developmental programmes
during the 1970s. Currently the World Bank is the world's largest source of
development assistance. It funds development programmes all over the world
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with primary (although not original) goals of reducing global poverty, lower-
ing the debt burden and financing development.

These two organizations are usually meant when we talk about ‘interna-
tional financial institutions' (IFIs) and their common failures and problems.
Both linked their assistance to adjustment programmes and stopped money if
the requirements were not met. Hence they are accusers and judges at the
same time — one of the major criticisms levelled against them (cf. Raffer,
2001). Another main source of criticism is that their programmes are too
country-specific and not country-specific enough at the same time. This means
that the IMF and World Bank for a long time have, on the one hand, given
every country the same advice, while on the other hand not recognizing the
spillovers from the same cure being offered for several countries that com-
pete for the world market of a certain good and therefore treating every
country asif it would be the only one assisted (cf. Stiglitz, 2002).

Another, much younger, organization is the World Trade Organization
(WTO). It was founded in 1995 and defines itself as the only global interna-
tional organization dealing with the rules of trade between nations. Furthermore
the WTO is an international (economic) organization outside the UN system.
Nevertheless there is a far longer history of multilateral regimes in trade
policy. The General Agreement on Tariffs and Trade (GATT) for example
allowed for a tremendous reduction in tariffs and non-tariff barriers of trade
and a general liberalization of trade via the vehicle of trade ‘rounds’, starting
asearly as 1948.

Arguments and Benefits

Organizations (and institutions as well) and development are closely linked.
Many of the existing international organizations even refer directly to devel-
opment and developmental goals, athough often a long time after their
foundation. While, for example, UNCTAD and UNDP were even founded as
organizations for development, and also the World Bank was an organization
of reconstruction and development (although it took some time until the
focus was shifted to developing countries) from the beginning, the IMF
developed only slowly into an agency of development and the WTO took
some years of work before discussing the Doha Devel opment Agenda. Now it
numbers assistance for developing countries and their preferential treatment
among its goals, even though its primary goal remains liberalization of trade.

There are three main characteristics of international organizations like the
ones discussed above: (1) they give binding norms for members and potential
members, usualy combined with some kind of sanctioning mechanisms; (2)
they are intergovernmental and therefore transnational, as associations of dif-
ferent nations and as global organizations made of decision makers, workers
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and specialists from different nations; (3) they provide a more or less open
forum for discussion and negotiation. These characteristics lead to the follow-
ing implications. organizations lower transaction costs and therefore increase
the efficiency of international economic relations; they help to avoid and re-
solve conflicts and equalize (to some degree) differencesin political and military
power; they alow for the correction of world market failures as well as the
distortions coming from state interventionism; and finaly they facilitate the
discussion of transnational issues and help to build a global society.

The reduction of transaction costsis one of the benefits of institutions most
often stressed by economists. Although (depending on the rules) decision
making might be a long and difficult process and the results may not be
satisfying, the difference between the institutional environment in the inter-
war period and that in the postwar period emphasizes the benefits. Multilateral
negotiations are much easier and less costly than bilateral agreements leading
to the same degree of coordination; common norms facilitate the whole
process of decision making as well as the transactions themselves; uncer-
tainty is reduced and planning is eased, as is contract enforcement; and
misunderstandings because of implicit contracts become less of a problem.
Also conflicts in all fields can be resolved more easily, more quickly and at
less cost. Finally cooperation and technical assistance are enforced by organi-
zations that provide a pool of specialists or at least ready access to these
specialists by sharing the costs.

Organizations may even place some kind of ‘safety net’ at the disposal of
certain members with serious problems (due to currency crises, economic
breakdown or other external shocks) which can reduce uncertainty for all
members. Thus organizations can be interpreted as providers of global public
goods in certain areas, such as technical assistance, crisis management or a
stable institutional environment in general. Organizations produce norms,
councils and infrastructure that are useful for all members and, via feedbacks
and spillovers, for non-members, too. Abilities and expertise can be pooled
and the advantages of groups can be exploited. International organizations
also alow for an international division of labour at the institutional level and
they produce common knowledge, so the wheel does not have to be invented
twice.

Owing to the three characteristics identified above, organizations are able
to correct differences in power. Within organizations these differences are
not completely eradicated, but they have been levelled. The information
asymmetries are not fully removed, but the access to information is easier.
Both parties gain from cooperation and conflict management and the argu-
ments of all members have to be heard, which gives the best arguments a
better chance of being recognized. Being the only interventionist power on a
global scale, organizations principally are also able to correct for (global)
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market failures. If too many people are hit by, for example, the price uncer-
tainties of the world market, an organization is capable of negotiating
stabilization payments or currency regimes linked to commaodity prices (on
the world market). Furthermore organizations can provide rules, incentives
and measures fostering technology transfer and education, fair trade and
wealth, or the diffusion of political, social or environmental standards and
therefore better living conditions. Usually none of thisis provided effectively
by the world market. International organizations are one channel of supply of
this often demanded political management of world markets in particular and
of globalization forcesin general.

Organizations are able to correct another very special kind of market
failure as well. Until now no fair competition of developmental concepts has
existed, although the preconditions of development are different in all coun-
tries around the world. Most of the alternative approaches cannot be tested in
practice owing to the power of the world market (and the resulting financial
and economical pressure) or simply because of political pressure on the
countries ‘testing’ them. But there is a need to challenge the developmental
mainstream to investigate more and better options, especialy in view of the
needs of certain countries. The ‘one-model-fits-all-countries' approach is
definitely not appropriate, but there is a danger of following this approach in
monolithic organizations. This can be avoided if organizations allow discus-
sion of different approaches. The safety net that organizations could offer
would allow countries to follow alternative approaches independently of the
world market, if the organizations gave the necessary financial and institu-
tional back-up. It would also be easier then to control for transnational
spillovers of ‘independent’ developmental paths.

Being intergovernmental and transnational, organizations are capable of
correcting market distortions coming from state interventionism: whether
customs, non-tariff trade barriers, violations of internationally accepted po-
litical or social rights, excessive corruption or expropriations. International
organizations are the only means to overcome this harmful aspect of the
sovereignty of states through freely negotiated norms, which guarantees these
corrections of ‘state failures' global legitimacy. In general, international or-
ganizations play an increasingly important role in a globalizing world. They
are the only way to deal with transnational problems like environmental
problems, multilateral conflicts, general rules of internationa trade, the debt
problem or global security. They are a unique chance to discuss alot of these
questions in the arena of a worldwide public and to allow the member
countries to deal with transnational problems in a transnational way, so that
the level of the solution is the same as the level of the problem.

Well-working international organizations may even contribute to the for-
mation of a global society. They build up a public transnational interest, not
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necessarily due to the institutional setting, but even in contradiction to it or to
the actions of a certain organization. The most famous and most recent
example of this development is the World Social Forum (WSF) that was
formed in 2001 in strict opposition to the inappropriate and ineffective poli-
cies of the IFls as a direct reaction to the World Economic Forum (WEF).

Finally organizations form an environment that is favourable to the reach-
ing of certain goals (such as global development, fair trading conditions or
more political and personal freedom) provided that (1) they have to follow
guidelines that are appropriate for reaching these goals and that (2) arelevant
number of decision makers within the organizations have to follow these
goals as well. If the environment is right, the governance structures will be
right, and finally the resources will be allocated properly. One of the major
elements that seems to be lacking is these guidelines, because there are
conflicting ones implemented in the ‘system’ of international organizations,
so the institutional environment is not stable. Another major problem that is
readily avoided is decision makers who follow their private interest of profit
maximizing instead of the public interest of the nations they represent. How-
ever this practice is easily countered by organizations which are able to
visualize egocentric behaviour relatively easily.

EMPIRICAL FAILURE

The evidence of the failure of more than 50 years of developmental politics —
and poverty reduction as well — in the international system and of more than
30 years of specific developmental efforts by the IMF and the World Bank is
in fact disastrous with respect to many countries, especially those which are
the targets of these organizations. For this reason, and to reaffirm the focus on
poverty reduction renounced in the 1990s, the UN in 2000 published its
Millennium Development Goals (MDG).! The half-way results of improve-
mentsin this 25-years agenda (1990-2015) are not really satisfying so far (cf.
UNDP, 2003). A lot of further effort is necessary to enforce these goals. One
way to go is aglobal compact, which could lead to a change of rules on the
second level of social analysis, a change of the institutional environment. To
guote the UNDP: ‘But just as globalization has systematically benefited some
of the world’s regions, it has bypassed others as well as many groups within
countries ... Thus the need for a Millennial Development Compact: without
it, poor countries will remain trapped in poverty, with low or negative eco-
nomic growth’ (UNDP, 2003:16f).
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Economic Development

General issues

As has been said already, economic development performed very well on the
global scale from 1945 onwards. The following tables present some data on
GDP per capitain purchasing power terms (international 1990 dollars). Table
5.1 shows absolute values and Table 5.2 percentage changes for the world in
general and seven regional sub-groups in particular.

These tables show how diverse economic development has been during
this half-century. Although world growth declined fairly steadily, Western
Europe and Asia (from a very low level) had growth rates above the world

Table5.1 GDP per capita of world regions, 1950-98, international 1990

dollars
1950 1960 1970 1980 1990 1998
World 2114 2781 3748 4521 5154 5709
Western Europe 4594 6930 10297 13226 15988 17921
Western offshoots 9288 10986 14597 18057 22356 26146
Eastern Europe 2120 3075 4315 5780 5437 5461
Former USSR 2834 3935 5569 6437 6871 3893
Latin America 2554 3167 4016 5413 5055 5795
Asia 713 1032 1536 2036 2781 3565
Africa 852 1024 1311 1484 138 1368

Source:  Maddison (2002:330).

Table5.2 GDP per capita growth of world regions, 195098, international
1990 dollars, percentage change per year

195060 1960-70 197080 1980-90 1990-98

World 2.78
Western Europe 4.20
Western offshoots  1.69
Eastern Europe 3.79

Former USSR 3.34
Latin America 2.17
Asia 3.77
Africa 1.86

3.03
4.04
2.88
3.45
3.53
2.40
4.06
2.50

1.89
2.53
2.15
297
1.46
3.03
2.86
1.25

1.32
191
2.16

—0.61

0.65

—0.68

3.17

—0.69

1.29
1.44
1.98
0.06
—6.86
172
3.15
—0.15

Source:  Maddison (2002:330); own calculation.
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average over the whole period, as the communist countries had until the
1970s and the Western offshoots (USA, Canada, Australia, New Zealand)
from the 1970s on. All other regions (except for Latin America during the
1970s) faced growth rates below the average, most extremely Latin America
and Eastern Europe during the 1980s, the former USSR during the 1990s and
Africafrom the 1980s on.

Hence a widening gap of intraregional divergence can be examined: while
the difference between the richest and the poorest of these world regions even
decreased in the 1950s, from 13to 1 to 10.7 to 1, it increased from the 1960s
on and especialy in the 1980s and 1990s, from 11.4 (1970), 12.2 (1980),
16.1 (1990) to 19.1 (1998). Besides the large temporal difference between the
periods before and after the first oil shock, several regional differences also
occurred, especialy during the second period. Economic performance dif-
fered remarkably from country to country, but also from region to region.
While, for example, China reached its growth peak during the 1980s and
1990s, several countries in Sub-Saharan Africa never again reached the his-
torical high in absolute value of GDP per capitathey had already achieved in
the 1960s. Divergence grew all over the world: while the top end of the GDP
ladder realized growth rates above average, the bottom end even absolutely
lost ground. On (arithmetic) average, 42 African countries in 1998 held only
77 per cent of their historical postwar maximum of GDP per capita; for only
eight of them, this maximum was reached in 1998, but ten held less than 60
per cent, two even less than 40 per cent. Even in Asiathe (arithmetic) average
of 37 countries is not higher than 84 per cent, although mainly owing to

Table 5.3 Shares of world GDP, by world regions, 1950-98 (per cent)

1950 1960 1970 1980 1990 1998

World GDP (international 534 845 1380 20.03 27.08 33.73
1990 $ trillions)

World GDP (annual — 471 503 379 306 278
growth rate)
Western Europe 263 268 263 243 223 206
Western offshoots 306 275 256 244 246 251
Eastern Europe 35 3.6 34 34 24 2.0
Former USSR 9.6 10.0 9.8 8.5 7.3 34
Latin America 7.9 8.2 8.3 9.8 8.3 8.7
Asia 185 206 233 262 319 372
Africa 3.6 34 34 35 3.2 31

Source:  Maddison (2002:329); own calculation.
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excessive losses in GDP per capita by several oil-exporting countries during
the 1980s and 1990s (cf. Maddison, 2002, appendix C, own calculation).

The shares in world-GDP (Table 5.3), which rose sixfold from 1950 to
1998, also give clear evidence of the change in economic weights. While the
share of the (former) communist world dropped from 13.6 per cent (1960) to
5.4 per cent (1998), and the share of the West dropped by more than 12 per
cent, Asia doubled its weight to 37.2 per cent (1998). Africa stayed at the
marginal level of 3 per cent, although its population share grew to almost 13
per cent.

Social Development

At first, some numbers about the improvements in literacy and life expect-
ancy, also used for the overall analysis following later, shall be presented in
regionally grouped aggregates (see Table 5.4).

Life expectancy has clearly improved during the last half-century. In 1950,
people in industrialized countries lived for 60 to 70 years, in 2000 usually for
around 80. The same is true of developing countries that improved a wide
range of life expectancy (of 30 to 60 years in 1950) by around 15 years on
average. This development held until recently, but during the 1990s some
countries, especially in Sub-Saharan Africa, suffered a setback in life expect-

Table5.4 Social indicators, by regional country groups (number of
countries in brackets)

Illiteracy* Life Iliteracy, Life
expectancy ~ women  expectancy,
women

1975 1998 1975 1999 1975 1998 1975 1999

Western Europe (16) — — 728 778 — — 761 808
Western offshoots (4) — — 727 779 — — 763 807
LatinAmerica(22) 256 143 625 69.9 287 156 648 730
Asia(29) 443 257 57.7 678 556 332 59.1 69.6
Africa(35) 642 39.8 486 520 744 481 503 532

Note: * Illiteracy rates of industrialized countries are not calculated, because these countries
do not collect and report actual illiteracy ratesto the UN, for political reasons. Although thereis
relevant functional illiteracy in all of these countries, they officially neglect the problem com-
pletely.

Source:  UNDP (2000), World Bank (CD-ROM); own calculation.
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ancy because of HIV/AIDS (in some countries the reduction was 10 years
and more during the 1990s; see the appendix for some country data). Even
worse, this disease mainly affects the economically most active population
(people around 25 years of age) and is therefore a serious challenge for
development.

Absolute poverty was even more resistant to reduction strategies. Fol-
lowing development strategies of the 1970s that focused on basic needs,
poverty was the target, during the 1990s once more, of international organi-
zations, but the absolute number of impoverished people did not decrease,
remaining at 1.2 billion people living on less than one dollar a day. India
and Sub-Saharan Africa are particularly hit by poverty; in some countries
more than 90 per cent of the population have to live on less than two dollars
a day. Directly connected with this is the problem of the distribution of
goods that satisfy basic needs (food, shelter, security and so on). Food,
water, housing, clothing, heating, lighting, health care, sanitary facilities,
the absence of civil order and the presence of wars, not to speak of the lack
of social safety nets and insurance, are closely connected. Therefore hunger
and disease are global realities of the twenty-first century, although there
would be enough food and enough medicine to cure both. The people in
charge of the resources and the organizations obviously lack the will to
restructure the distribution of these goods to meet the needs of all human
beings around the globe.

The educational situation has indeed been improved, especially at primary
level and for men. In absolute numbers, primary school enrolment has risen
tenfold in Africa since 1950 and more than fivefold in the developing world
in general. Literacy rates increased to almost 75 per cent in 2000 even in
developing countries, and combined (primary and secondary) school enrol-
ment rose to more than 60 per cent (cf. UNDP, 2002:149-52). Although a lot
has been done already to achieve gender equality, inequality in this field is
still aworldwide fact. Women are discriminated against in many respects and
in amost all countries of the world. In some countries the life expectancy of
women is even lower than that of men, while in the developed world the
difference is around three years in favour of women. Estimates for the differ-
ences in earned income shares are around one-third (more only in very poor
countries), while differences in the access to education have decreased most,
except for some strongly patriarchal societies (ibid.:222-5).

Finally some general trends in human development (following the UNDP)
should be presented (Table 5.5). Three main features can be seen: world
development is (slowly) growing: 24 per cent of theoretically possible im-
provements have been made since 1975; the (former) communist countries
have in fact been stagnating since 1975; and Africa is lagging far behind.
This overall view can aso be reproduced by comparing the countries which
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Table5.5 Trendsin human development, HDI 1975-2000, arithmetic
means

1975 1980 1985 1990 1995 2000

World (number of countries) 100 112 123 135 139 173

World (mean) 0.593 0.630 0.642 0.664 0.675 0.692
World (maximum) 0.874 0.886 0.906 0.926 0.932 0.942
World (minimum) 0.232 0.253 0.246 0.256 0.262 0.275
Western Europe 0.832 0.846 0.860 0.880 0.901 0.919
Western offshoots 0.856 0.871 0.886 0.901 0.922 0.934

Eastern Europe and former  0.766 0.762 0.777 0.789 0.768 0.776
USSR

Latin America 0.654 0.676 0.689 0.705 0.724 0.752
Asia 0581 0.614 0.631 0.643 0.678 0.701
Africa 0.390 0.425 0.449 0.464 0.475 0.498

Source:  UNDP (2002:153-6); own calculation.

improved their scores most and least. The absolute index value of 11 out of
18 former communist countries decreased during the 1990s; the same is true
for nine out of 39 African countries; another nine enhanced their scores by
less than 5 per cent. On the other hand, five countries (Indonesia, Tunisia,
Egypt, China and Nepal) improved their scores from 1975 to 2000 by more
than 0.2 points and 22 closed more than half of the remaining gap to the
theoretical maximum of 1 (ibid.: 153-6; own calculation).

Political Development

Asdiscussed above, ‘progress’ in political development is not completely clear,
for various reasons. Although it is true that the breakdown of communism
was a great leap towards freedom in most of the affected countries, and it is
true that some kind of democratization is going on al over the world, there
are also serious setbacks. Many countries are facing authoritarian regimes,
violations of human rights (even in the North, but graver in the South), civil
disorder, uncertainty of the rule of law, and long-lasting civil wars, while
Western Europe saw some successful liberation movements during the 1970s
(Spain, Portugal, Greece), and Africa and Asia faced decolonization during
the 1940s, 1950s and 1960s — often to replace a repressive colonial regime
with a repressive post-colonial one. The picture is quite ambivalent, despite
multi-party elections spreading across the globe. Although elections of that
type are not a sufficient condition for democracy, one can legitimately doubt
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whether they are a necessary one, because elections and parties do not save
people from repression.

Nevertheless all these developments have led to more political freedom
around the world. This can be seen by the growing relative number of demo-
cratic governments and by the improving scores of political and civil rights of
Freedom House. Although these scores are ideologically and technically
guestionable, they give on average an overview of the situation of the world
and, at least during the late 1990s, they covered almost all countries of the
world.

Table 5.6 showsthat ‘freedom’ isimproving worldwide on average, at least
from 1985 onwards. The number or countries with average scores of political
and civil freedom (arithmetical mean) from 1 to 1.5 (fully free) increased
from 24 to 59 (31 per cent of all countries rated) while especially the number
of countries with scores above average decreased from 88 to 72 (or from 60
to 38 per cent of al countries rated, which means growing convergence).
Especially during the last years also the number of countries with a score of 7
(not free) decreased sharply.

Table 5.6 Scores of Freedom House, 1975-2000

Year  Number of  Arithmetic Score Score Score Score
countries mean of 1-15 2-4 45-6.5 7

rated score
1975 147 4.39 24 35 72 16
1980 161 4.26 22 48 74 17
1985 166 4.27 32 41 76 17
1990 167 4.04 40 41 66 20
1995 191 3.70 48 70 52 21
2000 192 351 59 61 59 13

Source:  http://www.freedomhouse.org/research/freeworld/FHSCORES.xIs; own calculation.

Overall Analysis: Clusters of Development

Owing to the extreme differences between developmental paths and the seri-
ous break following thefirst oil price shock, wewill focus on the developmental
process during the ‘period of problems’, asit might be called, from 1975 on.
While before this break development had been almost a global phenomenon,
and the growth rates and social developments as well as political progress
occurred in all continents, a sharp break and growing divergence can be
observed afterwards. Furthermore world (economic) growth slowed down
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significantly, whereas achievementsin social development and political turno-
vers continued to happen, especially at the beginning of the 1990s.

Cluster analysis can help us to understand better the structure of the data.
We use average linkage between groups and (simple) Euclidean distances
(software SPSS) as well as 11 variables, grouped according to the three
dimensions of development and distinguishing between variables that meas-
ure status (in 1998/9) and variables that measure the direction and strength of
change (for data description and sources, consult the appendix). Economic
development is measured by GDP per capitain purchasing power in 1998, its
average growth in 1975-98 and the standard deviation of its growth ratesin
1975-98; political development is measured by the average of the Freedom
House Index of 1993-8 and of its change from 1972—7 to 1993-8; finaly
social development is measured by life expectancy at birth in 1998, the adult
illiteracy rate in 1999, a women’s development index 1998/9 (which com-
prises the other social variables) and the changes of these variables from
1975 to 1998/9.

The GDP per capita variable was transformed into natural |ogarithms, and
al variables were normalized and weighted, so that all status and change
variables (whether composed of more than one indicator or not) accounted
for half of the measurement in each of the three distinguished dimensions of
development, these dimensions being equally weighted by one-third each. In
al, 106 countries could be incorporated in the analysis; 16 from Western
Europe, four Western offshoots (USA, Canada, Australia and New Zealand),
22 from Latin America, 28 from Asia and 36 from Africa. Unfortunately the
countries of Eastern Europe and the countries of the former USSR could not
reasonably be incorporated (owing to a lack of serious estimates of GDP
comparable to Maddison’s data), along with most of the small countries of
the world. Hence the group of ‘transformation countries’, which would be
clearly visible in the data, is entirely missing. So alot of gaps could be filled
that would help us to understand even better the controversial developmental
picture of recent decades.

The results (Table 5.7) indicate that quite useful solutions could be found
at the level of three or five, to a lesser extent also of seven, clusters (for
numerical details, consult the appendix). All country data are provided in the
appendix, sorted by the seven-cluster solution.

At the three-cluster level there are three groups: the ‘ special case’ Gambia
(bad development in al dimensions, especially the political), a group of 27
‘Northern’ countries and a group of 78 ‘Southern’ countries. At the five-
cluster level the picture is more diverse: the group of advanced countries is
split into a cluster AC1 with lower economic and socia status (not political)
but serious progress in al fields (0.3 per cent more growth, less volatility of
the growth path, better political development, more improvement of life
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expectancy and better conditions for women) and a cluster AC2 (where the
opposite is true). The other group of ‘developing’ countries consists of a
cluster DC with better social indicators and especially better changes in the
field of social development and also higher economic status and change (but
aworse situation in the political field), and a cluster NC, where the opposite
obtains: poor economic growth, socia improvements from a lower starting
point, but some political developments and better political status. Thus the
picture is still quite diverse, and it seems to be useful to turn to the seven-
cluster solution to identify certain characteristics within these ‘ devel opmental’
clusters.

AC1 and AC2 remain unchanged (as well as, obviously, Gambia). How-
ever alot of change of strong analytical interest is going on in the DC and the
NC clusters. The ‘old’ DC cluster forms two clusters: the first (DC1) has a
relative low status of development in all respects (although in the political
dimension much better than the NC cluster), but stronger changes going on;
the second one (DC2) has a relatively high status of development, but the
changes are slower (except for gender equality, where this cluster represents
aquite high standard).

Even more interesting is the story of the ‘old’ NC cluster. It splits into a
cluster of 21 countries caught in real ‘de-development’ (low status in all
dimensions, negative developments in economy and in gender equality, slow
development in public health, high volatility of the growth path and therefore
high vulnerability) and a cluster of 17 well developing countries (WCs). The
latter have the best economic growth performance of al clusters apart from
the advanced countries and they have the highest status of political develop-
ment aswell, whereas only their social indicators lack optimal improvements.

Summing up, we can see from this analysis: (1) that there is a very sharp
break between agroup of ‘Northern’ countries (AC1 and AC2) and a group of
‘Southern’ countries (all other clusters); (2) that, furthermore, clusters of
different speeds of development can be identified, particularly a cluster of
countries with very serious problems in development; and (3) that develop-
ment is a multidimensional phenomenon and no cluster represents a high
standard in all dimensions. Especially the existence of an ‘NC’ cluster, lack-
ing development in almost all respects, and composed of one-fifth of all
countries in the sample, is a serious challenge to a half-century of interna-
tional organizations actively attacking poverty and fostering development.
Also the differences between countries and groups of countries, aswell asthe
number of people concerned, should not be neglected. Therefore proposals to
improve international organizations with respect to the needs of these people,
in particular the poorest ones, and the differences within and between coun-
tries, represent a serious task.
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PROPOSALS

Worldwide economic development is diverse, as has been shown in the previ-
ous section. Social conditions improved even more than the political ones,
but there is still alot of work to do and there are serious setbacks in certain
areas (decreasing life expectancy in Africa, hunger, re-emergence of certain
diseases due to bad sanitary and medical conditions, even growing gender
inequality in certain regions, new authoritarian regimes, civil wars and failing
states).

The evidence of explicit organizational failurein thisfield is thus obvious.
Some 50 years of poverty-reduction strategies were on the one hand partially
successful but on the other hand led to growing economic divergence, to an
increasing number of sick and hungry people, and to civil disorder in parts of
the world. Thisis true not only in the long run, but also for the last 30 years
as well as for the last ten years of poverty-reduction strategies. And there is
little hope that conditions will change in a positive way as long as the
payments for debt services from the South to the North exceed by far the
payments of devel opment assistance from the North to the South.

This negative conclusion is especially valid in the case of the IFls, though
this is often completely neglected by them, and the criticism is manifold (cf.
Cavanagh, 1994; Chossudovsky, 2001; Raffer and Singer, 2001; Stiglitz,
2002; Tetzlaff, 1996; Ziegler, 2003). Even frequently cited textbook exam-
ples of extraordinary development, of ‘newly industrializing’ (Korea, Taiwan,
Hong Kong and Singapore and, to a much lesser extent, Thailand, Viet Nam
and Indonesia), developed virtually without any assistance from these organi-
zations. The same is true for China and its dual system of a‘planned market
economy’. Conversely the countries most assisted by the I Fls (such asArgen-
tina, Haiti, Panama, Uruguay, Guyana, Bangladesh, Sri Lanka, Madagascar,
Uganda and Zambia) have a much worse record of development. This seems
to be quite usual if it is taken into account that, since the 1970s, the IMF and
the World Bank have been assisting countries in economic and, especially,
financial trouble, but there are two important issues that should not be forgot-
ten: crisis and trouble create jobs in these organizations and, because they are
not held to account for their actions, crisis and trouble are not prevented but
even enforced (cf. Raffer, 2001). And the overall economic costs of IMF
programmes are often as high as the economic costs of the crisis managed, or
even higher, so that the cure becomes worse than the disease (cf. Hutchinson,
2001).

Most of the intellectual criticisms (and the public protests as well) during
the last years and decades have been aimed at the IMF, some also at the
World Bank, while the WTO seems to be young enough to have avoided most
criticism until recently. However the WTO is now heavily attacked by a
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somehow globalized ‘civil society’ for its policy focus on ‘everywhere-and-
everything-now liberalization’ without any acknowledgment of possible
spillovers. Therefore all three organizations definitely require reforms to fit
the real needs of the people confronted by the outcomes of their policies —
and their broad majority does not live in the North, but in the South.

Some Paradigmatic Remarks

To sum up the criticisms some proposals for reform should be presented in this
section. What seems to be most important is the adaptation of the institutional
framework to the levels of socia analysis introduced by Oliver Williamson. A
structure containing al international organizations has to be built, that defines
overal norms, rules and polity, a structure that formulates binding guidelines
for al international organizations to act as their roof. If certain conditions are
met (to be elaborated in this section), the result will be a dim, efficient,
transparent and transnational organization to define the institutional environ-
ment, containing also rules to clarify how rules are to be changed (for example,
how to introduce new or different bodies of decision-making, how to change
voting provisions, or how to exchange or clarify guidelines), but being close to
the actual needs of the people at the same time. At a lower level specia
agencies should be formed to get the governance structures of the global
institutional environment right and to organize everyday business, but should
be fully responsible (with respect to the guidelines) for their actions.

At first, the General Assembly and the Secretariat of the United Nations
can play therole of the roof-structure, the former being the democratic forum
for discussing and defining the rules, the latter the organizational unit to
enforce these rules and to care for a smooth operation of the whole system.
This is, indeed, the same idea that guided the foundation of the United
Nations system post World War 11 one general organization defines rules and
guidelines via its Charter and a ‘Universal’ Declaration of Human Rights,
other organizations and specia agencies follow them, for economic develop-
ment, financial assistance, socia questions, human rights, children, trade and
many other issues. Some of these organizations were never actually founded,
some never gained real importance, while in the developmental process espe-
cially the IMF and World Bank achieved an even higher prominence than the
UN itself, finally defining their own guidelines. And the WTO stands entirely
outside the whole UN system. Therefore reforms are desperately needed to
establish the essential governing body that smoothly coordinates the policies
of suborganizations in order to avoid transaction costs resulting from dupli-
cate or even contradictory actions.

If this concept isto function, further conditions have to be met: what seems
to be crucial is the democratization of all organizations. Although ‘ democ-
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racy’ is a concept much advertised in international relations, it is not elabo-
rated in practice, as can be shown best by the WTO's decision-making structure,
which is ‘consensual’ precisely because of the fact that developing countries
have the majority of votesin the formal decision-making bodies of the WTO.
The same is true of the UN system and the central position of the Security
Council with the veto power of its five permanent members and the very
specia (and somehow hegemonic) position of the United States in particular
within the whole system (single veto power within the IMF, host of the
headquarters, main financier). This is all too true of the IFIs. In fact a real
‘democratization’ of international organizations would mean changing the
institutional paradigm of the era post World War 1I, which can only be
achieved by a higher level being able to define binding norms, such as the
structure outlined above. To be clear: one may legitimately doubt whether the
principle of ‘one-country-one-vote' is very democratic (it is democratic on
the basis of the existing institution ‘international system of states’), or whether
it is rather unfair to give the Maldives the same power as India or Luxem-
bourg as much as Angola. However this principle in some way levels the
inequality of the real world, where the populous and rich nations dispose of
considerably more power and resources than the small and poor. Nevertheless
one should discuss some practice of double majority to make the system
more realistic (and therefore gain support also in powerful countries) and to
correct the economic inequalities of ‘real’ power. Thisis especially important
to ensure the democratic legitimacy of the institutional framework, its accept-
ance by the elites and the people, and for gaining their support.

The main dilemma to be solved seems to be that the gains of negotiations
have to exceed their unavoidable costs (due to the duration of decision mak-
ing and discussion), which increase because of democratic procedures.
Otherwise mutual negotiations will be stopped, bilateralism will triumph
over multilateralism, and the institutional system will collapse. In order to
avoid such problems, further conditions have to be met: democratization
means the implementation of clear and binding norms and the real empower-
ment of the rule of law in international relations. It is of importance to note
that this does not simply mean applying the laws aready codified (such asthe
articles of the IMF or the World Bank and the UN Charter). While being a
step forward, it would not be sufficient. What is required is new norms
appropriate for the needs of the whole community of states, not to speak of
peoples or — even more — people, that have to be newly negotiated by the
members of the international community. This leads to another important
step. The character of almost every international organization as a forum of
discussion has to be taken seriously and has to be strengthened to raise
transparency and commitment by the people affected by the outcomes of
global palitics. Besides the crucial need to use the advantages of the division
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of labour by organizing work in special bodies, commissions and working
groups of selective countries, the proposals elaborated have to be discussed
by al members to come up with the best solution possible. ‘Green room’
meetings (that is, those with a very restricted attendance) are the wrong way,
as one of the most important tasks of international organizations is to correct
differencesin real power and to empower the formerly powerless.

Strongly connected with this aspect is another one. The power of the
slowly emerging global civil society that often defines its common identity
by opposing the politics of international governmental organizations has to
be utilized in this process. The conflict between governmental and non-
governmental organizations has to be taken seriously because it gives hints
about the deficits of the whole institutional system. The criticism and the
proposals by non-governmental organizations like the WSF, reflecting the
opinion of a big group of people organized worldwide, should be taken as a
chance to come closer to the needs of people all over the world and to gain
support for specific policy measures and political legitimacy in general. Fur-
thermore these needs are constantly changing, and these changes can be
observed better by non-governmental organizations and the civil society.
Therefore any international organization without their effective participation
is inappropriate. The participation will help to strengthen the global civil
society that is necessary for the legitimacy (in the sense of the acceptance or
even support by a broad majority) of the whole system. Hence another
change of paradigmsis needed: the right mix of inter-governmentalism (which
is efficient, but not appropriate, and which dominated the past decades insti-
tutionally), transnational political citizenship and democratic control (which
is appropriate, but so far not efficient on a global scale) has to be found.
Sanctioning power too is an element of this discussion and negotiation proc-
essasitisalogica outcome of it.

For a reduction of transaction costs and of uncertainty more transparency
is needed, too, as well as a clear focus on assistance and cooperation: much
more substantial than is actually implemented. The pooling of expertise, the
advantages of the division of labour, the financing of technical assistance, the
strengthening of technology transfer, and so on, have to be clearly formulated
and implemented. Binding norms to avoid misunderstandings and serious
interpretational differences are essential. Therefore definitions are required:
what is a market failure, what is a distortion coming from state intervention-
ism, what is a transnational problem, what do democracy and the rule of law
mean (at least in minimum standards)? It is necessary to find a global com-
promise on questions like these that bind al countries to general norms:
broadly defined, but substantial norms. Without a common understanding on
major issues, discussions and negotiations, especially about sanctions, are
fruitless. The best recent exampleisthe ‘War on Saddam’: most of the people
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in the world (even in Islamic countries) have agreed that Saddam Hussein
should be deprived of his power for being a brutal dictator; but the same
people have largely disagreed about the precise reason why (and have there-
fore asked: why he alone?). And the concrete reasoning put forward by the
USA and Great Britain (weapons of mass destruction, supporting terror) was
not very convincing, in fact being based on an interpretation of so-called
‘facts’ that was obviously completely misleading.

Some Concrete Steps

These paradigmatic changes will definitely take time, but they have to be
started. Initial steps are indicated by the following concrete proposals for
reforms and changes in the institutional environment needed desperately,
especially by NCs, but also by DCs and WCs. First, criteria of good govern-
ance and priorities in human development are necessary and have to be
implemented globally. In this way the whole process of negotiating condi-
tions for grants and assistance would be more transparent, and this would
lead to greater confidence and better support in donor countries as well as
receiving countries. This clearly means the definition of minimum standards
and it cannot mean the oppression of certain forms of government, of democ-
racy, or of acertain amount of social expenses.

Second, fair dispute settlement is required to prevent conflicts and wars,
regionally aswell as globally. Therefore independent fixed tribunals are to be
installed on certain issues, following clear and stable rules, and enforcing
these rules effectively. The WTO system provides a nucleus of dispute settle-
ment of this kind, with two serious deficits. First, the tribunal is not really
independent. It should consist, not mainly of members appointed by the
parties involved, but of specialists appointed for the concrete cases. Second,
and more important, the outcome of the process must have serious conse-
quences which include collective retaliation and reparation payments that
correct differencesin real power.

Third, several criteria, (trade) preferences and institutional requirements
(liberalization) should be handled as flexibly as possible — even more than in
the WTO system. At least they should depend on the specific situation in the
country and should follow the needs of the people there. This means that
nobody should be forced to take actions that exceed his (or her) abilities
(what this stands for is a question to be agreed on first), criteria and require-
ments have to be adapted flexibly to those abilities. Additionally preferences
should be extended for countries with more developmental deficits than oth-
ers, while requirements should be much stronger for advanced countries
(ACs) than for well-devel oping countries (WCs), developing countries (DCs)
and, especially, non-developing countries (NCs). A system of incentives for
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improvements in human development (particularly in its social and political
dimension) should be added to this flexible scheme. NCs need more prefer-
ences, but also more freedom, flexibility, obligingness and incentives than
DCsor WCs.

Fourth, the correct sequencing of all measures in the different spheres of
development is indeed significant, therefore a collaboration of organizations
and local authorities should be implemented as another ‘paradigm’ of devel-
opment, as development means partnership and there is nothing like an
‘overall theory’ of ‘the best way to develop’. In this process, North and South
are both teachers and pupils at the same time.

Fifth, because export is a vehicle of growth and often the main or single
source of revenue, and public debts are amain reason for budgetary problems
in NCs (and DCs as well), export revenues of countries dependent on certain
resources (especially primary ones) have to be stabilized and the debt burden
hasto be relieved (for example, by the instrument of the insolvency of states).
This will also stabilize the production costs in industries using these re-
sources and it gives creditors in the long run better chances of repayment of
their credits and therefore stabilizes the international financial markets. This
measure, best enacted by insurance, is closely linked to the liberalization of
the markets for food and textilesin the industrialized countries to employ the
possible gains of comparative advantage.

Finally, if thereisaclear orientation of all organizations on developmental
tasks, more money will be needed. Most of the ACs do not spend the often
cited 0.7 per cent of their GDP on development assistance; in most casesitis
considerably less. Obviously most of the countries are not willing to follow
this goal voluntarily, so some kind of global taxation (in a very moderate
form) isto be implemented, if —and only if — the conditions of transparency,
legitimacy and credibility will be met by the global institutional environment.
Otherwise it will not be possible to gain enough public support for this
measure.

Some Final Reasoning

Thus steps for liberalization of markets in favour of developing countries,
following their needs (as is even expressed in the UN Charter of 1945) have
to be taken. These measures cost money, market shares, employment and
revenues, so why should the elites in ACs (and in other countries as well)
which guide the development of the institutional environment act in this way?

First of all, the measures mentioned above are paradigmatic and therefore
their implementation will take alot of time. It is a question, not of ten years
to implement this institutional scheme, but of less than ten years to start this
process. Taking the necessary stepsisthe only way to change the institutional
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system in such away that it will fit the needs of the people within — let us say
—ahalf-century. There are two main reasons for this necessity, the first being
theoretical, the second very practical.

From a theoretical point of view reforms are required to make the institu-
tional scheme consistent with the processes of social change, initsinstitutional
dimension elaborated by North and represented by the levels of socia analy-
sis of Williamson. Organizations are not the right instrument to define the
overall embeddedness of the system, as the shaping of customs, conventions
and cultureisavery informal process, which isreflected in organizations, but
not guided by them. So what organizations have to manage are the three
remaining levels: environment, governance and allocation. The way this is
done has to be consistent with the ongoing changes in relative prices empha-
sized by North as a crucial featurein global economics as well asin history.?
Apparently ‘eternal’ organizations are not able to reflect these changes read-
ily and therefore steadily lose support, legitimacy and importance. If this
radical change, reflected by — at the same time — a democratization of all
organizations and the construction of a slim, but efficient overall structure, is
not implemented, the outcome is clear: social change will reflect the changes
in relative prices sooner or later, and the longer this process is (seemingly)
slowed down, the greater and faster will be the actual change. Instead of a
smooth evolutionary process of change, a revolutionary change will occur,
being anything but smooth.

This leads to the very practica reason for reforms. The alternative to a
managed reform and a transition into a more democratic institutional system
which better reflects the needs of the peopleis simply growing inequality and
therefore growing insecurity in the world. Conflicts (political as well as
economic), migration, social clashes, rioting, political extremism, terrorism,
wars (not regionally terminable and particularly dangerous because of the
proliferation of weapons of mass destruction) and civil disorder in general
will increase owing to growing inequality and economic contraction in some
parts of the world and in some social strata. Thereis also a danger of political
blockades as a reaction to these structures because of the lack of legitimacy
of organizations (and political elites in general) in the eyes of many people
and, sometimes, also elites. The failed WTO conferences of Seattle (1999)
and Cancun (2003) are examples of these two types of failure by blockade.
All this raises control costs and transaction costs very considerably; it com-
plicates the decision-making process and it lowers the efficiency and
profitability of ordinary business (while some businesses will always profit
from disorder). Furthermore it turns the actions of international organizations
into pure crisis management, only sometimes successful and without any
creative and productive component, and therefore accelerates avicious circle
of legitimacy loss.
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A serious problem for the whole process is the fact that some countries
definitely believe that they will be able to avoid or to control the negative
outcomes of the growing need for change and of the possible revolutionary
changes (in North's sense) in the near future. This view is entirely mislead-
ing. Certainly, some regions will cope with their problems, but it is hardly
possible to name these regions reliably in advance, while in general the
global situation worsens. Hence the probability of getting into serious (eco-
nomic and political) trouble is quite high, which leads us (another theoretical
argument) to contract theory: as long as there is uncertainty about the future
connected with a strong probability of negative consequences, it is efficient
to avoid risky situations in advance and therefore to build up a stable institu-
tional framework like the one outlined above.

Even the strongest and richest nation on earth, the United States, has not
been able to avoid the negative outcomes of global politics. The ‘War on
Terrorism’, declared after 9/11, does not help to make the world a safer place
(the contrary is true, as can be seen daily in the news). It does not even help
to make the United States a safer place (if the severe restrictions on civil
rights are taken into account). What it does is increase costs, leading to the
most excessive budget deficit in the history of the United States, which in the
medium run will severely damage its economic competitiveness. This caseis
also a good example of how difficult and costly unilateral politics is today,
because unilateral actions taken without considering opposing opinions result
in ‘collateral damage’. A lot of effort (by both sides) is necessary to rebuild
confidence and the willingness to collaborate, which in fact is urgently needed
in aworld as interdependent as today’s.

The path to follow is not an easy one. The poalitical and economical elites
of most countries are not nearly as affected by the negative consequences of
their actions as is the mgjority of the people. Their interest in the short runis
dominated by different attitudes towards global fairness, justice and even
development, and will be far more inward-oriented than outward-oriented. So
what dominates politics is national crisis management instead of interna-
tional crisis prevention. This means that the political agenda hasto be changed,
a task for which, in democratic political systems, the electorate is fully
responsible, because it is, at least in theory, possible to exchange the elites
and to gain democratic majorities in favour of crisis prevention, implying
institutional fair and just structures, which are therefore more efficient in the
medium and the long run than the existing ones.
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CONCLUSIONS

What is desperately needed is more legitimacy of organizations, a coming
closer to the people represented by them. Furthermore a clear distinction is
necessary between groups of countries and respect for their within-and-
between differences, otherwise organizations will aways remain far from the
people and will lose support day by day. Although every single country is
unique and therefore has to be treated ‘individually’, many countries have the
same or at least similar problems. Therefore awareness of these differences
and of the similarities is badly needed. In fact, NCs do not need credits, they
need grants and help, while DCs need supervised credits and assistance
binding both sides equally, and WCs and ACs need some ‘technical’ assist-
ance and institutions for the smooth operation of business, because it is quite
easy for them to acquire money on ordinary international financial markets.
An appropriate step in reform would be a clear distinction between agencies
dealing with ACs, WCs, DCs and NCs, guided by an overall framework,
being aware of the spillovers of policy measures between countries and
(regional and functional) country groups, and of the different dimensions of
development, as well as organizations that focus on these different dimen-
sions. Thiswould be abig, but necessary step.

To change the institutional paradigm in the ways mentioned above (democ-
racy, partnership, evenness, human development) means correcting a serious
institutional failure of recent decades. It seems that the institutions of the era
post World War 1 are not really appropriate for the needs of the majority of
the world’s population. Thus organizations are not to blame for the whole
mess; institutions are to blame as well. An institution like the *Washington
Consensus seems to be completely misleading and inadequate for the needs
especially of the NCs. More generally, the global institutional framework of
‘trade liberalization’, unaware of criticism, of variable conditions and of the
different dimensions of the developmental process, that has been in power for
the whole period since World War 11, has to be discussed. What seems to be
one step in the right direction is to read the principles of the institutional
system as they were formulated in 1945 once more, and to take them seri-
ously. These principles have not changed since then, but they are read in a
different way today. A global discussion about what is good or bad for al of
us is necessary to correct for misinterpretations.

So far —and maybe for thefirst timein history —it isin our hands to ensure
our very future, afuture of peace, freedom and wealth all over the world, or a
future of inequality and at least partial disorder. Changes will come and there
are two ways to react: either change or being changed, either to some degree
control the direction of change or simply to adapt to it. Thus, while institu-
tions and organizations fail to fulfil the needs of the people, scientists as well
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as policy makers and citizens in countries with the power of global decision
making share the responsibility for changing them. Many steps in the right
direction are needed and every single one can be useful. So let us make a
start.

NOTES

1. These eight goals, general goals for all international organizations somehow linked to the
UN system, are (1) eradicate (!) extreme poverty and hunger; (2) achieve universal primary
education; (3) promot gender equality and empower women,; (4) reduce child mortality; (5)
improve maternal health; (6) combat HIV/AIDS, malaria and other diseases; (7) ensure
environmental sustainability; (8) evolve aglobal partnership for development. Cf. UN, ‘UN
Millennium Developmental Goals'.

2. What is meant by theses changes in relative prices is, for instance, the change in the
distribution of GDP between labour and capital, or the price of raw materials relative to
capital goods or certain services.
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DATA APPENDIX

Data Description and Sources

VEDS (variable of economic development, status): GDP per capita in pur-
chasing power termsin 1998 (in 1990 international dollars); source: Maddison
(2002), appendix C.

VEDCI (variable 1 of economic development, change): average annual growth
rate of GDP per capita (in 1990 international dollars), geometrical mean
during the period 1975-98, per cent; source: Maddison (2002), appendix C,
own calculation.

VEDC?2 (variable 2 of economic development, change): standard deviation of
GDP per capita growth (per cent, annually) during the period 1975-98;
source: Maddison (2002), appendix C, own calculation.

VPDS (variable of political development, status): Freedom House Index (FHI)
of Political and Civil Freedom (two variables yearly; avalue of 1isbest, of 7
worst; given in steps of 0.5), arithmetical mean during the period 1993-8;
source: http://www.freedomhouse.org/research/freeworld/FHSCORES.xls
(Website of Freedom House), own calculation.

VPDC (variable of political development, change): relative change of FHI from
1972—7 to 1993-8 (arithmetica mean of the scores of Political and Civil
Freedom of the years given), measured by the share of actual progress relative
to the maximal possible progress (avalue of 1isbest, of 7 worst); setto 1 if a
country remains at a value of 1 (indicated by italics in the tables below); the
value of FHI 19727 is set to 7 for Angola, Comoros, Cape Verde, Djibouti,
Mozambique, Namibia, Seychelles and Vietnam and to 2.5 for Germany, owing
to a lack of data; source: http://www.freedomhouse.org/research/freeworld/
FHSCORES.xIs (Wehsite of Freedom House), own calculation.

VSDSI1 (variable 1 of social development, status): life expectancy at hirth
1998 (in years); source: World Bank (CD-ROM), UNDP (2000).

VSDS2 (variable 2 of social development, status): adult illiteracy rate 1999
(per cent), for advanced countries (no actual data provided) set to 3 per cent
in 1975 and to 1 per cent in 1999 (indicated by italics in the tables below);
source: UNDP (2001).

VSDS3 (variable 3 of social development, status): women's development
index in 1998/9, composed of the arithmetical mean of the normalized differ-
ences between women's life expectancy and adult illiteracy rate and the
overall values of these variables (the value is taken relative to the minimum
and maximum value of these differences in the sample); adult illiteracy rate
for advanced countries (no actual data provided) set to 3 per cent in 1975 and
to 1 per cent in 1999; source: World Bank (CD-ROM), UNDP (2000), UNDP
(2001), own calculation.
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VSDC1 (variable 1 of social development, change): absolute change in life
expectancy at birth 1975-98 (in years); source: World Bank (CD-ROM),
UNDP (2000), own calculation.

VSDC2 (variable 2 of social development, change): absolute change in adult
illiteracy rate 197599 (per cent), for advanced countries (no actual data
provided) set to 2 per cent (indicated by italics in the tables below); source:
UNDP (2001), own calculation.

VSDC3 (variable 3 of socia development, change): absolute change in the
women’'s development index (VSDS3) from 1975 to 1999 (calculated as
described above); source: World Bank (CD-ROM), UNDP (2000), UNDP
(2001), own calculation.

M ethodology

For cluster analysis the values of these variables were normalized (from O for
the minimum value in the sample to 1 for the maximum value) and weighted:
VEDS, VPDS and VPDC by one-sixth each, VEDC1 and VEDC2 by one-
twelfth each, VSDS1, VSDS2, VSDS3, VSDC1, VSDC2 and VSDC3 by one
eighteenth, so all status and change variables, whether composed or not,
accounted for half of the measurement in each dimension of development,
which are equally weighted by one third each. A total of 106 countries could
be incorporated in the analysis — 16 from Western Europe, four so-called
Western ‘offshoots’ (USA, Canada, Australia, New Zealand), 22 from Latin
America, 28 from Asiaand 36 from Africa— but no transformation countries,
and only afew small countries.
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Table 5A.2 shows, primarily, how much the variability in the sample is
transformed from variability ‘between’ clusters into variability ‘within’ clus-
ters, which is represented by columns (4) and (5); one can easily see that
there are peaks of reduction and therefore especially ‘efficient’ solutions at
the three- and five-cluster levels (the opposite is true especially at the eight-
and two-cluster levels); for example, fusing at the three-cluster level the AC
cluster and the DC cluster transforms 22.6 per cent of variability from ‘be-
tween’ to ‘within’ (which is 92.2 per cent of the remaining variability
‘between’), while at the two-cluster level the integration of the special case,
Gambia, not surprisingly transforms only 1.6 per cent.

Table 5A.2 Technical data of cluster fusion steps

oy ) 3) (4) (5)

12 0.0779 42,5 4.0 3.0

11 0.0810 44.2 3.8 3.0

10 0.0841 45.9 4.8 4.1
9 0.0881 48.1 7.0 6.5
8 0.0943 515 0.1 0.2
7 0.0944 515 8.1 8.6
6 0.1020 55.7 9.4 11.8
5 0.1117 60.9 20.7 323
4 0.1348 735 9.2 25.7
3 0.1473 80.3 226 92.2
2 0.1805 985 16 100.0
1 0.1833 100.0

Notes: (1) number of clusters at the specific step of fusion; (2) total variable variability
‘within’ clusters of the specific step of fusion; (3) percentage of this variability within clusters
relative to the overall variability in the sample (equal to the variability ‘within’ at the one-
cluster level); (4) percentage of the variability transformed into variability within clusters by
the specific step of cluster fusion, relative to the variability of the step of fusion started from;
(5) the same percentage, but relative to the variability left before fusion.



6. Theeffectsof IMF lending and
freedom on the growth performance of
developing countries

Seving Mihci and Hakan Mihci

INTRODUCTION

Neither the inquiry into the causes of the wealth of nations, nor the notion
that institutions affect economic performance, is a new thing for economists.
Towards the end of the eighteenth century, Adam Smith had already stated
that the road to economic prosperity ought to be cleared of interventionist
activities. From classical economists to the ‘old institutionalists', many have
written on the role institutions play in reducing poverty and raising welfare.
For one, Douglass North (1990) has described the connection between insti-
tutions and economic performance. Debate over institutions and economic
outcomes has witnessed considerable controversy as to which institutional
regulations are most conducive to sustainable growth.

The past decade’s renewed interest in growth has yielded a vast literature,
theoretical as well as empirical, concerning the various potential determi-
nants of growth, one which has produced no consensus, of course. In fact,
institutions are particularly important for inducing economic agents to en-
gage in productive activities that augment total output rather than simply
redistributing it among activities. By ‘productive activities', we mean activi-
tiesthat result in such an increase in output as to enhance consumption and/or
investment. The stimulus for engaging productive activities, on the other
hand, could originate in the better functioning of institutions. In this respect,
international institutions play the role of defining the global rules of the
game. This is particularly important for the developing world, where the
(counter-) currents of globalization are more intense.

Alternatively speaking, institutions are supportive of overall welfare to the
extent that individual/national efforts are channeled towards productive ac-
tivities. The most effective institutions are those that also lead people and
nations to be innovative in along-run perspective, so that enduring economic
growth is obtained. Therefore, when the unit of analysis is a developing
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country, growth research should consider institutions and also international
ones.

In distinction from the previous studies in the field, this chapter considers
the effects of the IMF, one of the leading international institutions in the
world, by means of lending, on economic growth through the panel-data
analysis of a sample of 32 developing countries over the period 1980-2001.
In doing so, economic and political freedom indicators are also chosen as
control variables. Hence the chapter is not just limited to discussing the
theoretical aspects of the topic and surveying the literature, but is also an
attempt at performing an empirical analysis.

Amongst all international institutions such as the World Bank, World Trade
Organization, OECD and so on, the International Monetary Fund (IMF) has
played the leading role in global financial affairs and, accordingly, in shaping
the so-called ‘New World Order’. Moreover the impact of the IMF on devel-
oping countries and emerging markets has intensified ever since the debt
crisis of the early 1980s, and especially during the post-Cold War era, starting
with the last decade of the twentieth century. The 44 states represented at the
1944 Bretton Woods conference having now grown to 182, the IMF is now a
quasi-universal financial institution. So now it practically includes almost any
national economy in the world. From, originally being the guardian of the
adjustable peg exchange rate system of Bretton Woods as well as the financier
of the temporary current account deficits of developed countries, the role of
the IMF has now evolved to financier of development, and crisis manager for
the developing world. Consequently economic growth has come to be a
major target of the IMF.

Alongside international institutions, other institutional variables also play
aprominent role vis-a-vislong-run economic success. In this context, various
orders of freedom, such as economic, political or civil, are to be investigated,
together with the different components of human, cultural and legal develop-
ments. The main purpose of this chapter is to test whether the IMF
accomplishes its major goa of economic growth for developing countries.
The method used especially to assess the effect of IMF actions on the eco-
nomic growth of developing member countries has some peculiarities. Total
IMF loans and credits to individual countries, not considered in the previous
studies, are taken as a proxy for IMF actions. Then the impact of total
outstanding IMF credits and loans on the GDP per capita level of developing
countries that use IMF resources is estimated. The estimation equation also
includes indexes of economic and political freedom as control variables.

The chapter is organized in the following way. The next section focuses on
the impact of international institutions, and especially the IMF, on economic
growth. While the changing role of the IMF is being emphasized, previous
studies are also concisely surveyed. The third section reviews the theoretical
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and empirical relationships between various types of freedom and growth.
The fourth section investigates, empirically, the relationship between IMF
lending, freedom and economic growth. The final section is an elaboration of
the chief findings of the study.

IMFAND ECONOMIC GROWTH

Amongst al other international institutions, the IMF has acquired an increas-
ingly prominent role in the New World Order. The Fund was established in
1944 and conceived of as an institution that would maintain the Bretton
Woods adjustable peg exchange rate system and as a financier of temporary
bal ance-of -payments deficits in, especially advanced, countries (Bordo and
James, 2000:4). That system collapsed in 1973. The new system had no need
of the IMF and, the Fund now faced a major crisis of identity. To be more
specific, IMF was criticized for its overconcern about balance of payments
problems and its relative neglect of growth. Thusthe IMF cametoinclude, in
economic programmes, policies to remove structural obstacles before growth
and allocative efficiency (Khan and Sharma, 2001:20). Indeed, according to
its Articles of Agreement, the IMF's goal also included ‘the promotion and
maintenance of high levels of employment and real income and ... the devel-
opment of the productive resources of all members as primary objectives of
economic policy’. Fulfilling this function, the IMF now transformed itself
from a currency-regulation institution into an international organization in-
volved in the national policies of the developing world, particularly after the
onset of the debt crisisin the early 1980s. Further developments, such as the
end of the Cold War era, the subsequent efforts of former socialist economies
to revert to free-market capitalism, the growing income inequalities among
nations with their roots in the new wave of globalization, together with the
recent financial crises suffered by the emerging markets of Mexico and East
Asia, reinforced the shift in the role of the IMF. The IMF thenceforth became
the ‘crisis manager’ as well as ‘development financier’ for the developing
countries (Barro and Lee, 2002:7; Boughton, 1997).

In the process of transformation, the importance of economic growth as a
prime objective has been underlined and expressed by the former managing
director of the Fund himself, in the following words:

Our primary objective is growth. In my view, there is no longer any ambiguity
about this. It is towards growth that our programs and their conditionality are
aimed. It iswith aview toward growth that we carry out our special responsibility
of helping to correct balance of payments disequilibria and, more generally, to
eliminate obstructive macroeconomic imbalances. (Camdessus, 1990:235)
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Today, the Fund has 182 members that are eligible to take out loans. Part of
the loans is taken in relation to the quotas of individual member countries. A
member can draw up to 25 per cent of its quota without any policy negotia-
tion. To draw on more than 25 per cent always requires an arrangement
between the IMF, on the one hand, and the member country, on the other. As
a part of the arrangement, the IMF compels the country in question to adopt
specific policies in order to obtain the loan. That procedure is labelled
‘conditionality’.

There are four main types of IMF arrangements: stand-by arrangements
(SBA), the extended fund facility (EFF), the structural adjustment facility
(SAF) and the enhanced structural adjustment facility (ESAF). The last two
were introduced towards the end of the 1980s, in relation to the changing role
of the IMF, in order to provide longer-term financing at subsidized interest
rates for low-income countries.

The common components of atypical IMF arrangement include (&) secur-
ing sustainable external financing, (b) the adoption of measures to curb
demand, and (c) the implementation of structural reforms. The first compo-
nent determines the magnitude as well as the pace of the necessary adjustment
effort. The terms and the amount of new foreign borrowing for a country
experiencing balance of payments problems are determined at the start of the
programme. The second component covers macroeconomic measures aiming
at restoring and maintaining the equilibrium between aggregate expenditure
and income in the recipient country. The measures in question typically
include tight monetary policy (raising interest rates and reducing credit crea-
tion), fiscal austerity (cutting government expenditures and increasing taxes)
and currency devaluations. The third component focuses on structural re-
forms. Thelatter comprise awide range of policies, such as, trade liberalization,
privatization, pension reform, financial sector reform, tax reform, banking
sector restructuring, price liberalization, strengthening of social safety nets
and labour market reform — all aiming at reducing government-oriented dis-
tortions and other institutional rigidities that are thought to prevent allocative
efficiency and hinder economic growth.

Currently the IMF arrangements are being designed in close cooperation
with the programmes of the World Bank and/or the regional banks. In conse-
guence the conditionality over structural issues of the IMF programmes are
now being linked with the concerns of other international financial institu-
tions (Mussa and Savastano, 1999:23). On the other hand, criticism of
IMF-supported programmes has being growing. The major underlying im-
pulse behind such criticism is the manifest disjunction between the common
components of atypical IMF programme and its goal of high-rate growth, as
well as the ensuing goal of poverty reduction (Stewart and Fitzgerald, 2003).
Raising interest rates, curbing government spending and a host of other
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demand-restricting policies seem to have pushed the objective of growth into
second place. Accordingly the empirical evidence concerning the growth
effect of IMF programmes and credits needs closer scrutiny.

Having said that, we think it is worth taking the time to summarize the
various alternative methods that have been employed in assessing the growth
effect of IMF programmes, together with the main results that have emerged.*
Any research that attempts to measure the effectiveness of IMF programmes
must perforce face the question of the counterfactual, that is, what would
have happened in the absence of any such programme, and just what effects
could be ascribed to the programme, as opposed to other factors.

As a matter of fact, there simply exists no satisfying way of dealing with
this problem. The so-called ‘before-and-after’ approach tacitly assumes that
other things remain constant, which they do not. The ‘with—without’ ap-
proach assumes the possibility of formulating a correct view as to what
would have happened in the absence of an IMF programme. One way of
doing that is to compare countries that have negotiated IMF programmes
with countries that have not. But, then, finding countries that are similar in
every other respect except having participated in a programme turns out to be
a considerable challenge. To overcome this, attempts are to be made to allow
for differences between countries that do and do not have programmes, in
terms of economic conditions and how policies might change. This is what
the ‘generalized estimator evaluation’ approach basically attempts, but the
decision to participate in the programme itself creates significant differences
in the policies pursued in which adjustment takes place, raising yet another
empirical problem. The problem might be overcome by simulating the per-
formance of an individual economy under different sets of policies. That, in
turn, brings out the problem of ‘simulation analysis': the specification of a
model that describes the way in which individual economies function with
some accuracy. But it is highly unlikely that a model would provide an
accurate description of all countries that might turn to the IMF, for the simple
fact that countries differ (Dicks-Mireaux et al., 2000). The ‘case study’ ap-
proach presents yet another alternative, but suffering, in turn, from problems
of generalization.

There are other difficulties in assessing the effects of Fund programmes,
associated with the time period over which effects are detected and the range
of performance indicators that are analysed. Economic indicators might move
in different directions over time and better performance in terms of one
variable might be offset by worse performance in another. In short, the quest
for methodological perfection seems to keep going on as long as the analysis
of the effects of IMF programmes improves. Emphasis may now be given to
empirical studies associated with the growth effect of Fund programmes
using various methodologies.
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While a number of pioneering studies found little connection, Goldstein
and Montiel (1986) argued that IMF programmes had a significantly negative
effect. Simulation tests by Khan and Knight (1982) also estimated that de-
mand-management programmes similar to those supported by the IMF were
bound to have negative short-run effects on growth, while suggesting in
subsequent research that such effects could be further assessed by incorporat-
ing supply-side measures to protect investment (Khan and Knight, 1985).
Conway (1994) finds significant divergence between short- and long-run
effects of IMF programmes over economic growth and investment. Khan
(1990) analyses 259 programmes in 69 countries for the whole period of
1973-88, where both one- and two-year comparisons are used. He concludes
that, while growth rates decline in the programme year, once the time path of
performance evaluation is extended beyond that, adverse growth effects are
diminished. Also Killick (1995) finds aneutral relation with economic growth,
though over alonger period the relation (statistical significance is limited) is
positive.

While Hutchison (2001) discovers a significant negative effect on output
growth over one to two years, Przeworski and Vreeland (2000) suggest that
an enduring negative effect holds vis-a-vis growth. In contradistinction from
Conway (1994), Przeworski and Vreeland (2000:402) argue that countries
that emerge from IMF programmes do not grow faster than they did before or
faster than those countries that never entered a programme. Indeed countries
that never experienced IMF programmes grew the fastest. Similarly Johnson
and Schaefer (1997) investigate the relationship between IMF loans and
economic growth in less-developed countries from 1965 to 1995. It so turns
out that, of the 89 loan recipients, 48 (54 per cent) were no better off in 1995,
as measured by real per capita wealth, than before accepting the very first
loan; 32 of the 48 were poorer; and 14 of the 32 had economies that were at
least 15 per cent smaller than they had been before the first loan.

In arecent work, Barro and Lee (2002) provide instrumental variables for
estimating the effects of IMF lending on economic performance. Instrumen-
tal estimates show that the size of IMF lending is insignificantly related to
economic growth in the contemporaneous five-year period, but has a signifi-
cantly negative effect in the subsequent five years.

On the other hand, Killick et al. (1995) examine the effects of IMF pro-
grammes in 16 countries over the period 1979-85, and they reach the
conclusion that the Fund programmes led to an improvement in the growth
rate. The challenging work of Dicks-Mireaux et al. (2000) deserves attention:
a modified control-group methodology is used to measure the effect of IMF
support on three key variables, including output growth. The sample com-
prises low-income countries’ adjustment programmes supported by the IMF's
enhanced structural adjustment facility (ESAF). Using this approach for only
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the ESAF, the sample reveals statistically significant beneficial effects of IMF
support on output growth.

In summary, over the past two decades there have been a number of
empirical studies attempting to analyse the effects of IMF programmes and
loans on economic growth. The consensus seems to be that output is de-
pressed in the short run as the demand-reducing components of the programmes
dominate. In addition, several studies emphasize an insignificant or signifi-
cantly negative effect of Fund programmes and loans on economic growth,
although there are some exceptions.

Having reviewed the theoretical and empirical connections between IMF
programmes/loans and economic performances of developing countries, we
will, in the following section, focus on the role of institutions, and in particu-
lar economic and political freedom in the growth process.

FREEDOM AND ECONOMIC GROWTH

The last decade or so has witnessed the resurgence and proliferation of
research on the principal determinants of economic growth. Beyond physical
determinants, several countries of the world have promoted various types of
freedom as a means of achieving long-run economic success. Economic,
political and civil freedoms are concerned whenever economists refer to the
‘institutions’ of an economy, and the trend towards increased freedom sug-
gests that ‘proper’ institutions are crucia determinants of, or prerequisites
for, economic growth in particular, and devel opment in general. The question
is whether freedoms influence aggregate economic performance of a country
indirectly, through an impact on investment, or directly, through an effect on
total productivity, or both.

If freedoms mainly induce investment, they should affect economic growth
indirectly via the investment channel. Besley (1995) presents three possible
explanations for a positive relation between institutions and investment. First,
ensured property rights as a part of economic freedom may protect the
outcomes of investment from expropriation by economic agents such as the
state or other individuals. Second, proper institutions ruling the financial
markets could regulate contractual arrangements that are necessary to support
investment. Third, economic and political freedom could facilitate transac-
tions among economic agents, augmenting the gains from trade and, hence,
increasing the potential return to investment.

An alternative channel through which institutions might influence eco-
nomic growth is changes in the aggregate production function. Alternatively
speaking, differencesin level of economic and political freedom might cause
alteration in productive efficiency across countries. The ideais that countries
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with abundant resources could nonetheless obtain a low welfare level due to
the absence of economic freedom to carry out a system of efficient resource
alocation. In this context, the argument that institutions affect total factor
productivity could be tied to the level of technology specified as ‘A’ in the
neoclassical growth model, hence, making the latter a function of institutions.

The institutions—growth relationship has been considered in several empiri-
cal studies of cross-country growth, but in such analyses avariety of institutional
variables have been utilized without, however, closely scrutinizing the channels
through which they affect economic growth. Barro (1991) finds that a different
measure of political instability is negatively related to investment and eco-
nomic growth. The existence of the same relation has later been confirmed by
the empirical study conducted by Alesina et a. (1992). On the other hand,
Vorhies and Glahe (1988) find a positive but statistically not-so-strong relation
between political freedom and alternative measures of social development.
Keefer and Knack (1995) use measures of property rights that are found to be
positively associated with investment and growth. In their semina work on
growth empirics, Kormendi and Meguire (1985) attempt to test for an effect of
civil liberties on economic performance and investment. They show evidence
that civil liberties have a marginal effect on growth and a significant effect on
investment for their sample of 47 countries over the period 1950-77. Similarly,
and more recently, Levine and Renelt (1992) find that civil liberties play arole
in explaining cross-country variation in investment.

On the other hand, Scully (1988) concentrates exclusively on the role of
freedoms in economic development. For a sample of 115 economies over the
years 1960-80, Scully presents strong evidence of a positive relationship
between institutional variables and economic growth. For institutional vari-
ables, the author takes the level of economic freedom, civil liberties and
political freedom. A decade later, Dawson (1998) studied the alternative
channels through which institutions affect growth, and focused on the empiri-
cal relations between institutions, investment and economic growth by using
panel data analysis. The main findings of the study indicate that institutions
have a positive effect on growth; economic freedom influences growth through
both a direct effect on total factor productivity and an indirect effect on
investment, and political and civil liberties may stimulate investment.

In analysing cultural and institutional determinants of economic growth for
90 countries during the period 1968-87, Abrams and Lewis (1995) find that
political, economic and individual freedoms statistically determine economic
growth. Using a ranking of economic freedom constructed by Scully and
Slottje (1991), Vanssay and Spindler (1994) have found a positive relation-
ship between economic growth and the specific measure of economic freedom.
In fact, Scully and Slottje (1991:137) had also pointed out the same positive
association in their own study. De Haan and Siermann (1998) have applied
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the extreme-bound analysis using all variants of the Scully—Slottje index. The
finding is that the connection between economic freedom and economic
growth depends upon the specific measure that is used: for some variants of
the Scully—Slottje index of economic freedom there appears to be a robust
direct relationship, while for others no such relationship exists.

Torstensson (1994) also analyses the impact of economic freedom on
growth performance, using data for the period of 1975-85 and covering 68
countries. Here the degree of state ownership does not seem to affect growth
rates. Arbitrary seizure of property, however, affects growth negatively. Nel-
son and Singh (1998) use economic freedom as a control variable in their
own model of the relationship between economic growth and political free-
dom. The study refers to the 1970-89 period and includes 67 developing
countries. The conclusion is that economic freedom exercises a significantly
positive effect on economic growth.

After analysing the robustness of the relationship between freedom and
growth, De Haan and Sturm (2000) come to the conclusion that more eco-
nomic freedom fosters economic growth, with the level of freedom not being
related to growth. By decomposing the overall Gwartney index into sub-
categories, Carlsson and Lundstrom (2001) investigate what are the specific
types of economic freedom measures that are important for growth. The
results show that a number of economic freedom measures have a significant
and sizable effect on growth. This does not, however, mean that increasing
economic freedom in general increases growth, since some of the categories
are insignificant, and also since some of the significant variables have a
negative effect on growth.

Asaresult of the above, one could infer that the different types of freedom
considered under the label of institutions seem to have a considerable impact
on economic growth and that they should be investigated with care in the
context of the ‘engines’ of growth.

MODELLING AND ESTIMATING THE RELATIONSHIPS
BETWEEN IMF LENDING, FREEDOM AND ECONOMIC
GROWTH

In this section, first the model used in the estimation process is presented and
then estimation results are given.

Model Specification

On the basis of the influential works of Kormendi and Meguire (1985) and
Levine and Renelt (1992), the basic theoretical framework used for the analy-
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sis of growth in this chapter relies upon the assumption that the explanatory
variables are entered linearly into the growth regression. For the reason that
the main aim of this chapter is to evaluate the effect of the amount of IMF
credits and loans, rather than the effect of changes, or growth of credits and
loans on growth indicators, the level of IMF credits and loans is taken as
explanatory variable. Also, on the basis of the fact that the economic and
political freedom variables in particular, as described in the following sec-
tions and the appendix, are not continuous variables and simply take on the
discrete values from zero to seven, growth rates and logarithmic forms are
not preferred in estimation models. In this context, since all explanatory
variables are in the level form, we intentionally confine ourselves to analys-
ing the impacts on per capitareal income rather than on the rates of growth.?
Alternatively speaking, we are assuming that the level of real per capita
income is a linear function of the explanatory variables. Accordingly we
estimate the following equation in order to test the effects on economic
growth indicators of IMF credits and loans, together with other control vari-
ables:

GDPPC = 0 + B1INVPC + B2 CRDPC + B3 EF + B4 PF + 85 DUM (90),

where GDPPC represents the economic growth indicator and is defined as
GDP per capitain dollar terms.

INVPC refers to investment per capita in dollar terms. Instead of the
capital-abour ratio as the determinant of GDP per capita, investment per
capitais preferred, because of the difficulties involved in finding the neces-
sary capital stock statistics for various countries. Additionally, if we consider
the positive relation between saving rate and GDP per capita in the steady-
state conditions of neoclassical growth models, the saving—investment relation
makes investment per capita a preferable explanatory variable in the GDP per
capita equation. However there can be bidirectional causality between GDP
per capita and investment per capita; in other words, high GDP per capita
may lead to more investment per capita. Therefore the GDP per capita equa-
tion is estimated with and without an investment per capita variable, in order
to control the estimation problems likely to occur in the case of reverse
causality between investment per capita and GDP per capita, besides the
other purposes of separating the effect of all other explanatory variables on
GDP per capita through the investment channel.

CRDPC corresponds to total IMF credits and loans per capita in specia
drawing rights (SDR) terms, as proxies of IMF action as an international
institution. EF and PF refer, respectively, to economic and political free-
dom indexes. Finally, DUM (90) is the dummy variable for the period after
1990.
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The data set for estimations is a panel of 32 countries and 22 years (1980—
2001). The countries in question have been chosen from among the IMF
member developing countries apropos the frequency of their involvement in
IMF-supported adjustment programmes. Hence countries with most frequent
engagement in adjustment programmes with the IMF are considered. These are
the developing countries that use Fund resources repeatedly. Although there
may have occurred selection biases due to leaving out of consideration certain
countries that have taken IMF credits, we have nonetheless tried to include a
sufficient number of casesto represent the whole. The preferred analysis period
is1980-2001, during which the role of the IMF was modified and an increased
number of IMF-supported structural programmes were observed.

Estimation and Results

In the basic estimation equation, the dependent variable is GDP per capita
and one of the exogenous variables is the IMF credits per capita. However
one might well argue that IMF credits per capita is an endogenous variable.
To be more exact, the amount of IMF credits per capita could be dependent
on GDP per capita volume: when GDP per capita rises, IMF credits per
capita may fall. To elucidate the direction of causality between GDP per
capitaand IMF credits per capita, a Granger causality test (Madalla, 1992:393—
4) isrun for the two variables. The result is that, in a Granger sense, GDP per
capita does not cause IMF credits.® Therefore one finds inadequate evidence
of IMF credits per capita being endogenous. Accordingly the preferred en-
dogenous variable in al regressions is GDP per capita. Basically, panel data
methods of pooled regressions and fixed-effect models are performed in all
regressions. We have preferred to provide the results of both models to get
thick modelling with more robust results. In other words, various possible
model results are considered to see whether the significance, size and sign of
the coefficients change or not under different modellings. Also sensitivity
analysis is applied in order to separate the individual effects of variables.
Various estimations are also run for different income groups of countries, in
order to identify the income-level effect on the relationship between growth
indicators and IMF credits variables and economic and political freedom
variables.

Fixed-effects specification is mainly used to account for time-invariant
unobservable heterogeneity that is potentially correlated with the dependent
variable. Thus we also expect to get rid of omitted variable problems in the
regression, capturing the idiosyncratic factors that might have affected GDP
per capita. Table 6.1 presents the results of pooled regression for all years.

The first equation was estimated with full variables and data set with
pooled OLS method. Regression results suggest that per capita investment,
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per capita credits and dummy variable for the period after 1990 are statisti-
cally significant explanatory variables. The sign of the coefficient for
investment variable is positive as expected, and negative for credit variable.
The signs indicate that there is a positive relation between investment per
capita and GDP per capita and a negative impact of IMF credits on GDP per
capita for the whole group of countries. The positive sign for the dummy
variable suggests that, after 1990, other effects, most likely the end of the
Cold War era, and the ensuing reorganization efforts of the world order not
considered in our equation, have produced a positive effect on GDP per
capita. The statistical insignificance of economic and political freedom vari-
ables as indicated by the regression results with low t-ratios means that such
factors do not have any effect on GDP per capita for our group of countries
and choice of the period. The AR (1) term isincluded in the equation because
of the detected autocorrelation problem.* The AR (1) term turns out to be
highly significant in the regression results.

In order to differentiate the effect of IMF credits, economic freedom and
political freedom on investment and/or on productivity gains, we have esti-
mated yet another equation without the investment variable. If the main
channel through which IMF credits, economic freedom and political freedom
affect growth is the volume of investment, then the coefficients of CRDPC,
EF and PF would be expected to vary in a substantial way, whenever invest-
ment is excluded as an explanatory variable.> The results of this regression
are given in Table 6.1 as the second equation. According to the regression
results, besides the credit variable, economic freedom also becomes a statisti-
cally significant variable for the equation estimates. However the credit variable
has a negative sign with alarger coefficient, in contrast to the positive sign of
the coefficient of economic freedom variable.

When investment per capita is not included in the equation, the whole
impact of explanatory variables on GDP per capita through investment and
productivity channels becomes observable. In this context, the significance of
the economic freedom variable in this equation with a positive coefficient can
be interpreted as the positive effect of economic freedom on GDP per capita
via the investment channel. Similarly the negative coefficient for credit per
capita again shows that the overal effect of credit variable on economic
growth indicator is negative via either productivity or investment channels.
Additionally, since the sign and significance of credit variable does not change
in the estimation results without investment variable, it can be concluded that
likely bidirectional causality between investment per capita and GDP per
capita does not create significant bias in the estimation results.

Finally the dummy variable representing the 1990s and the AR (1) term
are, with positive coefficients, statistically significant terms in the results of
the regression in contradistinction once again from the insignificance of
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political freedom index variable, indicating the non-existence of impact on
investment through political freedom.

These results can be confirmed by estimating the investment equation
with the same explanatory variables as in the GDP per capita equation. The
coefficient of CRDPC is insignificant with a negative sign, whereas the
economic freedom variable has a significant positive sign. The political
freedom variable turns out, once again, to be an insignificant explanatory
variable in the investment per capita equation. The results are consistent
with the estimation results of GDP per capita equation without the invest-
ment term, indicating that economic freedom has a positive impact on
investment per capita, while the negative impact of IMF credits on invest-
ment is rather negligible.®

The third and fourth regression estimates are performed through dividing
countries according to their levels of income. The demarcation line of income
level in grouping the countries is set to be where IMF credits per capita turn
insignificant in the GDP per capita equation of the pooled regression. The
demarcation line is $1400US per capita income. The result of the structural
break test also indicates that there exists a structural break at that per capita
income level.” Accordingly the third regression makes use of al variables,
and the cross-section units are countries with average per capitaincome level
of under $1400US (low-income countries) for the period between 1980 and
2001.8 Regression results are not very different from those obtained in the
first equation estimates. The only divergence is the low t-ratio; in other
words, in the statistical insignificance of the dummy variable representing the
1990s. That might mean that the reorganization of the world order in the
1990s does not create much of a positive impact on the per capita income
level of low-income countries.

The fourth regression is estimated with the same variables as in the third
regression. But, the set of data belongs to countries having per capitaincome
levels of over $1400US (middle-income countries).® As expected, for this
group of countries, the basic difference in the regression results appears in
the significance of the IMF credits variable, which emerges as statistically
insignificant although it still carries a negative sign. The investment variable
isstill significant with a positive sign, while political and economic freedoms
are insignificant as explanatory variables. In line with the findings above, one
could argue that income levels of countries are crucial apropos the significant
negative effect of IMF credits on growth indicators.

Besides the income level, other idiosyncratic differences among countries
could have influenced growth indicators, as well as other variables that effect
growth.'® Hence we have also estimated fixed-effect models for our group of
countries with the same variables used as in our previous estimation, to
capture the variation in the intercept term, assuming that idiosyncratic factors
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are constant over time. The fixed-effect estimation results are given in Table
6.2.

The fixed-effect model regression with all countries and with full variables
yields similar results and estimates with pooled regression with the same data
and variables. Results of thisfirst estimation under the fixed-effect model are
given in the fifth equation (Table 6.2). Again investment per capita, IMF
credits per capita and the dummy term for the 1990s are statistically signifi-
cant explanatory variables for GDP per capita in the fixed model. While the
investment and the dummy variables have positive coefficients, the IMF
credit has once more a negative coefficient. Nonetheless the significance
level of the credits variable has now declined to approximately the 10 per
cent level. Overall the main difference is found in the significance of the
economic freedom variable. In the fixed-effect model, the economic freedom
index becomes the significant explanatory variable for GDP per capitafor the
10 per cent level. This means that, by using the fixed-effect model in the
estimation process, the explanatory power of the estimation increases and
economic freedom also becomes a significant variable in explaining GDP per
capitain the full variables model.

As anext step, the GDP per capita equation is estimated without including
the investment per capita term by means of a fixed-effect model (sixth equa-
tion). According to the regression results, there is no difference in terms of
significance and coefficient signs of variables. However the significance level
and coefficient values of both IMF credit and economic freedom variables
have increased. That means that both IMF credits and economic freedom
have an effect on investment per capita. However the overall effect of IMF
creditsis still negative and, of economic freedom, positive, as evinced by the
unchanged signs of coefficients. Besides, the significance level of the politi-
cal freedom index increases, though still remaining insignificant.'* The
increased significance level with a negative sign may indicate the positive
impact of political freedom on investment level since the level of political
freedom increases for lower values of the index.*?

In order to confirm the results obtained from the equation estimates with-
out the investment term, an investment equation is estimated with all the
explanatory variables in GDP per capita regression. CRDPC, EF and PF all
turn out to be significant variables in the investment equation. Except for the
EF variable, these variables have negative coefficients, confirming once more
the negative effect of IMF credits and the positive effect of political freedom
on investment per capita.'®

The last step in our estimations is realized by dividing countries into two
groups. The seventh equation is estimated for all of the variables with the
group of countries having per capitaincomes of under $1400US. Estimation
results suggest some differences from previous estimations. While invest-
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ment per capita and IMF credits per capita are significant explanatory vari-
ables for GDP per capita, the economic freedom index and the dummy for the
1990s are no longer significant variables in the GDP per capita equation for
the countries with GDP per capita of lower than $1400US. Once again, IMF
credit per capita has a negative-sign coefficient besides the positive-sign
coefficient of investment per capita and of economic freedom variable.*
These results are similar to the pooled regression results (Table 6.1). When
the same equation is estimated, excepting the investment term for the same
group of countries, again the economic freedom and credits variables become
significant with unchanged signs, indicating once more that economic free-
dom and IMF credits especially have an effect on GDP per capita via the
investment channel in the case of low-income countries.'

The last estimation is realized with the cross section of countries having a
per capita income level of more than $1400US. Estimation results of the
eighth equation have some peculiarities. Thisisthe first time that IMF credits
per capita have a positive-signed coefficient in the GNP per capita equation
estimates, though it is statistically insignificant. It means that IMF credits per
capita does not have a negative influence on the GDP per capita level of
middle-income countries. In line with the estimation results previously pre-
sented, other variables such as investment per capita, the economic freedom
index and the dummy variable for the 1990s are, as expected, significant
explanatory variables with positive coefficients, excepting political freedom.
When the same estimation is repeated without including the investment term,
credits again become a significant variable with a negative sign.* This shows
that the overall impact of IMF credits on GDP per capita is negative, espe-
cially with the investment channel for the middle-income group of countries,
while the effect on productivity is not certain.*’

Review of Estimation Results

Summarizing now the overall results, the first point to note is that investment
per capita is the significant explanatory variable for the GDP per capita
equation in all cases. It has a positive coefficient in all the equations, indicat-
ing that there exists a positive relation between GDP per capitaand investment
per capita for the developing countries in the sample.

In most of the cases, IMF credits per capita variables turn out to have
negative-signed coefficients for the GDP per capita equation estimates. That
result is especially powerful in the case of low-income countries, owing to
the positive coefficient of IMF credits variable in the eighth equation of GDP
per capita for middle-income countries. Therefore the overall estimation
results suggest that IMF credits have had a negative effect on GDP per capita
in low-income countries. In addition to that, when the investment per capita
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variable is not included in the equations, IMF credit coefficients change
slightly, to become significant with negative coefficients in al the specifica-
tions and for all country groups. This indicates that the overall effect of IMF
credits on GDP per capitais negative especially viainvestment channel in all
countries.

The conclusion on the impact of economic freedom on GDP per capitais
that it has a positive effect overall in our sample of countries, although this
result is not supported by the pooled regression, where the heterogeneity
among countries originating from idiosyncratic differencesis not considered.
The effective channel of economic freedom on GDP per capita is the invest-
ment channel, as observed by the changing amount and significance level of
the economic freedom coefficient in the equation estimates without the in-
vestment per capita term.

The political freedom variable never becomes significant in the equation
estimates, thus indicating that political freedom is not asignificant variablein
explaining the GDP per capitalevels of developing countries frequently using
Fund credits and loans. The dummy variable representing the 1990s is a
significant term in most of the GDP per capita estimation equations, with the
exception of the low-income countries estimation. That could be taken to
imply the ineffectiveness of the end of the Cold War era and the New World
Order asimplied by globalization movements on the per capita GDP level of
low-income countries, in contradistinction from its positive influence on
middle-income countries growth performance.

CONCLUSION

In conjunction with the recent globalization movements, the role of the
international organizations in the world arena has been re-examined and
gained weight. Among others, the IMF stands out as one of the most promi-
nent international organizations. Through stand-by arrangements and ensuing
credits and loans, fostering economic growth in member countries is one of
the main targets of IMF actions. This chapter has attempted to test whether
the IMF has proved able of accomplishing its goal. In distinction from the
preceding studies, the amount of IMF credits and loans is employed as a
proxy for IMF actions.

Estimation results indicate that the volume of IMF credits does not have a
positive impact on the GDP per capita level of developing countries resorting
heavily to IMF funds. Despite some methodological differences, the results
of the current study are similar to those of the preceding empirical works.
Additionally, according to estimation results, the overall effect of IMF credits
on GDP per capita is negative for every group of countries, although the
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negative effect is stronger in the case of low-income countries. The effective
channel of creditsisthat of investment, whileits effect through the productiv-
ity channel in middle-income countriesis rather dubious.

In our view, the negative effect through the investment channel is the
outcome of demand straining |M F-supported adjustment programmes condi-
tional on IMF credit and loan allowances. The productivity effect may not be
negative, even positive because of increasing efficiency in resource allocation
resulting from adjustment policies. The changing coefficient signs and sig-
nificance for credits variable in the middle-income countries equation estimates
with and without investment term can highlight such a productivity effect.

The results obtained about the impacts of IMF credits and loans can be
interpreted as short-run effects for the reason that only the contemporaneous
values of regressors areincluded in estimation equations. To analyse long-run
effect, lagged values of credits variable should be included in estimation
equations. Analysing long-run effects can be an enlightening approach in
terms of evaluating the impacts of IMF loans and credits. When attention is
turned to the indexes of freedom, it is clear that economic freedom has
unambiguous effects on the level of GDP per capita. The effect is more
obvious in the case of middle-income countries, indicating that economic
freedom grows more and more critical as income level is increased. It is
possible that economic freedom levels of low-income countries are so low
that changes in economic freedom do not even create a significant effect until
a threshold is reached. In other words, improvements in economic freedom
would become effective only above some threshold level. Hence it is evident
that further research to investigate the relationship between economic free-
dom and growth for different income levelsis needed.

Furthermore political freedom does not seem to have any impact on growth
process in our sample of developing countries. That result is not consistent
with previous studies. Inconsistency might originate in the variations in time
periods and the panel of countries. The results should be interpreted while
always keeping in mind that the panel of countries considered in this chapter
consists of developing countries that attain Fund credits and loans on a
repeated basis. Moreover results of the estimations suggest that the New
World Order of the 1990s has created a positive impact in favour of the
growth processes of middle-income countries, while not having had a signifi-
cant impact on the low-income groups in the panel of countries.

Finally, as an international institution, the IMF does not seem to be playing
arole in the improvement of the welfare levels of developing countries by
means of providing loans and credits. Consequently one could argue that the
IMF does not quite fulfil its fundamental goal as an international institution.
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NOTES

1. For amore comprehensive summary of the literature and a more detailed critical analysis
of the aternative methodologies, see Killick (1995) and Ul Hague and Khan (1998).

2. Specification criterialike AIC and adjusted R? all favoured the level of GDP per capitain
contrast to the GDP per capita growth rate as dependent variable. While the adjusted R? is
0.98 in the level estimation, it is 0.14 in the rate of growth estimation.

3. Theregressionis:

CRDPC=—0.3945 + 1.24CRDPC(~1) — 0.31CRDPC(-2) — 0.0012GDPPC(-1) + 0.003GDPPC(-2)
(-0.33) (9.5 (-2.5) (-0.49) (1.07)

with t-statistics in parentheses. According to the values of t-statistics, the lagged GDPPC

variables are not significant. For detailed information on Granger causality tests, see

Madalla (1992:393-4).

4. DW and LM test results of the regression without AR (1) term show that there is an
autocorrelation problem in the estimation process.

5. However the high correlation among the explanatory variables CRDPC, INVPC, EF and
PF may cause a multicollinearity problem in the estimation process. In order to detect the
severity of multicollinearity in our data, the variance inflation factors for CRDPC, EF and
PF are computed. Since the variance inflation factors (Madalla, 1992:274) are not greater
than 10 (Neter et a., 1989:ch. 11), it is to be concluded that there exists no severe
multicollinearity problem in the data.

6. Theregressionis:

INVPC= -58.75 — 0.645CRDPC + 65EF — 5.9PF+ other variables
(-0.4) (-0.98) (354) (-1.38) R2=0.92 DW=2.01
with t-statistics in parentheses.

7. According to Chow-test result, F value is equal to 3.9; that is, greater than the critical level
of 2.64.

8. Twenty countries within the whole group have per capitaincome levels of below $1400US.
For the list of the low-income developing countries, see Appendix 2.

9. Twelve of the whole group of countries have per capitaincome level above $1400US. For
the list of middle-income developing countries, see Appendix 2.

10. Also the F-test results support the heterogeneity among the group of countries. The F-
value is equal to 36.03, and this value is large enough (the critical value for 5 per cent
being equal to 1.46) to reject the null hypothesis of homogeneity.

11. Political freedom index becomes significant at the 15 per cent level.

12. For details, see Appendix 1.

13. Theregressionis:

INVPC= -1.16CRDPC + 6916EF — 10.4 PF+ other variables

(-3.89) (6.09) (-2.02
The constant terms in the fixed effect model are not given; t-statistics are in parentheses;
R?=0.92, DW= 1.87.

14. Although the random-effect model is not preferred because of the time-invariance as-
sumption of country-specific effects, random-effect model estimations do still provide
significant negative-signed coefficients of the IMF credits variable for the group of coun-
tries with lower per capita incomes than $1400US. Also the random-effect model is not
preferred for the simple reason that autocorrelation problems cannot be eliminated in any
specification of random effect model estimations.

15. These results are verified by the investment per capita equation estimates with the same

explanatory variables in the GDP per capita equation.
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16. Seenote 14.

17. Although random-effect model estimation is not preferred because of the persistent
autocorrelation problem, it suggests similar estimation results to the fixed-effect model.
IMF credits do not have a positive effect on GDP per capita for, especially, low-income
countries. The only significant variable in the GDP per capita eguation is economic
freedom.
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APPENDICES

Appendix 1 Definitions and Data Sour ces

Gross domestic product per capita (GDPPC)

GDP in current prices is converted into dollar terms using market exchange
rates. These values are divided by mid-year population figures to obtain
GDPPC. Data are retrieved from International Financial Statistics (IFS) CD-
ROM.

I nvestment per capita (INVPC)

Gross fixed capital formation values in national currency units are converted
into dollar terms using market exchange rates and then divided by mid-year
population figures. Data are retrieved from International Financial Statistics
(IFS) CD-ROM.

IMF creditsand loans per capita (CRDPC)

CRDPC corresponds to ‘Total Fund Credits and Loans Outstanding’, which
relates to the use of Fund resources under GRA (General Resources Ac-
count), and to outstanding loans under SAF, ESAF and Trust Fund. Mid-year
year population figures are used to obtain per capita values. Data are re-
trieved from International Financial Statistics (IFS) CD-ROM.

Economic freedom (EF)

In the chapter, the economic freedom index in Gwartney et al. (2001) is used.
It is the most extensive measure available in terms of its coverage of coun-
tries, time and attributes of freedom. The Gwartney index is based on a
number of quantifiable measures relating to the various dimensions of eco-
nomic freedom. Seven subgroups of variables, relating to the size of
government, the structure of the economy, freedom to trade, freedom to use
alternative currencies, legal structure of private ownership and others, mon-
etary policy and price stability, and freedom of exchange in capital markets,
are all aggregated into one comprehensive index. Countries were given scores
ranging from 1 to 10, where 10 indicate the highest level of economic
freedom. The comprehensive index emphasizes the two fundamental goals of
the government. The first is to provide an infrastructure for the operation of a
market economy, which includes secure property rights, enforcement of con-
tracts and stable monetary regimes, among other things. Secondly, the
government should provide a few selected goods, which have characteristics
that make them difficult for private business to provide; that is to say, public
goods such as national defence, education, police and environmental protec-
tion. Consequently the definition of economic freedom in Gwartney et al.
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(2001) is strict, based on a libertarian concept of freedom, and can be dis-
puted. Without getting involved in such disputes, however, we assume that
thisindex is a good measure of economic freedom.

Political freedom (PF)

The chapter uses the political rights index published by Freedom House
(2002). Since its inception in the 1970s, Freedom House's ‘ Freedom in the
World' survey has provided annual evaluation of political rights and civil
liberties throughout the world. The survey attempts to judge all countries and
territories by a single standard, emphasizing the importance of freedom and
democracy. The survey evaluates a country’s freedom by analysing its record
in two areas: political rights and civil liberties. A country grants its citizens
political rights when it permits them to form political parties that represent a
significant range of voter choice and whose leaders can openly compete for
and be elected to positions of power in government. The survey rates each
country on a seven-point scale for political rights, 1 representing the most
free and 7 the least free. Thus, the level of political freedom increases for
lower values of the political rights index and vice versa.

Appendix 2 Developing Countries|Included in Data Set

Middle-income developing countries: Argentina, Brazil, Costa Rica, Domini-
can Republic, Ecuador, Gabon, Jamaica, Mexico, Panama, Peru, Turkey,
Uruguay.

Low-income devel oping countries: Bangladesh, Bolivia, Cote d' Ivoire, Egypt,
Arab Republic, El Salvador, Honduras, Kenya, Madagascar, Malawi, Mali,
Morocco, Nepal, Niger, Pakistan, Philippines, Senegal, Sierra Leone, Sri
Lanka, Togo, Zambia.
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7. WTO membership: what doesit do for
growth and poverty?

David Sapsford, V.N. Balasubramanyam and
Stephan Pfaffenzeller

INTRODUCTION

Surprisingly little, if indeed anything, is known about the economic benefits
that have accrued to countries as a result of their membership of the World
Trade Organization (WTO hereafter), or indeed membership of its predeces-
sor the General Agreement on Tariffs and Trade (GATT). This is especially
surprising given the enthusiasm and vigour with which numerous countries,
including Taiwan, have recently sought membership to either or both of these
multilateral organizations. Our objective in this chapter is to shed some light
upon the magnitude of the economic benefits that actual and aspiring member
countries might reasonably expect to receive as a consequence of their mem-
bership of the WTO. In order to achieve this objective we examine the
historical evidence relating to the experiences of a sample of countries as a
consequence of their earlier decision to participate in the system of multilat-
eral tariff reduction through their participation in the GATT. Although our
themeis concerned with the role of international institutionsin the alleviation
of poverty, this chapter directs its attention solely to the influence which
membership exerts on economic growth performance, on the grounds that, if
there is one thing that the wealth of available evidence tells us, it is that an
improvement in growth performance is typicaly, if not invariably, a neces-
sary (but by no means sufficient) prerequisite for progress in alleviation of
poverty. In short, the present chapter focuses on what may be thought of as
thefirst link in the poverty alleviation chain.

The chapter is organized as follows. The next section sets the context for
what follows by providing an overview of current thinking regarding the
potential economic benefits of tariff reductions, while the third section ex-
plores a number of issues relating specifically to membership of the WTO.
The fourth section describes the framework within which the potential eco-
nomic benefits of reductionsin tariff and non-tariff barriers may be evaluated,
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while the fifth section reports our findings and discusses their implications. A
final section summarizes our main conclusions and suggests directions in
which further research might proceed.

TARIFF REDUCTION: THE ECONOMIC CASE

The foundations of the economic theory of international trade were laid by
Adam Smith (1723-90) in The Wealth of Nations (1776). Smith’'s analysis of
division of labour iswell known and to alarge extent he saw the phenomenon
of international trade as a logical extension of this process, with particular
regions or countries (rather than particular individuals) specializing in the
production of particular commodities. Smith’s view is clearly demonstrated
by the following quotation:

It is the maxim of every prudent master of a family, never to attempt to make at
home what it will cost him more to make than buy... What is prudence in the
conduct of every private family, can scarce be folly in that of a great kingdom. If a
foreign country can supply us with a commodity cheaper than we ourselves can
make it, better buy of them with some part of the produce of our own industry,
employed in away in which we have some advantage. (1776:424)

Thus, according to Smith, countries do (and should) engage in trade with one
another in order to acquire goods more cheaply than they could produce them
domestically, paying for them with some proportion of the output that they
produce domestically by specializing according to their own ‘advantage’.
Central to this view isthe notion that relative prices determine trade patterns,
with countries buying abroad when foreign prices are below domestic ones.
This widely cited quotation from Adam Smith captures with elegance and
precision what remains to this day the central tenet of trade theory: namely
that specialization provides countries with the opportunity to reap economic
benefitsin the form of increased consumption of goods and services (equated
with increased economic welfare) for given resource endowments. However
the case is usually demonstrated with respect to the two polar cases: autarky
on the one hand and unfettered free trade on the other. The real world of
international economic relations is, however, a very different place from the
world inhabited by trade theorists, with few, if any, genuine cases of either
autarky or totally unrestricted free trade existing in either the present or the
past. In practice, and especialy so in policy-making circles, the trade theo-
rist’s battle cry of ‘free trade forever’ has been modified to the somewhat
diluted declaration that any move towards a ‘ freer’ world trading system isto
be welcomed in that it will result in potential consumption (welfare) gains to
participating countries. Notwithstanding the fact that this scenario differs
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markedly from the comparison between autarky and totally free trade which
lies at heart of the theorist’s analysis, surprisingly little is actually known
about the existence, let alone the magnitude, of potential benefits from mov-
ing closer towards the polar case of free trade.

Our purpose in this chapter is to explore the economic benefits that have
accrued to countries as a result of their decision to seek to move further
towards free trade by participating in the GATT/WTO system as a means of
achieving reductions (if not the complete removal) of tariff and other non-
tariff barriers. In other words, we seek to focus not on the potential benefitsto
countries of moving from the polar case of autarky to the other extreme of
completely free trade (the case so beloved by trade theorists) but rather upon
those economic benefits which arise in the more important practical case of a
movement further along the line joining the polar cases, as the situation faced
by a country when contemplating whether or not to apply for membership of
the WTO.

For the purpose of the current chapter we confine our attention, in the
interests of simplicity, to the consequences of membership for real output and
its growth. Although thisis clearly arestrictive view it is nonethel ess useful
in the sense that increased real output may be reasonably seen as providing a
necessary, but by no means sufficient, condition for the achievement of other
benefits, including poverty reduction.

WTO: CLUB RULES

John Kay, writing in the Financial Times, observed, ‘ Twenty years ago, few
people could have told you that the initials GATT stand for the General
Agreement on Tariffs and Trade. Today its successor, the World Trade Or-
ganisation, is front page news' (Financial Times, 8 October 2003).

It is unfortunate that the WTO should be front-page news mostly because
of its image as a club of the rich countries dedicated to promoting their
interests. Admittedly the organization has its faults; it has been less than
successful in persuading the rich countries to lower if not eliminate subsidies
to agriculture, provide increased market access to labour-intensive exports of
developing countries and in general promote level playing fields in trade
policy. But there is also much to commend the GATT and its successor, the
WTO. The organization has been instrumental in lowering tariff protection, a
major factor in the impressive growth in world trade. The Uruguay Round
negotiations (1986-94), perhaps the most comprehensive of all the eight
negotiating rounds since the establishment of the GATT in 1947, successfully
reduced the weighted average tariffs of industrial countries from 6.4 per cent
to 4 per cent. This compares with a weighted average tariff of 35 per cent



164 Particular international institutions and poverty

before the GATT was created. The Uruguay Round also integrated agricul-
tural trade, trade-related intellectual property rights and textiles and clothing
into the WTO.

It can be argued, though, that it is difficult to establish a causal connection
between the tariff reductions and growth in trade or, more precisely, a rela-
tionship between membership of the WTO and trade prospects. Indeed it has
been argued by one analyst that countries outside the WTO appear to have
performed as well as the members of the organization in world trade (Rose,
2004). This sort of a conclusion based on econometric exercises with all their
attendant problems of data and methodology seems to miss the point. Mem-
bers of the organization may or may not have fared any better in world trade
than non-members, but the difficult counterfactual is whether they would
have been worse off without membership. Much more to the point, it should
be recognized that the WTO is a club. Membership of the club confers certain
privileges on the members, but also duties. It is these privileges and duties
which enable members to cooperate with each other towards attaining a
common goal: an orderly, rules-based process of trade. It ought to be recog-
nized that the WTO is not charged with the task of promoting free trade. As
Hoekman and Kostecki (1995:13) observe, ‘nowhere is any mention made of
free trade as an ultimate goal’. Instead, the role of the GATT was (and is) to
facilitate the reduction of barriers to trade and ensure greater equality with
respect to conditions of market access for contracting parties.

Put this way, the overriding objective of the WTO is the promotion of
equity in commercial transactions for members of the club. This notion of
equity in trade relations is of significance to relatively small countries, such
as Taiwan, in the world economy. The four basic principles of the WTO are
designed to promote equity for members. The four principles are as follows:
non-discrimination, reciprocity, market access and fair competition (Hoekman
and Kostecki, 1995).

The principle of non-discrimination is enshrined in the most favoured
nation (MFN) and national treatment (NT) rules. The principle of MFN
requires that whatever privileges one member accords to another must be
accorded to all the members of the club. Thus, if a country offers a tariff
reduction on a specific product to a specific trading partner, the concession
should be accorded to all the members of the club. The principle of MFN
ensures non-discrimination between trading partners. It also ensures that
consumers have access to the lowest-cost producers. More importantly it
protects the interests of small countries, which in the absence of MFN may
be subject to discrimination by large countries with monopoly power in trade.

NT complements the MFN principle. It requires that imported goods, once
they have paid whatever border taxes apply and entered a country, should be
treated on a par with locally produced goods with regard to local taxes. NT
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ensures that agreed upon tariff reductions are not offset by local taxes. It
applies to both tax policies and non-tax policies; it ensures a degree of
certainty regarding the policy environment and facilitates planning and or-
ganization of business.

Reciprocity is the chosen method for trade negotiations. Members ex-
change concessions on a quid pro quo basis. Reciprocity ensures gains from
trade liberalization for a country, for there is the guarantee that others recip-
rocate one's concessions. In addition, it also enables members to sell trade
liberalization to interest groups in their countries. They can point out that an
import concession they have offered is matched by concessions on exports
for their domestic industries. Further it also ensures that there are no free-
riders, for concessions offered to a country have to be matched by its
negotiating partners. It is also to be noted that reciprocal concessions are
usually incremental and not absolute: one dollar of concessions offered by a
country is matched by one dollar of additional market access by the other.
Bhagwati and Irwin (1987) refer to this sort of a dea as ‘first-difference
reciprocity’ as opposed to full reciprocity. First-difference reciprocity, which
isagradual process, may be politically much more palatable to members than
full reciprocity.

The significant feature of the market access principleisthat it ensures that,
once tariff concessions are made, they are not nullified by non-tariff meas-
ures. Thus the WTO frowns upon non-tariff measures such as quotas. Article
X1 of the GATT prohibits quotas, with rare exceptions. And there are also
rules governing subsidies. Once tariff rates are agreed upon they have to be
bound, they cannot be increased without further negotiations. In the case
where a country perceives that agreed upon market access is flouted by
others, it may invoke the WTO dispute settlement procedures.

The other binding principle of the WTO is transparency (fair competition).
Members must publish their trade regulations and inform the WTO of any
changes, and trade policies of members are reviewed periodically by the
WTO. Transparency again ensures stability of policy. These guiding princi-
ples of the WTO are designed to ensure equity and an orderly process of
trade. These principles are especialy relevant for small countries. Multilat-
eral trade negotiations (MTN) provide them with advantages which bilateral
treaties are unlikely to provide. Although they may continue to be at a
disadvantage in negotiating with large countries, the rules and regulations of
the club mitigate these advantages to an extent. MFN ensures non-discrimi-
nation, NT provides for stability of policies, market access shields them from
non-tariff barriers to trade. Transparency and the dispute settlement machin-
ery provide them with redress in case of injury.

As said earlier, the institution is far from perfect despite all its efforts to
ensure level playing fields. For instance, decision making in the WTO is by
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consensus and not by majority voting, except when consensus cannot be
reached. Then again, unlike the situation in the other international organiza-
tions, the WTO operates on the principle of one member, one vote. The
problem, though, is that large countries may be able to impose their will on
the smaller ones and force consensus. The organization may in effect be an
oligarchy clothed in the garb of a democracy. This in fact is the major
complaint of the developing countries. Even so, there are opportunities for
economically weaker countries to form coalitions and hold their own on
major issues of policy. The recent events in Cancuin attest to the ability of
countries to form coalitions and push their own point of view. In any case,
consensus allows small countries to express a view on matters of import,
which a system of majority voting may not do. In sum, small countries such
as Taiwan have much to gain and little to lose from membership of the club.

ANALYTICAL FRAMEWORK

Trade liberalization, of which multilateral tariff reduction is one example,
occursin several forms. First, there can be unilateral liberalizations, where an
individual country, for example, reduces the barriers which it has imposed
against imported products. In practice such liberalizations frequently occur
under the aegis of World Bank Structural Adjustment Loan programmes (see
Greenaway and Morrissey, 1993). Second, there is the case of bilateral liber-
alization, where each of two countries agreesto offer the other some concession
in exchange for concessions on their part. Third, as an extension of this, there
is what might be called ‘minilateral’ liberalization, where a group of coun-
tries agree on a package of concessions applicable only to members of the
group. Numerous such agreements exist in the form of Regional Integration
Agreements, two notable examples being the European Union (EU) and the
North American Free Trade Area (NAFTA). Lastly, there is the case of
multilateral liberalization as offered by the WTO and its predecessor, the
GATT. Although liberalizations of the second sort lie closest to the analytical
heart of the trade theorist, it is those of the first sort that have been subjected
to the greatest empirical scrutiny (for example, Krueger, 1978; Feder, 1983;
Edwards, 1993; Greenaway and Sapsford, 1994a, 1994b). Nevertheless the
techniques that have been developed in this literature can, with suitable
maodification, also be used to evaluate the economic consequences to coun-
tries participating in multilateral liberalization. It is to these methods that we
now turn our attention.

The potential effects of trade liberalization are typically modelled within
the framework of a single equation growth model, most commonly one of
the so-called ‘production function’ variety. Within this sort of framework,
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liberalization is seen as influencing growth performance through either or
both of two channels. The first such channel views exports as one of the
arguments of the growth equation and assumes that a positive and statisti-
cally significant coefficient is attached to the export variable. Accordingly
it is argued that trade liberalization raises exports, which in turn raise the
growth rate. This is essentially the view adopted by Papageorgiou et al.
(1991). The second channel recognizes the possibility that liberalization
itself may have the potential to alter the coefficient of the export variablein
the growth equation. Put simply, this second channel admits the possibility
that liberalization may increase the elasticity of output with respect to
exports. In other words, a given increase in exports may exert a greater
growth-enhancing effect after liberalization than it did before liberaliza-
tion. Econometrically this second channel of reasoning takes us into the
realms of varying parameter models.

Exports and Economic Growth

Although originally developed as a method of modelling the export versus
output growth relation, the model described below forms the analytical
starting point for those previous studies that have sought to evaluate the
significance and magnitude of the economic benefits (in the form of en-
hanced real output) arising from trade liberalization of which, as we have
seen, tariff reduction is one form. According to this approach, real output is
seen as being determined by an aggregate production function, the argu-
ments of which include not only labour and capital inputs but also exports.
A number of arguments for including exports in such an output equation
may be found in the literature and these are well summarized by Salvatore
and Hatcher (1991), who provide three reasons for the explicit introduction
of exports into the production function. First, they argue that the neutrality
of incentives associated with export orientation is likely to lead, ceteris
paribus, to higher factor productivity because of the exploitation of econo-
mies of scale, better utilization of capacity and lower capital—output ratios.
Second, they argue that exports are likely to alleviate potentially serious
foreign exchange constraints (which themselves may constrain the coun-
try’s ability to purchase imported raw materials and components) and can
thereby provide greater access to international markets. Third, they argue
that exports are likely to result in a higher rate of technological innovation
and dynamic learning from abroad. In the usual notation the production
function can be written as follows:

Y = f(L,K, X;t),
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where

Y =real GDP?

L = labour input,

K = capital stock,

X =real exports,

t = time trend, capturing technical progress.

Assuming that the above function islinear in logs, we can write the following
expression:

y=a +f3| +6k +x +ot, (7.0

where lower-case |etters denote |ogarithms and the parameters 3, 6 and Y are
the elasticities of output with respect to labour, capital and exports, respec-
tively. The parameter ¢ captures the shifts in the production function which
are brought about by (disembodied neutral) technical progress. In most stud-
ies, equation (7.1) is differenced prior to estimation to obtain the following
equation describing the determinants of the growth rate of real GDP.

y=¢ +pl +6K + X,

where a dot over avariable indicates its (proportional) rate of growth. In view
of the well-known and formidable problems associated with attempts to
measure the capital stock — especialy in the context of LDCs — the usual
practice in the previous literature has been to approximate the rate of growth
of the capital stock by the share of investment in GDP (1/Y). Accordingly we
may rewrite the preceding expression as follows:

y=a +Bl +6(1/Y) +yx. (7.2)

Trade Liberalization and Economic Growth

A number of theoretical arguments may be constructed to suggest the pres-
ence of a positive association between the growth performance of an economy
and the degree of outward orientation, or openness, of its trade policy regime
as this influences its exports. At the most basic level, the elementary trade
theory (with al of its well-known assumptions) suggests that there may exist
the potential to increase world output if resources are reallocated according
to the principle of comparative advantage. Accordingly trade liberalization
taking the form of a move closer towards free trade may be predicted to yield
output gains through the achievement of an improved allocation of resources.
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Viewing trade liberalization as a process aimed at ‘getting (relative) prices
right' (for example by reducing the level of tariffs on imported goods, and
thereby moving internal relative prices more closely into line with the world
price ratio) sees that such policies have the potential to promote the optimal
allocation of resources within the economy (including allocation between the
tradable and non-tradable goods sectors) and thereby to offer output gains
from the redistribution of resources in response to the improved informa-
tional content of relative prices.

However, as already noted, the real world (especially the devel oping econo-
mies) may correspond only poorly to the 2x2x2 world of the trade theorist, a
fact which has led some investigators to develop theoretical structures which
might in some sense be seen as being more appropriate as a description of the
situation actually faced by liberalizing economies. One such approach, which
is two-sector in character, models the effects of exports upon output explic-
itly as the sum of an externality effect and a productivity differential effect
(Feder, 1983; Ram, 1986; Falvey and Gemmell, 1989). This model subdi-
vides the economy into two sectors. an export-oriented sector and a
non-export-oriented or traditional sector. Within this framework, exports are
seen as influencing output through two channels. First, there iswhat is called
an ‘externality’ effect, which is allowed for by the inclusion of current ex-
ports in the production function of the non-export sector. Second, there is a
so-called ‘productivity differential’ effect, according to which the marginal
physical products of both capital and labour inputs are allowed to differ
between the two sectors of the economy. Accordingly this model sees the
potential for output gains from trade liberalization, with given endowments
of factors of production, as arising from the reallocation of resources away
from the low productivity traditional sector towards the expanding higher
productivity outward-oriented sector. This approach has at |east three attrac-
tions. First, it is seen by its proponents as capturing the essential features of
what actually goes on during the process of liberalization, with the outward-
oriented sectors of the economy (facing world competition and perhaps also
benefiting from inputs of superior foreign know-how) achieving a positive
factor productivity differential over the traditional sector, but with spillover
mechanisms (such as learning by watching) of various sorts existing such that
output in the traditional sector itself is positively related to that in the out-
ward-oriented sector. Second, from the theoretical perspective, this approach
(with its emphasis upon spillover/externality effects) is attractive because it
fits centrally within the recent and rapidly expanding literature on so-called
‘new’ (or endogenous) growth theories. Third, the Feder approach allows us,
in principle, to derive econometrically estimates of the magnitude of the
separate externality and productivity differential effects (see Greenaway and
Sapsford, 1994b, for some preliminary estimates).
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Empirical Evidence

As aready noted, previous empirical investigations have seen trade liberali-
zation as influencing output growth through either or both of two possible
routes; that is, by bringing about either an increase in the value of x (whichis
then filtered through the assumed constant value of ) and/or an increase in
W, the elasticity of output with respect to exports.? Mention has already been
made of the World Bank investigation undertaken by Papageorgiou et al.
(1991) (PMC hereafter) who study the effects of trade liberalization upon the
export versus growth relationship and of the fact that this study sees the
potential growth-enhancing effect of trade liberalization as working through
the former of these two routes.

PMC (1991) report the results of alarge-scale investigation which covers 36
liberalization episodes in a sample of 19 countries between the 1950s and the
1980s. Using an informal methodology, which basically involved comparisons
between average exports and growth during the three years before and after
each liberalization episode, these authors concluded, quite unequivocally, that
liberalization boosts both exports and growth. Notwithstanding the serious
reservations raised regarding the methodological foundations of this study (see
Collier, 1993; Greenaway, 1993) its results have been widely reported in some
circles as conclusive proof of the efficacy of trade liberalization as a means of
enhancing growth performance.

From the econometric perspective, the second possible route takes us into
the realms of varying parameter models. In most previous studies, this issue
has been handled by straightforward dummy variable analysis. One of the
earliest applications of the dummy variable technique for evaluating the
effects of trade liberalization was due to Krueger (1978). The particular
variant of the approach adopted by Krueger was two-stage in character, being
designed to shed light on the following two hypotheses: first, that more
liberalized regimes result in higher rates of export growth and, second, that a
more liberalized trade sector has a positive impact on aggregate growth.
Krueger defined a liberalized regime as one that had reduced the degree of
anti-export bias. In order to test the first of her two hypotheses, Krueger
estimates a model which specifies the log of exports as a function of the log
of the exports’ effective real exchange rate (defined as the number of units of
domestic currency received by an exporter per real dollar worth of exports)
and a linear time trend. Intercept and slope dummies are added to this basic
expression to allow both the intercept and the coefficient of the trend term to
vary during periods of liberalization. The results obtained by Krueger indi-
cated that for both traditional and non-traditional exports the intercept and
(trend) slope dummy variables were both positively signed and significantly
different from zero, thus confirming that a move towards a more liberalized
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regime has a positive effect on export growth. Krueger’s second stage equa-
tion specifies the log of real GNP as a function of only the log of exports and
the (trend) slope (but not the intercept) dummy variables employed in the first
equation. This is clearly an extremely simplified approach in that it fails to
control for the effects on real output of changes in either labour or capital
inputs (see equation (7.1) above). In addition, the exclusion of the intercept
dummies from the real GNP equation, plus the absence of a slope dummy for
the export termis extremely restrictive, in that it does not allow the estima-
tion procedure to pick up movement either in the intercept term (that is, an
autonomous change in real GNP) or in the export coefficient which might be
associated with liberalization. The fact that the dummy variables in this
second equation failed to achieve significance led Krueger to conclude that
liberalization influences growth viawhat she termed the indirect route (namely
through generating higher export growth which itself results in more rapid
GNP growth) rather than by exerting any direct influence in its own right by
offering such dynamic advantages as increased capacity utilization and more
efficient investment projects. In essence, she concluded that export perform-
ance which explains differences in growth performance with ‘the fact that the
regimeitself isliberalised (or restricted) does not seem to have any additional
independent influence’ (ibid., 274).

In short, Krueger’s results led her to conclude that the influence of liberali-
zation upon output growth works via the first of the two channels described
above; namely, by increasing exports as an argument of the output function.
Stated differently, she concluded that trade regimes do not affect real output
growth independently of exports. This conclusion has, however, been se-
verely criticized in some quarters. In particular, various investigators have
sought to challenge this explicitly by including in real output equations not
only an export variable but also an additional variable which is designed to
capture the character or orientation of the trade regime in operation at the
time in question. With the export variable included to control for the effect of
exports on real output, the trade regime variable should, in principle, allow
one to test whether the regime itself exerts an independent influence upon
real output. The difficulty, of course, with this approach is how precisely to
measure trade orientation. This is no easy matter. One of the best known
approaches was devel oped by Balassa (1985), who constructed as an index of
trade policy the deviation of the actual volume of exports from the volume of
exports predicted by what he saw as a simple structural model of trade.
Assuming exports to be a linear function of only per capita income, popula-
tion and the availability of mineral resources, Balassa interpreted positive
residuals as reflecting export promotion policies and negative residuals as
indicating inward orientation. Including this variable in a GDP growth equa-
tion, Balassa found its coefficient to be positive and significantly different
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from zero, afinding that was interpreted as indicating, contrary to Krueger's
conclusion, that trade orientation does exert an (independent) influence on
the rate of economic growth.®

As we have seen, Krueger's specification of the real output equation was
rather restrictive in that it allowed neither for the possibility that liberaliza-
tion brings about an intercept shift nor for the potentially important possibility
that liberalization might influence the elasticity of rea output with respect to
exports. In two papers, Greenaway and Sapsford (1994a, 1994b) have esti-
mated alessrestrictive output equation which allows for both such possibilities.
Including intercept dummies and slope dummies on the export variable (each
of which is constructed to come into operation during periods of liberaliza-
tion) in conventional real output equations (of the sort described in equations
(7.1) and (7.2) above), these studies find evidence of significance for both the
intercept and export slope dummies.*

More specifically, Greenaway and Sapsford (1994b) subject the PMC sam-
ple (or rather a subset thereof), to statistical scrutiny, using the above production
function-based approach. The basic model set out in equation (7.2) above is
augmented with slope and intercept dummies® specified to pick up what
Krueger terms the direct effects of liberalization on growth and then esti-
mated against data for 12 of the 19 countries in the PMC sample.® The PMC
study documents some 36 trade liberalization episodes. The evidence re-
ported by Greenaway and Sapsford (1994b) suggested that, in some two-thirds
of all cases considered, liberalization appears to have had no discernible
direct impact on the exports—growth relationship. In the remaining four cases,
however, adiversity of experienceisrevealed.

Given the conviction with which the PMC results are reported, and the
enthusiasm with which they have been embraced by the key lending agency,
these results are a cause for concern. It could, of course, simply be the case
that liberalization does not, typically, affect growth in a direct way. Another
possihility is that the effect of liberalization on growth operates only via the
indirect route of increasing exports. However the results obtained raise seri-
ous doubts about even the indirect channel, for they suggest that, when
proper econometric steps are taken to overcome some of the problems inher-
ent in earlier studies of the export—growth relation (namely the fact that
exports are, via the usual national income accounting identity, themselves a
component of income), there is little empirical evidence to indicate that
export growth exerts a significant influence upon real output growth.” Yet
another possibility isthat liberalization does not have an impact on economic
performance via a discrete break, but rather by initiating atransition from one
parameter value to another. If thisis so, conventional tests designed to locate
the existence of adiscrete break will generally fail to find one.
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SOME EMERGING EVIDENCE: THE CASE OF TAIWAN'S
WTO MEMBERSHIP

The discussion of the preceding section has highlighted a methodological
framework within which the economic benefits of trade liberalization (nar-
rowly defined in terms of possible enhancements to real national income and
its growth) may be evaluated. In the present context, the particular form of
trade liberalization in which we are interested is of the multilateral category
arising from a country’s decision to join GATT/WTO. In essence what the
preceding section has suggested is that the analysis should proceed in two
stages; first, it is necessary to examine the datain order to ascertain the extent
to which membership appears to be associated with an increase in trade flows
(typically, although not exclusively, in terms of exports); and second, a model
of form (7.2) above needs to be investigated econometrically in order to
provide an indication of the extent to which increased trade flows feed through
into improved economic growth performance. Asis clear from the discussion
of the preceding section, the econometrics involved in this second analytical
stage needs to go beyond the mere estimation of model (7.2) per se (asin the
export-led growth literature) to allow for the possibility that trade liberaliza-
tion may have other, more subtle, but nevertheless potentially important,
effects that work through changesin one or more of the parameters of models
like (7.2). In particular, we have mentioned some evidence to suggest that
liberalizations can bring about a significant change in the elasticity of real
output with respect to exports. Once this latter possibility is recognized we
immediately see that studies, like that due to Rose (2003), which focus solely
on the effects of WTO membership on trade flows and find no discernible
effect, can lead to erroneous conclusions regarding the ineffectiveness of the
WTO as they fail to admit the possibility that membership might result in a
given level of exports effectively ‘going further’ in driving growth: perhaps
because, as a consegquence of membership, the structure of trade between
member countries moves more closely into line with the actual pattern of
comparative advantage.

It is also important to recognize that multilateral liberalization of the sort
resulting from GATT and WTO membership are, by the very modus operandi
of these bodies, not limited to the benefits that arise at and from the moment
of joining. Once a country is an insider, it stands to gain further benefits from
membership whenever new members are admitted and whenever a round of
tariff reductions is successfully negotiated. For convenience we can refer to
the benefits that accrue to a country when it joins the ‘club’ as first-order
effects and those arising to the country once it is an insider from further
expansion and/or the successful negotiation of around of tariff reductions as
second-order effects.
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At the time of writing the only other study of which we are aware that
seeks to provide an evaluation and assessment of the consequences of WTO
membership is that due to Rose (2003), which utilizes the method of dynamic
panel data analysis. However, as already noted, this study is of only limited
use in the present context because it fails to look beyond the trade flow issue,
with the consequence that it offers no insight whatsoever into the likely
consequence(s) of membership for broader issues such as the course of real
output movements, |et alone economic welfare.

The WTO current membership list comprises 146 countries, some 112 of
whom were previously members of the GATT. Especially interesting in the
context of evolving international relations is the fact that, following China,
Taiwan joined the WTO on 1 January 2002, asits 144th member.8 The case of
the likely benefits to accrue to Taiwan, as a new WTO member, has been
analysed in some detail by Sapsford et al. (2003), on whose analysis the
following discussion is based. Taiwan having been a member of the WTO for
less than two years there is clearly insufficient statistical evidence currently
available to allow one to undertake the sort of detailed econometric assess-
ment indicated above. However the evidence that is available (Chou et al.,
2003) does indicate the depth of the tariff reductions that were achieved by
Taiwan during the run-up phase immediately prior to its accession in 2002.
For example, these authors calculate that the bilateral negotiations between
Taiwan and WTO members led to a reduction in the average nominal tariff
rate from 20.6 per cent in 1987 to 8.25 per cent in 1998, while the corre-
sponding figures for the average effective tariff rate showed a reduction from
7.02 per cent to 3.13 per cent over the same period.

Despite the limitations imposed upon us by available data it does seem
reasonable to argue that at least some understanding of the potential benefits
accruing to Taiwan and, more generally, other small developing economies
contemplating seeking WTO membership can be gleaned from the experi-
ence of other Southeast Asian economies who joined the GATT/WTO ‘club’
in the less recent past. For the purpose of the current discussion we focus our
attention on the following set of countries, where the dates in parentheses
indicate their date of accession to the GATT: Hong Kong (1986), Indonesia
(1950), Japan (1955), Korea (1967), Malaysia (1957), Philippines (1979) and
Thailand (1982). While it is inherently hazardous to select a sample of
representative economies it is nonetheless felt that, given both the nature of
these economies and the timing of their accession to multilateral trade liber-
alization, their experiences will be of some relevance to those that will be
experienced by Taiwan and others as recent or potential new members of the
WTO.
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Summary of Findings

In the interests of brevity we limit ourselves here to providing a brief sum-
mary of the findings that emerged from our analysis, which followed the
multi-stage sequence described above. All data for this exercise were ob-
tained from the World Bank’s World Development Indicators database and
cover the period 1960-2000. Copies of a Technical Appendix setting out our
detailed results are available from the first named author on request. Our
summary is conveniently set out under the following headings, which corre-
spond to the individual stages of the analysis.

Trade flows
Time plots of exports for each of these seven countries reveal somewhat
similar behaviour, with the export index increasing steadily over the last four
decades of the twentieth century. While each country in this sample appears
to have experienced a fall in exports in 1997, perhaps attributable to the so-
called ‘ Southeast Asian financial crisis', it isrelevant to note that in each case
exports had shown evidence of strong recovery by 1999/2000. Of more
relevance to the current discussion are a number of peaks in export which at
least in some cases might perhaps not unreasonably be associated with acces-
sion (first-order effects). For instance the rate of growth of Hong-Kong's
exports seems to have accelerated around the time of its accession to GATT
in 1985. A similar acceleration in export growth is perhaps discernible in
Thailand in 1984, some two years after its accession to GATT. In another
case (the Philippines, who joined GATT in 1979) exports seemed to have
increased around 1980, but apparently only to fall back to their previous
trajectory within six years. While such observations can be little more than
suggestive, the evidence does seem to indicate a diversity of behaviour, at
least some of which might be associable with first-order (or joining) effects.
As regards second-order effects brought about by the successful conclu-
sion of rounds of tariff reductions, the acceleration in the Philippines’ exports
after 1980 might possibly be, in part, associated with the successful conclu-
sion of the Tokyo Round in 1979, in which some 102 countries participated
and which resulted in an average one-third reduction in customs duties in the
world’s nine major industrial markets. These reductions were phased in over
aperiod of eight years, involving harmonization. There is a hint of evidence
of possible similar second-order experience in the case of Japan, although
lasting only until 1983.

Exportsand growth
As already noted, the weight of available evidence in the extensive export-led
growth literature is far from overwhelmingly supportive of the hypothesis.
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Despite their preliminary nature, the results that we obtained from fitting
model (7.2) to data relating to the sample of countries were equally diverse.
Perhaps the strongest empirical support for the export-led growth hypothesis
is evident in the case of Japan. As is clear from the above discussion, such
analyses are potentially complicated by the fact that accession and/or the
successful completion of negotiation rounds has the potential to bring about
structural changes in the parameters underlying the estimated model (7.2).
Applying dummy variables to capture accession effects, aswell as using both
CUSUM and CUSUMSQ techniques in an attempt to let the data reveal the
most likely break point, yield results that would seem to suggest that the
Philippines experienced a structural break at around the time it joined the
GATT which took the form of an autonomous upward shift in real output
growth.

CONCLUDING REMARKS

In this chapter we have developed a framework within which the major
economic benefit (in terms of real output) to Taiwan of its accession to the
WTO may be evaluated. The limited time span of available data at the present
time prevents us from applying the procedure directly to Taiwan's experi-
ence, but, by examining the experiences of a range of other Southeast Asian
economies, we have been able to shed some light on the possible effects that
might follow Taiwan's accession. In particular the analysis suggests that an
increase in trade flows as a consequence of accession is neither a necessary
nor a sufficient condition to reap benefits in the form of enhanced real
incomes.

Two final comments are in order. First, if recent estimates obtained from
computable general equilibrium models are to be believed (Chou et al.,
2003), Taiwan can expect to experience a decline following its accession to
the WTO in output in the heavy industry and the services subsector (includ-
ing business and financial services) reflecting the evaluation of Taiwan's
comparative advantage as currently lying in non-heavy manufacturing indus-
tries. To the extent that this structure of comparative advantage will persist
into the future, this line of argument predicts opportunities for gainful trade
in services, including financial services. However a word of caution is in
order at this point because, if there is one thing which the experience of other
Southeast Asian economies after joining the GATT tells us, it is that com-
parative advantage, contrary to its treatment in standard trade models, can
and does change. In essence, therefore, the structure of comparative advan-
tage, especially in a scenario of evolving multilateral tariff reductions, needs
to be treated as endogenously determined. Second, in reality, even if the
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benefits in terms of improved real incomes turn out not to be large, this does
not imply that membership of the ‘club’ is not of net benefit. Asargued in the
third section of this chapter, membership to such a club confers certain
privileges on the members, but also duties. It is these privileges and duties
which enable members to cooperate with each other towards attaining a
common goal — an orderly rules-based process of trade offering certainty and
transparency to each of its members.

NOTES

1. Inorder to avoid spurious correlation arising from the fact that exports are, by construction,
one component of aggregate output, this particular variable, as the model’s dependent
variable, should strictly speaking be specified net of exports (Greenaway and Sapsford,
1994b). However many analysts have overlooked this requirement.

2. Itiscommonin the literatureto find expression (7.2) estimated in first-difference form. The
parameter ¢ in (7.2) measures the effect of technical progress upon output and, being the
coefficient of the time trend in the levels equation, it becomes the intercept in the differenced
equation. Accordingly evidence indicating that liberalization is associated with a shift in
the intercept term in an output growth equation (as revealed by a significant liberalization
intercept dummy variable: for example Greenaway and Sapsford, 1994a, 1994b) may be
interpreted as suggesting that liberalization exerts an influence by enhancing the beneficial
effects of technical progress upon output growth.

3. See Edwards (1993:1386) for some reservations regarding Balassa's approach.

4. In these studies the sample of countries analysed comprise a subset of the 19 countries
analysed in the PMC study. In all cases the dating of the liberalisation episodesis provided
by the detailed policy accounts reported by PMC: see Greenaway and Sapsford (1994b:
159). It should be noted that, unlike Krueger (1978), who estimated her equationsin levels
form, Greenaway and Sapsford (1994a, 1994b) work in first difference form. Accordingly,
the intercept dummy in the latter studies may be interpreted as capturing possible variations
in the trend termin alevels formulation, of the sort adopted by Krueger.

5. The slope dummy was specified on the export term in order to capture any influence which
liberalization might exert on U, the elasticity of output with respect to exports.

6. Dataconstraints prevented analysis of the remaining seven countriesin the PMC sample.

7. The one country in the sample which presents the strongest evidence of the presence of an
export growth coefficient which is significantly different from zero is New Zealand. How-
ever, in this case, the export—growth coefficient turns out to be negative.

8. Being followed by Armenia on 5 February 2003 and the Former Yugoslav Republic of
Macedonia on 4 April 2003.
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8. Multilateral debt management and the
poor

Kunibert Raffer

The ‘mission statement’ of the International Bank for Reconstruction and
Development (IBRD) proclaims: ‘Our dream is aworld free of poverty.” The
following line asserts, ‘ To fight poverty with passion and professionalism for
lasting results’ (IBRD, 2003a). The IMF's homepage lists ‘ Poverty Reduc-
tion” asa special ‘ Topic’. Masood Ahmed (IMF, 2003a:4), the parting Deputy
Director of the Policy Development and Review Department, sees anti-pov-
erty objectives as part of the IMF culture.

Over the past three or four years there has been a much more direct focus on how
the Fund can contribute to improving living standards of poor people, on how we
can manage poverty and the social impact of policies that we recommend. Now
most Fund mission chiefs working on low income countries think much more
systematically about the impact on the poor of the policies and programs that a
country is undertaking.

Judging by official declarations, a passionate anti-poverty focus has become
part and parcel of multilateral debt management. This was not always so, nor
are — according to many critics — strong declarations matched by appropriate
on-the-ground policies. This chapter analyses the extent to which poverty
reduction has actually been reflected in the policies of the Bretton Woods
Institutions (BWIs). As a background, their attitudes towards poverty before
1982 are sketched.

POVERTY BEFORE 1982

Neither institution was created to fight poverty in Southern countries (SCs).
The words ‘and Development’ were glued onto the original name, ‘ Interna-
tional Bank for Reconstruction’ on the insistence of participating SCs (Raffer,
2003a; Raffer and Singer, 2001). The great risk of an impoverished Western
Europe in the bipolar world made the USA reconsider the IBRD’s ability to
guarantee quick reconstruction and poverty reduction. The Marshall Plan,
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specia programmes (Turkey, Greece) and a generous loan to Britain were
deemed more appropriate to immunize Western Europe against communism.
Relatively high IBRD interest rates were apparently one reason. Benefiting
from the glued on ‘Development’, IBRD officials toured the South to drum
up business (Caufield, 1998:56). Arguably one may say that the mandate for
development includes poverty alleviation. One may ask whether the IBRD is
better qualified to alleviate poverty in these countries, which are much poorer
than Western Europe. Until McNamara became its President in 1968, the
IBRD perceived itself as a ‘bank’ whose businesslike approach precluded
financing social activities. It not only refused ‘ messing around with education
and health’ or awater treatment plant, but even forced Colombia not to accept
a French loan for waterworks (ibid.:64), quite a contrast to its present PR
image: ‘The World Bank is not a “bank” in the common sense’ (IBRD,
2003b).

The IMF was not designed as a devel opment organi zation, but to enable (at
first practically only industrialized) members of the Bretton Woods system
with short-term balance of payments problems to stay within the agreed
parity bands. Not all balance of payments problems were to be solved by
drawings. Changing parities and the right to capital controls were foreseen: a
membership right still enshrined in its Articles of Agreement. The demise of
Bretton Woods left the IMF virtually without an agenda. It should have been
dissolved. Its very few remaining tasks, such as the Compensatory Financing
Facility, could easily have been transferred to another institution. The IMF
cleverly used the debt crisis of 1982 to create itself another raison d' étre, a
perfect vindication of Parkinson’s theory that bureaucracies, even if other-
wiseinefficient, are astonishingly good at surviving. Until the Cologne Summit
entrusted both BWIs with HIPC I, which explicitly includes anti-poverty
measures, the IMF had usually and rightly stated that this was not its man-
date. Others should focus on it.

Initsearly years the IBRD was particularly strongly opposed to the princi-
ple of soft financing, demanding harder terms, nearer to the market. It rejected
cheap money or more Marshall Plan-like terms advocated by the ‘wild men at
the UN’, among them Sir Hans Singer, as harmful to development (Raffer
and Singer, 1996:61; 2001:65). Such strong and principled concerns were
immediately overcome once the IBRD, not the UN, was to administer the
bulk of multilateral soft financing. IDA was established as its soft loan
window for poor countries, not specifically aimed at the poor, though, shortly
after (some argue because of) Castro’s revolution. Pressure from within the
UN - by the ‘wild men’ and some member countries —was another reason for
the establishment of IDA.

McNamara was the first president focusing on poverty. Lending to poor
countries, he argued, would not be sufficient. Loans should specifically aim
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at the poorest within SCs. McNamara had the merit of giving credibility to
the idea that helping the poor is not wasting resources but makes economic
sense. The basic needs approach (Streeten, 1993) became accepted develop-
ment policy. Many aid administrations adopted poverty orientation.

The IBRD took up an idea put forward by the head of the International
Labour Organization (ILO) team analysing poverty and employment policies
in Kenya (Sir Hans Singer), although with a twist. The Kenya Report had
argued that the incomes of the poorest must increase more rapidly than they
would by growth and ‘trickle down’ alone. Redistribution from the increment
of growth would mean adding to the incomes and assets of the poor without
taking away from anyone €lse, an idea running counter to the ruling percep-
tion (Raffer and Singer 2001:75ff). A joint book published for the IBRD'’s
Development Research Centre and the Institute of Development Studies,
Redistribution with Growth (Chenery et a., 1974), suggested that a propor-
tion of incremental income would be taxed and channelled into public services
intended to raise the productivity of the poor. It even spoke of ‘trickle-up’
effects from greater incomes of the poor. The book’s title became a widely
used catchword at the IBRD. In a way the Bank’s present official focusis a
late homecoming: less radical than the 1970s, but arguably better marketed.

‘On-the-ground results' of McNamara's efforts were less impressive. The
IBRD admitted that it did not reach the poorest quintile (Lipton and Shakow,
1982). Independent sources paint a worse picture, criticizing the vague terms
describing alleged positive effects of projects. Rather than providing verifi-
able data the Bank preferred speaking of people ‘affected’ by its activities.
Christoffersen (1978:20), for example, formulates: ‘benefits of 210 of these
projects are expected to accrue predominantly to the rural poor’, or ‘They
aim at affecting directly between 15 and 20 million rural families or some 90
to 120 million individuals' (ibid.). Reviewing IBRD publications, Tetzlaff
(1980:438ff) called such figures a bluff, because the exact meaning of
benefiting or affecting is nowhere explained. It is generally agreed that the
Bank could not reach the really poor, which is no surprise given its structure,
especially the costs and sizes of loans.

Rich (1994:198) reports a more recent meaning of ‘affected’: ‘people
living in project areas are either “beneficiaries’ or, if their livelihoods and
culture will be harmed or destroyed, “ project-affected population”’. The IMF/
IBRD meeting in 1991 in Bangkok shows that one might be ‘affected’” with-
out any project too. Rich (ibid:1ff) describes how slums were razed and
people forced to relocate to ‘leaky army tents' to spare delegates discussing
poverty the sight of poor people. Compensation was modest, according to
Rich: per family less than the costs of one single night of one delegate in a
hotel room. The Bank answered Rich’s book with a public relations (PR)
campaign telling success stories from the field. Despite repeated requests, the
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Bank refused to provide verifiable details including project titles and loan
numbers. For 64 per cent of allegedly successful projects no documentation
whatsoever was released (Caufield, 1998:274).

‘STRUCTRUAL ADJUSTMENT” AND NEOLIBERAL
REFORMS

As late as 1982 the conclusions of a working group on poverty calling for
measures to alleviate the effects of ‘ Structural Adjustment’ on the poor were
officially approved (Lipton and Shakow, 1982). But the tide had already
turned totally. The term ‘ Structural Adjustment’ is used with inverted com-
mas, because the BWIs monopolized it to mean their own specific ideas, or
whatever they were doing. While there was evident need for reform, or
structural adjustment, in problem debtor countries, this does not mean that
the specific set of BWI prescriptions promises success (cf. Raffer, 1994).
Empirical outcome so far rather suggests the opposite.

Both BWIs insisted that carrying on ‘ Structural Adjustment’ had positive
impacts and was in the very interest of the poor. Special measures to protect
them would be superfluous, if not harmful. Emphasizing human needs might
obstruct needed reforms (Jolly, 1991:1811). The IBRD (1980:62) described
the ‘major drawback’ of efficient food subsidies as being costly, often using
up ‘scarce foreign exchange or aid' . In other words, money that could be used
to pay creditors was used up to feed the hungry. The going arguments are
nicely summed up by the IMF's Tseng (1984): ‘ Structural Adjustment’ costs
are unavoidable and lower than the costs of non-adjustment; efficiency gains
will more than make up for ‘adjustment’ costs; financial help by the BWIs
decreases these costs further; bringing down inflation is of particular benefit
to the poor likely to hold their assets in cash; successful economic reforms
benefit everybody, including the poor; subsidies have to be abolished, as they
are a huge part of public outlays, they discriminate against the rural poor, and
create incentives for low wages industries, thus leading to rapid urbanization
(and slums). To be on the safe side, Tseng adds that the IMF has no mandate
regarding the poor anyway. Considering that the poor are the vast majority in
low-income countries, critical minds might ask how proper and successful
economic policies disregarding their economic situation could be possible.

Beckmann (1986) explains the IBRD’s policy reversal by changed necessi-
ties of SCs. balance of payments equilibria reached by GDP and export
growth benefit the rich as well as the poor; relying on market mechanisms
does not mean less attention to the poor; planned actions are better than
unplanned adjustment; sacrifices are necessary for a better future. The growth
crisis made advances in poverty alleviation practically impossible. In line
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with his employer, the IBRD, Beckmann adds that many projects benefited
the poor as well, even though the political climate of the 1980s is not condu-
cive to helping the poor. To prove this he mentions that most IDA and IBRD
funds went to poor countries and sectors, whose projects are supposed to
benefit particularly the poor — which does not prove any benefit to the poor.
However, as the Bank’s policy is decided by its members and in consultation
with borrowers, the IBRD itself has (the author asserts) limited room for
manoeuvring. In plain English: while the Bank helped the poor by not spe-
cifically helping them it was not responsible for what it did, as it did not
really decide anything.

Basically poverty reduction was seen as unnecessary and possibly harmful
until UNICEF's Adjustment with a Human Face (Cornia et al., 1987), al-
though the BWIs had been confronted with the effects of ‘Structural
Adjustment’ on the poor already in 1984 (Helleiner et al., 1991). Pfeffermann
(1988) qualified the proposed changes as a‘cri du coeur’ rather than a serious
guideline for economic policy in Finance & Development. Seeing the study’s
meritsin raising governments’ awareness of poverty, he called for practicable
proposals instead of the study’s ideas. In spite of his verdict reflecting the
general mood at the BWIs, Pfeffermann himself had recommended targetting,
a method advocated by the UNICEF study, in 1987. The 1988 World Devel-
opment Report wrote about how to target effectively. Soon the BWIs officially
accepted special programmes to help those affected by ‘ Structural Adjust-
ment’, arguing that these would make ‘ Structural Adjustment’ more acceptable
and thus more efficient, a point denied shortly before. Whatever the BWIs
did, they always helped the poor. In practice, though, little was done. Stewart’s
(1991.1847) statement, ‘while there was a big change in rhetoric, little action
has so far followed', is still not incorrect. Arguments and publication titles
changed, without essentially affecting policies, in spite of severe critique and
even though it could not be proved empirically that the recipe worked.

According to the UNDP (1993:7) less than 7 per cent of bilateral DAC aid
was spent on pro-poor human * priority areas such as basic education, primary
health care, rural water supplies, nutrition programmes and family planning
services inthe early 1990s. A dlightly better picture emerged for multilaterals
allocating around 16 per cent on average to priority areas. The African
Development Bank operating on the poorest continent had the smallest share
(4 per cent). UNICEF spent 77.8 per cent on human priorities, IFAD 16.8 per
cent, IBRD and IDA (lumped together by UNDP, 1994:74) 10.2 per cent.
According to these figures IBRD and IDA did little for the poor.

On the other hand, negative effects on the poor can be proved. Strong
public pressure forced the IBRD to assess the Bank’s involvement in the
Sardar Sarovar project in India, where people were resettled involuntarily.
The Bank even ignored and distorted the advice of its own experts (Caufield,
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1998:23) to be able to continue funding. The Morse Report was devastating,
and finally the Bank was obliged to stop financing this project. The Morse
Commission concluded ‘that the abuses in Sardar Sarovar were not an iso-
lated exception, particularly with respect to the mistreatment of thousands of
forcibly resettled rural poor: “The problem besetting the Sardar Sarovar
Projects are more the rule than the exception to resettlement operations
supported by the Bank [= IBRD] in India”’ (Rich, 1994:252; cf. also Raffer
and Singer, 1996:52 and 208).

According to the IBRD’s Cernea (1988), about 40 IBRD projects were
supposed to ‘ cause the relocation of at least 600 000 people in 27 countries’
during 1979-85. However ‘the number of people needing to be resettled is
chronically underestimated’ (ibid.:45, emphasis in original). He conceded
that forcefully resettled people often get a raw deal so that projects can be
implemented more cheaply. If they get any compensation it is often inad-
equate, leading to impoverishment, particularly so in the case of dams. Cernea
cites the destruction of productive assets, higher morbidity and mortality,
ecological disaster and the destruction of social structures as effects of de-
velopment projects with compulsory resettlement. Susan George (1988:158)
reports that people resisting resettlement under Indonesia’'s huge IBRD-
financed transmigrasi project were crushed by security forces.

It must be recalled that the IMF's first ‘adjustment measures were under-
taken after 1973. The IBRD claimed the success of ‘ Structural Adjustment’ in
Africa with the famous statement, ‘Recovery has begun’, in 1989 (IBRD &
UNDP, 1989:iii), but so far no overindebted Sub-Saharan country has reached
economic sustainability. To economists this should come as no surprise. The
IBRD’s (1989:92) own Operations Evaluation Department (OED) stated in
1989: ‘conditionalities should take into account the macroeconomic conse-
quences of the policy prescriptions'. It called for an integrated analytical
framework to understand better the links between programmes and their
expected macroeconomic outcomes: ‘ Such aframework would also be useful
for ex-post evaluations' (ibid.:6). Briefly, all the neoliberal policies forced
upon debtor countries, allegedly to help the poor, had no theoretical basis.
Since ‘ Structural Adjustment’ was jointly controlled by the BWIs one must
ask whether the IMF had a theoretical basis and, if so, why and how the Fund
kept it secret from the Bank.

The Wapenhans Report (IBRD, 1992) mentioned grave shortcomings, such
as project conditions conflicting with conditionality imposed by the BWIs, or
insufficient attention to financial risks. Borrowers alleged that conditions
liked by the Bank’s management and board were included even ‘where these
may complicate projects so as to jeopardise successful implementation’ (ibid.:
iii). The question whether programmes with more than 100 conditions can be
implemented answers itself anyway. While this says quite enough about the
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effectiveness of BWI-type troubleshooting, one should mention a very inter-
esting finding from the econometric debate about whether ‘Structural
Adjustment’” worked. The BWIs gave up long ago because of embarrassing
results: often there was no statistically significant difference between pro-
gramme and non-programme countries in spite of ‘innovative’ methods. One
of the extremely few statistically significant results was published by Khan
(1990), an IMF econometrician: significantly reduced growth in programme
countries, a predicted reduction in the growth rate of at least 0.7 per cent of
GDP each year a country had an IMF programme. According to the BWIS
own arguments this must mean catastrophic results for the poor.

When Williamson (1996) defined the Washington Consensus, the IBRD’s
chief economist, Stanley Fischer, wanted to include the social agenda far
more explicitly than Williamson. Fischer’s statement echoed IBRD declara-
tions. When Husain (1994) expressed optimism that Africa’s growth prospects
would ‘doubtlessly’ increase if adjustment policies were not impeded, al-
though poverty in Africa would not be overcome, he advocated increased
investments in human capital and infrastructure to achieve growth, precisely
those investments that had been cut by BWI programmes. User fees intro-
duced under BWI pressure reduced access to health services and education
for the poor. Social sectors were most severely affected by fiscal disciplineto
allow higher debt service payments. The Bank successfully avoided the ‘ma-
jor drawback’ of social expendituresit had identified: using up scarce foreign
exchange. Fischer’s concerns had practically no real effects, as the IBRD’s
policies and neoliberal reforms forced upon debtors prove.

The IBRD was the engine promoting private pension schemes. In Chile,
‘40 percent of workers in the poorest income decile do not participate in the
pension system’ (IBRD, 2001:154). But ‘Even a well-structured pension
system will not initially reach the poor’, which is surprising, as Chile had
introduced its ‘new’ system in 1980. The Bank found that coverage was
lowest among the poor. It pointed out that mandatory contributions to public
systems might be difficult for them, failing to argue why monthly payments
to private institutions should be any easier. The Bank argued that ‘social
assistance or social pensions should cover the poorest ... and those without
family support’. Apparently the Bank suggests reintroducing yesteryear's
solution, depending on family support in old age. People living on less than
the famous daily buck might not be able to provide much support. By con-
trast, private pension funds owing their success to the BWIs have struck a
bonanza. In Chile, commissions to administrators reached their peak in 1984
at 8.69 per cent of taxable salary. They were brought down to 2.96 per cent in
1997, still 18 per cent of a worker’s total contribution (Kay, 2003:236). In
Latin America, administrative costs may be over 4.5 per cent of wages or
much higher than 20 per cent of contributions (Raffer, 2003b). Chile may
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thus be regarded as an example of relatively moderate fees. Higher adminis-
trative costs than public pension schemes and regressive cost structures are
hardly promoting dreams of a world free of poverty. The regressivity of
private schemes was the reason why low-income workers are specifically
excluded from the superannuation-guarantee system in Australia or why Brit-
ain excludes many lower-paid workers from the system.

The World Development Report (IBRD, 2001:79) dedicated to the problem
of poverty stated: ‘The general inadequacy, if not total absence, of health
insurance markets in most developing countries exposes both the poor and
the nonpoor to substantial financial risk and insecurity’. It fails to specify
how ‘more than half the people’ in SCs living on ‘less than $700 a year’
(IBRD, 2003b), let alone the 1.2 billion living on less than one dollar a day,
could effectively use such markets.

THE HIPC INITIATIVES

While it was a huge and commendable step towards more efficient debt
management, HIPC | did not take the poor specifically into account. The
IBRD made a link between the Initiative and poverty reduction, but poverty
was visibly reflected neither in sustainability indicators nor in actual creditor
decisions. Limiting debt service may be seen as having pro-poor side-effects,
though. James Wolfenson's efforts to break the taboo of multilateral debt
reductions against fierce resistance from the IMF and from within the Bank
itself are to be commended. This did help the poorest countries.

It took many years before the Cologne Summit of 1999 officialy and
explicitly recognized the negative effects of BWI debt management on pov-
erty. Under unprecedented pressure from civil society — the international
Jubilee Movement presented over 17 million signatures collected worldwide
to the German Chancellor — the G7 admitted that HIPC | had failed and
decided to introduce HIPC Il. For the first time, poverty reduction was
incorporated visibly. The Poverty Reduction and Growth Facility (PRGF) has
thisaim in its name.

The old debate on ‘ownership’ continues: are programmes the country’s
own or those of the BWIs? Apparently HIPC 1l is used to shift the blame for
failures onto the countries under the thumb of the BWIs: ‘PRSPs [Poverty
Reduction Strategy Papers] have been produced by the country authorities,
and not by Bank and Fund staff’ (IMF, 2000). Logically the country is to
blame, even though ‘Greater ownership is the single most often cited, but
also the least tangible, change in moving to PRGF-supported programs.
There is no single element of program design or documentation that will
signal thischange’ (ibid.).
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Important creditors controlling the BWIs soon accused debtors forced to
cut pro-poor public expenditures in favour of higher debt service of neglect-
ing their social sectors. Preparing the Genoa Summit, Italy (Presidenza,
2001:19) criticized:

Health systems should protect people against the financia costs of illness. Yet,
many low income countries have in place cost-recovery schemes that imply a
regressive burden of user fee payments for health. ... The empirical evidence in
the past decade shows that user fees can discourage in the poorest countries the
recourse to formal health services, thereby negatively affecting health perform-
ances. Governments need to introduce better incentives, rather than deterrents, to
facilitate people’s access to health services.

User fees had been forced upon poor countries by the BWIs controlled by the
G7, sometimes against debtor resistance, but with the support and applause
of G7 countries. Suffice this to show that public expenditures did not reflect
the priorities forcefully advocated by Fischer.

The IMF (2001) ‘embraced a new anti-poverty focus' in 1999. The PRGF
‘replaced’ the Enhanced Structural Adjustment Facility, bringing ‘with it a
number of innovations designed to ensure that lending programs are pro-poor
and in line with the country’s own strategy for reducing poverty’. This is
‘More than just a change in name’. When feeling less obliged to document its
new poverty culture, the IMF (2003b) finds no difference: ‘The Poverty
Reduction and Growth Facility (PRGF), formerly known as the Enhanced
Structural Adjustment Facility (ESAF) providesloans ... . This contradiction
recalls the contradictory statements claiming a pro-poor bias for totaly dif-
ferent policies during the 1980s. The IMF (2001) triesto explain contradictions
away. The ‘PRGF explicitly makes poverty reduction a central goal, whereas
under ESAF poverty reduction was an implicit by-product’. This would sup-
port the view that, bureaucratic and linguistic niceties apart, the two facilities
areidentical regarding outcome.

The PRGF has the positive feature of public participation, although prac-
tice still remains to confirm declarations of intent. This participation, and the
recognition that resources have to be set aside for minimal socia netsfor the
poorest, are welcome moves in the direction suggested by my model of
international Chapter 9 insolvency for sovereign debtors that demands pro-
tection of the poor. When | proposed exempting resources to protect the poor,
and civil society participation in 1987 (cf. Raffer and Singer, 2001:193ff)
BWI employees were among the most fierce critics, stating assertively that
this would be impossible.

UNCTAD (2002:14) found substantial contradictions between typical
PRSPs and the ‘voices of the poor’. These or the ‘aspirations of the poor’
result from extensive IBRD field research ‘on the perceptions, expectations
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and experiences of the poor, covering 24 developing countries (including
eight in Africa)’ (ibid.:13). In particular, positions on agriculture, labour
markets, macro-policies, income distribution and the private sector are largely
incompatible with PRSPs; ‘In these areas, policy preferences of IFls and/or
national governments rather than expectations and aspirations of the poor
appear to have prevailed’ (ibid.:15). While one may logicaly argue that
denying people what they want may ultimately be best for them — many fairy
tales illustrate this — such findings do not refute the hypothesis that ‘ consult-
ing’ the poor is but another exercisein lip service.

UNCTAD (2002) identified severe negative impacts on the poor. These
included shifts in taxation from corporate, personal income and trade taxes
to regressive consumption taxes, falling real incomes of unskilled workers
(declines often exceeding 20 per cent) rising input prices for food crops
accompanied by declining output and increasing fertilizer prices, the col-
lapse of rural infrastructure such as rural roads, declining levels of rural
credits, the transformation of rural property regimes taking away user rights
from the poor, user fees in the sectors of education and health constituting
an important impediment to access for the poor, the ‘exorbitant costs of
drugs’ (ibid.:43) or the decline in public service institutions. BWI pressure
to liberalize capital accounts has made increased stocks of international
reserves necessary, ‘one of the widely-used targets of poverty reduction
strategies in Africa’ (ibid.:31), although any IMF member has the right to
capital controls pursuant to the IMF's constitution. Only current transac-
tions are to continue. These are defined in Article XXX(d) as ‘not for the
purpose of transferring capital’, including ‘ payments of moderate amount
of amortization of loans or for depreciation of direct investments' or ‘ mod-
erate remittances for family living expenses’ (emphasis added). This means
that even restrictions on debt service are a membership right. Using these
rights, which the BWIsforce their clients not to do (the IMF in open breach
of its own constitution) would not cost anything, unlike large reserves
squirrelling resources away from poverty alleviation, transforming the
IBRD’s dream into a nightmare for the poor.

UNCTAD (2002) repeatedly quotes observations by IBRD sources that
BWI reforms have sometimes hurt the poor, even that ‘Agricultural market
liberalization without the institutional framework ... could have serious con-
sequences for poor people’ (ibid.:39f, quoting IBRD, 2001:69). But the Bank
aways comes down on the side of continuing and consolidating reforms
rather than in favour of creating the necessary preconditions for reforms to
work without hurting the poor. The IBRD (2001:70) officialy recognized
that the regressive property of VAT hurts the poorest, but did nothing to
protect them. Apparently the Bank knows what it is doing and that this
diverges considerably from its officially posted goals and dreams.
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UNCTAD (2002:21) concluded: ‘country PRSPs have so far covered a
broad spectrum of macroeconomic policies and structural reforms without
assessing their likely impact on poverty’, as ministers from HIPCs noted too.
UNCTAD (ibid.:59) found that ‘little attention has so far been given to social
impact analysis’, echoing other critics, and recalling the OED’s conclusion
about the usefulness of a theoretical framework for ‘ Structural Adjustment’.
Again poverty is ‘fought’ without proper analysis but in excellent English
and with new acronyms such as PSIA (Poverty and Social Impact Analysis)
or an IMF PRSP Sourcebook. The Wapenhans Report aready warned that
‘the perception that the literary quality of the SAR [Staff Appraisal Report] is
in itself a criterion of success' is wrong, that actually accruing returns, not
wonderful English, matter and: ‘that point should be driven home' (IBRD,
1992, Annex A, 8). The BWIs seem to have remained more successful with
excellent English than with economic resullts.

PRSPs put so much strain on debtor countries resources, and designing
them takes so much time, that Intermediate PRSPs (I-PRSPs) had to be
invented to allow the BWIsto continue disbursements. The ‘approval culture
and ‘the Bank’s pervasive preoccupation with new lending’ (IBRD 1992:iii)
seem very much alive. One should therefore wonder whether ‘poor design,
poor management and poor implementation’ (ibid.) are still alive too.

Trying to identify differences between the PRGF and past policies in
Africa, UNCTAD (2002:57) concluded that the new poverty focus ‘ does not
replace the development strategies implemented under structural adjustment
programmes but complements them’. New conditionalities were added. The
effects of largely relying on across-the-board user fees in the areas of educa-
tion and health (ibid.:59) are problematic. In spite of years of HIPC II,
pro-poor policies are still not properly implemented.

A sad illustration of what the BWIS' pro-poor focus means in practice is
Malawi. The BWIs were accused of having forced Malawi to sell maize from
its National Food Reserve to pay creditors. The IBRD encouraged the coun-
try ‘to keep foreign exchange instead of storing grain’ (Pettifor, 2002). In a
BBC interview, Malawi’s president said the government ‘had been forced [to
sell maize] in order to repay commercial |oans taken out to buy surplus maize
in previous years (ibid.). The BWIs had insisted and Malawi had sold a
substantial amount of maize. After harvest problems in 2002, famine struck.
According to Action Aid, 7 million of a population of 11 million were
severely short of food. Creditor interest was given priority over survival.

Confronted with this by the House of Commons’ Treasury Select Commit-
tee (2002:11f, 18f), Horst Kohler insisted that this advice had been given by
the IBRD and the EU Commission, so ‘it is just plain wrong to accuse the
Fund that it advised and made even a conditionality out of this'. Kohler
suggested that MPs should ask the Bank and the EU:
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| want to underline: thisis an issuein the responsibility of the World Bank and the
EU Commission. The IMF was part of this process of giving advice to the Malawi
government and the IMF may also not have been attentive enough, but | just tell
you that | am not accepting that the IMF is made the culprit for thiscase ... | have
sent the President of Malawi a letter in which | made clear that he was involved
with the World Bank and the EU Commission in this project; that the IMF was
part of, say, the kind of international advice and the IMF may, again, not have
been attentive enough how they exercised how to run this maize stock, but it was
not the responsibility of the Fund to implement the advice.

Obviously, while being ‘part of the kind of advice’ that resulted in starving
people, the IMF did not give this advice at all. In any case, the IMF is
innocent. What is important to our argument, though, is that repayment was
preferred over poor people’sright to live.

Proposing its Sovereign Debt Resolution Mechanism (SDRM) the IMF did
not mention any measure to protect the poor, although many poor live in
digible countries. The SDRM falls back behind HIPC Il (cf. Raffer, 2002;
Raffer, forthcoming). This hardly supports assertions of an anti-poverty focus.

IMMUNIZATION AGAINST ACCOUNTABILITY

An economically disquieting trend towards dodging accountability, already
observed in the 1980s, has become more pronounced. The IBRD, whose
projects can be checked more easily, has both changed its eval uation methods
repeatedly and shifted towards financing projects without clear economic
returns, meaning activities practically escaping economic scrutiny. The IBRD’s
Economic Rate of Return (ERR) was never areally hard economic concept,
depending on costs and benefits measured by shadow prices or even incre-
mental benefits thought (by the IBRD) to stem from projects. Particularly
after the Wapenhans Report, the IBRD reinforced its strategy of immuniza-
tion against accountability and blame.

As early as 1985-86, the IBRD (1989:15f; stress added) introduced a new
methodology, a ‘less mechanical and somewhat subjective judgement as to
performance’, characterized by ‘ subjectivity of assessments, which increased
the weight given to evaluators' perceptions, some of which were difficult to
explain fully’. This somewhat subjective method reduced the share of unsatis-
factory projects from 28 per cent according to the old method to 12 per cent
with unsatisfactory or uncertain performance in 1987. ‘Uncertain’ was a
euphemism, defined as: ‘ Project achieves few objectives, if any, and has no
foreseeable worthwhile results' (ibid.;15). In spite of innovative change the
share of satisfactory operations went on declining perceptibly. The Bank
changed its method again in 1997. Soft criteria became more important, such
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as more emphasis on socia impact, with-without project comparisons, quali-
tative observations and judgments on institutional development. In spite of
claims to the contrary, no stringent rules for judgment can be found, even in
material sent on request by the OED. In contrast to the first reform, this new
method increased the share of satisfactory projects sustainably, ‘aremarkable
improvement’ (IBRD, 1999:xiii).

Because pro-poor projects are by definition not expected to recover costs,
but to have long-run benefits, which cannot be properly gauged in the short
run, results can be substantially ‘improved’ and the rate of unsatisfactory
projects ‘reduced’ by inexplicably positive assessments. Few or no hard
economic data exist. The fact that the monetary equivalent of, say, primary
education being extended to a larger share of the population, or of a more
democratic system allegedly giving more voice to the poor cannot be objec-
tively established may prove extremely ‘helpful’. Evaluators enjoy enormous
leeway in defining ‘success'. This is likely to be compounded by financial
unaccountability. The BWIs do not have to pay for their failures, but gain
from them, extending new loans to repair damages done by prior loans. Even
the gravest shortcomings have not triggered appropriate reactions by their
shareholders. Without drastic changes the mechanisms that force the poor to
pay for IFI inefficiency are likely to be further strengthened (Raffer, 1993).
Focusing loans and credits from multilateral institutions on the social sector
may be used as a means to hide BWI inefficiency, simply because the effects
of these particular projects, necessary as they are, are largely beyond objec-
tive measurement on a monetary scale. Thus the danger of being challenged
on the grounds of efficiency could virtually be overcome. It is to be feared
that the likelihood of improvements in BWI management culture will de-
crease further.

Sectors where economic facts have a stronger impact, such as industry,
have remained problematic. Fortunately industry became a sector with de-
clining emphasis in the Bank. Projects less exposed to hard on-the-ground
results, such as public sector management, could improve the percentages of
satisfactory outcomes perceptibly. Adjustment loans continue to have higher
average outcomes and sustainability than investment loans: one wonders why
success is not visibly reflected by the performance of ‘adjusting’ economies.

Always enjoying the benefit that its activities cannot be evaluated as easily
as a steel mill, the IMF has been less exposed. However the Bank’s move
generates positive externalities. The Fund, too, can use soft factors more
easily to brighten otherwise gloomy results. The fact that evaluation was
already very dependent on what the OED called subjectivity of assessment or
perceptions ‘difficult to explain fully’, and that objective measures have
further lost importance, should be cause for great concern. Reorienting ac-
tivities to projects without clear economic returns, without income streamsin
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foreign currency covering debt service, but with a lot of leeway to determine
‘success immunizes against blame. Institutional changes, such as reorganiz-
ing national legal systems, or supporting democratization, are examples. So
are social sector activities to which defenders of human development would
subscribe. An example is a local language school for Mexican indigenous
children financed by the IBRD, no doubt a socialy highly recommendable
pro-poor project, serving human development priorities, which should be
financed. But financing it with loans, particularly on normal IBRD terms, is
simply not viable. Like institution building or fighting AIDS, this project
cannot and should not earn foreign currency income directly. One can hardly
expect poor indigenous Mexican children to pay sufficient school feesin US
dollars. Nor does a now improved legal system release an immediate dollar
stream; possibly it may not even generate many positive effects for the poor.
Nevertheless these loans have to be repaid with interest in foreign currency.
In countries with a crushing debt overhang new loans not earning their own
debt service are bound to worsen the situation further. If undertaken on a
larger scale they increase the debt burden dramatically. Particularly for coun-
tries unable to honour large parts of contractually due payments on time, this
has highly negative economic consequences, especially so at the ‘near-mar-
ket’ interest rates of international development banks. Projects really benefiting
people living on one to two dollars aday cannot be financed this way.

Social agenda and urgently needed projects for the poor must be financed
by grants unless recipient governments are sufficiently liquid, which is ex-
tremely unlikely in the case of most SCs. Highly concessional interest rates,
where feasible, must be calibrated to allow debt service to be covered with
relatively lower income streams generated by projects. Economic theory
holds that the willingness to pay revealstrue preferences. If poverty reduction
isreally asimportant as the BWIs and donors claim, they must finance it with
grants, using an excellent opportunity to prove the honesty of their concern
for the poor and values such as democracy.

Financing adjustment problems of net food importers due to the WTO
agreements clearly illustrates the problem of destabilizing lending. When the
agreements were about to be signed, OECD countries apparently perceived a
need to assure SCs that relief measures against expected higher food prices
would be financed. Once the agreement was signed and prices went up, no
relief was granted. The WTO tried to help SCs, approaching the BWIs to
discuss improved conditions of access to existing facilities, a softening of
conditionality, new facilities for net food importers and ways in which the
WTO could help the BWIs to be more forthcoming in these matters, but
without success. The BWIs prevailed with their ‘alternative’, using existing
BWI facilities. Economically thisis not sensible. Consumption is financed by
loans carrying interest. Even at IDA conditions this still means 0.75 per cent
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p.a. in hard currency which countries have to earn. In the case of Sub-
Saharan African, for instance, aregion paying only one-fifth or one-sixth of
their contractually due payments at that time, even such soft credits increase
the debt overhang, further accumulating arrears. New multilateral loans for
consumption will certainly not alleviate debt problems, but will become part
of unpayable debts that have to be reduced eventually. The HIPC initiatives
prove this. They became necessary because multilaterals did not fund eco-
nomically viable and thus self-liquidating projects and programmes.

Differing fundamentally from its self-description, opinion leaders have a
critical perception of the Bank. In aworldwide, IBRD-commissioned opinion
poll, 22 per cent of those interviewed said the IBRD did a ‘good job’ in
reducing poverty, 28 answered a ‘bad job’ (PSRA, 2003:44). The Bank’s
efforts to build a climate for investment, growth and jobs got worse marks
(ibid.). These were the IBRD’s pro-poor policies of the 1980s. Under the
heading, ‘World Bank not to blame for rich/poor gap’, one learns that the
most common view was that the IBRD had no effect on this growing gap,
while ‘sizeable minorities’ (in Kenya, 60 per cent) believed the IBRD had
increased inequality (ibid.:28f). With more justification one could have writ-
ten, ‘IBRD unable to reduce poverty’.

CONCLUDING REMARKS

The divergence between declarations and activities shows forcefully that the
BWIs are either unlikely to be really interested in fighting poverty or incapa-
ble of doing so. Both conclusions would not suggest that they should be
allowed to go on with ‘poverty alleviation’. Both institutions have repeatedly
asserted that they have learned. Unfortunately the poor have been forced by
the BWIs to pay their tuition. The suspicion cannot be dispelled that poverty
seems to be another marketing device, a Parkinsonian survival strategy of
institutions. If poverty reduction were indeed as dear a goal to the interna-
tional community as various declarations, principles and targets state, this
important issue must not be left to the BWIs.
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9. Therole of international institutions
and the government in development:
the case of Croatia (poverty and
inequality as a conseguence of the
transition path)

Mirjana DragiCevic

INTRODUCTION

Transition from command to the market economy in Croatia started, asin all
other CEE countries, with democratic elections which enabled the transfor-
mation of the one-party (communist) political system to a multi-party system.
In spite of the war aggression in Croatia, government decided on adopting
‘orthodox’ market reforms under the guidance of the IMF and World Bank.
The strategy of economic liberalization, privatization, deregulation and struc-
tural adjustment and ‘conditionality’ policies reflected the principles of the
so-called ‘Washington Consensus', which laid out policy priorities that were
adopted in different combinations by many countries.

The economic and socia consequences of the war, fast privatization and
liberalization were increasing poverty and inequality. The objectives of this
chapter are to analyse (@) the circumstances of the transition path in Croatia,
(b) transition failures and causes of inequalities and poverty, (c) the role of
government and international institutions in mapping the transition path,
reduction of poverty and future development in Croatia.

TRANSITION IN CROATIA

TheHeritage

Before the dissolution of former Yugoslavia, Croatia and Slovenia had been
the most developed industrial republics, with a per capita GNP which was a
third higher than the Yugoslav average. Unlike other countriesin Central and
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Eastern Europe, which had to operate behind the ‘Iron Curtain’ and had a
command economy, Croatia, as a republic within the Yugoslav confederation
(from the Constitution of 1974) was moving along a so-called ‘ mixed path’.
This path was marked by self-management and social ownership, but also by
the market as a factor of allocating goods and services. Even back in 1989,
Croatia had the highest liberalization index (0.41) of all socialist CEE coun-
tries (EBRD, 2000).

Within such amodel of development, Croatia enjoyed good economic and
trade connections with Western Europe. About 50 per cent of production was
export-oriented. The most prominent was the complex of metal processing,
shipbuilding, part of the food industry, the construction industry and tourism,
which earned an average of $5-6 hillion a year. The education system was
relatively advanced, especially in terms of technical education. The high
degree of economic liberalization was reflected in the civilian sphere. Croatia
was an open country with all the achievements of a civil society, which had
been exposed to the influences of Western culture.

Owing to postwar economic emigration, Croatia had about a million emi-
grants in Western Europe who were a direct ‘link’ between Croatia and the
Western economy and culture. According to everything that Croatia had
stood for up to 1990, it might be assumed that it could have been a model for
fast transition to a full market economy and a democratic society with low
social costs.

The Circumstances of Transition

In 1990, the first multi-party elections were held in Croatia, and the party
whose programme envisaged the transformation of Croatia into an independ-
ent state won by alarge majority. Through areferendum held in 1991, 95 per
cent of citizens of Croatia opted for independence and separation from Yugo-
slavia. In thisway, Croatia, a small country with a population of 4.5 million,
situated in the southeast of Europe, simultaneously initiated two historical
processes: the development of a state and transition.

However the decision to create a state produced much more serious conse-
quences for the Croatian economy and society than had been previously
anticipated. Croatia was hit by afive-year war, which resulted in the disinte-
gration of former Yugoslavia. During this period, the situation gave rise to the
need to provide assistance for about one million displaced people and refu-
gees, and was marked by huge direct destruction and indirect economic
damage, particularly within the tourism sector.

By opting to create a sovereign state, Croatia entered transition with three
key disadvantages:
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1. theloss of the former Yugoslav market, which included 18 million peo-
ple;

2. large costs caused by war damage and other consequences of war, amount-
ing to about $50 billion. According to the estimates of the Croatian
government, this was two and a half times the GDP of 2001;

3. the lack of a system of international assistance and support, such as
Phare, characteristic of other CEE countries.

The First Stage of Transition: Causes of Rising Poverty and Inequality

Instead of exploiting the advantages of heritage, as was done by other transi-
tion countries, Croatia had to engage in a struggle to survive. A dramatic fall
in production and the high demands of budgetary expenditure in the first
years threw the economy into a widening budget deficit and increased money
supply, which led to growing inflation.

In this way, in the period from 1990 to 1993, GDP fell by 40 per cent, and
the high rate of inflation culminated in 1993 with a monthly growth in prices
which ranged from 25 to 30 per cent (CRO STAT, 1999). In such conditions,
Croatia was faced with a choice: to introduce awar economy and rationing or
to opt for economic reforms directed towards a free market economy. Croatia
opted for the latter.

At the beginning of 1993, the political and military pressures in the region
declined. In October 1993, the government, supported by the IMF, launched a
stabilization programme designed to stop hyperinflationary trends and to
establish the foundations for future economic recovery. The programme of
macroeconomic stabilization (1993) succeeded in fighting hyperinflation and
in maintaining price stability, so that in 1994 the economy experienced an
inflation rate of 3.0 per cent measured in terms of retail prices. This pro-
gramme was implemented through a restrictive monetary and progressive
fiscal policy. The stand-by arrangements with the IMF and agreements with
the World Bank that followed the initial phase of the stabilization programme
allowed for an improved position in international financial markets and for
easier accessto foreign financial resources, which were necessary for intensi-
fying the processes of rebuilding and restructuring.

Although economic activity showed an initial recovery if seen through the
rate of growth of GDP, which was 5.9 per cent in 1994 compared with 1991,
when it was —21.1 per cent, the transition of the economic, as well as of the
entire social, sphere, lagged behind considerably owing to the slow and
conflicting moves of the ruling political elite. However ‘for growth to be
sustainable there has to be not just one macroeconomic intervention, but a
deep, comprehensive program of institutional reforms’ (Bal cerowicz, 1995:87).
Thus catching up has to be a very complex process, and only countries with
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appropriate development strategy and institutional features can successfully
accomplish this task.

Nevertheless, the growth of foreign debt (IMF arrangements) during the
first stage, and the softening of budget constraints, as well as tax evasion, led
to the breaking down of non-budgetary restrictions.

The crucial issue of every transition is privatization as a process of trans-
ferring great wealth into private hands and of large opportunities for
rent-seeking behaviour. The transition strategies that are implemented in
individual countries are different from one another, some being fast, or a part
of a ‘big bang’ shock therapy, and others gradual or incremental, so they
bring along different models of privatisation (EBRD, 2000).! The choice of
the fast privatisation model and the lack of transparency in its implementa-
tion allowed for the direct transfer of companies based on political affiliation
and nepotism. The lack of public control and the sluggishness of the judi-
cial system were characteristic of the first stage of transition, when the state
had a rapid effect on the new ownership structure through the Privatization
Fund.

This led to the emergence of conglomerates where ownership was not
separated from management. The lack of management skills turned even
profitable companies into losers whose assets were subsequently sold or
plundered. Owners-insiders, protected by political power, opposed the intro-
duction of competent and transparent management and the distribution of
ownership rights. In non-transparent privatization, the activities of the new
company owners, who were in most cases managers, were mostly geared to
expenditure, and not to creating new value. The whole privatization process
was also accompanied by the xenophobic fear of all the evil that competition,
especially foreign competition, would bring. As a consequence, an institu-
tional framework for promoting competitiveness was formed. Without effective
competition policy, the existing monopolies remained exclusively in the hands
of local owners.

A further conseguence was an extremely low level of FDI in comparison
with other transition countries. In the first ten years of transition, a total of
about $4 hillion entered Croatia, 80 per cent of which were portfolio invest-
ments. In the same period, FDI per capita inflow into Croatia amounted to
$444, whilein countries that were going through transition successfully, such
as Hungary and the Czech Republic, the figure was $1627 and $967, respec-
tively (EBRD, 2000).

In fact, the whole transition was being implemented with local resources,
knowledge and capital, again apostrophized by the xenophobic thesis that
Croatia could build its economy all by itself. The consequence of this was the
concentration of economic power in the hands of privatization profit-seekers
who were creating their ‘business empires’ assisted by the banking system,
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which was also controlled by the state. At the same time, tax evasion, an
inefficient legal system, which was a source of legal insecurity, corruption
and crime were all growing and social costs were multiplying. As a conse-
guence, an increasing number of workers were laid off, which led to agrowth
in unemployment, which exceeded 23 per cent in 2001 and was the largest
rate of unemployment among all CEE transition countries (CRO STAT, 2001).
Rising and persistently high levels of unemployment have affected certain
groups of workers disproportionally. Individuals with low education seem to
have been affected the most by transition. The crucia problem is long-term
unemployment (55 per cent of the unemployed).

The danger of poverty is connected with exclusion from the labour market.
According to the first national research on poverty (World Bank, 2001b) 10
per cent of the population was below the national poverty line.? There are few
dominant groups among the poor: elderly people, unemployed and unedu-
cated people. The risk of poverty is especially high when the low degree of
education comes together with unemployment. According to the data (World
Bank, 2001b), 40 per cent of the poor come from families with pensions at a
very low level and 50 per cent of the poor had a pension that was below the
poverty line. The qualitative estimation of poverty (social estimation) demon-
strates that poverty in Croatia has long-term characteristics. The main causes
of such a situation are the poor economic performance that results in a higher
job destruction than ajob creation rate, early retirement prevailing and intro-
duction of high labour taxes.

The subjective policy research is demonstrating that according to the high
unemployment and the lowering of real wages, the evolution of subjective
poverty isdisturbing (Figure 9.1).

The high and growing early retirement as a consequence of the privatiza-
tion process created a gap between the falling number of contributors to the
pension system and the growing number of beneficiaries (Figure 9.2).

The consequences of this gap between employed and pension beneficiaries
are lower payments to the transfer recipients. The governments raised the
taxes and the labour costs grew too. The labour costs are at a level far higher
than in Croatia’'s main competitors (Figure 9.3). At the same time, the level of
payroll taxes and personal income taxes inhibits new employment growth.

At the same time, Croatia has the highest public sector of all CEE coun-
tries and especialy EU countries, but the impact of public spending on
poverty islower than in other CEE economies. Expansion of social spending
in Croatia (Figure 9.4) does not lower the poverty.

The gap between the rich and poor is wide and is wider in comparison to
the countries with middle or low inequality (Figure 9.5).

UNDP (1999) data measured by the HD Index showed a growing social
differentiation. Although 10 per cent of the population lived below the pov-
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Figure 9.1 The evolution of subjective poverty
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Figure 9.2 Employees and pension beneficiaries (1990 = 1000)
erty line, high unemployment and a decrease in the level of real wages were

the reason for as many as 80 per cent of the population to consider them-
selves poor.
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Figure 9.3 Tax burden as % of GDP, by types of taxes, cumulative 1995-98

25
20
Croatia
------- Other transition economies
T EU countries, average

1993 1995 1997

Source: CRO STAT (2000:201).

Figure 9.4 Social spending as % of GDP

In this situation, an emerging market found itself in a societal and governing
vacuum. The market developed at the expense of the country’s well-being,
which was seriously shaken. This proved that putting the market before society,
in a specific Croatian way, was to invite trouble and disappointment. Social
costs multiplied primarily as a result of limited political competition and the
concentration of political power, which meant that the xenophobic ideology of
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Figure 9.5 The gap between the rich and the poor

the ruling party gave rise to conflicts in the proclaimed standards. The populist
movement, with the president as leader, implemented reforms in conformity
with their own interests, building a specific, Croatian, path to transition. The
government, with the vision of an exclusively sovereign Croatian state, directed
al its efforts towards isolation and economic and social regression. It did not
even try to manage transition in this era of globalization.

In this way, the concentrated political power marked the first stage of
transition, shaped development and influenced the choice between winners
and losers. Consequently Croatia lost the chance for a smooth transition in
the sectors which had a competitive advantage, and products for international
exchange, even before the creation of the Croatian state. It missed the chance
to restructure these sectors gradually and align them with the global network.
Instead, most of them were destroyed through the political usurpation of the
privatization model.

Croatia also missed the chance of partnership development, because ten
years of transition had been implemented in conflict with the long-term
interests of human development. This led to the social exclusion of the
majority of the population, whose middle layer was depleted and discour-
aged. In short, the specific features of Croatia’'s acquired sovereignty and its
transition in the first stage were as follows;
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o the separation of Croatia from Yugoslavia, which caused the loss of a
market of 18 million people;

o war and war destruction;

o IMF defined the macroeconomic stabilization programme and the gov-
ernment accepted it;

« fast, politically-mediated privatization;

o anincrease in the number of refugees, unemployed and the growth of
social poverty and inequality;

o anincreasein ethnic discrimination;

o internationa blockades: there are no Phare or similar programmes in
Croatia, and no FDI;

o thelack of an institutional infrastructure: a law on monopolies, a law
on bankruptcy, and so on;

o incomplete implementation of reforms;

o thelack of long-term development strategy.

In the mid-1990s, primarily owing to the fact that Croatia had accepted the
peaceful integration of parts of its territory, the international community
made stronger pressure for Croatia to build a new institutional structure
adjusted to EU standards. Consequently, at government level, this led to the
formation of the Ministry of European Integration and the Agency for the
Protection of Market Competition, as well as to the passing of the Law on
Bankruptcy.

Although certain changes were made in the last four years of Croatian
Democratic Union (the leading party) rule, these were still exclusively exter-
nally driven. Wherever possible, the functioning of new institutional forms
was avoided, and obstructions were created to the implementation of new
laws. Core structural reforms in the economy and society were not even
conceptualized.

The dissatisfaction of the population was growing. Political apathy and
disillusionment resulted from institutional weakness. The feeling of power-
lessness to effect change and scepticism about the competency of politicians,
together with suspicion of corruption, encouraged a willingness to contem-
plate a return to the security of the dominant public sector. New NGOs were
set up and the seeds were gradualy planted for a new institutional civil
society network, which began to point to the need for change. These bodies
worked on raising awareness of these issues.

Starting from 1996, the Croatian authorities began to accept declaratively
the demands of the international community, but in reality it was noticed
that the reforms were not carried out. This was primarily due to the fact that
all the accepted recommendations were contrary to the then ruling view of
life and the culture of state |leadership. In other words, the externally imposed
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rules signified arestriction for the model of rule that wasin place, so interna-
tional organizations (IMF, WB and EU) began to control Croatia strictly and
giveit conditional support.

As a consequence, the system of government and rule, which had been
formed at the beginning of the 1990s, entered a crisis. This fact also shows
that ten years had been spent mostly in building a state, but not in developing
democracy and a civil society, or in implementing economic and social re-
forms.®

In 1999, the economy achieved only 82 per cent of the GDP of 1990.
Foreign debt amounted to $9.5 billion. The amount of investment was just a
little higher than the level of depreciation. The gross rate of investment was
23 per cent of GDP, with an unfavourable structure for quick economic
recovery. The share of the public expenditure in GDP amounted to 55 per
cent (CRO STAT, 2001).

The Second Stage of Transition: Development without Poverty
Reduction Strategy

In the first decade, without strategic leadership in the transition process,
Croatia found itself in a kind of chaos, unable to identify its own develop-
ment potentials, opportunities, limitations and the sequencing of the entire
process. Croatia entered a new stage of development with the new multi-
party elections in 2000, and with the victory of a party coalition with a
dominantly social-democratic and liberal orientation. What had until then
been the opposition now united into a coalition. It was supposed that it would
begin to meet the expectations of the population who had voted for those
politicians who offered a way out of the growing social misery and the
increasing differentiation of society. The coalition also promised quick re-
formsin al areas of economic and socid life.

Since not only the health of the economy was threatened but also the well-
being of society, the new government was faced with substantial tasks and
huge responsibility: finding away out of the deep crisis and, at the same time,
recovering from social damage; and determining their own opportunities and
limitations, and formulating a vision of Croatiafor the twenty-first century.

The heritage of the ten-year system geared primarily to the idea of building
the state manifested itself in the direct dependence of state institutions on the
ruling party, nepotism, crime and corruption. Thiswas the ‘price’ Croatia had
paid for the creation of its own state, while the building of civil society
institutions and the transparent development of democratic institutions had
been postponed. Consequently there was a strict need, first, to separate state
institutions from the influence of a single autocratic party and restore peo-
ple's trust in institutions under state authority. A reform of the judiciary and
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the inherited inefficient state apparatus was the focus of attention. In this
way, it was only at the beginning of 2000 that the issues of transition, which
had been characteristic of other CEE countries at the beginning of the 1990s,
arosein Croatia,

Owing to a poor political image that Croatia had had in the world from
1990 to 2000, the demacratic changes and the establishment of a new govern-
ment alone changed in a positive way the view held of Croatia by institutional
bodies of the world, particularly those of Europe. Interest in Croatiatherefore
increased and the level of assistance became stronger. With the support of EU
institutions, and various regional and bilateral programmes, especialy after
the signing of the Treaty on Joining the EU and the Stability Pact, Croatia
began with accelerated reforms and |egislative changes. Currently, about 900
legal projects are under development. An extensive reform of the pension
system, health-care system and labour legislation is also under way. The
reform of the state administration has been devel oping much more slowly.

The objective position of the present government is determined by its high
degree of cooperation with international and financial institutions and with
the EU. The level of international support and financial aid is determined by
the remaining political conditions (the Hague Tribunal, cooperation on the
Balkans) and by the speed of execution of other structural reforms. Therefore
the government accepted the quick delivery of services as determined by the
international community, which at the internal level is in conflict with the
interests of trade unions, local institutions and interest groups.

Since, on the other hand, space has not yet been made for a more signifi-
cant economic development based on the propulsion of domestic enterprises
and the inflow of international capital, the government cannot respond simul-
taneously to conflicting external and internal demands. In the short term it
relies on neoliberal solutions through the privatization of state companies
(telecommunications, oil, electric power supply, insurance) and the sale of
state bonds (public debt). In such a way, through budget expenditure it
generates growth (motorways and other public company projects), and funds
social costs, which are the consequence of increasing unemployment. Croatia
has therefore entered a dangerous area where public financial resources de-
riving from privatization are being drained and necessary structural reforms
are not being carried out in due time. This presents a threat to the potential
for medium-term and long-term growth and for the sustainable development
of the country.

Asaconsequence, Croatia has arrived at arather absurd stage of transition:

« the enterprise sector which has managed to survive, and which was
privatized through a non-transparent privatization process, has mostly
been restructured;
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o the financial sector has been reformed and, within this, the banking
system has been fully internationalized since domestic banks have
been taken over by foreign ones (approximately 90 per cent of the
sector);

« the human resources sector in the privatized companies which have
survived has achieved enviable international corporate standards and
culture;

o the sector of public physical infrastructure, thanks to previous and
current investment, is currently the most advanced sector (telecommu-
nications, roads, transport);

o the reform of the public sector, particularly in terms of human re-
sources, has only just begun;

o thereform of thelegal system in terms of harmonization with the EU is
only just beginning;

o the number of unemployed persons is very high; unemployment rate;
23 per cent in 2002;

o the number of the supported population is higher than the working
population;

« the poverty, the inequalities and social exclusion remain;

« the space for more significant economic and social development is till
limited.

Since the decisions on selling the remaining state companies have already
been made, it is expected that the entire economic sector will be privatized in
the next few years, primarily through sales to foreign companies which, with
afew successfully privatized domestic companies with aregional reach, will
then be the key playersin the Croatian economy.

In this way, a significant portion of the Croatian economy will be interna-
tionalized on the basis of inherited resources and competitive advantages
through acquisitions and investment portfolios. As the public sector’s ex-
penditure has increased enormously over the last six years and the budget
deficit has gradually risen out of control, this corporate structure is by no
means capable of generating the kind of development which would cover the
expected social costs of the remaining reforms of the public sector as well as
public expenditure in general.

Currently there is a wide-ranging debate in Croatia about how to move on
from here. Two contrasting concepts are emerging. One belongs to the gov-
ernment, advocating speedy reforms and internationalization with the support
of the IMF,* WB and the EU, while the other comes from one part of the
expert public. The latter promotes the view that Croatia should rely on its
own strengths, slow down reforms, finance development through a neo-
Keynesian policy, halt the ‘sell-out’ of the remaining non-privatized public
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companies to foreigners, and refuse to follow strictly the instructions and
tutelage of the international community (Zduni€, 1995; Kulit, 1997).

Since the activity of NGOs, or institutions of a democratic and civil soci-
ety, which criticize all the key development moves of the current authorities,
is becoming stronger in Croatia, there is growing critical awareness among
the public. Therefore there are increasing complaints that the government is
an exponent of international capital and the IMF, seeking to perform reforms
at all costs, particularly at the expense of high social costs, without respecting
the sustainability of the system and without building a spirit of mutual con-
cern and cooperation aimed at development.

Although the collective power of employers’ associations, NGOs and trade
unionsis growing, thereis alack of local and partnership power to influence
how development takes place. As a result, the IMF dominates and directs
development through its banking logic, and the EU bodies are forcing Croatia
to harmonize its standardsin al areas.

Independent of various economic and political discussions, there is no
doubt that the completion of transition in Croatia will be externally driven.
The only question is the time needed for the remaining structural and institu-
tional reforms, the financing of the social costs, and particularly the opening
of the development process, based on the competitive advantages of Croatia,
but, at the same time, by creating the conditions for gradual social inclusion.
It isalso crucial to build national awareness that the transitional adjustments
to globalization are made for the benefit of Croatia’s prosperity and economic
identity.

In this context, Croatiais still awaiting a broad consensus from the govern-
ment, entrepreneurs and the trade unions related to the speed and quality of
the remaining structural and institutional reforms, bearing in mind the social
costs that thisinvolves. On the other hand, when speaking about the develop-
ment of competitive advantages, apart from institutional reformsand in parallel
with the removal of barriers to entry, Croatia needs radical decentralization
into regions, because regions and local communities are the real space for the
construction of competitiveness as a precondition for development in the era
of globalization.

CONCLUSION

The transition process in Croatia was faced both by the war and by the
absence of a strategic and holistic long-term approach to the transition devel-
opment from the government side.

The support of the IMF in creation and implementation of the macroeco-
nomic stabilization programme and the fast privatization was carried out in
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an institutional vacuum. A competition and regulatory framework was not
established before the privatization. There was no awareness of sequencing:
which tasks have to be done before other tasks. Partial market reforms re-
sulted in growing poverty and inequality and, at the same time, engendered
resistance, undermined the incentives of the people, and caused trust to
decline. The processes of imposed change came partly from the outside (IMF,
WB, EU) and predominantly from the internal government autocracy. The
government started transition with fast privatization that was politically
usurped. These processes were not socially justified. They generated rents for
the elite.

The development was partially a matter of negotiation between a donor
and the government, and mainly between interests of powerful elites inside
the government. The failure to develop and establish the key institutional
prediction to a market economy is the crucial factor contributing to the
failuresin the transition period.

In the second stage of transition, some efforts have been made in institu-
tional building, but they were not a part of the government strategy: they
were externally driven. And imposing change from the outside raises barriers
to change. The whole transition period was faced by governments that were
not open to participatory processes, to decentralization that responds to the
needs of local community, and that were not responsible to the poor and
socialy excluded.

The transition path in Croatia proved that poverty and inequality is an
outcome of economic, social and political processes that interact with each
other in ways that can worsen the deprivation poor people face every day
(World Bank, 20014). To attack poverty requires not only the building and
implementing of market reforms for growth, or making markets work for
poor people and expanding poor people’s assets and tackling structural in-
equalities. The economic growth has to be taken as an integral part of a
broader development focus. The transformation of the society has to be the
focus of development. Besides government, the business sector and trade
unions, the strategy of the transformation of society must involve civil soci-
ety, local community and citizens' participation.

This requires a strategic, democratic, holistic approach in designing the
future society, not only the economy. The devel opment strategy has to reinvent
development of responsible and capable state and social institutions that
empower poor people and that work for poor people. It has to involve the
strategy to attack poverty that must be built on three pillars: opportunity,
empowerment and security.
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NOTES

1. Policy debates on economic liberalization also involved ‘tactical choices' over sequencing
and the pace of transition. What should come first: price liberalization, foreign trade and
capital movements liberalization, banking and financial reforms or privatization? The speed
and depth of the liberalization process raised larger and more controversial questions in
CEE post-socialist transition countries. Gradualism or incrementalism was preferred by
those not entirely confident of the correct mix of medicine required, given the weakness of
the economies, the size of the task of restructuring, and the challenge of promoting funda-
mentally different economic behaviour in the East that had been common under state
socialism. Some argued that small bites of reform and pain would be easier to swallow
politically. Some analysts have argued that a gradual approach allowed for policy refinement
and more effective choice among policy alternatives, insulating state agencies from
particularistic claims, as well as providing benefits in building real support behind difficult
options (Orenstein, 2001; Bartlett, 1997).

2. According to the international standard of poverty ($4.30 daily per person) the poverty rate
was 4 per cent (World Bank, 2001b).

3. New democracy in Croatia according to Diamond (1999), who used the Freedom House
Ratings and his own independent judgments, applied to Eurasian Post-state Socialist Cases
in 1977, is categorized as non-liberal electoral democracy with rating 4.0 — the same level
asAlbania

4. The IMF in the first and second stages of transition defined the economic development
targets. Stand-by credits for Croatia in 2003 (US$146m.) were approved to carry forward
the programme of fiscal consolidation and economic reforms.
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10. Ingtitutions, integration and poverty in
Eastern Europe and the former Soviet
Union (EEFSU)

Syed M. Ahsan and Melania Nica

MOTIVATION

In this chapter, our goal is to discern and evaluate the process by which
poverty may be reduced, and in particular isolate and interpret the role of
economic growth, institutions (both domestic and international) and integra-
tion in that process. We carry out the above analysis in the context of the
transition countries of Eastern Europe and former Soviet Union (EEFSU).
Although we primarily conceive of institutions as the enabling framework
that facilitates economic and non-economic exchanges a la New Institutional
Economics (NIE), we also take international aspects of institutions into ac-
count. Among international institutions, one may think of international trade
agreements or membership of global entities such as the World Trade Organi-
zation (WTO). Alternatively, in aregional (here European) context, one may
examine the interactions with the European Union (EU). Since the end of the
communist era, the EEFSU countries have launched an intensive transforma-
tion of their political and economic institutions, and the EU has been supporting
these reforms; it is also providing direct assistance in the form of investment
funds to the private sector. It is evident that these global/regional interactions
may lead to advances in investment, trade and technology, and therefore
constitute elements of the enabling framework cited above. Below we exam-
ine the effect of EBRD investments on growth and poverty.

The central tenet of new institutional economics is that institutions (political
and economic ones) are generally incomplete in any setting and, hence, trans-
actions are costlier than they ought to be in afull efficiency setting.! To North,
institutions are the ‘rules of the game’, and he demands that ‘institutions must
not only provide low-cost enforcement of property rights, bankruptcy laws, but
also provide incentives to encourage decentralised decision making and effec-
tive competitive markets' (1997:4). Among ‘formal rules’, he enumerates the
polity, the judiciary and the laws of contract and property.

217
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The formal rules are complemented by what is generally referred to as
‘informal’ ones. Different authors have identified routines, customs, tradi-
tions, culture and, above all, trust as among the fundamental aspects of
‘societal embeddedness’.? These informal institutions are collectively called
social capital, and have been popularized in the modern development litera-
ture (for example, see Coleman, 1988; Collier, 1998). While early citation of
trust and its economic externalities have been found in the works of David
Hume, Adam Smith and Antonio Genovese over two hundred years ago,
Kenneth Arrow may have been the first modern economist to reflect on the
possible role of social capital in helping agents allocate resources, and hence
overcome the market inadequacies, although he did not coin the phrase.® He
argued: ‘Norms of social behaviour, including ethical and moral codes’, may
be interpreted as ‘reactions of society to compensate for market failures
(1970:70). Arrow singled out the norm of mutual trust as one capable of
serving the non-market allocative power alluded to above. He noted that, ‘in
the absence of trust, it would have been very costly to arrange for alternative
sanctions and guarantees, and many opportunities for mutually beneficial co-
operation would have to be foregone’ (ibid:70).

Further note that the term ‘governance’ in modern policy discussions also
originates in the NIE literature. It relates to institutions that a society must
possess in order to monitor the ‘plays of the game’. Williamson argues that
transaction is the basic unit of analysis and regards governance as ‘ the means
by which order is accomplished in relation to which potential conflict threat-
ensto undo or upset opportunities to realise mutual gains' (1998:76). Conflicts
in exchange may occur because of asset specificity of agents (‘bilateral
dependency’) or wherever contractual hazards (such as succumbing to oppor-
tunism) may arise.

It is useful to clarify two important aspects of institutions. The NIE litera-
ture holds that institutions facilitate transactions both within and outside the
market mechanism. Note that the formal institutions cited above are prima-
rily responsible for allowing markets to function smoothly, while typically
the informal one, namely social capital, is the catalyst for non-market trans-
actions. Secondly, thereisthe claim that quality institutions are indispensable
for facilitating both ex ante and ex post exchanges. Here again there may be a
dichotomy of sorts; clear formal rules (such as on property rights) may
suffice in drawing up ex ante contracts, but eventual sustainability of such
contracting over time would require quality social capital and /or monitoring
and governance institutions. Clearly some of the latter institutions (such as
trust and norms) may not be formally coded in the laws of society and hence
unenforceable by the polity. However human interaction may evolve in deliv-
ering an informal structure of governance carried out by a civil society
structure. The latter would work so long as both parties in a conflict agree to
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abide by the verdict or face social sanctions, even when neither of which (the
verdict or the consequent sanctions) may be part of the formal legal statutes
of the land.

Ahsan (2003) has introduced the broader term of ‘institutional capital’
(IC), which denotes the totality of institutions as described above. In other
words, IC isinclusive of al formal and informal institutions, and therefore
embeds social capital. It also includes institutions of governance, which
themselves may be forma as well as informal. Where relevant we will
measure how the aggregate level of ‘institutional capital’ (1C) as well as its
various components may affect economic growth or the poverty profile of the
EEFSU region.

Within this broad theme, we also ask a further question, namely whether
history (as specified by the concept of ‘ path dependence’ by Douglass North,
1990) matters. Hence we would like to explore how the EEFSU countries
differ in the design, delivery and endowment of institutions.* In particular we
will attempt to test a hypothesis, implicit in North’s thesis (1990), that history
matters; that is, the growth response to market reforms would depend on the
legacy of formal as well as informal institutions inherited by the country in
question prior to the socialist rule.

Finally, we examine the interface between a broader concept, poverty
and IC. Ever since Rawls rejected the old utilitarian basis of income (or
commodities, for that matter) as the relevant welfare indicator, researchers
and policy makers have called for a conceptualization of poverty going
beyond the income/expenditure dimension. The idea of ‘basic needs' had
been a forerunner. A bolder vision emerged in the notion of capability:
poverty must be seen as the deprivation of basic capabilities rather than
merely as lowness of incomes (Sen, 1999:87). This approach attempts to
measure how capable one is to enjoy the kind of life that one cherishes
(including basic freedom). Over the decade of the 1990s, the capability
concept led to innovations by the UNDP as it devised the ‘human develop-
ment index’ in 1993, and the ‘human poverty index’ in 1997. Sen believes
that this broadening of the concept enables one ‘to enhance the understand-
ing of the nature and causes of poverty and deprivation by shifting attention
away from the means ... to ends that people have reason to pursue, and,
correspondingly, to the freedoms to be able to satisfy these ends’ (ibid.:90).
Plausible components of the broader poverty index would include mortal-
ity, nutrition, risk/vulnerability, the lack of voice and political participation
and the like. Below we develop a simple measure of non-income poverty
(NIP) along the above lines, and analyse how the quality of institutions
(vis-a-vis growth) may affect the evolution of NIPS

The rest of the chapter proceeds as follows. In the next section we provide
abrief outline of the recent literature on growth and poverty, and relate thisto
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the transition context. We also explore the kind of testable hypotheses that
one may derive from this review. The third section is devoted to an examina-
tion of the conceptual construction of institutional capital (1C) as an integral
factor that allows economic (and other) exchangesto take place, thus alleviat-
ing market failure. We also examine the a priori scope of the level of IC
among transition countries in explaining the observed difference in their
performance over time and contemporaneously. In the fourth section we
discuss measurement issues especialy in light of data availability. The fifth
section reviews the empirical findings, while the sixth concludes. The empiri-
cal results are described in Tables 10A.1 to 10A.9 in the appendix to the
chapter.

GROWTH, POVERTY AND INSTITUTIONS

M easuring Poverty

There are many formal and informal notions of poverty and their relevant
quantitative analogues. In order to focus attention on the very poor, we
agree with Sen (1976) that absolute poverty is what matters. Freedom from
hunger would require a minimum expenditure (or income), z, in order to
provide for a socially minimal level of nourishment. The latter is a reason-
able benchmark, and indeed this is the idea behind the notion of a poverty
line. Head count poverty is simply given by H = F(2), where z is the
poverty line, and F(y) denotes the cumulative density of income or con-
sumption (y) as the case may be. If we use a discrete distribution function,
H then becomes simply (a/n), where q is the number of persons withy < z,
and n is the population size. Thus H denotes the fraction of population that
is ‘poor’. This logic has led the World Bank to popularize the metric of a
‘dollar (or two) a day’ per person as being a rough and ready poverty line.
For the EEFSU region, however, the World Bank suggests using $4 (in
1993 international prices) as the appropriate headcount threshold, and we
shall adopt the four dollars a day as the relevant headcount indicator in our
empirical work to be described below. Indeed the acceptance of the head-
count measure provides a foundation for the hypothesis that economic
growth matters for poverty reduction.

There are of course other measures of absolute poverty. Foster, Greer and
Thorbecke (FGT, 1984) introduced a very useful class of poverty indicators,
often known as the P, measure, or simply the FGT measures of poverty:

R= [lz-yyzedy, (101)
0
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or, in discrete terms,

P, = (ﬂn)[ziq(gi/z)“],i =12,...,q, (10.2)

where a = 0, g; is the poverty gap (g = [z—vV], | = 1,2,...,9) of the ith
household. The exponent a denotes the index of absolute inequality aversion.
The FGT measures also satisfy the three Sen axioms (1976).°

Furthermore it turns out that the more popular measures discussed earlier
in the literature obtain as special cases of the FGT measures of poverty. If a =
0, then P, becomes the headcount ratio:

P = (]/n)ziq(gi/z)o =gn=H,i =1,2,...q. (10.33)

If a = 1, P,isthe headcount times the average income shortfall (1), which is
known as the poverty gap (PG) measure:

R = (]'/n)ziq(gi /)t = PG =HI. (10.3b)

Similarly the squared poverty gap (SPG), the other well-known measure, is
merely FGT with the inequality aversion set at 2:

P, = PG :(]/n)zio[(gi/z)]z, i=1,2,...,9. (10.3c)
Growth—Poverty Hypotheses

The received theory of how growth leads to poverty reduction is weak. It is
plausible, indeed inevitable, that the growth process would bring about a
change in the underlying income distribution. While Kuznets (1963) sug-
gested otherwise, modern evidence indicates that growth may indeed
exacerbate rather than abate inequality in its wake.” Of immediate relevance
to the present discussion is the recent observation that greater equality due to
continued growth in the already industrialized world (say, OECD) appears to
have been reversed in the last 25 years or so. The growth process here
operates, Aghion et al. (1999) argue, along trade liberalization, skill-based
technical changes and organizational changes within the firm. The combined
force of these diffusions has had an impact on growth such as to render the
distribution of earnings inequitable, thus throwing doubt on the plausibility
of the Kuznets process in modern contexts.

While development theories have been limited in scope, there has been a
proliferation of empirical research on poverty and growth of late. The bur-
geoning literature dealing with the poverty elasticity of growth essentially
started with Datt and Ravallion (1992), who showed that the change in
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poverty, AH, between two points in time can always be decomposed into a
growth component and one measuring a change in the underlying distribu-
tion. Thisis merely definitional. The growth part is usually represented by a
horizontal shift in the density function with an unchanged distribution, while
the distributional change is described for the new level of mean (relative)
income.

The poverty elasticity of growth highlighted in the empirical literature
focuses on thefirst of these two components. In that context, Kakwani (1993)
had analytically derived an elasticity for all poverty measures that satisfy the
FGT class of functions. Since the growth component in the decomposition
amounts to a distribution-neutral shift (in relative income), the interpretation
of the poverty elasticity is simple. The elasticity figure merely yields the
proportion of poor who would cross the set poverty line as the result of a 1
per cent increase in mean income.

However one cannot ignore distributional changes. Bourguignon (2003)
has recently examined the issue on the presumption that income followed a
log-normal distribution, which allows a greater degree of tractability. In
effect he characterizes the Datt—Ravallion decomposition exactly:

(AH/H) = (-)e(DEV, 11Q) [BRO +B(DEV, 11Q) [TIQ. (10.4)

The notation is as follows. The right-hand side variables include the per
capita GDP growth (GRO), the level of development (DEV, measured by the
ratio of mean income to z, the poverty line), initial (11Q) and the change in
inequality (C1Q).8 The e-function is the famed (headcount) poverty elasticity,
which, under the conditions of the Bourguignon model, rises with DEV and
decreases in 11Q. The distributional change (measured by CIQ) is also ac-
companied by acoefficient (B), the poverty elasticity of achangeininequality.
The latter itself is anon-linear function of DEV aswell as11Q.

The standard result from the (cross-section) analysis on the subject, typi-
cally ignoring the second term in the right-hand side of (2.4), suggests that
economic growth is necessary, even though not sufficient, for income poverty
to decline (Dollar and Kraay, 2002; Ravallion, 2001). Indeed these results
suggest that the overall share of output going to the poor remains, on average,
largely unchanged with growth. Clearly this process is consistent with a
reduction in headcount poverty. However, given initial inequality, the share of
the rich in any incremental output may well be many times greater than that
going to the very poor.® Ravallion (2001) also finds that persistent (and
rising) inequality may dampen the poverty elasticity of growth. On balance,
however, Chen and Ravallion (2001) have described slow growth itself as a
‘far more important reason for the low rate of aggregate poverty reduction
than rising inequality within poor economies’ (19).
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Growth and Inequality

Modern growth literature has explored the implications of initial wealth
inequality for growth. In a series of papers Alesinaand Rodrik (1994), Perotti
(1993, 1996), and Persson and Tabellini (1994) find that higher initial in-
equality hurts long-run growth, which Aghion et al. (1999) interpret as
repudiating the first arm of the inverted Kuznets U. These authors argue that
the likely explanation behind the result is that wealth inequality influences
individual decisions in human and physical capital, especially in the context
of capital market imperfections and moral hazard. Wealth inequality would
thus seem to hamper poverty reduction indirectly, namely by slowing down
growth. Although this literature does not describe economic cycles, related
writings indicate that the poor typically fare disproportionately worse over
economic fluctuations (for example, Rodrik, 2000).

Two predictions therefore emerge from the preceding analysis. First isthat,
given moral hazard and incomplete markets for physical and human capital,
initial (wealth) inequality would hurt growth, and thus indirectly (that is, via
growth) retard income poverty reduction. Secondly, insofar as the non-in-
come poverty is directly related to the human capital outcomes (for example,
in health and education), wealth inequality would have a direct bearing on
the behaviour of non-income poverty as well.

Institutions, Integration and Growth

Earlier we noted that the entire set of institutional elements aimed at lowering
transaction costs would be the conceptual framework of ‘institutional capital’
(IC) for our analysis. Insofar as countries (for example, in transition or
developmental mode) suffer from weak institutions, elements such as exten-
sive public control (for example, via state-owned enterprises, SOEs) and a
cumbersome regulatory framework combine to lead to high transactions costs
thwarting growth. A new literature has emerged on how institutions affect
economic growth. Acemoglu et al. (2001) use the mortality rates of colonial
settlers as an instrument for institutional quality and posit a causal effect
between institutions and growth. Rodrik et al. (2002) have put forward an
even stronger case in support of this hypothesis. The latter's empirical analy-
sis finds the quality of institutions to be the primary determinant of long-run
growth. Comparing three ‘ deep determinants’, namely economic integration
(say, the trade/GDP ratio), geography (as measured by the distance from the
equator) and institutions (‘rule of law’), they find that, ‘ once institutions are
controlled for, integration has no direct effect on income, while geography
has at best weak direct effects’. However they also find a‘wrong’ sign for the
integration indicator, whereas the ‘ measure of property rights and the rule of
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law always enters with the correct sign, and is statistically significant with t-
statistics that are very large’ (4). Campos and Coricelli (2000) discuss also
the effect of institutions (rule of law and the quality of bureaucracy) on
growth during transition and their results are consistent with Rodrik’s. This
literature therefore suggests that |C would materially affect the growth pro-
file of nations.

Poverty and IC

It is rather intuitive that institutional quality would have a direct impact on
poverty, both measured in terms of income/consumption and in its broader
dimensions, especially via additional income accruing on account of ad-
vances in IC. It has been argued by many that the peer-monitoring model of
micro lending pioneered by the Grameen Bank (GB) in Bangladesh and
replicated pretty much worldwide succeeds because of the social capital
(such as trust within the group, and between the group and the lender) that
emerges in an NGO type of setting. The essential idea is that group lending
alows the lenders to overcome informational asymmetries typical of any
credit delivery mechanism. Moral hazard and adverse selection are the usual
impediments to the functioning of the market in such a context. The principal
devices by which the latter are minimized include peer monitoring and social
sanctions within the group (and, possibly, the local community) working as
safeguards against excessive risk taking, misuse of funds and default behav-
iour. The above devices work even when the borrower puts up no formal
collateral (asin the case of GB).1° In the micro credit context, the evolving
social capital in the monitoring phase is believed to have contributed greatly
to the success of projects, thereby leading to excellent repayment records.
Consequently one observes significant income gains accruing to participants,
and further benefits in health and education contributing to the alleviation of
non-income poverty.* An important hypothesis then emerges, namely that IC
has an independent influence on poverty over and above its effect on growth,
which we test in this chapter.

Non-income Poverty (NIP)

We have already outlined the emergence of a broader conceptualization of
poverty that puts a primary stress on non-commodities. The above review
suggests several plausible hypotheses on the evolution of NIP. First istherole
of income growth. Modern growth theory also suggests that the initial wealth
distribution, which surely affects human capital as well as physical capital
investment possihilities, plays adirect role in determining the level of broader
poverty. Finally, the literature on institutions implies that the quality of eco-
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nomic, political and social institutions also allows a greater access to health,
educational, and physical (including public utilities) infrastructure. Hence the
levelling of the playing field has a direct bearing in shaping the non-income
poverty outcome for a given level of output growth. Overall, therefore, we
would expect NIP to respond to growth, initial inequality aswell as|C.

The Implicationsfor Transition Economies

The transition dynamics in the EEFSU region have many facets, and even a
short review would entail along detour. Nevertheless we offer a few salient
aspects related to the present context. The transitional process, namely the
withdrawal of the command system and the introduction of market and politi-
cal liberalization, varied greatly among nations. While all suffered from the
recession that followed immediately, the duration and severity differed per-
ceptibly. In Eastern and Central Europe the contraction of output lasted for
three to four years and ranged from 20 to 30 per cent, while in most CIS
countries the output decline was both longer and deeper (Cornia and Popov,
2001:3). Hence one of the issues to explain here is how the negative growth
affected absolute poverty among the EEFSU countries.

What about inequality?

While growth appears to be, on average, neutral with respect to inequality (a
la Dollar—Kraay) at a global level, the EEFSU experience stands in sharp
contrast. Inequality as measured by the Gini coefficient rose dramatically
over the decade of the 1990s.*2 Modelling income distribution pre- and post-
transition, Milanovic (1999) finds that falling share of wages in disposable
income as well asincreasing concentration of the emerging wage distribution
have caused the Gini to go up. Indeed the former element alone (and given
the large initial weight of wages in the functional distribution of income)
contributed up to 75 per cent of the increase in Gini for many EEFSU
countries. Thus, in line with the poverty decomposition analysis, one would
expect that, controlling for other factors, countries with the larger increase in
inequality would perform less well in fighting poverty.

What has been therole of institutions?

A key ingredient in the analysis of institutional changeisthat of path depend-
ence, as proposed by Schotter (1981) and by North (1990). The latter states
‘if the process by which we arrive at today’s institutions is relevant and
constrains future choices, then not only does history matter but persistent
poor performance and long-run divergent pattern of development stem from a
common source’ (93). A clearly verifiable implication of this analysisis that
economic performance between two countries would differ even if each were
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to decree similar formal institutions, but diverge in the quality of informal
rules. Thisis so because the latter is necessary in order ‘to provide a hospita-
ble foundation for the establishment of formal rules’ (North, 1997:16).
Consequently one would be tempted to attribute the presumed slow adjust-
ment to reformsin the FSU republicsto the lack of quality informal institutions.
Some argue that the socialist state had contributed to the degradation of the
civil society and its conventional value system, and replaced that with loyalty
to the party hierarchy, thereby making it difficult to find the acceptance of the
rule of law during the transition phase (Raiser, 2001). There are indications
that even the role of the institution of the family was marginalized in Russia
(in sharp contrast to the opposite tendencies in Ching; ibid.:226—7). Hence,
depending on the country in question, one may face a total institutional
collapse in the interim or, at least, some functional degree of institutional
discontinuity. Campos and Coricelli (2002) state that ‘there is enough evi-
dence to argue that, in this first ten years ... there was rapid collapse of
institutional structures followed by a vacuum in many countries, and the
transition involved large social costs principaly in terms of worsening in-
come inequality, mortality and poverty rates' . Indeed one would expect that
the Eastern European nations would have faced a milder degree of institu-
tional collapse as they already had experienced, prior to the socialist rule, the
market economy, and thus the associated informal institutions could reassert
themselvesrelatively quickly. Thisthen isthe essence of the path dependence
hypothesis, and indeed it is common knowledge that growth had been ham-
pered less during transition in Eastern Europe vis-a-vis the FSU republics.

How consistent had the coor dination of economic and political
institutions been?

It isrelevant to note that not all EEFSU countries have proceeded at the same
pace with the process of transition. Kolodko (2000) had observed that the
Czech Republic, Estonia, Hungary, Lithuania, Poland, Slovakiaand Kyrgyzstan
had been among those to embrace a vigorous transition process. In contrast,
Russia and Ukraine and, to a lesser extent, Bulgaria and Romania moved
only gradually, often taking steps in the face of fresh crises, hence reflecting a
lack of overall strategy. Moreover the necessary electoral and political changes
had been slow, piecemeal and indecisive in these cases. Such lapses have
contributed to poor governance and a loss of credibility in the political
|eadership.

Did the early reformers suffer the least?

Often one belittles the cumulative value of gradual but perceptible changes
that were undertaken mainly through economic reforms during the socialist
reign. Given that these reforms were undertaken while the state had full
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authority (that is, governance by coercion), society had been able to de-
velop appropriate behavioural (supply) response to these measures, and the
results have been generally positive. Kolodko identifies Croatia, Estonia,
Hungary, Poland and Slovenia as those benefiting the most from pre-liber-
alization reforms. Raiser examines the Polish situation closely, and highlights
that the value added to gradual reforms undertaken over the years. One
measure of this success is reflected in the fact that, by the time the transi-
tion began in 1989, the share of non-agricultural GDP in the private sector
already stood at 35 per cent. Recall that agriculture had never been collec-
tivized in Poland.

In sum, we believe that the three factors cited above differentiate winners
from losers in the transition process. To reiterate, these are (a) the degree of
institutional continuity, (b) the nature of interplay between economic and
wider political reforms, and (c) the head start through reforms undertaken in
the pre-transition era. Note that the above is very much an institutional story,
one that fits the premise of the path dependence hypothesis most intimately.
While it is difficult to estimate and isolate these elements econometrically,
we believe this to be potentially a fruitful approach.

TESTABLE HYPOTHESES

Let us now collect al the hypotheses (not necessarily mutually exclusive)
that emerged from the preceding discussion. Below we shall attempt an
evaluation of these with the available data.

Explaining Growth

The empirical work described below attempts first to explain the growth
behaviour. The growth process reviewed above suggests two hypotheses,
namely (a) that higher initial inequality hurts growth (growth theory) and (b)
that growth depends on IC (NIE, Rodrik et al., 2002). Thus we may write:

GRO=f(IC,11Q), f,>0,f, <0. (10.5)

While the derivatives would have the a priori sign as noted above, we should
add that, depending on how these are measured and calibrated, the sign
pattern of the estimated coefficients would be determined accordingly. We
shall review thisin the data section below.
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Explaining Poverty

We motivate our econometric specification of the poverty equation as fol-
lows. First recall the Bourguignon—-Datt—Ravallion identity (equation 10.4
above):

(AH/H) = (-)g(DEV, 11Q) [GRO +B(DEV, I1Q) [TIQ. (10.6)

We now invoke the hypothesis explaining the change in inequality, which has
an old Kuznetsian history as well as a modern growth connotation, as re-
viewed above:

CIQ=¢(GRO), ¢’ >0. (10.7)
Combining (10.5), (10.6) and (10.7), we obtain:
(AH/H) = (-)g(DEV, 11Q) F(IC, 11Q) +B(DEV, 11Q) ®(GRO), (10.8a)
or
(AH/H) = g(DEV, 11Q,IC,GRO), ¢, <0,g, >0,g; <0,g, <0. (10.8b)

Thus, once we have utilized the growth—poverty identity described by (10.6),
we only find a separate growth variable as associated with increased inequal-
ity. Again the postulated sign pattern follows from the current literature, as
reviewed above. Faster growth, higher initial level of development and a
higher quality of institutions all lead to faster poverty reduction, while high
initial inequality is an impediment. The interpretation, however, is not always
direct. For example, the 11Q variable would affect poverty in at least two
ways (that is, even ignoring the second term on the right-hand side of 10.6):
first, directly by lowering the absolute value of the poverty elasticity, and
then by influencing growth (as in 10.5). Both these effects happen to rein-
force each other. Similarly growth would affect poverty via the standard
elasticity (even though we are not utilizing the analytical elasticity a la
Bourguignon), but also possibly by changing the income distribution. Given
(10.7), the stated sign, g, < 0 is suggestive of an implicit assumption that the
latter effect is dominated by the elasticity effect. Our empirical specification
(see Tables 10A.2 and 10A.3) isessentially alinear approximation of (10.8b).%3
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Explaining NIP

Earlier we have reasoned that initial inequality and poor institutions retard
the fight against NIP. It is plausible that income growth would also have a
positive effect on broader poverty, though one may be somewhat ambivalent
as to its strength. Advances in NIP may occur even without commensurate
income gains, presumably owing to better initial conditions (both at the level
of institutional capital and in income and wealth distribution). We thus obtain

NIP = h(GRO, IC,11Q), h, >0,h, >0,h, <O. (10.9)

Path dependence (North—Schotter) hypotheses

The review undertaken hereis strongly supportive of the view that the overall
quality of institutional capital surely depends on institutional continuity, a
factor that we may measure by a zero—one dummy variable (DUM). In
practice, we may fashion this dummy according to whether the country in
guestion had an episode of market institutions prior to the imposition of
communist rule following World War 11.24 Hence

IC = j(DUM). (10.10)

In view of the above, we may also restate growth behaviour itself; combining
(10.5) and (10.10),

GRO = k(DUM, 11Q). (10.12)

DATA ISSUES

Operationalization of IC

Here we focus on conceptually identifying those elements that help lower
transaction costs in exchanges among individuals (or groups, as appropriate).
We al so group the former into three convenient (though not mutually exclusive)
categories: (a) those lowering the costs of communication and information, (b)
those supporting market competition, and (c) those strengthening social capital.

Communication and information costs

The quality of the information regime (such as information—communication
technology at the public’'s disposal) has a direct influence on the efficacy of
exchanges. Possible indicators include the extent of the transport network,
(especialy rural, and around the main production and market centres), rural
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energy supply and the telecommunication system (both wireless and conven-
tional). The degree of computerization (for example, as measured by the
number of diploma holders or the export value of software) is another ele-
ment. Decentralization (administrative and fiscal) allowsrural residents easier
access to local public goods, and this may be viewed as lowering the commu-
nication costs more than in a unitary system of government.’®> The share of
local government in national revenue may be taken as a rudimentary measure
of decentralization. Unfortunately consistent data on the elements cited above
are not available for the EEFSU countries, except for the last several years.

Market competitiveness

Quality of public expenditures in health, education and physical infrastruc-
ture, and the availability of credit are critical to helping markets for labour
and for credit to perform better. At the same time, formal institutions such as
the legal/regulatory framework, bureaucracy and the justice system (for ex-
ample, independence, corruption and law enforcement) and bank supervision
are just as significant. Again data on many of these are hard to assemble for a
group of countries. The following elements, on which data are generally
available, may therefore be taken to gauge the level of market competition
instead.

Rule of law (ROL) While this factor is cited as one of six indicators of
‘governance’ by the World Bank Institute (WBI), we treat this as part of the
formal institutions as spelled out in the second section above. The original
WBI information was based on a survey of perceptions of the quality of
governance carried out during 1997 and 1998, and has since been updated in
2001 (World Bank, 2001).

Corruption Control of corruption (COC) may be seen as helping markets to
function (for example, in the process of bidding and allocation of public
contracts, allocation of credit, public sector employment, career advancement
and the like). Pervasive corruption typically standsin the way of private firms
getting established and flourishing.

Social capital

This chapter highlights the role of informal institutions as strengthening or
even supplanting the market mechanism. While, ideally, one would wish to
have data on trust in society (among each other, among groups, and between
individuals and branches of government and judiciary), the extent of net-
working and participation in voluntary and civil activities, thisis not feasible
at present.'® While some authors (such as Inglehart et al., 1998) have com-
piled measures of socia capital for a number of countries, this is most
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inadequate for the sample of countriesin focus here. Thus, in the absence of
direct observation on trust, variables such as micro credit availability, density
of NGO and other voluntary agency activities, and wireless telephony (criti-
cal to rura group coordination and networking) may be valuable. Unfortunately
even the latter variety of information is not available at the cross-section
level.

We finally adopt two more of the ‘ governance’ elements compiled by WBI
as indicators of social capital in society. These are political stability/lack of
violence (PLS), and voice and accountability (VOA). While the second of
these would appear to reflect a strong civil society, social cohesion (and
hence trust) may be associated with the lack of violence. Of course, both
these components may also emerge primarily out of good governance and
monitoring institutions. The point, however, remains that, without a vocal
and active civil society, monitoring is usually poor.

To sum up the discussion on IC, let us note that many of the broad
features we have discussed above are not available for the present analysis.
For future reference, we nevertheless enumerate these in the form of a
schema (Figure 10.1) in the appendix to the chapter. We are thus led to rely
on available data and, in that context, we select four indicators derived by
the WBI governance project cited above.l” We have chosen (a) control of
corruption and (b) the rule of law as measuring the quality of formal
institutions, while (c) political stability/lack of violence, and (d) voice and
accountability proxy for social capital indicators.’® We construct an aggre-
gate IC variable based on the data on the four selected WB indicators of the
quality of institutions described above. Each individual country observa-
tion, under each category, was given a score between one (best) and four
(poor) according to the quartile where the observation fell in the distribu-
tion. These ordinals were then added up to form an equally weighted
aggregate measure (‘ weakness of institutions’) of |C. The latter record may,
by construction vary between four (for example, Estonia, Hungary and
Poland) and 16 (Kyrgyz Republic). Given that these ordinals fall as the
quality rises, the variable is itself labelled DIC (‘decrease in institutional
capital’).?® The above WB data may be contrasted with the Freedom House
(FH) index of political and civil rights (as used by Rodrik, and Persson and
Tabellini in related work). Indeed we develop an aggregate index (again, a
weighted average) out of the three FH indices of political rights, civil
liberties and the status of freedom, and call it PCF. This is done for two
data points, 1973 and 2002, the difference being labelled DPCF, which
measures the evolution of rights and liberties over the 30 year period.
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The Role of International I nstitutions

Therole of international institutions in the EEFSU countries has always been
very important and significant. The financial loan and aid that the World
Bank and IMF offered to the former communist countries in the Cold War
period could be seen as a conduit through which the West hoped to gain a
channel of influence. After 1990, the international institutions contributed not
only financially but also by providing technical support in implementing
political and economic reforms.?® However it is hard to devise a measure of
the extent to which the international institutions may have contributed to the
rediscovery of social capital during the last 15 years. It isafact that, early in
the transition phase, underdeveloped capital markets (partly caused by poor
social capital and inadequate domestic institutions) were a major bottleneck
for domestic entrepreneurship. Consequently we consider that investments
made possible by EBRD financing have a significant impact on growth and
poverty. This may also be viewed as measuring the scope of integration in the
present context. In the empirical studies that we perform, the financial influ-
ence is discussed in detail.

Thus, in order to measure the role of international institutions, we use the
cumulative EBRD investment from 1990 to 2001 for the present sample.
These have been normalized by population size (per hundred thousand), and
the resulting figures are in units of hundred thousand dollars. Thisvariableis
labelled EINV. Initially efforts were also made to assess the significance of
foreign direct investment and trade (as possible instruments for integration)
for growth, but, owing to endogeneity problems, our results were inconclu-
sive.

Operationalization of Non-income Poverty

Recall that here we would ideally measure the output of the economic game
that has a bearing on broader poverty over and above the income/consump-
tion aspects. In terms of the capability approach, we note that deeper aspects
of voice and freedom are harder to quantify, but accessto inputs and informa-
tion would be consistent with the goal of maximizing the capabilities.®
Consequently we focus on (a) female literacy (measured by gross secondary
enrolment, SFE), health status of the very young, particularly (b) infant
mortality (MIR) and (c) low birth weight (LBW), and (d) longevity (LFE).
Literacy and child (or, maternal) health developments may result from delib-
erate public policy and formal rules of society (for example, compulsory
attendance in school to a certain age or widely available public health facili-
ties). Or these may derive from civil and public varieties of socia capital
(social support and networking) or a combination of both formal and infor-
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mal institutions. In any event, it may be noted that the elements cited above
indicate the outcome on the human capital side, and thus the physical capital
accomplishment is undervalued in this construction. While it is not difficult
to provide a conceptual measure of the latter (say, the interest rate differential
between rural credit and the commercial sector lending rate), data availability
is another matter.

Comparable Data

Even though the world is faced with the threat that poverty eradication is
going to be a hard-fought battle for yearsif not decades to come, there is still
little consensus about practical definitions which could yield comparable
estimates from household survey data across countries. As a result, the at-
tempt to gather information and data regarding the level of poverty among the
EEFSU group is endangered by the risk of inconsistency in characterizing the
poverty line adopted by different international organizations. In any event,
the income poverty data that we use in this chapter are obtained from UNDP
and a World Bank paper by Milanovic (1998), which describes the $4/day
poverty linein the same way as UNDP's Human Development Reports (HDR).
Therefore we were able to combine the data sets (that is, WB and HDR), as
they are mutually consistent. We should note in principle that the relative
prices (of non-tradables) can vary a great deal among countries, and hence
the international measure need not adequately describe the underlying differ-
ences in poverty among countries. For the present group, though, such
anomalies are unlikely to be serious.

While the present study covers the post-liberalization period (1988—2000/
1), it is necessary to have observations at the pre-transition stage (say, as of
1987/8). The idea is to capture the ‘longer-term’ effects, there being the
presumption of a lag over which the transition/liberalization process would
settle in. However the latest year for which comparable data is available are
1999, and hence our longer-term poverty performance covers the change in
headcount poverty between 1987 and 1999, for which we have only 15
countries. We also examine the immediate poverty increase during the transi-
tion, and thisis captured by examining the poverty behaviour over the shorter
span of 1987-95, which yields a sample of 18 countries.

The remaining data relate to GDP growth, inequality and broader poverty
measures cited above. These are all taken from the latest World Development
Indicators (2002), which applies a consistent methodol ogy.
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EMPIRICAL EVIDENCE

Here we briefly outline our empirical observations on the process of growth,
inequality and the evolution of poverty based on the data set described above.
However the data set is not without flaws. In many cases our explanatory
variables are hard to measure and as a result we use proxies, especially for
most of the institutional variables. Correlation charts may reveal how good,
indeed, has been our choice of the proxies (Tables 10A.5 and 10A.6). How-
ever we do not believe that the correlation between the proxies and the other
variables is high enough to create estimation and inference problems. While
al regressions discussed here utilize the OLS procedures, the inference is
based on F-tests which have been corrected for heteroscedasticity.?? In this
way the possibility of homoscedasticity in the error terms is removed and
thus the inference isreliable. The results, however, must be interpreted taking
into account characteristic problems of the data available in the area we are
analysing: small number of observations and endogeneity (that is, the ex-
planatory variables being correlated with the errors, which typically occur
when omitted variables are included in the error term). Different approaches
for correcting for these biases could be proposed (Instrumental Variable (1V)
estimation or Generalized Method of Moments (GMM)), but we believe that
our model is well specified and the bias does not influence our inference
about the estimators in a significant way.

Growth

Focusing on annualized GDP growth rates over the reference period, 1990—
2000, EEFSU average growth has been negative, indeed this is the only
region to have this distinction. lvaschenko (2003) noted the pace of
deindustrialisation as a significant fact in the recent economic history of the
region. World Development Indicators (WDI) data reveal that overall indus-
trial decline had been at the annual rate of 6.6 per cent over the decade of the
1990s for the group of countriesin focus here. Of these, notably Kazakhstan,
Moldova and Ukraine recorded the worst industrial decline (average of 14 per
cent annually) and these were indeed the countries where output decline was
the steepest (annual average of 9.2 per cent). Agricultural losses, while less
steep, were more uniformly distributed vis-a-vis the overall declinein GDP.
What can this body of datatell us about the growth process? Based on the
results reported in Table 10A.1, both the Akaike and Schwartz information
criteria suggest that regression (2) fits the data best, although (6) is very close
behind. We find that a weakening of the institutional capital leads to a de-
crease in the growth rate. However the control of corruption (COC) rather
than the aggregate DIC appears to be the key variable driving, not only
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regression (2), but also those just behind, namely (5) to (7). These indications
are entirely consistent with the tenets of NIE and, even if preliminary, are an
interesting vindication of our hypothesis (equation 10.5). We should empha-
size that, while Dollar—Kraay (2002) found mild support for the role of ‘rule
of law’, we find arather robust coefficient for COC.

Does the initial level of inequality (11Q) affect growth in the tradition of
the evidence compiled, among other, by Alesina and Rodrik (1994)? Accord-
ing to equation (2), therole of theinitial (that is, 1988) level of inequality on
the growth performance over the period 1990-99 is rather muted, though the
sign is correct. Unfortunately, the COC (and indeed all IC components) are
highly correlated with 11Q, and thus, unless we find a good proxy for one of
these two variables, a more reliable estimation will remain elusive. Further
note that, in the absence of wealth distribution, we have used income/ex-
penditure datain measuring initial inequality. To what extent the income data
would have tracked the initial wealth distribution for the EEFSU region
remains unknown.

We also test for the role of international institutions as a proxy variable for
integration, namely the relative size of the EBRD investment over the past
decade (that is, the EINV variable) as seen in (4), (5) and (7). In regression
(4) thisvariable is highly significant. Note that, in the sample of 18 countries,
while EINV is not uncorrelated with other independent variables, the correla-
tions are not significant.

In order to test equation (10.11) as spelled out above, we have created a
dummy variable to distinguish the EEFSU countries according to whether
they had market institutions (DUM = 1) pre-communism or not (DUM = 0).
However, thistoo is highly correlated with 11Q (—0.63), thereby precluding a
reliable test. Hence there again arises the necessity of aviable proxy.

Explaining the Risein I nequality

Asthe sample EEFSU economies were very much in transition, causing great
dislocation in the economic lives of citizens, the context matches, perhaps a
bit too dramatically, the early modernization phase envisaged by Kuznets.
Has the underlying growth contributed to the rampant rise in inequality?
Estimating the above relationship we obtain:

CIQ = 0.036 — 0.33(GRO), R? = 0.18 { F = 19.86, p = 0.026} (10.12)
(6.66) (~2.46)

Contrary to the early phase of the Kuznets process, the relationship is nega-
tive; growth seems to dampen the rise in inequality. To the extent that the
quintile measure (the share of income accruing to the poorest quintile) used
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by Dollar—Kraay (2002) is related to the Gini, the authors find no systematic
effect of growth on inequality.?® Plausibly the dislocations due to the massive
loss of jobs and high internal migration (frequently from urban to rural areas)
may have caused too much turbulence to allow stable behaviour vis-a-vis the
standard view of early industrialization. However we do have to keep in mind
that the above is an incomplete specification, where growth alone explains a
mere fraction of the total variability in the change in inequality.

Explaining Income Poverty

As discussed above, we focus here on the income poverty figures based on
the international measure (four dollars aday). At thislevel significant poverty
persists in al but a few cases (namely the Czech Republic, Hungary and
Slovenia). While poverty rose dramatically soon after the start of liberaliza-
tion, the high variability in the change in headcount poverty figures, especially
over the longer time horizon (1987—99) is striking. The dramatically high
poverty figures of 1999 for the Kyrgyz Republic (88 per cent), Moldova (82
per cent) and Kazakhstan (62 per cent) remain a matter of grave concern.

Poverty performancein early transition, 1987-95

Examining poverty data early in the transition phase reveals that the popula-
tion living below four dollars a day increased from very low levels (mostly
single digit) to arange where, in eight out of 18 countries, headcount poverty
rose by over 50 per cent). Table 10A.2 reports the main results, where
regressions (7), (2) and (5) are the leading ones.?* In all these cases, growth
of output isindeed the primary variable of interest. Alone it explains about 60
per cent of the variability in the independent variable (see equation 1). The
leading regressions each have 11Q as a significant explanatory variable. GRO
and 11Q together explain over 75 per cent of the variability in headcount
poverty behaviour over the 1987-95 period. In regression (7), CIQ also
features and is of borderline significance. Overall this regression fits the
theory well, as described by equation (3).

Notwithstanding the importance of growth, the institutional quality is per-
haps the single variable of most significance, as equation (3) in Table 10A.2
would suggest. On a direct comparison between (1) and (3), it is seen that the
aggregate indicator of institutions, DIC, alone explains 70 per cent of the
variability in poverty in the early transition phase. Econometrically, however,
it israther difficult to isolate effects of |C variables from those due to growth
or indeed the level of initial inequality. Both the latter variables are correlated
with DIC (Table 10A.5). One component of DIC, namely PLS, is not as
highly correlated with growth (the coefficient being 0.5), but is still robustly
correlated with 11Q (-0.64). This explains why PLS turns out to be statisti-
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cally insignificant once we add 11Q in the set of regressors (compare equa-
tions 6 and 7 in Table 10A.2). Unfortunately, however, the data set at our
disposal does not yield satisfactory proxies for the set of highly correlated
variables (namely 11Q, DIC or its components).

Poverty over 1987-99

Looking at the longer horizon, note that regressions (3), (4) and (2a) in Table
10A.3 are, respectively, ranked first to third using the AIC indicator, while
equations (1b) and (2) stand out in terms of the F-test.?> All have GRO as an
explanatory variable, and the estimated growth elasticity of poverty is signifi-
cant except in (2a). It is of interest to note that the present result of the
importance of growth, obtained largely in a regime of negative growth, is
indeed consistent with the well-known results of Dollar and Kraay (2002)
and Ravallion (2001). Using panel data (covering the last four decades) for
80 countries (developed and developing), Dollar—Kraay found that there was
indeed a one-to-one relationship between annual per capita GDP growth and
the income accruing to the poorest quintile, even though there was a fair
amount of variation around the average relationship. Ravallion (2001) uses
(dollar-a-day poverty) data for 47 developing countries (over the 1980s and
1990s), and discovers that his results echo those obtained by Dollar and
Kraay (2002). Ravallion’s growth coefficient of (-) 2.5 (t-value of 8.3) may
be interpreted as suggesting that ‘for every one percent increase in the mean,
the proportion of the population living below $1/day ... falls by an average of
2.5%' (Ravallion, 2001:9).

What is perhaps striking is that, for a sample of 15 countries, we get
similar and almost as robust results for the EEFSU region. Quantitatively the
coefficient for the four-dollar poverty is of the same order as that found by
Ravallion and other authors of the same tradition. In our case, the poverty
elasticity of growth is seen at —=3.03 (t = —2.13), which is reduced dlightly
(—2.64, t = -1.89) when we add VOA, an IC variable in equation (4). The
growth coefficient cited above suggests that were policy reforms successful
in fully reversing the contraction of output witnessed over the period, popul a-
tion below the four-dollar poverty would have fallen from the average figure
of 29 to 18.5 per cent. This would appear to be a dramatic decline indeed.?®
The above observation is also consistent with specific experiences of the few
countries that were indeed able to register positive growth over this period.

Inequality and poverty

Previous research has shown that, even though growth and poverty reduction
go hand in hand, the share of income going to the poor (however defined)
remains largely independent of the growth rate of GDP. However, given
initial inequality, this suggests that the rich (say the top quintile or so) must



238 International institutions and regional issues

have gained proportionately more since the poor’s share is about constant in
any growth. The I1Q variable does yield the correct sign in our regressions,
and is highly significant. Bourguignon's derivation suggests that the absolute
value of the poverty elasticity of growth should be decreasing with higher
initial inequality. Comparing regressions (1) and (1a), we do confirm this
prediction. Empirically, Ravallion (2001) found that rising inequality also
dampened the poverty elasticity of growth. Here we also detect support
behind this prediction as the poverty elasticity falls in equation (4) vis-a-vis
equation (3b). Hence Ravallion’s suggestion that ‘there is no sign that distri-
butional changes help protect the poor during contractions appears to be
confirmed by the EEFSU data.

While in our data set, the initial inequality was about uniform (average
Gini coefficient of 23.5, and s.d. of 1.63), unlike other regional data, inequal-
ity by the end of the 1990s had increased by an average of nine percentage
points, reaching afigure of 32.4. Hence, with increased inequality, the poor’s
share of income must have declined commensurately. However, whenever we
add the actual change in inequality (CIQ), results do not improve markedly. For
example, when we go from equation (1a) to equation (1b), or from equation
(3b) to equation (4), the statistical fit improves in each case, but the coefficient
of the CIQ term fails to be significant. By contrast, whenever we replace 11Q
with CIQ, the quality of fit suffers as the CIQ variable continues to remain
statistically non-significant.?” It would thus appear that, at least in this data set,
the initia level of inequality is a more potent determinant of poverty outcome
than isthe actual change in inequality over the growth phase. This ambivalence
is also reflected in the data. Looking at specific cases, we see that Russia, with
the steepest rise in inequality, registers alarge increase in the poverty rate. By
contrast Estonia, having witnessed a sharp rise in inequality (worse than in
Moldova or Ukraine), escapes much poverty thanks to its robust growth in the
late 1990s. Hence the present episode of growth—CIQ interface would suggest
that rising inequality might plausibly constrain growth (see equation (1) in
Table 10A.1), and thus lead to a worsening of poverty, but has only a limited
independent effect once the growth effect has been taken into account.

Institutions and poverty

Previous empirical studies generally failed to detect any discernible impact of
institutions on poverty, or indeed of elements such as the openness of the
economy, which may be viewed as growth-friendly. Dollar and Kraay (2001)
find negligible correlation between changes in inequality and greater open-
ness. It is of interest therefore to note that, in the present study, the quality of
institutions does matter. A declinein institutional quality worsens the poverty
outcome. Both VOA (regression 4) and DPCF, a measure based on the Free-
dom House indicators (regressions 3 and 2a), appear with statistically
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significant coefficients. Indeed comparing equations (1) and (2) it is evident
that DPCF alone explains a larger share of poverty increase over the period
198799 than growth alone. Indeed the poverty elasticity of growth dimin-
ishes greatly as DPCF enters as a second variable (see equations 1 and 2a).
However, as discussed earlier, we are handicapped by the lack of data which
might allow the identification of valid proxies for several of the explanatory
variables, particularly in the IC category.

The broad conclusion on the behaviour of income poverty must be that
initial inequality and the quality of institutions largely drive poverty reduc-
tion. While growth materially affects the latter process, once the former
variables are controlled for, GRO fails to remain highly significant on a
consistent basis. Thisis remarkably different from the conclusion reached by
authors such as Ravallion (2001), but entirely consistent with the ex ante
predictions of the ‘theory’ of institutional capital.

Non-income Poverty

We focus on an aggregate indicator, NIP, which accords equal weight to four
elements for which we have comparable data, namely life expectancy (LFE),
infant mortality (MIR), female secondary enrolment (SFE), and the incidence
of low birth-weight babies (LBW). On female enrolment, we note that there
have been sizable advances in all countries. Judging by the incidence of low
birth-weight babies (1992-8), we see that the Baltic countries boast the best
record (at 4 per cent, which iswell below the regional average of 7 per cent).
Turning to infant mortality figures, again there has been a general reduction,
although the regional average israther high.

Analysing NIP, let us focus on the best fit in terms of the information
criteria, namely regression (3). We find that neither GDP growth nor the rise
in inequality (CIQ) is successful in the explanation (Table 10A.4).2 While
GRO by itself is highly significant, it does not explain alot of the variability
in NIP. By contrast, the institutional variable, DPCF, has about twice the
explanatory power (compare equations 1 and 4). A focus on DPCF isinterest-
ing since it has the least correlation, followed by VOA, among all domestic
IC variables vis-a-vis growth. However, given DPCF, as we add GRO, not
only does the added coefficient become insignificant, but the resulting equa-
tion is dominated by one with DPCF alone on al goodness-of-fit criteria,
shown in Table 10A.4 (see equations 4 and 5). As equation (3) demonstrates,
the DIC components such as COC perhaps explain the behaviour of non-
income poverty best in the present sample. The level of initia inequality is
also highly significant, and it is fortuitous that I1Q has the least correlation
with COC among all IC variables. Recall that our review of the literature on
growth, inequality and institutions did yield a hypothesis that initial inequal-
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ity would directly affect the NIP outcome. We thus find that non-income
poverty improves with better control of corruption, as well as with less
unequal initial income distribution. Thisislargely consistent with the finding
on income poverty over 1987—99.

The relevance of institutional capital is quite evident; elements such as
effective control of corruption, rule of law or public accountability do make
for greater access to public resources (whether in health, education or infra-
structure) for all citizens. Lower initial inequality also plays asimilar role; it
serves to complement the public resources that are available. Correspond-
ingly, where public facilities are highly inadequate, personal wealth becomes
indispensable, thus causing great disparities in access to physical and human
capital.

A paper by Moser and Ichida (2001) analyses severa aspects of non-
income poverty for a sample of countries in sub-Saharan Africa (SSA). In
particular they consider life expectancy, infant mortality and primary school
enrolment, all of which are essentially included in our construction of NIP.
They find that the positive effects of income growth on life expectancy,
school enrolment and the decline in infant mortality are all robust, as con-
firmed by OLS, GL S and 2SL S methods of estimation. They further infer that
there is no evidence of reverse causality in their sample since they find that
changes in the non-income poverty elements do not lead to significant gains
in income. They also find that lower income inequality has an important role
to play in the reduction of non-income poverty. These findings are largely
consistent with those presented above. However, as we pointed out, the
importance of income growth fades once institutional factors are brought to
bear on the explanation, the latter feature being absent in the Moser—Ichida
analysis.

To sum up the empirical evidence, we observe that the transition from the
communist to hybrids of market economies has led to many challenges,
mainly in the design and discovery of a hospitable institutional architecture.
Some nations were better prepared, thanksto their earlier experience with the
market, and especially those who were able to retain the vestiges of informal
institutions commensurate with the market (and intuition about them) better
than others. Hence the manner in which IC has been fashioned over the past
decade or so provides the dominant explanation behind the growth process,
and in its wake, the resulting poverty dynamics both in income (abeit indi-
rectly, viagrowth) aswell asin non-income dimensions. Indeed it is the latter
effect that has been the most dramatic, overshadowing the standard explana-
tion based on the prominence of growth or the risein inequality over time.
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CONCLUSION

The primary goals of this chapter have been to examine the EEFSU poverty
and growth experience (1987—99/2000), for the sample of 18 countries, and
attempt to discern the scope of the quality of institutions in affecting these.
This was to be carried out in terms of an expanded model of poverty
decomposition popularized by the work of Datt and Ravallion (1992) and
Bourguignon (2003), where we had built in an integral role for institutional
capital. Secondly, we wished to focus on some key indicators of non-
income dimensions of poverty, and examine the differences in its behaviour
among countries in terms of the underlying institutional capital, economic
growth and distributional characteristics.

Our preliminary findings may be restated very briefly. The institutional
variable appears to have a most emphatic role in explaining growth, while at
the same time rising inequality may indeed dampen growth. Unlike other
researchers on the topic, we do not find an overwhelming importance of
growth in influencing income poverty reduction, especialy over the longer
horizon. Growth, however, is highly significant for the poverty early in the
transition phase, that is, up to 1995. Initial inequality is another important
variable in poverty reduction, in both income and non-income dimensions.
When it comes to non-income poverty, however, economic growth does not
at all figure in the explanation. The primary role is that of institutional
capital, though an independent role of initial income inequality also appears
to be robust.

In terms of the related literature, we note that there is little direct evidence
on broader measures of I1C, especialy as they relate to the issues of poverty
and inequality. There have, however, been attempts to address selected as-
pects of the phenomenon, chiefly democratization, rule of law and corruption,
especially as they may affect economic growth. Closest perhaps to our inter-
ests is the finding by Dollar and Kraay (2002) that rule of law had a positive
impact on growth. Rodrik et al. (2002) found that the rule of law explains
income growth better than other ‘deep’ determinants such as geography or
the scope of international integration (say, as measured by the trade/GDP
ratio). We experimented with severa indicators of the IC and found the
corruption variable to yield more precise estimators in the EEFSU case.
Somewhat further afield, Persson et al. (2000) examined the effects of the
democracy type on the fiscal outcome (for example, size of the public sector
and the nature of fiscal interventions). In terms of non-income poverty, ours
appears to be thefirst effort to explain this behaviour empirically.

Data inadequacies afflict researchers in the type of analysis undertaken
here, and especially so in the context of the transition countries. While we
detected a most prominent role of institutional quality in determining growth
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and poverty, most indicators of IC we had access to happen to correlate
highly with theinitial level of inequality, another key variable in the analysis.
It is therefore of utmost importance to discover additional data sources that
may yield valid proxies so that adequate econometric analysis may be carried
out. Different estimation methods could also be proposed in order to solve
potential endogeneity concerns: for example, IV estimation or GMM. It
would be important to isolate the relative domains of inequality and that of
institutional quality in the explanation of growth. Likewise, for the overall
strategy for poverty reduction, we need to identify the separate influences of
growth, inequality and IC. Economic integration or the international aspect of
institutions also has a potentia role in poverty reduction and in generating
faster growth, and here also data issues prevent afull analysis.

What can we infer on the direction of policy reform for poverty eradica-
tion? While growth does not consistently appear to have the designation of
the primary determinant of poverty, income or non-income, as earlier studies
(using broader data sets) have claimed, it nevertheless is a necessary goal. We
also find evidence that rising inequality hurts growth. Polices must therefore
promote distribution-friendly growth. The latter surely calls for a stable macro
environment (low budgetary deficits and low monetary expansion).

Furthermore we find that EEFSU data empirically support the potential
importance of the quality of institutions and the initial level of income in-
equality in both fostering growth and reducing poverty (income and
non-income). Hence not only must we ensure that growth is distribution-
friendly, there may well be scope for well-aimed and sustainable public
transfer schemes (such as social insurance). Harnessing the information tech-
nology, and the design of efficient worker training incentives (for example,
viathe tax system) aimed at skill acquisition would also appear relevant.

Insofar as non-income poverty is concerned, policy interventions such as
the promotion of self-employment (say, via group-based micro lending),
which over and above direct income generation (and thus helping fight in-
come poverty), are widely believed to permit group members to make more
effective use of social capital. The latter externality is believed to lead to
advances in non-income dimensions of poverty (such as health, sanitation,
literacy and numeracy). Of course, deliberate NGO—civil society initiativesin
these areas, with or without the contrivance of micro credit, may also speed
up the broader poverty reduction goals in rural areas, and thus partly offset
historical differences in initial conditions. Public authorities must therefore
encourage free and unhindered initiatives by such organizations, which often
appear efficient in the local provision of educational and health services that
private markets alone are unable to allocate fully.
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NOTES

AON

10.

11.

12.

13.

Coase (1984) attributes the origin of the term ‘new institutional economics’ to Oliver
Williamson.

See, among others, Arrow (1970), Matthews (1986), North (1997) and Williamson (1998).
See the papers by Bruni and Sugden (2000) and Quibria (2003).

The essential methodology behind the selection of countries is that comparable poverty
data exist for the entire set. Thisis further discussed in the data section below.

More recently multilateral agencies have focused attention on measuring progress of
nations vis-a-vis multidimensiona attributes of poverty, hunger, education, health and the
environment, known as the millennium development goals (MDGs).

These are the focus axiom (that is, poverty measure must be dependent only on the
income/consumption of the poor), the monotonicity axiom (that is, poverty measure de-
creases as the incomes of the poor increase) and, lastly, the weak transfer axiom (that is,
poverty measure declines whenever the income distribution of the poor improves). See
Blackwood and Lynch (1994) for further elaboration.

Using both cross-section and time series data, Simon Kuznets (1963) had discovered an
inverted U-shaped relationship between inequality and growth. At the early stages of
growth, he reasoned, as urbanization and industrialization get under way, inequality rises
with growth. However, as industrialization gathers pace, vigorous absorption of rural
migrants in the urban sector helps reduce income inequality. However one may interpret
Kuznets hypothesis as merely suggesting an empirical regularity, without necessarily
being associated with a unique causal process. Clearly the rationalization behind the
Kuznets process, even if verifiably true over some time period, is surely of an ad hoc
nature! Also note that Kuznets' inequality is over all sources of income (labour and
capital).

Bourguignon actually measures inequality by the standard deviation (s.d.) of the loga-
rithm of income, but switches to the Gini coefficient in empirical work for both the initial
and the change levels. Evidently the Gini is an increasing function of s.d. However, in this
chapter, we use Gini throughout.

To consider an illustration, let us posit that each rich (top decile) individual earns $16 000
income annually, while each poor person (in the bottom quintile), gets only $1000.
Furthermore, being consistent with above figures, we take the top decile’s initial share as
40 per cent, while the bottom quintile gets only 5 per cent. Then a 30 per cent growth over
a ten-year period, distributed proportionately to all groups, implies that the incremental
gain for the poor is a mere $300 each vis-a-vis $4800 (that is, 16 times greater) for each
rich member of society. Of course, this assumes that income distribution had remained
unaltered during the growth process.

See, for example, Besley and Coate (1995). Raiser (2001) also suggests that civil society
institutions indeed help sustain and reinforce both moral and social norms. Morduch
provides a brief but expedient review of the theory of peer monitoring credit mechanisms
(1999).

Thereisavoluminous literature on related topics. Khandker (1998) and Pitt and Khandker
(1998) are good examples of the empirical evidence that has been accumulated on the
subject.

lvaschenko (2003) analysed a panel data for 24 EEFSU countries covering the period
1989-98. His results indicate that variables that explain the rise in inequality include the
Kuznets duo, namely (a) per capita real GDP, and (b) the same variable squared. In
addition, plausibly he finds roles for (c) inflation, (d) deindustrialization, (€) privatization
and (f) the aging of population.

Bourguignon has criticized the use of a naked ‘growth’ term as an independent variable in
an equation explaining poverty. He would rather have the theoretical elasticity asabuilt-in
multiplier in the manner of (10.6). Our defence is essentially that we are not merely
testing for the ‘identity check’ behind (10.6). Our principal hypothesis is embodied in
(10.5). Secondly, even within the decomposition methodology outlined above, it would be
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presumptuous to impose a function as the logarithmic on a small sample size as we do (15
or 18 observations at this stage).

14. Doubtless there would be a large degree of correlation among the three elements of
institutional bottlenecks during transition as cited in the second section. Thus, absent
good and reliable instruments, it would be hard to examine independently all these.

15. Certainly, decentralization may also lead to better governance as well as the strengthening
of the social capital (of the public variety). Such overlaps are unavoidable.

16. For specific country case studies, however, see Hjoellund et al. (2001) on Russia, and
additional references cited therein.

17. Indeed two papers by Kaufmann et al. (1999a, 1999b) elaborate on the ideas and method-
ology behind the selection.

18. We have left out of consideration the two remaining WBI indicators, namely (€) regula-
tory effectiveness and (f) government effectiveness, for the simple reason that they appear
alittle too broad in scope.

19. The datafiles may be requested from the authors.

20. The Economist of 13 May 2004 reported that ‘in the 1990s the central European and
Baltic countries received, in all, about $18 billion in official finance from sources includ-
ing the EU, the American government, the World Bank, the IMF and the United Nations
Development Programme (UNDP)'.

21. Seealso Rodrik (2000).

22. Thefiguresin parentheses underneath the estimated coefficients are the heteroscedasticity
consistent t-values.

23. Dollar—Kraay point out that for log-normal distribution, the two measures of inequality
cited above are closely related, though in anon-linear fashion.

24. While (7) comes first on information criteria, focusing on F-values equation (5) performs
the best, followed by (2).

25. The Schwartz indicator however ranks equation (2a) (Table 10A.3) ahead of the pack, but
indeed they are all very close together.

26. The dependent variable in the regression line we fitted was the change in the percentage of
people below the poverty line over the period 1987-99. Thus the reversion of the contrac-
tion rate of 3.457 per cent throughout the entire decade would have caused poverty to
decline by 10.5 percentage points. The growth impact would have been even stronger if
we were to rely on equation (1b) (Table 10A.3). Note that the average $4 poverty rate
stood at 29.1 per cent in 1999-2000.

27. Thisresult is not reported in Table 10A.3, however.

28. The ClQ analysisis not actually reported in Table 10A .4.
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APPENDIX

List of Variables

clQ
coc

DIC

DPCF

DUM

EINV

1nQ

INC
GRO
GROg705
LFE
LBW

MIR
NIP

PLS
ROL

SFE
VO

Annualized percentage change in inequality (Gini coefficient) over
various periods. 1988-93 and 1988-98 as specified in Table 10A.7
Control of corruption (World Bank Governance Project Data, 2000—
2001), Table 10A.9

Composite indicator of the decline of institutional capital (equally
weighted construction based on four indicators, COC, PLS, ROL
and VOA (World Bank Governance Project Data, 2000—2001),
Table 10A.9

Composite indicator (a weighted average) of Freedom House data
(1972-2002) made up of the actual difference between 1972 and
2002 of three elements, political rights, civil liberties and the
status of freedom

Dummy (0, 1) depending on whether the country had an episode
of the market economy prior to WWII (DUM = 1) or not
(DUM =0)

Cumulative EBRD investment for 1990-2001 normalized by popu-
lation of the host country, Table 10A.7

Initial inequality (Gini index) for 1988 (other) as specified in
Table 10A.7

Per capitaincomein USD for 1988 or as specified in Table 10A.7
Annualized GDP growth between 1990 and 2000, Table 10A.7
Annualized GDP growth between 1987 and 1995, Table 10A.7
Life expectancy at birth, Table 10A.8

The incidence of low birth weight babies (percentage of births),
Table 10A.8

Infant mortality rate (per 1000 live births), Table 10A.8

Equally weighted aggregate of (LFE + SFE) — (LBW + MIR),
Table 10A.8

Political stability (World Bank Governance Project Data, 2000~
2001), Table 10A.9

Rule of Law (World Bank Governance Project Data, 2000-2001),
Table 10A.9

Female gross secondary enrolment (%), Table 10A.8

Voice and accountability (World Bank Governance Project Data,
2000-2001), Table 10A.9
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Table 10A.1 Explaining GDP growth

Ind. Variable 1 2 3 3a
Constant 0.02 -0.09 -0.07 -0.05
Std. error 0.01 0.05 0.01 0.01
t-stat 2.39 ** o 171 NS -4.87 *xx _3.85 *xx
DIC —0.0036

Std. error 0.0011

t-stat -3.19 rokk

CcoC 0.05

Std. error 0.01

t-stat 5.00 *rx

CIQ (88-98)

Std. error

t-stat

ClQ(88-93) -0.18

Std. error 0.09

t-stat -1.90 *

INC (1993) 0.0006

Std. error 0.0002

t-stat 2.36 *

11Q (1988) 0.0033

Std. error 0.0022

t-stat 1.49 NS

DPCF 0.0035 0.0060
Std. error 0.0029 0.0034
t-stat 121 NS 178 NS
EINV

Std. error

t-stat

INC (1988) 0.0001
Std. error 3.640E-05
t-stat 27473  **
No. of abs. 18.00 18.00 18.00 18.00
d,f. 15.00 15.00 15.00 15.00
R-squared 0.55 0.66 0.39 0.32
Adj R-squared  0.49 0.61 0.31 0.23
F-statistic 10.96 20.12 10.66 16.87
p-value of F 1.2E-03 5.7E-05 1.3E-03 1.5E-04
AlC -7.30 —7.56 —6.99 —6.88
Schwartz -7.15 -7.41 -6.85 -6.73
Note: *** t-statistic leads to arejection of the null hypothesis (coefficient=0) at the 1% level

of significance; ** t-statistic leads to arejection of the null hypothesis (coefficient=0) at the 5%
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4 5 6 7
—0.05 0.01 -0.01 -0.01
0.02 0.01 0.01 0.01

—2.84 *x* o 0.98 NS -1.05 NS -124 NS

0.03 0.04 0.04
0.01 0.01 0.01
4.64 rrx 595 *** 582 Frx
—0.52 -0.18 -0.23
0.18 0.22 0.25
—2.95 Frx 081 NS 091 NS
-0.12
0.10
-1.27 NS
0.0007
0.0001
6.24 *rx
0.00005 0.00001 0.00002
0.00001 0.00001 0.00001
3.71 *¥** - 0.70 NS 177 *
18.00 18.00 18.00 18.00
14.00 14.00 15.00 14.00
0.59 0.66 0.64 0.66
0.50 0.59 0.59 0.59
16.53 12,51 18.95 12.80
7.1E-05 3.0E-04 7.8E-05 2.7E-04
—7.27 —1.47 —7.52 —7.46
—7.08 —7.28 —7.37 —7.27

level of significance; * t-statistic leads to arejection of the null hypothesis (coefficient=0) at the
10% level of significance; NS = not significant.
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Table 10A.2 Income poverty increase (change in poverty 95/87)

Ind. variable 1 2 3
Constant 0.08 -0.97 -0.05
Std. error 0.06 0.23 0.06
t-stat 1.40 NS —4.25 i -0.88 NS
GRO(87/95) -5.74 —4.59

Std. error 0.93 0.60

t-stat -6.19 *xk —-7.60 *okk

DIC 0.04
Std. error 0.01
t-stat 6.59 i
PLS

Std. error

t-stat

1Q 0.05

Std. error 0.01

t-stat 459 i

ClQ (88-93)

Std. error

t-stat

No. of obs. 18.00 18.00 18.00
d.f. 16.00 15.00 16.00
R-sguared 0.61 0.78 0.70
Adj R-squared 0.59 0.75 0.68
F-statistic 38.28 49.91 43.44
p-valueof F 1.3E-05 2.3E-07 6.2E-06
AlC -3.58 —4.05 -3.84
Schwartz -3.48 -3.90 -3.74

Note: Standard errors and F-statistics are heteroscedasticity corrected; *** t-statistic leads to
a rejection of the null hypothesis (coefficient=0) at the 1% level of significance; ** t-statistic
leads to a rejection of the null hypothesis (coefficient=0) at the 5% level of significance; * t-
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4 5 6 7
0.17 -0.69 0.12 -0.82
0.06 0.25 0.07 0.37
2.73 *x —2.72 *x 1.83 * —2.22 *

—4.25 —4.15 -3.73 -3.53
1.03 0.94 1.02 0.99

—4.15 xHx —4.43 xHx -3.67 xHx -3.57 xHx
-0.18 -0.08 -0.15 -0.04
0.06 0.07 0.06 0.07

—2.72 *x -1.12 NS -2.59 *x -0.56 NS
0.04 0.04
0.01 0.02

3.46 xHx 2.60 *x

0.91 1.07
0.57 0.56

161 NS 191 NS
18.00 18.00 18.00 18.00
15.00 14.00 14.00 13.00
0.73 0.80 0.76 0.84
0.70 0.76 0.71 0.79
32.14 66.40 25.88 17.56

3.8E-06 1.6E-08 5.7E-06 3.7E-05

-3.83 —4.02 -3.85 —4.15
-3.69 -3.82 -3.65 -3.91

statistic leads to arejection of the null hypothesis (coefficient=0) at the 10% level of significance;
NS = not significant.
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Table 10A.3 Income poverty increase (change in poverty 99/87)

Ind. variable 1 la 1b 2 2a
Constant 0.14 -1.23 -1.30 0.82 0.60
Std. error 0.03 0.39 0.40 0.10 0.08
t-stat 440 *** 316 *** 328 *** QB2 *** T 4D *x*
GRO -5.72 -4.55 -3.88 -2.70
Std. error 1.33 1.27 1.27 1.57
t-stat —4.31 *** 359 *** _305 ** -1.72 NS
VOA

Std. error

t-stat

ClQ 88-98 231

Std. error 1.37

t-stat 169 NS

1Q 0.06 0.06

Std. error 0.02 0.02

t-stat 346 *** 333 **x*

DPCF -0.13 -0.10
Std. error 0.02 0.02
t-stat —7.49 *** 504 ***
EINV

Std. error

t-stat

GRO*INC(1988)

Std. error

t-stat

No. of obs. 15.00 15.00 15.00 15.00 15.00
d.f. 13.00 12.00 11.00 13.00 12.00
R-squared 0.58 0.77 0.81 0.72 0.80
Adj R-squared 0.55 0.73 0.75 0.70 0.76
F-statistic 18.59 21.40 42.36 56.16 40.36
p-value of F 8.4E-04 1.1E-04 2.5E-06 4.5E-06 4.7E-06
AlC -3.31 -3.78 -3.82 -3.73 -3.90
Schwartz -3.23 -3.64 -3.63 -3.63 -3.76

Note: *** t-statistic leads to arejection of the null hypothesis (coefficient=0) at the 1% level
of significance; ** t-statistic leads to arejection of the null hypothesis (coefficient=0) at the 5%
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3 3a 3b 4 5
—0.28 —0.44 —0.74 —0.80 0.05
0.40 0.40 0.37 0.35 0.07
-0.70 NS -1.09 -199 * 231 ** 066 NS
-3.03 -3.24 -3.36 —2.64 -5.51
1.43 1.38 1.43 1.40 2.19
213 * 235 ** 234 ** 189 * 252 **
-0.12 -0.12
0.06 0.05
214 * 233 **
2.36 2.40
155 175
152 NS 137 NS
0.03 0.03 0.04 0.04
0.01 0.01 0.02 0.01
222 ** 239 ** 285 ** 3.07 ***
—0.07 —0.07
0.02 0.02
—3.51 *** 370 ***
0.00
0.00
134 NS
0.01
0.01
0.46 NS
15.00 15.00 15.00 15.00 15.00
11.00 10.00 11.00 10.00 11.00
0.83 0.83 0.81 0.85 0.85
0.78 0.77 0.75 0.78 0.78
35.20 28.62 2241 24.60 24.60
6.2E-06 1.9E-05 5.5E-05 3.7E-05 3.7E-05
-3.94 -3.83 -3.82 -3.91 -3.16
-3.75 -3.59 -3.63 -3.68 —2.97

level of significance; * t-statistic leads to arejection of the null hypothesis (coefficient=0) at the
10% level of significance; NS = not significant.



256 International institutions and regional issues

Table 10A.4  Explaining non-income poverty (NIP)

Ind. variable 1 2 3 4 5 6
Constant 12.90 -16.56 126.53 -35.99 -23.61 —45.42
Std. error 10.82 14.88 48.43 11.47 16.14 10.75
t-stat 119 NS -111 NS 261 ** 314 *** 146 NS 422 ***
GRO 559.66 296.37 254.72

Std. error 192.45 152.16 179.58

t-stat 291 *** 195 * 142 NS

DIC

Std. error

t-stat

DPCF 10.59 8.68 7.33
Std. error 3.23 3.66 3.59
t-stat 328 xxx 237 ** 204 *
VOA

Std. error

t-stat

cocC 41.65

Std. error 9.32

t-stat 447 ***

1Q -5.07

Std. error 2.00

t-stat —253 **

INC 88 0.26 0.23
Std. error 0.09 0.09
t-stat 287 ** 259 **
EINV

Std. error

t-stat

No. of obs. 18.00 18.00 18.00 18.00 18.00 18.00
d.f. 16.00 15.00 15.00 16.00 15.00 15.00
R-squared 0.18 0.37 0.67 0.30 0.33 0.45
Adj R-squared 0.13 0.28 0.63 0.26 0.24 0.37
F-statistic 8.46 10.92 26.07 10.76 9.89 18.87
p-vaue of F 1.0E-02 1.2E-03 1.3E-05 4.7E-03 1.8E-03 8.0E-05
AlIC 7.57 7.42 6.75 7.41 7.48 7.29
Schwartz 7.67 7.57 6.91 751 7.63 7.44

Note: Standard errors and F-statistics are heteroscedasticity corrected; *** t-statistic leads to
a rejection of the null hypothesis (coefficient=0) at the 1% level of significance; ** t-statistic
leads to a rejection of the null hypothesis (coefficient=0) at the 5% level of significance; * t-
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7 8 9 10 1 12 13
—48.87 417 —22.59 —25.07 42.64 38.34 37.27
13.54 11.66 10.74 11.36 21.70 15.79 15.30
361 *** 036 NS -210 * 221 ** 197 * 243 ** 244 **
105.50 -330.70
202.74 193.12
0.52 NS 171 NS
711 -5.66 -5.69
1.68 117 1.19
_424 *kk _485 * %k _480 * kK
7.72
3.87
199 *
31.36 26.37 27.17
9.77 8.69 9.15
3.21 *k Kk 3.04 *kk 2‘97 * %
0.22 0.19 0.18 0.16 0.15 0.14
0.09 0.07 0.08 0.04 0.04 0.05
239  ** 252 *% 232 *% 417 **% 328 ek 313 *xx
0.02 0.02 0.01
0.02 0.02 0.01
091 NS 116 NS 080 NS
18.00 18.00 18.00 18.00 18.00 18.00 18.00
14.00 15.00 15.00 14.00 14.00 15.00 14.00
0.45 0.47 0.56 0.57 0.66 0.68 0.63
0.34 0.40 0.51 0.48 0.59 0.61 0.55
13.39 12.46 22.11 25.03 37.40 19.97 32.80
2.1E-04 6.5E-04 3.4E-05 6.9E-06 6.2E-05 2.5E-06 1.4E-06
7.38 7.24 7.05 7.13 6.91 6.88 6.99
7.58 7.40 7.20 7.34 7.11 7.04 7.19

statistic leads to arejection of the null hypothesis (coefficient=0) at the 10% level of significance;
NS = not significant.
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Table 10A.5 Correlation chart for 18 observations

GRO(00) GRO9 DUM INC93 DPCF 1IQ CIQ93 ClQ98 DH87-95

GRO(00/90) 1.00

GRO(95/87) 0.92 1.00

DUM 0.68 0.71 1.00

INC 93 0.60 056 053 1.00

DPCF 051 055 091 061 100

1Q 035 035 063 -078 -071 100

ClQ 88-93 060  -049 048 020 -036 025  1.00

ClQ88-98 043 042 027 -015 -016 025 042 1.00

DH87-95 -077 078 073 067 -062 066 062 041 1.00
VOA 0.54 058 091 060 095 -068 -031 -013 062
PLS 0.64 050 076 059 073 -064 -048 -032 069
ROL 0.68 065 092 064 08 -065 -050 -024 073
coc 0.79 074 08L 068 071 -062 -056 -040 083
DIC 070 -065 -091 -060 -087 068 055 031 0.84
LFE 0.67 078 084 060 075 -060 -052 -038  -081
LBW 0.25 023 007 008 017 005 -027 -0.39 0.04
MIR 061  -060 073 -079 -076 080 032 031 0.79
SFE 0.13 002 003 -002 -012 014 -007 001 008
NIP 0.42 042 059 061 055 -066 -018 -009 -0.70
EINV 0.21 024 000 -013 -015 031 -032 016  -013
INC(88) 0.42 038 038 071 040 -048 -026 -018  -055
GRO*INC(88)  0.86 079 055 064 040 -029 -055 -037  -067

Table 10A.6 Correlation chart for 15 observations

GRO(00) GRO(95) DUM INC'93 DPCF 11Q88 CIQ93 ClQ'98 DH-99

GRO(00/90) 1.00

GRO(95/87) 0.92 1.00

DUM 0.75 0.79 1.00

INC 1993 0.60 058 042 100

DPCF 0.66 071 094 048 100

1nQss 034 039 058 -070 -067 100

ClQ 88-93 063 -051 067 -032 -074 044  1.00

ClQ8s-98 043 047 042 006 -0.36 016 046 1.00

DH87-99 -077 079 084 067 -08 067 060 050 1.00
VOA 0.67 073 092 046 090 -061 -064 -027 080
PLS 0.84 071 081 055 078 -050 -076 -036 071
ROL 0.75 072 090 056 08 -061 -073 -039 082
coc 0.79 074 084 061 078 -057 -066 -039 080
DIC -074 069 089 -049 -089 061 073 038 0.80
LFE 0.67 078 08 058 084 -065 -060 -050 083
LBW 0.23 021 -004 -001 003 019 -031 -047 019
MIR -060 -063 074 071 -0.78 074 048 024 0.85
SFE 0.40 026 022 030 015 -005 -011 -016  —0.42
NIP 0.38 040 058 055 057 -062 -023 001 -058
EINV 0.55 040 062 047 058 -046 -050 -008  -053
INC(88) 0.41 039 031 072 035 -044 031 -019 041

GRO'INC 0.86 0.79 0.60 0.70 052 -033 -057 —0.40 -0.65
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VOA PLS ROL COC DIC LFE LBW MIR SFE NIP EINV INC G*INC
1.00
073 1.00
0.94 080 100
079 079 092 100
-0.89 -0.87 -094 -090 1.00
080 062 08 085 -083 100
0.00 001 -001 -0.09 005 -0.04 1.00
081 -067 -082 -08 085 -080 011 1.00
-002 026 014 022 -012 003 -017 -001 1.00
0.68 060 072 079 -076 071 -055 -088 022 1.00
-011 -033 007 013 001 021 -018 005 007 006 1.00
042 051 053 062 -048 058 -015 -056 022 057 008 100
044 057 063 076 -056 067 014 -051 026 042 029 075 100
VOA PLS ROL COC DIC LFE LBW MIR SFE NIP EINV INC GINC
1.00
079  1.00
0.94 091 100
0.89 091 097 1.00
-091 -094 -094 -091 1.00
089 076 087 086 -084 100
-022 -009 -015 -0.18 017 -012 1.00
08 -074 -085 -08 086 -086 027 1.00
035 039 047 058 -038 025 -013 -048 100
076 063 074 077 -075 072 -0.66 -089 051 1.00
066 070 076 080 -066 056 -0.33 -061 061 0.66 1.00
037 049 050 061 -043 058 -021 -056 037 055 064 100
056 074 071 079 -060 068 013 -056 046 041 068 077 100




260 International institutions and regional issues

Table 10A.7 Data on Poverty, Inequality, Growth and EINV

Inequality Change in Inequality
Country 1988 (other) 1993 (other) 1998 (other) 1988-1993  1988-1998
Belarus 22.8 28.4 21.7 0.0491 -0.0048
Bulgaria 233 34.3 26.4 0.0944 0.0148
1997
Czech Rep. 194 26.6 254 0.0742 0.0387
1996
Estonia 23 35.4 37.6 0.0770 0.0635
Jul-95
Hungary 21 22.6 24.4 0.0127 0.0147
1987
Kazakhstan 25.7 327 35.4 0.0545 0.0472
1996
Kyrgyz Rep. 26 55.3 34.6 0.1878 0.0301
Oct-93 1999
Latvia 225 31 32.37 0.0540 0.0439
1995
Lithuania 225 37.3 32.4 0.1096 0.0550
1994 1996
Moldova 24.1 36.5 40.6 0.0858 0.0761
1997
Poland 25.6 28.4 316 0.0182 0.0213
1987 Jun-93
Romania 233 28.6 31.13 0.0455 0.0373
1989 Mar-94
Russia 23.8 48 48.7 0.2034 0.1046
Jul-93
Slovakia 195 18.3 26.3 -0.0154 0.0317
Slovenia 215 25.1 28.4 0.0279 0.0292
1987
Turkmenistan 26.4 35.8 40.8 0.0712 0.0545
Ukraine 23.3 47.4 29 0.1478 0.0222
Jun-95 1999
Uzbekistan 28.2 333 44.65 0.0362 0.0583
Mean 23.44 33.61 32.86 0.07 0.04
st.dev 2.33 9.28 7.36 0.06 0.03

Source:  ‘Income, Inequality and Poverty during the Transition from Planned to Market
Economy: Table 5.1, Table 5.2, Appendix 4', EBRD Investments 1991-2002 (May 2003); EINV
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HC Poverty (%)
$4/day poverty in 1990 PPP Mean inc. EINV GRO (%/annual)

1987-88 1993-95 1996-1999 1988(other) 1990-2001 2000/1990 1995/1987

1 22 N/A 71 16.19283 -0.01 —0.040
2 15 22 98.17 79.61157 -0.01 -0.011
0 0 0 130 87.49799  0.00 —0.009
1 37 18 81 304.45233  0.00 —0.042
1 4 0 94.92 129.95248  0.01 —0.015
5 65 62 61 52.45851 -0.03 —-0.081
12 88 88 47 33.07856 -0.05 —0.067
1 22 28 78 127.71753 -0.03 —0.067
1 30 17 75 109.45926 -0.04 —0.042
4 66 82 61 41.88445 -0.10 -0.104
6 20 10 62 69.74935  0.04 0.019
6 59 23 25 99.30790 -0.02 —0.027
2 50 53 2 32.63260 -0.04 —0.056
0 0 8 130.17 177.77914  0.00 -0.021
0 0 0 400.67 295.83047  0.02 —0.005
12 61 N/A 47 35.53292 -0.06 —0.083
2 63 25
65 25.28940 -0.08 —0.088
24 63 N/A 28 942.80222 -0.02 —0.032
—0.42 -0.771
4.44 36.94 29.07 91.88 155.06 -0.02333  —0.04283
6.13 27.94 28.84 84.83 219.95

was computed as (EBRD finance 1000 EUR/population 1000) Human Development Report
2002; WDI 2002.
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11. Privatization and poverty: the case of
Russia

AloisWenig

INTRODUCTION

The classica Soviet-type command economy was in a severe crisis in the
whole eastern hemisphere by the mid-1980s. The communist leaders had again
and again promised to catch up with the standard of living in Western countries,
but, instead of the economic gap between the East and the West being closed,
the differences became increasingly large. The people in the communist coun-
tries had lost al hope that their economies would ever overcome the notorious
shortages of consumption goods, the inefficiencies of the public administration,
the omnipresent corruption and the lack of political and economic freedom. In
the Soviet Union and its satellite states even the members of the communist
parties agreed that drastic changes, in particular economic reforms, were inevi-
table if they were to avoid atotal collapse of their societies.

Earlier endeavours to restructure the centrally planned economies in the
East had failed. In Czechoslovakia, for example, a military invasion led by
the Soviet Union in 1968 abruptly ended the attempt to implement market
elements in a system of strict central planning and to try a more democratic
political life instead of the strict dictatorship of the communist |eaders. Only
Hungary and Yugoslavia had managed to combine market elements with their
otherwise al so state-run economies. However, when Mikhail Gorbachev came
into office as president of the Soviet Union, the situation changed. He pro-
claimed a political thaw and an economic reconstruction (glasnost and
perestroika), a programme which finally led to a breakdown of the Soviet
Union. In 1989, the country split up in its main part — Russia — and a
collection of more or less independent neighbouring states.

The political changes which then took place in Russia are well known. The
country became a presidential democracy and made a dramatic shift from
central planning to a market economy with private ownership of capital. This
process began in 1992 and was completed by the end of 1994. This chapter
describes the process of economic reconstruction in Russia and analyses its
social consequences.

264
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MASS PRIVATIZATION IN THE RUSSIAN FEDERATION
FROM 1992 TO 1994

In June 1992, the Russian parliament passed a law according to which a vast
majority of Russian firms were put up for privatization. A state committee
(SKS) was established to organize and monitor the transformation. The law
offered three options. Two-thirds of the employees votes of a firm were
necessary to select one of the three alternatives. If none of the options was
able to reach this qualified majority then option one applied.

Option 1

In this scheme 25 per cent of the shares of a company were given to its
employees free of charge. Another 10 per cent were sold to the employees of
the company with a discount of 30 per cent below face value. The payment
for these shares could be stretched over a period of three years. The manage-
ment received 5 per cent of the shares as a free gift; 29 per cent of the shares
were sold in public auctions to which everyone was admitted as a bidder; and
31 per cent remained in the hands of the state to be sold later to strategic
investors.

Every employee also received a certain number of ‘vouchers'. Instead of
cash these vouchers could be used as a means of payment either in share
auctions (of whatever company) or in direct share sales. The vouchers them-
selves were transferable and could thus be traded against cash.

Option 2

This option clearly preferred ownership control by the employees of a com-
pany, who could buy 51 per cent of the shares of ‘their’ firm at a discount of
30 per cent below face value. Half of these shares could be paid for with
vouchers, the other half had to be paid for in cash within a period of three
months; 29 per cent of the shares were offered in public auctions, while the
state reserved a stake of 20 per cent for financial or strategic investors or,
alternatively, for future auctions.

Option 3

In this option a group of employees of the firm (including the management)
could make an offer for a stake of 20 per cent of the shares to be sold at face
value. The buyers of these shares had the obligation to invest another 200
minimum wages per person, thus increasing both the liquidity position of the
firm and the number of their shares. The buyers who took up the obligation to
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invest additional funds were granted the privilege of reorganizing and manag-
ing the firm. Asin option 2, all employees could, in addition, buy another 20
per cent of the shares at a price 30 per cent below face value and a fraction of
29 per cent was sold in public auctions. Finally, the state kept 31 per cent of
the shares, to be brought to the market in the near future.

For small firms with fewer than 200 employees or a capital stock of not
more than one million rubles in face value (on 1 January 1992) a simplified
scheme applied. All shares were sold in public auctions against vouchers or
cash. In the case of large firms in which the employees had the choice
between the three options described above the decision of the workers had to
be made by 1 October 1992. In many cases no qualified majority for options
2 or 3 could be reached, so that the bulk of the large firms was privatized in
the form of option 1.

The common basic idea behind these different schemes of privatization is
obvious: the Russian parliament wanted the economy to be turned over to the
workers, a principle very much in line with the old communist claim that the
workers should exercise control over the means of production. An arrange-
ment similar to what Russia wanted to achieve with the privatization of its
economy had been realized in Yugoslavia under Tito where the workers
owned — at least nominally — their own companies. In Russia, however, the
workers should become the ‘real’ owners of the firms' assets with al the
property rights of a‘capitalist’.

Parallel to the privatization process price controls were lifted. The firms
were free to make their own decisions on the quantities and qualities of their
products, on their investments and on exports and imports. In other words,
Russia became a market economy. By the end of 1994, most firms were
privatized, and the transition from central planning to decentralized market
coordination was completed.

For political reasons the speed of the transition was considered critical in
Russia at the beginning of the 1990s because it was feared that slow reforms
would soon be blocked by conservative forces. Most Western advisors, too,
favoured ‘ shock therapy’ because they considered a rapid transition under all
circumstances superior to a long and painful preservation of the old and
rotten institutional framework. Opposition came only from members of the
discredited Communist Party who were caught in their traditional Marxist
and Leninist views of the right way to happiness.
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THE STRUCTURE OF OWNERSHIP DURING AND AFTER
THE PROCESS OF PRIVATIZATION

Immediately after the beginning of mass privatization in Russia the managers
kept only arelatively small portion of the shares of their companies. In most
cases their stake was not more than the 5 per cent of the shares which option
1 reserved for the business leaders. By the end of the decade, however, the
assets of the Russian economy, in particular those of large corporations, were
highly concentrated in the hands of a relatively small number of individuals,
now known as Russia's ‘oligarchs'. No official statistics exist on the distribu-
tion of ownership in Russia today, but putting the casua evidence together
(scattered over many different sources, such as Russian and international
newspapers, business magazines, TV and radio reports, official documents of
the Russian parliament and publications of banks) gives the impression that
modern Russiais a country in which at |east the key assets are controlled by a
small number of people. In an article published in the Stanford Law Review
in 2000, Black, Kraakman and Tarassova list the leading business tycoons at
the end of the previous decade.! The results of their findings are shown in
Table 11.1.

In the original table more details about the tycoons and their holdings are
listed. Thisis of course only asmall part of the whole spectrum of influential
businessmen holding important companies in Russia. It is interesting to note
that many of them are tied to media companies which they also use as
instruments of propaganda for their own purposes, a phenomenon which is
also not unknown in Western countries.

In their article, Black et al. argue that most of the property amassed by the
individuals listed in Table 11.1 is the result of illicit activities. No evidence,
however, is given in the whole paper that — except maybe for individual cases
— the acquisition of the assets occurred in an illegal way, given the institu-
tional and legal conditions which applied in Russia during the process of
privatization. The authors take the Western law of corporate governance as
the yardstick for their judgment, thus confusing moral and legal considera-
tions. From a moral point of view the actions taken by the Russian tycoons
during the process of mass privatization may in general be questionable.
Owing to the absence of an appropriate regulatory framework the Russian
tycoons and many other people who became rich in this period of transition
cannot, in general, be accused of having systematically committed crimes or
minor offences. What happened in the years after 1992 is comparable to what
is likely to happen at all times of revolution: there are people who are clever
enough to take advantage of the legal vacuum that exists in between the old
and the new regimes.
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Table 11.1
the 1990s

International institutions and regional issues

Important holdings of business tycoons in Russia at the end of

Person

Principal Companies

Tiesto Media Outlets

Vagit Alekperov

Boris Beresovsky

Viktor Chernomyrdin

Mikhail Fridman

Vladimir Gusinski

Mikhail Khodorkovsky

Lukoil

Sibneft, Aeroflot,
Avtovazbank
Obyedinenni Bank

Gasprom

Alfa Group holding,
AlfaBank Tyumen Qil,
Alfa Cement

Various real estate
companies
Construction companies

Media Most holdings
Most Bank

Rosprom holdings,
Yukos Oil, various
manufacturing and retail
companies, copper and
chemical industries,
timber companies

| zvestia newspaper

ORT, TV-6, NSN-radio
Several newspapers and
magazines

AlphaTV, ORT-TV
(with Berezovsky)

Novaya gazeta, other
newspapers and
magazines, NTV, TNT
television

Moscow Times

S Petersburg Times
Literaturnaya Gazeta
Other newspapers

THE CAUSES OF THE UNEQUAL DISTRIBUTION OF
WEALTH IN RUSSIA

There are many reasons why a relatively small number of people now own
most of the Russian business assets. First, Russian managers were not poor to
begin with. As early as 1989, till in the era of Gorbachev, the Russian
government had lifted the restrictions on foreign currency operations. Firms
were then free to conduct their foreign trade as long as they could pay for
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their imports with the proceeds they received in foreign currency from their
exports. Under this regime the managers of Russian corporations started their
own persona subsidiaries abroad, which were then used to carry out the
foreign trade of their firmsin Russia. Preferred locations of these ‘branches
were the island of Cyprus or the state of Delaware in the United States. Of
course, this arrangement was a gateway to self dealing. The firm abroad
received the goods for export at alow price from the Russian firm and resold
it at world market prices. In the case of imports the Russian firm was charged
a price above the world market price at which the foreign company had
purchased the commodity. Russian managers who had access to the world
markets could in this way earn substantial profits. At the beginning of the
privatization process many managers of firms in Russia were therefore not
penniless. For obvious reasons they had also quite an incentive to keep
control of their company. For both their internal benefits as managers and for
the profits they could reap with foreign trade operations it was essential to
remain in power.

On the other hand, the interest of Russian workers in the shares or vouch-
ers they received in the course of mass privatization was very limited. The
dollar value of the vouchers on the free market may in 1992 have been the
equivalent of the price of a bicycle. Were the shares one could buy for the
vouchers worth a hicycle? Most workers had not the slightest idea what the
fair price of a share could be, let alone how to handle the tricky task of
buying and selling the shares later on the stock market. The general tendency
of the workers was to get rid of the vouchers and the shares as soon as
possible, and to use the proceeds from this sale to purchase consumption
goods. The enormous supply of vouchers and sharesin theinitial phase of the
transition process led to a sharp decline in their prices. They were traded
much below the actual value they represented. Furthermore, since the market
for vouchers and stocks was underdeveloped in Russia in the early 1990s
insider trading — then not illegal — allowed an unpredictable price manipula-
tion of the listed shares. For the bulk of the shares which were not yet listed,
and for the vouchers, the firms opened an internal market on which these
papers could be traded. Normally the only buyers in these markets were the
managers of the firm, while the employees sold at any price. For relatively
small dollar amounts the managers could in this way substantially increase
their stakes in the corporations. The shares of corporations whose market
value today is 30 or 40 dollars could in the early 1990s be purchased for a
few cents.

Although many employees sold their vouchers and shares very early, the
remaining stake of the employees in their firm could still be large enough to
play an important role in shareholder meetings. To avoid opposition from the
workers in these meetings the management offered the employees the admin-
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istration of their shares in investment funds which were then under the
control of the management. Together with their own shares the managers
could in this way often exercise complete control of the company.

Another source for increasing the stake in a firm were the shares which were
still in the hands of the state. In the period of transition the financial situation of
public households in Russia was fragile. Tax rates for both individuals and
firms were low, but even under these conditions taxpayers were reluctant to
meet their obligations. Not to pay taxes was a national sport, and the Russian
internal revenue service was notoriously understaffed and not very efficient. In
order to limit the rapid increase of national debt the state tried to raise funds by
selling shares. Managers of Russian firmswell connected to the ministrieswere
the ‘natural’ buyers of the shares of ‘their’ company. Given the situation at that
time, the prices of the new shares could not be high, and it is also not unlikely
that in this case corruption helped to make deals that were mutually beneficia
to public administrators and managers.

The law of corporate governance is underdeveloped in Russia. Thisis true
today and was even more so in the early 1990s. Self dealing of managers was
not an offence and thus widespread. Nothing is better suited for looting a
company than the ability of the managers of a firm to cast deals with their
own company. The practice of asset stripping by means of foreign trade
through a personally owned company abroad has already been described. But
there are numerous other methods of achieving this goal. The managers can,
for example, split a corporation up into several parts. Continuous trading of
the new companies among each other allows a reallocation of the assets in
such away that one company bleeds to death. In bankruptcy proceedings this
company can then be purchased for a symbolic dollar. In the next step
another part of the conglomerate can be driven out of business, in this way
being earmarked for a takeover by the management. This continues until the
whole conglomerate is owned by the managers.

Morally even more questionable is a strategy which forces the employees
of a company to sell off the assets they own. After privatization quite a
number of Russian firms stopped paying wages to their workers, so that the
employees had to finance their consumption by realizing their reserves. Since
the signal from their firm was rather discouraging, they preferred to sell the
shares they owned, so putting downward pressure on the prices. Again the
managers were the only buyers of the shares, which they obtained at a large
discount.

In the cases described so far, the managers or the persons with whom they
were financially connected paid with their own funds for the increase in the
stakes of their firms. Credit inside Russia was in short supply in the years
from 1992 to 1994, so that cash — preferably in US dollars — was essential to
these transactions. Some businessmen in Russia, however, did manage to
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finance their empire of corporations on the basis of loaned money. The
prominent tycoon Vladimir Gusinski, for example, centred his Most Hold-
ings conglomerate around hismajor creditor, Most Bank, afinancial institution
which paid a rate of interest for deposits much above market rates. The
deposits were used to finance the numerous acquisitions of firmsin the Most
Holdings empire.

Gusinki’s empire building failed. The bank went broke because Most Hold-
ings could not meet its obligations vis-avis Most Bank from the steadily
increasing loan portfolio. The holding company was not profitable enough to
earn more than an average interest rate. After the collapse of his bank,
Gusinski left Russia in order to avoid an indictment for fraud and for the
violation of banking rules. Today many people consider him a crook, but the
facts also allow for another interpretation. He may have started honest, played
with debt and finally lost. One would expect stories like this to crop up at
times of revolutionary change.

Other tycoons who built big conglomerates on the basis of loaned money
were luckier than Gusinski. The most successful businessman in Russia is
probably oil magnate Mikhail Khodorkovsky. He put hisYukos Qil conglom-
erate together with money borrowed from abroad. In 1997, he used his
already substantial stake in Yukos as collateral for aloan to buy the majority
of the shares. Although the productivity of the oil company was (and still is)
much below the level of Western oil producers Yukos was profitable enough
to serve the loans until 1998. In that year of financial turmoil in Russia,
Khodorkovsky, too, was in stormy waters and he had to surrender 30 per cent
of his stake in his oil company to Western lenders. But in April 2003, Yukos
was again strong enough to unveil a deal in which the company acquired its
competitor Sibneft for 13 hillion dollars, a transaction which created the
world’s sixth-largest publicly traded oil and gas producer. The new company
will be the first Russian heavyweight in the international energy arena? In
Khodorkovsky's case, the sky-rocketing oil prices helped overcome all finan-
cial troubles in the end. However, on his way to becoming a global player, he
also stripped cash from subsidiaries of Yukos to make the parent company
strong enough to survive. An investigation by the Russian Securities Com-
mission into these transactions, however, went nowhere. The deals were
probably not ‘illegal enough’ and they were likely to have political support
from the top because the Russian government could not countenance the
collapse of thisimportant oil producer.

Certainly, by Western standards of both ethical business conduct and cor-
porate law, many of today’s Russian business leaders are shady characters.
Given the landslide changes in the institutional framework of the Russian
economy in the past decade, however, no one who wanted to enjoy successin
business life could be strictly law-abiding. This was impossible because the
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laws were permanently changing and often contradicting each other. And it
was also impossible to live up to Western standards because the communist
legacy of corruption and favouritism could not be abolished overnight. The
mere introduction of private ownership of capital together with the coordina-
tion of individual activities by markets could not be expected to quickly
change the moral basis of the whole society.

Individuals who were clever and lucky and those who were willing to take
enormous risks could become rich or even very rich in the process of privati-
zation. Others who did not seize or realize the economic opportunities in the
years after 1992 remained poor. And there are very unfortunate individuals
who were in the end definitely much worse off compared to the times of
communism. As a result, mass privatization created a very uneven distribu-
tion of wealth in Russian society.

MACROECONOMIC CONSEQUENCES OF
PRIVATIZATION

The supporters of the shock therapy approach have argued that every out-
come in the distribution of wealth was superior to the alternative of no
privatization at al. In the long run (this has been the hope of economists)
there will be forces to even out the differences.® On the other hand, it has to
be admitted that, in the process of mass privatization, not only had the idea of
turning the productive assets of Russia over to the hands of the labourers
failed, but at the beginning of privatization the standard of living of the
Russian population dropped substantially. The lower strata of Russian society
were driven into poverty. For every visitor to Russia this became obvious
after afew days in the country. But the poverty also shows up in the statistics
published by Goskomstat, the Russian statistical office, and by other sources
such as the International Labour Office (ILO).

In Table 11.2 we show major macroeconomic indicators which describe
the development of the Russian economy in the decade after the beginning of
privatization in 1992. The figures make it clear how desolate the economic
situation in Russia became in the time following the first steps of the privati-
zation programme. With the exception of the year 1997, in which GDP rose
slightly, Russia had negative growth rates between —3.4 per cent in 1996 and
—12.7 per cent in 1994. Industrial production even shrank by 20.9 per cent in
1994, and on average by around 10 per cent in the years after 1992. Corre-
spondingly unemployment rose from relatively low levels to 13.3 per cent in
1998 and then dropped again by a few points from period to period. By
Russian pre-privatization standards, unemployment in the country is till
high today. And, given the little unemployment compensation from which
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people must make a living, even a low unemployment rate causes a severe
social problem. In addition, soaring rates of inflation (almost 1000 per cent in
1993) had wiped out the real value of savings, so that Russians also had no
recourse to the (small) reserves they had accumulated before 1992.

The data for the first half of 2002 are similar to those of 2001. For 2003,
only preliminary data exist. They indicate that the Russian economy experi-
enced a substantial recovery after 2002. Gross domestic product, industrial
production, agricultural production and gross investment are given in real
terms. The rate of unemployment is the ratio of unemployed persons to the
whole labour force (not the growth rate of unemployment, as Table 11.2
might suggest). The rate of inflation (growth rate of consumer prices) is
measured by the Russian consumer price index (CPI).

Since the initial standard of living was not high before privatization, the
dramatic decline in production and real income drove large segments of
Russian society into poverty. It isamiracle that, under such conditions, social
stability did not collapse completely, although crime rates in large cities rose
and corruption (already high under communism) became omnipresent. The
hopes for a higher standard of living which most Russians had in the early
1990s turned into pessimism. The proverbial Russian fatalism that character-
ized the communist era again dampened the general mood and paralysed the
economic potential of the country. Fortunately, today, the mood has again
changed, thistime for the better.

THE CAUSES OF THE DECLINE IN PRODUCTIVITY AND
THE EARLY FAILURES OF THE MARKET SY STEM

The time immediately after the beginning of mass privatization in 1992 had
been a period of vehement and merciless struggle for property rights. The
Russian parliament had wanted business |eaders to become the agents of the
workers by giving the labour force the role of shareholders. For amost a
century the management had been the labourers' principals. The * philosophy’
behind the new doctrine was that the people should be the real rulers of the
country. But the Russian principals — managers and party leaders alike — did
not want to give up their privileged positions. In the end they have managed
to stay in power while the labour force is back in the position of the manage-
ment’s agents. The party leaders survived in the bureaucracy, and the managers
arein their old positions, now really owning the assets which they previously
administered ‘ on behalf of the people’.

For the average Russian the question of ownership of business assets had
always been of minor importance. He knew instinctively that a small minor-
ity stake in acompany does not provide much influence on the firm’s business
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activities anyway. For the average Russian the key question in the process of
privatization was its impact on the standard of living. After it became clear
that, in this respect, no improvement could be expected in the near future, the
whole process of privatization became very unpopular. On the other hand,
only a few communist hardliners wanted to return to the old institutional
regime, so that the society seemed to be stuck in a deadl ock.

Why did the new (and old) masters of the Russian economic universe not
roll up their shirt-sleeves and give their companies a big kick forward, thus
pushing the Russian economy out of the recession? One might expect that
increasing the value of his business assets would always be the optimal
strategy for a manager who owns a big part of the firm he leads. That this did
not happen on a large scale immediately after privatization was completed in
1994 has had several causes.

First, we have already pointed out that increasing afirm’s productivity may
not be in the interests of the management as long as it does not yet control a
majority stake. Running a firm down may be a superior strategy if one can
buy it cheaply in bankruptcy proceedings. Taking over a flourishing company
may in many cases have even been out of the reach of the managers because
they could not get enough credit for a management buyout. Since the struggle
for majority stakes in the Russian firms continued long after 1994, the strat-
egy of sabotaging all stepsto improve productivity hampered the development
of Russia until very recently.

In the public opinion, it has sometimes been argued that incompetence of
managers had been another main reason for the decline of the Russian
economy. Although this may apply in afew cases, it is certainly not true for
the business elite in general. On the contrary, most Russian managers played
the game well —to their own advantage.

Another factor responsible for the low productivity of the Russian economy
and for the decline in total production after privatization is the market struc-
ture inherited from the old regime. Thisis hardly mentioned in the literature,
although the lack of competition and the attempt of many firms to preserve
their monopolies led to the kind of inefficient managerial behaviour de-
scribed in the antitrust literature. Under central planning the whole industrial
sector was split up into branches, each under the control of a planning agency
(normally a ministry). This agency decided on the spectrum of products, the
guantities, the technology applied, the volume of investments and on al other
important aspects of the economic activity of the sector. The fact that all
industries were in this way organized as monopolies was, under central
planning, seen as an advantage since the whole branch could be organized
along the lines of an optimal division of labour. Under market conditions, of
course, the monopolies would behave differently. They would reduce output,
increase prices and boost X -inefficiency, together with the cost of production.
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Only competition can keep these developments in check, but implementing
competitive market structures is time consuming and requires an antitrust
policy, whichis still inits early stages.

The most important reason for the decline in Russian GDP and in the
productivity of its economy is a political one. No one in Russia could, after
1992, take it for granted that the property rights he or she had acquired were
guaranteed in the future. Uncertainty about the institutional development in-
duced cautious managersto loot their firms and put their assets aside somewhere
abroad. To many businessmen, investing in Russia meant exposure of their
wealth to the enormous risk of a total loss, either by actions taken by the
government or by the volatility of the markets in the years after privatization.
Potential investors, therefore, preferred to store their assets in safe havens and
to wait until the smoke of the revolutionary guns had dispersed.

CONCLUSIONS

In the aftermath of privatization in Russia the population did not earn the
dividend it had desperately hoped for. The standard of living of most Rus-
sians dropped. Many were pushed down into severe poverty. The shock of the
dramatic institutional change led to adramatic declinein productivity, to high
rates of inflation, to a sharp drop in GDP and national income per person, and
to aflight of Russian capital to safe tax havens. But the managerial elite of
Russia (most of them former high-ranking members of the Communist Party)
survived the economic and social changes. Former business leaders are now
the owners of the company they had led in the years before privatization.
Some control vast empires. Compared to other industrial nations, inequality
in the distribution of both income and wealth is probably as great as nowhere
else. In afew years some Russians have managed to get themselves onto the
list of the 50 wealthiest people in the world.

Was privatization a failure, given these results? The old regime could not
survive. This can be taken for granted because the dissatisfaction with life
under socialism had grown to alevel which cried out for substantial changes.
The majority of Russians believed that the communist system was unable to
give them an economic perspective. Even the members of the Communist
Party asked for reforms which pointed in the direction of decentralization and
privatization. No one was able to predict that this change meant purgatory for
awhole decade.

Could and should the changes have been more cautious? Would a piece-
meal engineering approach to the institutional reconstruction have been more
promising because it would have avoided the enormous costs of adjustment?
It is, indeed, true that the U-turn in Russian society has brought about uncer-
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tainty and poverty for many. On the other hand, the recent big increases in
Russian GDP, the visible changes to a higher standard of living in the past
two years, and the return of Russian capital into the country, now beginning,
show that the institutional revolution towards a market economy is beginning
to bear fruit. Small changes for a long period of time had implied the risk of
total failure of the transition process because they would have been accompa-
nied by a permanent political struggle over the ‘right’ direction to take. Only
the shock therapy made it clear to everybody in Russia that there was no way
back, so that people must look into the future rather than remaining stuck in
half-hearted reforms.

NOTES

1. Black et a. (2000:1748-9). In their table the authors use the expression ‘kleptocrat’ rather
than ‘business tycoon’. We prefer ‘tycoon’ because the word ‘kleptocrat’ is associated with
a negative connotation which we consider an inappropriate value judgment in the context
of our analysis. Russians, however, do tend to use the name ‘kleptocrat’ for their nouveau
rich business elite.

2. See The Wall Street Journal Europe, Friday/Saturday/Sunday, 16-18 May 2003, X XI(73),
1

3. See for example, the paper by Joseph E. Stiglitz: ‘Distribution of wealth among individu-
als', Econometrica, 37(3), July 1969, 382-97.
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12. The 1997/98 economic crisisin
Southeast Asia: policy responses and
therole of the IMF

Teofilo C. Daquila

INTRODUCTION

What began as a currency crisis in Thailand resulted in a banking crisis and
eventually generated a contagion effect to neighbouring countries including
Indonesia, Malaysia, the Philippines and Singapore.! However it was not
contagion from Thailand that made the countries vulnerable to a financial
crisis but the home-grown economic problems, which included a growing
current account deficit, excessive short-term foreign borrowings, a banking
sector weighed down by speculative property loans and corrupt government
and business practices.? The disturbances, however, were not limited to the
Southeast Asian region, but some economies in the Asian region also felt the
pinch, including South Korea, Hong Kong, Taiwan and Japan. Wade (1998) and
Adelman and Yeldan (2000) also spoke about the global impact of the crisis.

This chapter discusses the economic policies which were immediately
adopted by the respective governments of Thailand, Indonesia, Malaysia,
Singapore and the Philippines. These include international financial assist-
ance, demand-management policies (fiscal, monetary and exchange rate
policies), supply-side policies, capital controls and financial restructuring.
We aso examine the role of the international financial institutions in the
crisis, particularly the IMF.

INTERNATIONAL FINANCIAL ASSISTANCE

Thailand and Indonesia had availed themselves of the international financia
assistance organized by the IMF and the World Bank. In August 1997, the
Thai government accepted an international financial package which consisted
of a medium-term loan of US$17.2 billion with contributions from other
countries to shore up Thai’s foreign exchange reserves.® It also obtained
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US$1billion trade assistance from the Asian Development Bank (ADB) to
help Thai exporters. This came in the form of an ADB-guaranteed export-
financing facility involving nine or ten commercial banks from the USA,
Japan and the EU.

On 8 October 1997, Indonesia sought IMF assistance and, on 5 November
1997, the IMF announced a US$43 hillion financial package for Indonesia
This package consisted of a combined loan of US$18billion from the IMF,
the World Bank and the ADB, US$20 billion from bilateral donor countries
and US$5 hillion from Indonesia’s own reserves.* The bilateral donor coun-
tries include Singapore, Malaysia, Japan and Australia, which had offered an
additional US$11 billion financial rescue package to Jakarta since these coun-
tries trade heavily with Indonesia and have long-term investments that they
understandably want protected.®

Malaysia succumbed to the crisis with only a little foreign debt exposure
and this had enabled the country to muddle through without an IMF-spon-
sored rescue package.® Moreover Prime Minister Mahathir did not want to
follow a ‘high-interest rate and reduced-spending’ strategy imposed by the
IMF. While high interest rates would lead to exchange rate stability in the
short run, they would certainly be detrimental to banking and industriesin the
medium to long run. Certainly the Malaysian government had shown a stronger
preference for a ‘low interest rate and increased spending policy’ as it could
generate aless severe impact on the larger proportion of its population.

The Philippines, which was supposed to exit from over three decades of
economic stewardship by the IMF, was given an extension to do so provided
that the government passed a new oil deregulation law and boosted govern-
ment revenues. It entered into a precautionary arrangement which had less
stringent conditions than the full-fledged standby arrangement that Indonesia
and Thailand entered into with the IMF.” The IMF agreed to extend a US$1.3
billion aid package to the Philippines and effectively put an end to the
planned graduation from the IMF programme in the meantime.? Singapore
has been blessed with a healthy financial position, so that it did not need to
resort to IMF funding. Singapore is in a position to lend a helping hand
instead, asillustrated by its assistance to Indonesia, Thailand and Malaysia.

DEMAND-MANAGEMENT POLICIES

Fiscal and Monetary Policies

During the early phase of the crisis, Thailand and then Indonesia, after some
time, followed some expenditure-reducing policies through restrictive fiscal
and monetary policies, following the IMF's prescribed policies. The Thai and
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Indonesian governments undertook austerity measures and reduced the ex-
pansion of domestic credit. Singapore, Malaysia and the Philippines also
adopted IMF-like austerity measures in some areas, particularly on current
government operations. Singapore, however, has continued to increase its
expenditure on areas which would increase its productivity, including invest-
ments on infrastructure and education.

The problem with the IMF's restrictive measures is that, given an eco-
nomic slowdown, any further tight fiscal and/or monetary policieswill certainly
aggravate the recessionary conditions faced by Southeast Asian economies.
In the case of Singapore, it had remained committed to implementing infra-
structure devel opment projects to counteract the slowing down of its economy.
In Malaysia, monetary policy had become expansionist, with a massive injec-
tion of domestic liquidity which resulted in lower interest rates. Benchmark
interest rates fell from 11 per cent to 8 per cent on 7 September 1998.
Moreover statutory reserve requirements were reduced from 14.5 per cent in
March 1989 to 4 per cent in September 1998.

Exchange Rate Policies

It was argued that the hedge funds had contributed significantly to the
massive exchange rate changes as they specialize in high-risk financial
instruments which involve currency and stock movements. During the 1992—
7 period, the number of hedge funds expanded more than three times, to
around 1500 funds. These hedge funds had managed assets of more than
US$200 hillion, including the large investments of some giant international
banks.® However some of these banks incurred huge losses from these
investmentsin hedge funds. For example, Citigroup’s Salomon Smith Barney
unit lost US$1.33 billion in trading during the third quarter of 1998. An-
other example is the UBS Warburg Dillon Read unit which lost money in
1998, and the near collapse of the hedge fund LTCM cost the bank 790
million francs. Bank America lost about US$573 million on loans to D.E.
Shaw & Co., a hedge fund and securities firm.

As the baht, rupiah, ringgit, peso and Singapore dollar faced mounting
attacks during the initial phase of the crisis, the respective central banks in
Southeast Asia defended their currencies by intervening in the foreign ex-
change market; that is, selling US dollarsin exchange for domestic currencies.
The Bank of Thailand (BOT), indeed, had wasted a large proportion of its
foreign exchange reserves in order to defend the baht, but to no avail. In an
interview during the World Economic Forum at Davos in 1999, Senior Minis-
ter Lee Kuan Yew noted that the Thai mistake was not that they did not know
that hedge funds were attacking their currency, but that they tried to defend it,
with the result that their reserves were depleted by US$23 billion.° This was
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indeed a very costly mistake which was made more serious by the BOT's
(through the Financial Institutional Development Fund) extension of finan-
cial support to the beleaguered financial institutions in the amount of 1.1
trillion bath (US$29 billion). In the case of South Korea, its former centra
bank governor admitted that the Bank of Korea wasted up to US$26 billion
between late 1996 and February 1997 in a futile attempt to defend the won.*
In the case of the Philippines, when speculation against the peso became
heavy in July 1997, the authorities used almost one hillion US dollars of
reserves within a few days, without any positive results.? In the case of
Malaysia, Bank Negara Malaysia sold close to US$1.5 billion to prop up the
ringgit when it came under heavy speculative attack in mid-May 1997.3

Faced with tremendous attacks on their currencies, and given the limited
amount of international reserves, the first reform introduced by Thailand
and Indonesia was the adoption of a flexible exchange rate system. The
Thai baht and the Indonesian rupiah were floated on 2 July 1997 and 13
August 1997, respectively. The Thai bath/US$ rate moved immediately
from 25 to 30 and rose drastically to 55 by January 1998.%* It subsequently
moderated, to 45, by February 1998. The Indonesian exchange rate reached
Rp15 000 per dollar in late January 1998 from Rp2658 per dollar immedi-
ately before the August 1997 devaluation.’®> The Malaysian ringgit, the
Philippine peso and the Singapore dollar also experienced significant weak-
ening, but of different magnitudes. However, despite deep currency
devaluations, the region’s exports continued to be very weak during the
1997/8 period. This indicates that devaluation by itself is no guarantee for
an export-led recovery. The main problem faced by Southeast Asian manu-
facturers was the lack of trade finance as most banks had held back from
extending loans because of fear of losing money.

SUPPLY-SIDE POLICIES

Short-run policies include those which the government can directly influence,
such as cuts in both labour and non-labour costs including office and indus-
trial rents, utility charges, statutory charges and port tariffs. In Southeast
Asia, Singapore has relied heavily on the use of supply-side policies, asitisa
very open economy which limits the effectiveness of demand-management
policies. Aimed at reducing the costs of doing business in Singapore, these
policies consisted of a S$10.5 hillion cost-cutting measure.*® This package
consisted of a 10 per cent rebate in corporate taxes, property tax rebates, cuts
inindustrial land rentals of up to 40 per cent, lower transport charges through
cuts in customs and excise duties for cars and petrols, and lower utility and
telecommunication rates.
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A large component of the production costs is labour cost. Thus the Singa-
pore government has depended on wage guidelines including wage cuts,
restraint in wage increases and even cuts in the contribution rates to the CPF,
a compulsory savings scheme in Singapore in which employers and employ-
ees each contribute 20 per cent of the employees' salary to this fund. As part
of cost-cutting measures, these contribution rates have been reduced. Moreo-
ver the government cut the annual variable component bonusfor civil servants
in 1998 to three-quarters of a month, down from the two months given in the
previous year. High-salary officers and civil servants also received wage cuts
of 1to 5 per cent. Even ministerial pay was cut by 10 per cent.

Long-run policies include training and retraining programmes for workers
and more research and development activities for innovations and improve-
ment in technology aimed at improving productivity. In Singapore, there are
more than 600 000 workers with secondary education or lower. It istherefore
extremely important that these workers upgrade their skills and learn new
tasks to be more productive and to be more employable in the future. There
are also other schemes such as the job redesign programmes implemented by
the Singapore Productivity and Standards Board which involves changing
both job content and arrangement to encourage workers to become more
productive.

CAPITAL CONTROLS

Malaysia was aso hit by the crisis, as manifested in the loss of investors
confidence, significant capital outflows, depletion of foreign exchange re-
serves, a severe impact on the stock markets and marked depreciations of the
ringgit. With Anwar Ibrahim as finance minister, Malaysia followed IMF-like
policies including tight monetary and fiscal policies (essentialy a combina-
tion of high-interest rate and reduced government spending policy) together
with financia reforms. However, with the sacking of Anwar Ibrahim in
August 1998, Prime Minister Mahathir rejected the IMF-like policies. In-
stead, as Malaysia s finance manager, Dr Mahathir had rescued the Malaysian
economy through a combination of easier fiscal and monetary policies (higher
government spending and lower interest rates, respectively) and imposition
of capital contrals.

Dr Mahathir argued strongly that the speculators were mainly responsible
for the crisis and suggested that international monetary authorities led by the
IMF should be able to impose measures that would contain the flows of
international financial capital, particularly short-term. While Malaysia con-
tinued to experience massive pressures on its ringgit and while no concrete
measures were taken to curtail short-term capital movements, Malaysia uni-
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laterally imposed currency and capital controls on 1 September 1998. The
controls, which cover external accounts, authorized deposit institutions, trade
settlement and currency held by travellers, were expected to contain the
speculation on the ringgit and to minimize the impact of the short-term
capital flows on the domestic economy.*” The ringgit was also fixed to the US
dollar at RM3.80. Malaysia was not the first, or only, country in the world
that imposed capital controls. Asat 1997, the IMF reported that 128 countries
had regulated their international financial transactions in some ways.*®

These controls were largely aimed at the substantial offshore ringgit mar-
ket in Singapore which constrained the ability of Malaysia's authorities to
lower domestic interest rates. Consequently all offshore ringgit had to be
brought on shore by the end of September 1999. Moreover the government
restricted capital outflows by imposing a one-year holding period for repa-
triation of portfolio capital inflows. As Singapore’'s economy has been too
closely linked with that of Malaysia, the Singapore government decided to
stop trading on its Central Limit Order Book (CLOB) over-the-counter mar-
ket, which was dominated by Malaysian stocks. This act resulted in atemporary
freezing of over US$10 billion worth of Malaysian assets held in Singapore.

The imposition of capital controlsis indeed costly and ineffective, arising
from administrative problems and rampant evasion. However it was argued
that short-term effects would be favourable to Malaysia. In fact, Malaysia
reported that its current account balance had improved and that its foreign
exchange reserves had increased in 1998. With capital controls, the Malaysian
government was able to inject domestic liquidity into the economy aimed at
boosting domestic demand, particularly domestic investment, and this has
allowed the economy to pick up. In May 1999, the former IMF managing
director Michel Camdessus noted Malaysia's ability to recover from the crisis
through its adoption of a ‘soft system of control’ together with structural
reforms.’® Thus, as Tomioka stated, ‘Malaysia subsequently proved that the
negative opinions [about its capital controls] were not necessarily prophetic,
as the economy has shown arelatively healthy recovery. ?° As Haggard stated,
capital controls (in Malaysia) were carefully crafted to reassure foreign direct
investors and, by mid-2001, they had been dismantled.?

FINANCIAL RESTRUCTURING

Thefirst set of policiesinvolves comprehensive measures and restructuring in
the banking sector, including the closure of insolvent banks and finance
companies, as well as recapitalization and mergers of weak but viable finan-
cial institutions. In Indonesia, 16 banks were closed in November 1997 and
four state banks were merged into a single institution. The government estab-
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lished the Indonesian Banking Restructuring Agency (IBRA) to supervise
and manage the restructuring of banks in poor financial condition and to
manage the assets acquired during the restructuring process. Immediately
IBRA acquired 54 banks which accounted for 40 per cent of the banking
assets. In August 1998, it further took over seven major banks, and the
activities of seven other banks were frozen. It was estimated that the restruc-
turing of the banking system will require the huge amount of over 400 trillion
rupiahs, which is equivalent to more than half of the country’s GDP?? In
2003, many of the institutions and arrangements put in place following the
1997 financial crisis came to an end: the IBRA will close, Indonesia will
graduate from the IMF programme and the government will benefit from its
final year of Paris Club rescheduling of official debt.>®> However one of the
controversies regarding IBRA was that it created a ‘stick and carrot’ ap-
proach for dealing with the debt of bank owners. owners deemed cooperative
in settling their debts to the government would be discharged from any
further obligation, and the remaining shareholders would have 90 days to
make payment or face legal action.?* Despite criticism of IBRA's poor per-
formance in pursuing debtors and former bank owners, it has broadly met its
budgetary targets.?®

In Thailand, the Financial Institution Development Fund (FIDF) was cre-
ated to repair the banking system, including the screening of the rehabilitation
plans submitted by the 58 suspended financial companies in order to deter-
minetheir status. Thisled to the closure of 56 financial companies. In thefirst
half of 1998, it was reported that borrowings by FIDF to finance its bail-out
of weaker financial institutions had reached over 700 hillion baht in May
1998. To lessen its dependence on the costly repurchase securities market, the
Thai government passed a new law in May 1998 which enabled it to issue
government bonds of up to 500 billion baht to pay for the debt of the FIDF.26
Moreover, with seed money of 1 billion baht, the Thai government estab-
lished the Asset Management Corporation to manage the disposal of the
assets which belonged to the closed finance companies.

In Malaysia, the Asset Management Company (AMC) known as Danaharta
was established to repair the banking sector. It intended to acquire 18 banks
under Phase | (weaker banks that required recapitalization by Danamodal).
By the end of December 1998, Danaharta had signed agreements with 13
banks and expected to acquire the remaining banks by the first quarter of
1999.%" A significant step undertaken by the Malaysian government was the
merger of 58 financial institutions into six large banking groups which were
expected to provide competition with foreign banks.?8
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THE ROLE OF THE IMF

Did the IMF fulfil its Role during the 1997/98 Crisis?

Whether the IMF has prescribed the correct policies or not has received a lot
of attention and debate. Based on its practice of extending loans with
conditionalities, the IMF had imposed its orthodox policies of restrictive
fiscal and monetary policies (cutbacks in government spending and high
interest rates), financial restructuring including closures of companies and
financial institutions deemed insolvent, and privatization, among others. How-
ever it was perceived by many that the policies set by the IMF were ‘highly
controversial’ and ‘dead wrong’, because, despite these policies the crisis-hit
Asian economies continued to deteriorate, including the failure of the high
interest rates to attract capital inflows and prevent capital outflows, and the
resultant rising level of debt service obligations.?® Jeffrey Sachs, one of the
well-known critics, argued that ‘the region does not need wanton budget
cutting, credit tightening and emergency bank closures. It needs stable or
even expansionary monetary and fiscal policiesto counterbalance the decline
in foreign loans'.® Even then the World Bank’s chief economist, Joseph
Stiglitz, critically stated that ‘ One ought to focus on things that caused the
crisis, not on things that make it more difficult to deal with.3! Also IMF's
own policy division director Jack Boorman admitted that ‘mistakes were
probably made when [the IMF] recommended the 16 bank closures without
giving investors adequate guarantees’ and ‘ that the policy regarding depositor
guarantees now appears to have been ill-advised .%> On another occasion,
Hubert Neiss, IMF's former top representative to Asia, added that ‘Had we
known the depth of the recession, we would not have recommended such a
tightening of fiscal policy, instead of aloosening of policy. %

Expansionist, instead of restrictive, policies should have been implemented
immediately to counteract the contractionary impact of the crisis. As Corden
put it, ‘The IMF is not straightforwardly right or wrong. It is probably now
mostly right with its prescriptions and conditions for the countries affected
by the Asian financial and currency crisis. But it went off the rails at the
beginning in 1997, though it has gone gradually back on again, being flex-
ible.** However there has been a chorus of disapproval as regards the role of
the IMF; that is, whether the IMF has ameliorated or exacerbated the crisis
situation. As a consequence, it has been suggested that there is a fundamental
need to strengthen the international financial architecture, including reform
of the IMF. Among the proposals to reform the IMF, the French suggested
boosting the role of a 24-member IMF advisory group that includes ten
representatives from emerging markets and giving them a louder voice in
IMF decisions. It has been perceived that IMF policies reflect too much the
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views of the United States. However the French proposal was opposed by the
USA .35 The British proposed to merge parts of the Fund with the World Bank
and the former US Secretary of State George Shultz proposed to scrap the
IMF.

On the other hand, there are others who view that the IMF should continue
to exist and what is needed is to provide it with additional resources to
provide temporary assistance to afflicted economies. As Corden further de-
clared, ‘The IMF is needed, desperately needed, in situations like the Asian
crisis, that there is no need to establish a new organisation, and that it would
be foolish — as some US rightwingers propose — to abolish it 3 Corden
further argued that the IMF should be provided with adequate resources to
cope with major crises and that these resources should not be used primarily
to rescue international banks and other financial institutions — nor the owners
and managers of domestic institutions in crisis countries — but to provide
temporary relief to allow for necessary adjustments without major recessions
or adverse effects on the mass of the population, and especially the poorest.3”

Should there be a Bailout M echanism by the IMF and who actually
Benefits from this Bailout?

It has been argued that no firm or company should be shielded from bank-
ruptcy by the IMF, nor should there be any official bailout, nor should foreign
lenders be bailed out, knowing that ‘it was misguided allocation of credit that
got Asian countries into difficulty’.® It has also been suggested that this
bailout mechanism has actually benefited, not the poor population, but a
rather limited number of people, including investors and lenders, at the ex-
pense of the larger majority of the population. In the Mexican case, it was the
bailout that punished 100 million people and, in the Thai case, the rescue
package, rather than benefiting the 60 million people, may end up in the
hands of politically connected speculators who will bail out their money-
losing ventures.®® Johnson also stated that the IMF's money which went to
Thailand, Indonesia and South Korea did not go to the people of those
countries as it went to the foreign banks that made too many shaky and
imprudent loans to Thai, Indonesian and South Korean banks and businesses
in the first place.*® Thus, Corden proposed that, in the restructuring of the
financial architecture, both the creditors and investors should also be made
accountable and share the consequences should a crisis occur.*

Has Globalization been Too Fast?

It was argued that globalization of financial markets has taken place at a
much more rapid pace than the globalization of commodities and labour
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because of the tremendous developments in the information and communica-
tions technologies that have made financial transactions easier, faster and
cheaper. However the only constraints on financial transactions are national
regulations which have been liberalized at a fast pace. As Tobin stated, ‘ most
observers, West and East, public and private, in governments and interna-
tional institutions, in banks and businesses, in big countries and small, now
agree that financial globalisation went too far too fast’.#> He further stated:

As these [national regulations] have been liberalised in country after country,
international financial flows have flooded national securities markets and inun-
dated banking systems all over the world. These flows could be the vehicles by
which savings in the advanced capitalist democracies are channelled into produc-
tive capital investments in the developing countries of Asia, Africa, and Latin
America. Or they could be causes of currency crises, recessions and depressions,
unemployment and deprivation in those countries. Or both.*

The Asian crisis showed that the ill-planned liberalization of capital flows
could lead to financial instabilities. As Jeffrey Sachs argued, ‘It was financial
market reform that allowed Thai and South Korean banks to tap into short-
term international loans in the early 1990s, thereby bringing together these
banks with excited young investors who were happy to be in Bangkok and
Seoul for the first time. +

When countries free their capital accounts, they become more suscepti-
ble to crisis because of the weaknesses in the domestic financial system
arising from the lack of adequate and stringent supervision and regulation
of financial institutions. As pointed out by Ha-Joon Chang, the Korean
crisis is a crisis from underregulation rather than from overregulation.*® In
Thailand’s case, Olarn Chaipravat, the president of Siam Commercial Bank,
admitted that Thailand committed mistakes involving its financial and for-
eign exchange market regulations, such as the Bank of Thailand's lax
regulations, which allowed the inexperienced local commercial banks to
conduct foreign exchange transactions directly with offshore banks, and the
lax finance and banking regulations in supervising the offshore baht-de-
nominated debt market.46

Isthe East Asian Economic M odel still Relevant?

The IMF's *free market, minimal government intervention, and market-friendly
approach’ framework has been generally accepted as a useful model to ex-
plain the East Asian ‘economic miracle’ during the pre-crisis period. It has
also been known as the East Asian Economic Model (EAEM) which is
characterized by high dependence on the external economy through foreign
direct investment (FDI) and trade, with the government acting to mobilize
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these resources. Because of its success in East Asia, it has been lauded by the
IMF and has even made it as a model for other developing countries. How-
ever the 1997/8 crisis has exposed the dangers of being highly dependent on
foreign investment and exports, and institutional problems like crony capital-
ism in which the allocation of funds has been based on political connections.

Southeast Asia and even Northeast Asian economies, particularly the badly
hit economies of Thailand, Indonesia, Malaysia and South Korea, are still
feeling the impact of the 1997/8 crisis so that the EAEM is seen as no longer
relevant during the post-crisis period. It has even been said that this model is
‘defunct’ and that the time has come for an ‘end of the EAEM’.#" In South-
east Asia, Thailand and Malaysia have re-examined the validity of this model.
In Thailand’s case, PM Thaksin has considered an alternative two-track model
in which the role of FDI is lessened and SMEs are given more emphasis to
stimulate economic growth. Under the leadership of Mahathir, and presum-
ably even under his successor Badawi, the Malaysia economy will be leaning
more towards the domestic economy. Malaysia's domestic orientation is due
toitsnew ‘Look East’ policy arising from the successful economic recovery
of South Korea following its ‘self-reliant’ model which emphasizes the
agribusiness sector as an engine of growth.

In the case of the Philippines, the previous and current administrations
have been supportive of the IMF/WB policies and reforms. However there
has been so much resistance coming from various groups since, in spite of the
reforms, the Philippines has had a disapppointing economic growth perform-
ance. According to the 1996 World Bank report, the Philippines has not been
able to sustain the required growth long enough to reduce the poverty inci-
dence to the levels of neighbouring Southeast Asian countries. In fact, the
Philippines has been excluded from the 1993 study by the World Bank
because of its lacklustre performance. Despite the skilled and educated la-
bour force and abundant natural resources, the Philippines has lagged behind
other countries in Asia. It seems that the EAEM does not really work for the
Philippines.

In the case of Indonesia, there has been much dissatisfaction with the
intervention by the IMF and the World Bank. As legislator Syamsul Balda
stated: ‘ We have been working with the IMF for years, and it has caused us a
lot of disadvantages and few benefits’“® In consequence, in the spirit of
increasing nationalism, there were calls by some legislators in the National
Assembly to cut Indonesia’s ties with the IMF, arguing that its policy pre-
scriptions are not suitable for Indonesia. There was also a coalition of
economists who reportedly stated that Indonesia's economic growth would
return to the pre-crisis level if only Indonesia would part from the IMF
immediately.*® Leading a concerted campaign to free Indonesia from foreign
control, Indonesia’s own National Development Planning Minister Kwik Kian
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Gie, former coordinating minister for economy and finance, had criticized
Jakarta's dependence on the IMF.

Asfor Singapore, the EAEM is still very relevant. Singapore has continued
to depend on FDI and trade as these are Singapore’s main engines of growth,
given a small economy and lack of natural resources. As a free trader and a
vocal champion of global free trade, Singapore has placed its highest priority
on and support for a strong rule-based multilateral trading system embodied
inthe WTO. Singapore has also supported regional initiatives such asASEAN,
APEC and ASEM, which Singapore believes are all complementary to the
WTO process. However the Singapore government has recently forged bilat-
era Free Trade Agreements (FTAS) with New Zealand, Japan, EFTA, Australia
and the United States and currently has negotiations with Mexico, Canada,
South Korea and India. The Singapore government has always emphasized
that her FTAs are intended to complement both multilateral and regional
initiatives, and not to replace them.

Because of the questions raised against the continued relevance of the EAEM
in the developing world, the World Bank launched a new book, Can East Asia
Compete? Innovation for Global Markets, which provides an optimistic sce-
nario for East Asia's future. The book argues that East Asia can regain its
competitive advantage () through innovations with research and development,
financial and business services, and information and communication technol-
ogy as the three engines, and (b) through opening up East Asian markets. The
question now is whether East Asiawill buy the World Bank model.

CONCLUSION

Southeast Asian governments responded differently to the crisis including
use of financial assistance, demand-management policies, supply-side poli-
cies, capital controls, financial restructuring, privatization and other measures.
Those differences are logical considering the following factors. The first
factor isin terms of the willingness of the political leadership to subscribe to
the IMF and its conditionalities, including implementation of restrictive fiscal
and monetary policies, in exchange for its financial rescue package. Thailand
followed the IMF's prescription and was rewarded for its efforts with a
US$17 hillion package. Indonesia, on the other hand, brought up the idea of
setting up a currency board system but was unsuccessful and had to succumb
to IMF's wishes. Malaysia, on the other hand, strongly resisted the IMF's
rule and money, as Dr Mahathir does not want to follow a high-interest rate
and reduced spending strategy imposed by the IMF. Malaysia therefore fol-
lowed an expansionary fiscal and monetary policy as such a policy would
help the Malaysian economy to recover.
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The second factor is in terms of the relative effectiveness of expansionary
demand management, as in the case of Malaysia, and supply-side policies as
in the case of Singapore. In the case of a very open economy like Singapore,
demand management policies would be less effective, and so Singapore has
relied more on supply-side measures. Short-run measures include wage cuts,
cutsin Central Provident Fund (CPF) contribution rates and cuts in non-wage
costs. Long-run measures include training and retraining programmes.

The third factor is in terms of the lack of concrete measures to control the
outflows of short-term capital which prompted the Malaysian government to
impose capital and currency controls. Other considerations which could ex-
plain the differences in policy responses by Southeast Asian governments
include (a) the extent and nature of the crisis (for example, Maaysia's rela
tively smaller foreign debt versus Indonesia’'s huge foreign debt); (b) the
pervasiveness and severity of the impact of the crisis (for example, Singapore's
banking and financial sector being less affected than that sector in Thailand and
Indonesia); (c) the governments’ priorities, in terms of achieving either a move
towards internal balance (less severe impact on unemployment) or a move
towards external balance (trade surplus) or both.

In East Asia, there have been 80-100 crises over the past quarter-century.>
Crises have become more frequent and more severe, indicating a fundamental
weakness in global economic arrangements. In the case of the 1997/8 eco-
nomic crisis, the impact was so severe that even the ADB characterized the
economic hardship during the crisis as similar to that suffered during the Great
Depression.>! The severity of the crisis, the speed of its transmission and the
weak international response have all contributed to wide-ranging deliberations
on the governance of international finance. To prevent future crisis, there has
been a clamour to improve the global financial architecture, and to manage
crisis more effectively should it occur. These proposals include (a) controlling
capital flows, (b) improving regulatory standards, (¢) rethinking exchange rate
regimes, (d) creating an international lender of last resort, and (€) bailing in the
private sector, that is, making the private sector accountable to the govenment
should the latter be unable to pay their obligationsin times of crisis.>

NOTES

1. The crisis even spread outside the region, hitting Asia’s third largest economy, South
Koreain November 1997 with the Korean won falling sharply, by 10 per cent per day, the
limit of its trading band. Moreover several major firms became insolvent and, by mid-
December, smaller companies collapsed at the rate of 50 per day. Korea's short-term
interest rates increased to 30 per cent and above. For more discussion, see Dean (1998:
267-83). For excellent discussion on the nature of the Korean crisis, see Chang (1998:
1555-61).

2. Anna Schwartz (1998).
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13. Development crisisin Sub-Saharan
Africa: globalization, adjustment and
the roles of international ingtitutions

Kwan S. Kim

INTRODUCTION

If there is any developing region whose living standards are as poor today as
they were some 30 years ago, it is Sub-Saharan Africa (SSA). In 2001, the
SSA region was made up of 46 black republics with different historical
heritage and economic characteristics and had atotal population of some 630
million. Sub-Saharan Africa’s average per capita GDP measured in purchas-
ing power parity US dollars, including South Africa, was $1831 as compared
to per capita income of $7050 for Latin America and the Caribbean, $3850
for al developing nations that include SSA, and $26 989 for the industrial-
ized world (UNDP, 2003).

The grouping of countries for thisregion, asinitially devised by the World
Bank (1979), is based on geographical location and per capita GDP. Nonethe-
less the region must not be considered as a homogeneous and monolithic
economic unit; the population size of these countries varies from that of
Nigeria (80 million) to the Seychelles (100 000), while per capita GNP in
1997 ranged from Nigeria's $440 to South Africa’s $3370. The region also
includes three oil-exporting countries, Nigeria, Angola and Gabon, whose
patterns of economic development can be distinguished from those of the rest
of the continent. Despite some discernible variations exhibited by a small
group of countries,® the region as a whole has faced commonly similar
development problems. The continent has the largest incidence of poverty on
this planet. In 1990, the region’s share of the world’s poor was 30 per cent
and projected to rise to 40 per cent by 2000.2

Economic performance in the Sub-Saharan region since the first global oil
shock in the early 1970s has been dismal, giving little cause for cheer. While
afew countries, such as Botswana, Cameroon, Gambia and Mauritius, have
better weathered the development crisis that has afflicted the region as a
whole, the rest of the continent has experienced more than three decades of
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economic stagnation and decline. A recent World Bank (1989/99) projected
figure of 3.8 per cent average annual growth rate in real per capita GDP over
the period 1998-2007 pointed to some hopeful signs of economic recovery in
Africa. Yet, given the high population growth rate of close to 3 per cent per
annum, this translates into less than 1 per cent annual growth in per capita
income.® Moreover the region’s respectable growth in the mid-1990s did not
reduce the actual numbers of the poor in the continent. The World Bank
estimates that at least an annual growth rate of 4.7 per cent will be needed to
achieve areduction in the absolute size of the continent’s poverty.*

This chapter provides an overview of policy issues pertaining to the devel-
opment crisisin SSA 5 It starts by examining the origin, scope and nature of
the crisis in SSA (next section), looking in particular at the causes of the
crisis from a recent historical perspective (third section). While there are
competing and complementary explanations for the African crisis, special
attention is given to the external factors in the global economy (fourth sec-
tion). African economies are primitive and fragile compared with other regions
of the developing world. They are also highly vulnerable to external shocks.
Global economic and geopolitical forces have thus played a critical role in
determining the patterns of development in the region. The chapter concludes
with discussion of the elements of development strategy that would be re-
quired for the sheer survival or economic recovery in the context of the
contemporary global economy.

THE DEVELOPMENT CRISIS: NATURE AND
DIMENSIONS

Post-independence, Sub-Saharan Africa had experienced a modest economic
growth until the early 1970s, when the first global oil shock hit the continent
(Table 13.1). This period, for about a decade and half after independence,
witnessed inflows of concessionary foreign capital as well as relatively fa-
vourable terms of trade for African exports, which were helped by booming
economic growth in the industrialized world. Many African countries were
able to improve their industrial infrastructures as well as health, educational
and other social services.

As ail prices quadrupled in 1973, virtually all energy-dependent African
countries were severely affected. With the soaring trade deficits that resulted
in the beginning of the accumulation of external debt, a process of
deindustrialization followed. Without leaving an adequate period for struc-
tural adjustment from the first shock, the second oil shock ensued in the late
1970s. It delivered another devastating blow to African economies. Moreover
the two oil shocks were followed by declining trendsin African export prices.
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Table 13.1 Growth rates of real per capita GDP, 196698

1966-73 1974-90 1991-97 1998 2000-01

World 29 1.1 0.8 0.3 0.2
Sub-Saharan Africa 2 -0.9 -0.2 -05 0.7
Industrialized world 3.8 2 14 11 0.6
Asian NIEs 7.9 6.7 5.6 -3 45
South & other Asia 2.9 4.3 6.9 1 25
Latin America & the 3.9 0.3 15 1 -1.1
Caribbean
Middle East & N. Africa 5.8 -2 0.6 -05 —
E. Europe & Central Asia 5 21 4.7 0 24

Source:  World Bank, World Development Report, various years.

In the seven years from 1985 to 1992, Africa's terms of trade fell by an
annual average of 3.85 per cent, which was the largest decline in the devel op-
ing world. Mengisteab (1996: Table 3.4) and Yansane (1996:19) point out
that, during the 1980s, the sharpest declines were in coffee and cocoa prices.
Cocoa prices were aready at a 15-year low by 1980. These products are
major export products on whose revenue some 15 African countries depend
to meet their capital goods imports. For raw material-exporting countries, the
declines in export prices resulted largely from the simultaneous devel opment
in the industrialized world of synthetic substitutes for primary products.

The decade of the 1980s was a period of hostile global environment for
Africa in other aspects. The industrialized West began to resort to increas-
ingly protectionist trade policies as the globalized oil shocksinduced recessions
in their own economies. African nations soon faced rising OECD trade barri-
ers. More stringent conditions were imposed on loans from the multilateral
financial institutions. Rising protectionism in the 1980s reflected a surge in
the West of the counterrevolution for economic liberalization, an ideology
that called for free trade but no aid and market reformsin Africa.

These African plights have been compounded by the continent’s poorly
endowed human and physical capital base.® Low productivity, high costs of
investment and excessive interference of inept governments in many African
nations have turned away Western investors from the continent. The result of
falling export prices, protectionism in the West and dissipating private re-
source inflows is that most African countries have perennial trade deficits that
have to be financed by external debts incurred by their governments. Since
the early 1970s, Africa’'s external debts have been rising faster than the
region’s economic growth (Table 13.2).
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Table 13.2 External debt indicators: Sub-Saharan Africa versus
developing nations

Debt shares (%) 1980 1990 1999
Debt stocks/exports

Sub-Saharan Africa 68.5 209.6 225.1
All developing nations 88.3 162.5 136.6
Debt stocks/ GNP

Sub-Saharan Africa 235 63.0 75.8
All developing nations 20.3 34.2 415
Debt service/exports

Sub-Saharan Africa 7.2 129 14.8
All developing nations 135 18.3 18.7
Concessionary debt/debt stocks

Sub-Saharan Africa 26.9 331 39.1
All developing nations 18.2 215 18.6

Source:  World Bank, Global Development Finance, 2000.

The economic stagnation throughout the 1980s and the early 1990s culmi-
nated in steadily declining living standards. As shown by Table 13.1, between
1996 and 1973, Sub-Saharan Africa’s per capita real income grew by an
average rate of 2.0 per cent per year; it continued to slide downward thereaf-
ter. The declining living standards have been accompanied by political crises
and ethnic conflicts in a number of African countries. As African govern-
ments failed to shelter their citizens from a deepening economic crisis, they
began to lose their political legitimacy. It iswell to note that African govern-
ments are generally perceived as self-serving predatory institutions, partial in
the distribution of meagre resources among different ethnic groups, religious
entities and socia classes within the nation. In the midst of the economic
downturn, political crises and social conflicts intensified throughout the re-
gion, which posed a magjor threat to nation building as well as a stumbling
block to prospects for foreign investment.

The conclusion of the Cold War in the late 1980s further isolated Africa
from the global economic system. Asthe United States emerged as a hegemonic
power in the global economy, a new global economic order began to be
established. Global economic integration, trade liberalization, freer mobility
of capital and production facilities across borders have become the hallmark
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of the new global order. Freed from the political need in the Cold War erato
help the developing world, the industrialized West began to manifest a grow-
ing lack of interest in African development and has been disengaging itself
from Africa.” During the Cold War era, African countries, like other develop-
ing nations, were able to derive many economic concessions from the West
and the East. They often derived the benefits from playing off the two super-
powers against each other. Western Europe’s trade and capital, which
traditionally were directed to Africa, were diverted to Eastern Europe, and
official foreign aid to Africafrom the United States as well as from multilat-
eral donor agencies diminished with the enforcement of a globa liberal
economic regime.

Sub-Saharan Africa is now perhaps the most marginalized developing re-
gion. In 1990, the share of Africa in total world output and exports was no
more than 1.5 per cent and 0.7 per cent, respectively,® whereas the African
share in the world population was close to 7.5 per cent. That is so marginal
that in the map comparing the GNP of countries, the entire Sub-Saharan
African region, excluding South Africa,® comes about equal to Belgium in
size (Figure 13.1).

As for the gravity of SSA’s deepening crisis, Africa has now become the
only continent in which poverty isrising. As shown in Table 13.1, the decline
in real per capita income persisted in Africa during most of the period from
1974 to 1998. At a further disaggregated level, Table 13.3 shows growth
performance of the group of 42 poor nations for which data are available. The
selected countries were identified by the UN as ‘least developed’ in terms of
very low per capita GDP and fragile human and physical assets. Sub-Saharan
African nations account for the lion's share of the group of 49 least devel-
oped countries (LDCs) that include 12 non-African nations: Bangladesh,
Bhutan, Cambodia, Haiti, Laos, Nepal, Yemen and five small island republics
in the Pacific Ocean. The table shows that extreme poverty, as measured by
per capita income, has been deepening and persistent in Africa. The poverty
incidence in Africa has not only been most widespread but has also been
rising faster compared to other regions.

Recent UN estimates also show that the self-sufficiency rate in cereals for
the region as awholefell from ahigh of 97 per cent in 196971 to 86 per cent
in 1988-90.1° Daily calorie intake is at only 92 per cent of requirement,
compared with 109 per cent in all developing countries.™* Malnutrition, star-
vation and disease are more widespread today in Africa than they were a
generation ago. According to the same UN report, the crisis either will
become worse or at least continue for along time. In the absence of a major
effort to boost indigenous food and livestock production drastically, some
300 million people, which is about one-third of the continent’s population,
will suffer the scourge of chronic malnutrition by 2010. The continent, already
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Table 13.3 Least developed countries' real GDP and per capita GDP
growth rates, 1990-2000 (annual average growth rate,
percentage)

Real GDP growth rate Real GDP per capita
growth rate

1990-1996  1997-2000 1990-1996  1997-2000

Least devel oped 2.8 45 0.3 2.1
countries (LDCs)

LDCs (excluding 2.0 4.2 -0.2 1.6
Bangladesh)

African LDCs 15 4.1 -0.7 15

Asian LDCs 45 5.0 2.6 3.0

Island LDCs 3.0 3.6 1.9 0.8

Other developing 35 33 2.3 1.9
countries

Source:  UNCTAD (2002:3).

deep in financial crisis and heavily dependent on food aid, faces the prospect
of continuous needs for net cereal imports, expected to more than double to
some 20 million tons ayear by 2010.

Related to the economic decline, population explosion and environmental
deterioration reflect additional dimensions of the development crisis that
touch on the very question of biological survival of humanity in Africa. The
continent’s overall fertility rate, estimated at 6.5 per cent in 1992, was almost
twice the developing world’s average and among the highest in the world.*
With a declining mortality rate, the net annual population growth rate was
estimated at 3 per cent and its population of 503.5 million in 1992 is pro-
jected to reach about 1200 million by 2025. This will account for about 7.5
per cent of the total world population, with the African GDP accounting for a
meagre 1.1 per cent of the world total. As a result of high fertility and
declining child mortality, almost every African country now exhibits a demo-
graphic pyramid: the structure of age cohorts in which the child populationis
large at the base, tapering off rapidly with older ages. This age structure
implies a high burden of dependants on workers. In an environment of slow
growth and limited employment opportunities, African governments’ already
overburdened capacity to provide social services will continue to be further
stressed. Rapid population growth is likely to exacerbate poverty in Africa.
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Rising poverty, coupled with rapid growth of population (particularly of
the rural poor), periodic droughts and the communal nature of Africa’s land
tenure systems all together have contributed to severe environmental degra-
dation. Deforestation in Africatakes place at an annual rate of 0.9 per cent of
the total forested area.® It has adversely affected the production of such cash
crops as coffee and cocoa by making the land too dry. Portable water and
firewood have become scarce in many areas, severely lowering the already
woeful standards of living. Poor and insufficient farming and grazing lands
have become serious problems, especially in the countries of the Sahara and
the Horn of Africa.'

With growing poverty and malnutrition, Africa is facing a health care
crisis. For example, the AIDS epidemic is very seriousin Africa, especially in
the central African region. The epidemic is beyond the control of the re-
source-strapped states of the region. Even curable infectious diseases, such as
malaria, continue to kill millions of people throughout the continent.’® As
shown in Table 13.4, Sub-Saharan Africa’'s human development indicatorsin
every aspect of measurement have been grim and substantially below those of
other developing nations.

Although the long-term indicators such as life expectancy, child mortality
and adult literacy show some improvements over the years, other social and
economic indicators seem to have stagnated or declined. One further disturb-

Table 13.4 Sub-Saharan Africa’s human devel opment indicators

All developing  Sub-Saharan

countries Africa
GDP per capitain ppp US$ (2001) 3859 1831
Undernourished population as % of the 18 33
total (1998-2000)
Percentage of population with accessto 78 57
improved water source (2000)
Infant mortality per 1000 births (2001) 62 107
Annual population growth rate, % (2001) 1.8 2.8
Projected population growth rate, % 14 21
(2001-5)
All school enrolment as % of the school 60 44
age population
Life expectancy at birth (2001) 64.4 46.5
Total fertility rate per woman (2000) 29 54

Source:  UNDP, Human Development Report 2003.
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ing picture that emerges from this dismal landscape is unjust distribution of
social services. In most African countries, access to educational, health and
social services has been far better for the richer groups in society, where the
needs are less.'® Underclass Africans, relatively more numerous in market-
oriented African countries, remain deprived of access to sanitation, clean
water, basic health care and education.

Finally the confluence of these intricately intertwined economic, political,
social and environmental problems has culminated in a deep-seated general
crisis. Prolonged crisis can trigger more civil wars and the breakdown of state
governance. The effects of civil wars and violence in Africa have already
produced the largest number of refugees. By the end of 1993, there were
close to six million refugees from the African continent, which accounted for
35.8 per cent of the total number of world refugees.'”

THE NEOLIBERAL RESPONSE TO THE CRISISBY
INTERNATIONAL INSTITUTIONS

Africa’'s economic crisis, which has gradually intensified since the early
1970s, presented a difficult challenge to the development community. As
the crisis worsened, the lender countries as well as other multilateral donor
institutions perceived urgent need for changes in policy measures to reverse
the declining trends and to place African economies on a path of sustain-
able growth. In the early 1980s, the policy response to the African crisis
emerged in the form of structural adjustment programmes (SAPs). SAPs
were formulated and supported by the two Bretton Woods institutions of
the International Monetary Fund (IMF) and the World Bank (WB). Both
institutions have played a critical role in determining the pattern of African
development. The World Bank, although it has not deviated from the origi-
nal conceptual framework for macroeconomic reforms, began to focus in
later years on microeconomic institution building to enhance Africa’'s ca-
pacity for sustainable development.

The thrust of SAPs for Africa is liberalization of the economy through
disengagement of the state from economic activity. It is based on the conven-
tional economic theory that an optimal allocation of resources can only be
obtained in a competitive, free market where prices reflect relative scarcities
of the resources. To ‘get the pricesright’, it is necessary to minimize the role
of the state in economic affairs. Much of the African crisis has been seen as
related to the pervasive intervention of the self-serving African state.

It is worth noting that many African nations, including Nigeria, Tanzania,
Guinea and most post-independence socialist regimes (Ethiopia, Congo-
Brazzaville, Angola, Mozambique, Somalia) showed agreat deal of reluctance
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and reservation in accepting the IMF's conditionality. These states were
suffering hard economic times and had little choice but to accept the IMF
loans as they feared a loss of international credibility. As Mengisteab (1996)
notes, SAPs typically consist of two segments: the first deals with macroeco-
nomic stabilization measures, which are under the IMF governance, and the
second with structural adjustment measures under the World Bank govern-
ance. Stabilization policies are intended to restore macroeconomic stability
and the required adjustment period is conceived to be short-term. Structural
adjustment aims at a longer-term, sustained growth through improved re-
source allocation and more efficient management at both the microeconomic
and macroeconomic levels. In the case of Africa, an agreement on stabilization
measures must be made with the IMF before a country enters into any
structural adjustment programme. Aid donors and commercial banks have
often insisted that the receiving country conclude an agreement with the IMF
and/or the World Bank as a precondition for economic support.

The IMF and the World Bank have governed the economies of some 30
African countries. Many African governments, given the dire need for capi-
tal, have little choice but to embark on market reform measures, as dictated
by these multilateral agencies. Although several countries have experienced
some gains in economic growth, those adjustment polices cannot by and
large be judged as successful in attaining such goals as sustainable economic
growth and reducing poverty in the continent. On the contrary, the austerity
requirements of SAPs appear to have further exacerbated the already severe
human misery in Africa. The development crisis that engulfed the continent
has worsened. At the aggregate level, for instance, Africa’'s GNP fell by an
average of 2.2 per cent per year in the 1980s. In those African countries with
IMF-World Bank programmes, spending on health fell by 50 per cent and on
education by 25 per cent during the 1980s. Throughout Africa the health
systems have been collapsing for lack of medicines, and educational institu-
tions are suffering from a debilitating lack of libraries, laboratory and other
facilities.

Even in the countries that are believed to have made progress in the
process of adjustment, the growth rates have been very low. The World Bank
itself acknowledges that, after a decade of implementing structural adjust-
ment programmes, not many African countries have succeeded in finding a
sound macroeconomic policy.'® For instance, Ghana, which the Bank con-
siders as the showcase of IMF-World Bank intervention, is now slated for its
bleak economic prospects: it is projected that the average poor in Ghana will
not cross the poverty line for another 50 years.

In retrospect, many of the adverse consequences of SAPs are attributable
to the fundamental flaws with its strategy. The IMF makes loans to troubled
countries, but insists that the governments cut their expenditures, which leads
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to reduction of social spending and benefits for workers and the poor, and
should sell their assetsto foreign investors. The purpose of these programmes
is to make a country attractive to foreign investors and to encourage cheaper
exports. The result has generally turned out to be raising profits for multina-
tional corporations while increasing poverty and unemployment for Africa's
working people. In this context, some African critics view SAPs as an inter-
national device inadvertently supporting an indigenous capitalist class against
the national interest of poverty-stricken masses of the population (Mkandawire,
1992).

The neoliberal solution for Africa stands at odds with African reality
concerning poverty. SAPs are in essence designed to promote economic
growth by enhancing economic efficiency via the market system and redistri-
bution of income is left to the market system. In reality, however, it has been
shown that progressive redistribution of income rarely works spontaneously
in amarket economy. Thisis particularly the case for Africawhere poverty is
largely a phenomenon of the subsistence peasantry, which is the dominant
mode of production in agriculture. Most of the poor (about 60 per cent of the
total population) in Africa depend on subsistence agriculture for a living,
whereas many SAPs have been intended to deal with economic activities
operating within the formal market system. For example, a typical IMF
package includes price decontrols, devaluation and export promotion. The
benefits of this package have essentially been confined to a small number of
export-oriented, cash-crop producers.*®

Furthermore, the pervasive poverty in Africais caused, not so much by low
productivity of the economy, as by other social forces that generate funda-
mental imbalances in resource use. Often it is an ineffective and corrupt
system of governance that results in a lopsided distribution of resourcesto a
small self-serving elite. For instance, politics inhibits progress in land re-
form; Africa’s rural poor are remote from the capital cities and do not affect
the political elitein cities and, as a result, have not been a target population
for concern. The rural poor have limited access to credit, land and extension
services; lack of both genuine political commitment and strong public sector
support for rural producersis another major factor exacerbating rural poverty.
In this context, structural adjustment policies, which tend to focus on macr-
oeconomic financial problems, have failed to benefit the rural poor and are
blamed for exacerbating poverty. As citizens of developing countries began to
protest angrily against SAP policies, riots frequently broke out after the IMF
ordered price subsidies to be lifted on goods such as bread and gasoline.
Towards the end of the 1980s, political momentum of the SAP also grew in
more prosperous developing countries. As the IMF's intervention during the
Asian financial crisisin 1997 and 1998 made the economic contraction there
much worse, the structural adjustment issues blew up in the IMF's face.
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M eanwhile the worldwide Jubilee movement began to gain increasingly win-
ning support for the idea of debt cancellation for the poorest countries.

The failure of SAPs was officially recognized at an international confer-
ence on African economic recovery in Khartoum in March 1988. The Khartoum
declaration sharply criticized the austerity programmes and their dehumaniz-
ing impacts on Africans. In response to the severe criticism of SAPs, the
Fund launched a modest, modified debt relief programme through its En-
hanced Structural Adjustment Facility (ESAF), also known as the Poverty
Reduction and Growth Facility, in exchange for the least developed group of
countries’ agreeing to more closely supervised structural adjustment. Politi-
cal momentum against the IMF, nonetheless, was ratcheted up when the US
Congressional Meltzer Commission, a bipartisan advisory commission on the
IMF reform, made two basic recommendations. First, the IMF (along with
the World Bank) should use its existing resources to cancel all debts owed to
these institutions by the poorest countries; second, the IMF should get out of
the business of long-term lending —the kind of development loans to which
structural adjustment conditions are normally attached.

In summary, SAP and ESAF have not proved effective in arresting the
declining economic trends in Africa. More importantly, they have been short
on concrete measures to alleviate poverty, which is the most urgent issue in
Africa, as its widespread hunger is prone to escalate into famine, political
violence and armed conflicts.?® The failure of the structural adjustment pro-
grammes by global agencies was documented in arecent report by UNCTAD,
which surveyed the results of the ESAF-supported structural adjustment pro-
grammes in the developing world (Table 13.5).

Focusing on 20 ESAF recipient countries for which data were available,
Table 13.5 compares economic performance and poverty trends for three
years before the year of the adoption of the programme with two subsequent
three-year periods after the adoption. For this‘|east developed’ group consist-
ing predominantly of Sub-Saharan economies, it is striking that the declinein
per capita real income by 1.4 per cent three years before the programme
persisted in the second three-year period after the programme. In a similar
vein, the average living standards as measured by per capita private consump-
tion in 1985 PPP dollars declined from $493.2 in the three years before the
programme to $486.7 in the first three years after and to $477.6 in the
subsequent three years. More strikingly, there is no evidence to indicate that
poverty incidence has been reduced as the proportion of the total population
below the one or two dollars-a-day poverty line rose slightly after the adop-
tion of the structural adjustment programmes. The results of the UNCTAD
study tells us that the Fund’s ESAF anti-poverty programmes have failed to
generate any discernible impacts on poverty incidence in these poor coun-
tries. Although the share of exports has increased in a number of traditional
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Table 13.5 Economic performance of the LDCs, before and after the
adoption of SAP/ESAF programmes

3years 1st 3years 2nd 3years

Average annual real growth rate (%) before after after
GDP per capita -14 0.5 -1.4
Exports of goods and services 0.1 6.1 34
Gross capital formation 0.8 21 -2.6
Average per capita private consumption 0.1 -0.1 2.4
(1985 PPP$)
Average annual ratio (as % of GDP)
Exports of goods and services 19.6 19.2 18.8
Gross capital formation 16.1 18.7 18.3
Gross domestic savings 0.7 25 11
Genuine domestic savings -5.6 —4.1 59
Average poverty incidence (% of population)
Living on lessthan $1 aday (1985 PPP$)  51.3 52 53.3
Living on lessthan $2 aday (1985 PPP$)  83.1 83.7 84.1
Average per capita private consumption  493.2 486.7 477.6
(1985 PPP$)

Source:  UNCTAD Secretariat (2002) report based; World Bank, World Development Indica-
tors, 2001.

export sectors, the ESAF strategy has been unable to catalyse foreign capital
inflow, or to promote economy-wide structural change towards more dy-
namic export sectors.

Confronted by a renewed public protest against the structural adjustment
policies in the wake of the Fund's admitted policy failure during the 1997-8
crisis, in September 1999 the World Bank and the IMF approved the Poverty
Reduction Strategy Papers (PRSP), which outlines a national programme for
poverty reduction. The PRSP provides the foundation for lending programmes
with the IMF and the World Bank and for debt relief for Heavily Indebted
Poor Countries (HIPCs). All HIPC countries are required to produce a PRSP
asabasisfor concessionary lending. They must have a PRSP before they can
seek new programme support from the IMF or Bank. The Bank and Fund
Boards must approve a country’s PRSP before alending programmeis agreed.?

The basic principles underlying the poverty reduction strategies include
recognition of the multidimensional nature of poverty, long-term perspectives
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for poverty reduction, multilateral and non-governmental participation as
developmental partners, and national management of poverty strategies that
involve broad-based participation by civil society and private sectors in all
operational steps.

To allow for increased discretion in policy towards individual nations, the
IMF agreed to engage in the process of streamlining its loan conditionality.
Although the number of conditions applied by the IMF may be reduced, critics
continue to argue that prior policy commitments by major donor ingtitutionsin
the area of governance and conditionality will actualy increase. There is in-
deed little evidence to date that policy autonomy for borrowing countries has
been enhanced or that the IMF conditionality is strictly limited to macroeco-
nomic issues. The PRSPs that have been produced by recipient countries have
not differed much from previous adjustment programmes as far as the core
economic strategies are concerned. They have not essentially departed from the
Washington Consensus in the choice of policies.

GLOBAL INTEGRATION AND DEEPENING CRISIS

A related flaw with the SAP solution is the contestable premise that attributes
the African crisis primarily to the factors internal to the domestic economy.
With hindsight, Africa’s problems can be seen as much or perhaps more
importantly attributable to the factors external to the domestic economy. In
fact, the economic situation deteriorated as African countries, under the prod-
ding of international donor agencies, intensified efforts to integrate their
economies with the global system beginning in the early 1980s. The main
elements of policies for global integration consist of the opening of the
economy and disengagement of the state from economic activities. Most
African countries have been undertaking domestic market reforms and liber-
alization of foreign trade and investment.

The conventional theory tells us that the economies with integrated re-
gimes grow faster, resulting in greater poverty reduction at the same time.
The recent empirical studies nonethel ess repudiate this relationship (Rodriguez
and Rodrik, 1999). The impact of globalization on growth and development
is shown to vary significantly across developing countries and regions. Inter-
estingly, in the short run, rapid globalization has been associated with arising
incidence of poverty (UNCTAD, 2002:115-17). Poverty has been increasing
unambiguously in those economies that have adopted an extensively open
trade regime and in those that have continued with an extensively closed
trade regime. The positive effects of economic liberalization on poverty are
found to depend more significantly on complementary policy measures (World
Bank, 2001:ch.2). Winters (1999:59) concludes: ‘Overall the fairest assess-
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ment of the evidence is that, despite the clear plausibility of such alink, open
trade alone has not yet been unambiguously and universally linked to subse-
quent economic growth’, although he adds that ‘it certainly has not been
identified as a hindrance'.

In the context of Sub-Saharan Africa, available evidence does not show
that global integration in Africa has produced significantly positive results.
Many African nations have faced particular difficulties in adjusting to global-
ization, especially infinancial areas. A recent article in the Economist? states
that in Africa ‘the combination of malfunctioning domestic finance, weak
regulation and erratic economic policy is perfectly designed to get the worst
out of financial openness. In countries where those failures are severe and
cannot be corrected, an incautious opening of the economy to foreign capital
is likely to do much more harm than good’. The annual GDP loss from
banking and currency crises spawned by the debt crises in Africa during the
1990s averaged 0.7 per cent of GDP (athough the dollar figures of other
benefits from financial openness have not been included in the calculations).

Several factors explain why the integration strategy that has been imple-
mented to derive maximum benefits from international markets has
paradoxically reinforced marginalization of many African economies from
the global system. It is important to note that Africa has been as open to
global markets as any other developing regions have been. Mengistead
(1996: Table 3.2) notes that the share of the total trade in GDP for Africain
1990 was 46 per cent, compared to 42 per cent for all developing countries.
The problem with the strategy for openness and export promotion is that
African exports are primary commodities produced with marginal partici-
pation of the peasantry and often at the expense of the internal food needs.
Apart from the volatile market problems inherent in primary products in
international markets, African exports are simply not competitive with more
mechanized, government-subsidized European or American farm products.

Most African nations since 1960 have ended up with worsened terms of
trade for their primary goods exports, falling foreign investments and crip-
pling external debt burdens that stood at US$313 billion for the region in
1994. Taking the poorest, primary goods-exporting 15 countries in Africa,
Sapsford (2001) calculated trends in their terms of trade for two distinct
subperiods distinguished by fundamental structural changes which occurred
in each country in the 1960-93 period. As shown in Table 13.6, most of these
poor countries experienced deteriorating trends in their primary goods export
prices relative to manufactured goods import prices. Only three of 28 re-
ported cases over the two subperiods in his study showed any positive trend
in barter terms of trade movements. Other estimates by the World Bank
similarly indicated that Africa’s terms of trade plummeted by about 15 per
cent between 1987 and 1991, compared with a 1 per cent decline for all
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Table 13.6 Trendsin the barter terms of trade of the least devel oped
African nations, 1960-93*

Country Period 1 Annual Period 2 Annual
average % average %
change change
Burkina Faso 1960-1968 0.00 1969-1991 -3.12
Burundi 1965-1993 —7.99 — —
Chad 19601972 12.50 1973-1993 177
Dem. Republic ~ 1960-1984 -9.18 1985-1993 -6.18
of the Congo
Ethiopia 1960-1974 0.00 1975-1993 10.38
Guinea-Bissau  1965-1977 -10.72 1978-1993 0.00
Madagascar 1960-1991 -1.98 — —
Malawi 1960-1973 21.95 1974-1993 —2.86
Mali 1960-1981 0.00 1982-1993 -1.47
Niger 1960-1986 -6.17 1987-1993 -0.72
Rwanda 1960-1974 0.00 1975-1993 12.30
SierraLeone 1960-1977 —2.60 1978-1993 -3.28
Sudan 1960-1987 —2.44 1988-1993 —5.77
Tanzania 1960-1973 0 1974-1993 —4.15
Zambia 1960-1979 -21.1 1980-1993 -7.5

Note: * Net barter terms of trade: primary export goods prices relative to imported manufac-
tured goods prices.

Sources: UNCTAD report (2002) and Sapsford (2001).

developing countries, and continued to fall by an average of 2.87 per cent
annually between 1991 and 1994.%

The declining price trend must be seen as offsetting any positive gains
from trade on economic growth. Nevertheless, a recent report (Hussain et al.,
2000) argues that the terms of trade are positively and closely related to real
GDP growth for Africa. More specifically, the deterioration in the terms of
trade of 29 non-oil-exporting African countries reduced Africa’s annual growth
rate by an average of 0.84 percentage points over the period 1970-90. In
terms of other macroeconomic measures, the falling prices eroded, on aver-
age, 42 per cent of the growth effect of the increase in exports and 34 per cent
of the growth effect of capital inflowsin Africa. Studying Africa’s vulnerabil-
ity to global markets, Lewis (1986:480) calculated that the impact of OECD
import growth and Africa's barter terms of trade together accounted for over
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80 per cent of the variations in the growth rates of African economies be-
tween 1960 and 1990. As aresult, Africa’s debt burden continued to increase,
sapping the regional economy’s capacity to import and invest.

The debt crisis of Africais another story. Table 13.2 showed the trends in
the Sub-Saharan region’s various external debt indicators over the period
1980-99. It is striking that in all measures consisting of the ratios of the total
debt to exports, the total debt to GNP, debt service to exports and concession-
ary capital inflows to the total debt, the Sub-Saharan region persistently
maintained a higher level compared to other developing regions. Moreover,
unlike other regions that maintained a stable pattern of the debt burden, the
African economies registered a sharp growth in dependency on external debts
over the period. The share of external debts in both the country’s exports and
GNP more than tripled over the period 1970s, 1980s and 1990s. Rapid
growth of the debt burden has occurred in spite of increased concessionary
grants and debt forgiveness given to the African region. The global energy
crises during the 1970s proved to be the genesis of Africa’s crippling debt
crisis in the 1980s. While the oil crises-led recessions in the West and its
protectionist policies hit African economies severely, the oil shocks resulted
in a massive inflow of petrodollars into the Eurocurrency market, and infu-
sions of loansto African countries followed. Encouraged by favourable interest
rates and despite growing trade deficits, Africa’'s borrowing continued una-
bated to keep up with the increased level of government services required for
maintenance of domestic tranquillity.

African countries’ plights began to surface when African export prices
continued to decline and the debtors were forced to reschedule their loans at
higher interest rates towards the mid-1980s. African governments had to
scale back government services and cut back on social services. With high
debt services and little capital investment from the West, net capital flows
changed direction and began flowing out of Africato the West.?*

The economic situation in Africa further deteriorated in the post-Cold War
eraastrade liberalization unfolded on aglobal scale. There was erosion in the
favourabl e trade arrangements between Third World nations and their market
partners. During the Cold War era, African and other developing countries
were able to exert some influence on the international system. The European
Economic Community—African, Caribbean and Pacific (EEC/ACP) agree-
ments and the generalized system of preferences of the GATT were some
concessions of the Cold War era from which African states derived benefits.
In the wake of the collapse of the Berlin Wall in 1989, Africa was seen as
politically less useful from the perspective of the West, and the importance of
Eastern Europe superseded Western interest in Africa. The continent became
more isolated from the industrialized world. Along with large reductions in
official aid to Africa, access to foreign markets and private capital that was
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available to Africa in the preceding two decades drastically diminished. For
example, foreign direct investments in Sub-Saharan Africa as a ratio of the
total foreign investments in developing countries fell markedly throughout
the early 1990s.%

In addition, Africais the only region of the world which is expected to be
adversely affected by the new General Agreement on Tariffs and Trade
(GATT)’s Uruguay Round, at least in the short run (Yeats, 1995). The agree-
ment has diminished African export revenues as the existing tariff preferences
for Africa have continued to be eroded under multilateral trade liberalization.
At the same time, African countries that specialize in primary products ex-
ports will lose their export competitiveness in global markets. Moreover
imports from Europe and the USA whose agricultural products are subsi-
dized by their governments can displace Africa’'s domestic production of
food. In effect, the rich countries' agricultural subsidies can work directly
against their efforts to combat poverty in impoverished Africa. By driving
down international farm prices, Western subsidies drive out African growers
from their farms. For instance, in the case of cotton, the USA has a major
influence on the global market because a large proportion of US production —
more than 50 per cent — is exported under a heavy government subsidy. Some
95 per cent of the world’s farmers live in the developing world, with many of
them seeking their way out of poverty through fair trading in global mar-
kets.?® Many African countries were expected additionally to experience
reductions in textile exports, given the failure to bring the Multi-Fiber Agree-
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ment under the GATT discipline. Recent OECD calculations, as shown in
Figure 13.2, indicated that net annual losses for Africa would reach $2.6
billion in the period up to 2002. In contrast, the industrialized countries
would reap $135 hillion or 64 per cent of total annual gainsin world income
from the new GATT (Goldin et al., 1993).

CONCLUDING REMARKS: ELEMENTS OF THE
CHALLENGE AND ROLES OF INTERNATIONAL
INSTITUTIONS

Sub-Saharan Africatoday faces the daunting challenge of economic develop-
ment. Over the past three decades and a half, Sub-Saharan African countries
have been impoverished by a combination of factors internal and external to
their national economies. Whereas the continent’s development crisis has
been caused as much or perhaps more by the internal factors related largely
to poor governance by often corrupt African governments, the focus of this
chapter is on the external factors. This chapter makes a point that, in relation
to other regions of the developing world, Africa has been more adversely
affected by the changing globa environment since the early 1970s. The
adverse economic conditions the continent has been confronted by have often
been beyond its control. Many of the adverse impacts, particularly on small,
open African economies, can be seen as endemic in the nature of the global
market system.

For instance, at a microeconomic level, as already pointed out, the problem
of poverty and hunger in Africa is closely linked to the heavily subsidized
agricultural production from the rich countries. Those subsidized agricultural
products are imported to SSA at less than the cost of local production. To be
sure, African farmers are plagued by drought, flood and poor crop manage-
ment, and those obstacles cannot be expected to be overcome, even in good
years, when heavily subsidized Western imports undercut African produce. At a
macroeconomic level, the industrialized countries’ protective trade policies, the
decline in demand for African exports and the resulting deterioration in pri-
mary goods prices, coupled with the West's low priority on investment in
Africa, have dl led to a rapid accumulation of external debt and a rising
poverty incidence in the region. At the same time, the mindless neoliberal
formulas of austerity, currency depreciation, privatization and deregulation
which have been imposed on the indebted countries exacerbated the process of
marginalizing the continent and impoverishing Africa’'s working population
(Mengisteab, 1996; Mkandawire, 1991, 1992; Hope, Sr.1997; Onimode, 1988).

Since the external factors inhibiting African development are closely inter-
woven with the internal factors contributing to the continent’s poverty, it is
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worth dwelling on the scope and nature of such linkage here. Clearly the new
reality facing Africans today is that they must take charge of their own fate
against the backdrop of the post-Cold War global order. In the new age, much
of the global economy has returned to pre-Depression capitalism, a Darwin-
ian economic system that rewards rich and punishes poor nations. While
neoliberal economists see global integration as the key to rapid growth in the
developing world, we also see how these emerging markets of East Asia,
Russiaand Brazil have become mercilessly vulnerable to global market forces.
For most SSA countries, their years-long accumulated debt burdens have
turned into an inhibiting factor diminishing the possibilities of economic
revitalization. Recent decades have thus witnessed a rising tide of discontent
concerning globalization in the devel oping world.

Despite the discontent, neoliberal global integration continues as the driv-
ing paradigm within the international development policy establishment.
Moreover, from the perspective of profit-seeking multinational investors, the
SSA continent is how seen as economically unimportant. Politically, the West
regards Africa as irrelevant in the post-Cold War era. This attitude is exhib-
ited by the West’s diminishing enthusiasm in responding to economic distress
in Sub-Saharan Africa. Prospects of securing new resources from outside
sources for the region — official and private — seem more remote today than a
decade ago.

What must and can be done for the continent? This takes us far beyond the
scope of this chapter. It suffices here to refer to a few elements of develop-
ment strategy that need to be taken into account in overcoming the crisis
(Yansane, 1996; Chug, 1997). First of all, countries in SSA need to consider
the modalities of economic restructuring that are pragmatic, eclectic between
the market and the state and incremental in transition. Restructuring efforts
cannot be based on an all-or-nothing choice between the market’s ‘invisible
hand’ and the state’s ‘grip of the fist'. The market model, while it may have
improved performance in many areas of economic activity, has in the past
intensified poverty, starvation and inequality by lowering wages and social
incomes of the underclass (Hussain et al., 2000). Such amodel isill-suited to
deal with African poverty. The strategy for the alleviation of poverty must
include changes in social structure, specifically, the empowerment of work-
ing poor and women.?” The masses of underclass Africans must have access
to opportunities for education and productive resources so that they can seek
their own solutions. Under a recessional environment over the past several
decades, provisions of basic education, training, health care and even food
security have been neglected in SSA.

Doubts must also be raised as to whether neoliberal reforms can lend
themselves to a deep-seated structural transformation, which calls for con-
crete policy measures in moving into high-value technology sectors (Adei,
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1996), diversifying from monoculture and reducing export dependence and
foreign concentration in industry (Stein, 1995; Kim, 1995).22 These are eco-
nomic activities essential to the future survival of Sub-Saharan Africa that
cannot be resolved by private sector initiatives alone and should involve the
actions of the state.

Apropos of the role of the state, it is worth emphasizing that governance
has to be recognized as a critical component in African development. If good
governance is understood in the sense that the fundamental role of the stateis
to serve the people, and not to control the people, there is cause for grave
concern about the governance of African states (Maxfield and Schneider,
1997). Economic collapses in Sub-Saharan Africa have too often been ac-
companied by the crises of governance, as evidenced by ethnic, clan and
religious conflicts, rising crime and violence, human rights abuses and wide-
spread rent-seeking activities. Self-serving authoritarian regimes cannot induce
sustainable development of a competitive private sector that can lead future
growth. In African reality, state reforms seem imperative in order to build
sustainable democratic institutions; in particular, an institutional infrastruc-
ture that promotes integration among different ethnic and social groups. Only
areformed African state could safeguard any success in economic reforms as
well as the safety nets for the working poor and the underprivileged.

As regards external relations, this chapter has questioned the relationship
between trade and development in the context of contemporary Africa. The
point has been made that a simplistic trade liberalization is unlikely to pro-
mote sustainable development in Africa?® Contrary to the received theory,
the sheer abundance of low-cost labour by itself will not ensure a compara-
tive advantage in Africa’s primary goods exports. Few African economies
have currently the necessary capital and technical infrastructure to engage
their labour resources productively. There is thus no denying the economic
imperative that African economies must ultimately keep engaged with wider
globa markets. The tenuous linkage of Africa’s regional economy to the
globa economy can nonetheless work as a limiting factor for economic
development, at least until the time when African economies are adequately
equipped for export competitiveness in global markets. In this context, inter-
national institutions must play more proactive roles in helping these
marginalized countries to develop a globally competitive export sector.

An important point raised in the chapter is that problems of many African
nations are long-term structural in nature. The short-term IMF-type stabilization
policies have often in the past failed in assuring long-run sustainable growth
as they tended to overlook their consequences for African countries struc-
tural change required to warrant a sustainable growth path.

There are a few immediate actions that international institutions can en-
gage in. First, while they help poor countries to improve their investment
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climates and to learn to take advantage of opportunities in a changing eco-
nomic environment, they must at the same time call upon rich countries to
open their markets to exports from those countries. For this, international
institutions must see to it that rich nations bring down their trade barriers and
eliminate their large agricultural subsidies which undercut poor country ex-
ports. The industrialized world's agricultural subsidies currently amount to
$350 billion a year, which is roughly seven times what rich countries spend
on development aid. These subsidies not only hurt the working poor in
developing countries but also result in higher taxes and higher prices for
consumers in rich countries. As affirmed at the Grand Baie African Ministe-
rial Conference of the WTO in June 2003,%° agriculture is of vital importance
to Sub-Saharan Africa and holds the key to lifting millions of Africans out of
poverty. Global institutions must support African nations in their efforts to
remedy the adverse consequences of rich nations’ farm subsidy policies for
subsistent peasants in Africa. As regards the global market access to non-
agricultural products, future multilateral trade negotiations must also take
into account the vulnerabilities of African industries, specificaly in such
sectors as textiles, clothing, leather and food processing. Provision of a
preferential tariff structure remains critically important for Sub-Saharan na-
tions to be able to continue their industrialization processes.

The second urgent task is to help reduce their debt burden. Reductions of
external debt for these marginalized countries, especialy the highly indebted
poorest nations in Africa, are the first step in enabling them to participate in
globalization and to share the benefits it could bring. For many African
nations, debt services alone have far exceeded net capital inflows. For in-
stance, in 1997, Africa had a negative trade balance, with its export revenue
declining by 17 per cent over the previous year. Net resource flows to the
continent fell by nearly 40 per cent, from $4.5 billion in 1997 to $3 billionin
1998. The cost of debt servicing for Africa, on the other hand, rose to $35
billion in 1998, which accounted for more than 30 per cent of the region’s
exports.3! Debt relief is certainly a precondition for those countries to be able
to improve their investment climate and social services to reduce poverty.
Thus the least the international institutions could do is to make it easier for
the industrialized West to forgive or reschedule the continent’s external debt.
The debt reduction initiative alone may not significantly affect Africa’s bur-
den, but will be an important step needed to keep up Africa's structural
reforms to encourage private investment and to promote growth.®?> Moreover,
also from the lender’s perspective, the debt relief for Africa can be seen as
more than a moral imperative.® There are compelling reasons in the long run
for the international community to help Africa. It will be in everyone's
interest to see a stable and steadily developing Africa participating in an
interdependent global system.
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In this context, the debt reduction initiative launched in 1996 by the IMF
and World Bank for the Highly Indebted Poor Countries (HIPCs) has proved
astep in the right direction.3* The main objective of theinitiative is to reduce
the debt burdens of the HIPCs to sustainable levels at which the debts can be
managed. The amount allocated for the debt relief, however, still appears too
modest to be of much consequence in effecting poverty reduction and social
policies for poor countries.®®

Third, even if the poor countries were relieved from all of the external debt
burdens, substantial increases in concessionary external assistance would be
necessary, particularly to address problems in education and health. Over the
decade of the 1990s, international economic aid to Africafell by athird, from
$17billion at the start of the decade to $12billion. Since sizable private sector
foreign investments in those countries are unlikely for the foreseeable future,
aviable option for the industrialized world would be to help create space for
non-governmental organizations’ (NGOSs) activities. The recent past witnessed
an increased involvement in African development of civil society organiza-
tions, including NGOs or other multilateral donor institutions. NGOs could
play a more proactive, instrumental role in facilitating the building of demo-
cratic institutions and human capital infrastructure at the grass-roots level.

Finally, another urgent agenda for international institutions to help Africa
would be promotion of region-based economic cooperation among neigh-
bouring states. Africa’s problems cannot simply be resolved by freer global
trade and more foreign ownership. Africa needs control of its own vital
resources for long-term structural transformation of the primary commodity
economy. At present, interregional trade among African nations accounts for
less than 1 per cent of global trade. The future challenge for Africa, with its
immense energy, mineral and agricultural resources, is to work together for
more internal trade and to build a unified regional stance in dealing with
other global trade blocs. Effective regional cooperation could result in a
robust, regionally integrated economy relatively more secure from uncertain
globa markets but capable of exploiting the advantage that the pooling of
national markets and resources makes possible.® It could make the African
region play in the world marketplace with collective clout and vigour and
would be a stepping stone leading to a wider global-scale integration.

It is well to note that international security and peace cannot be assured
unless global economic integration is managed with greater justice. The task
for African recovery is enormous and daunting, but not impossible. The
history of economic development is not unkind in this respect. Some 40 years
ago, newly industrialized countries in East Asia were in no better economic
condition than today’s African economies are. African development must not
be written off asalost cause.
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NOTES

1.

15.

16.

17.

19.

20.

21.

22.
23.

In a recent World Bank report (1998/99), seven African countries (Botswana, Gabon,
Mauritius, Mayotte, Reunion, Seychelles and South Africa) are listed as belonging to the
upper middle income group (defined for per capita income range of $3126-$9633).
Except for South Africa, the rest consist of small countries (Gabon and Botswana) and
island republics.

UNDP (1991), Human Development Report 1991, New York: Oxford University Press.
p. 23.

World Bank (2003) estimates SSA's per capita GDP annual growth rate for 2000-2001 at
0.6 per cent.

World Bank, Human Resources and Poverty Division, Africa Region, ‘ Status Report on
Poverty in Sub-Saharan Africa, 1994, Washington, DC.

An important objective this chapter seeks is to raise the level of consciousness among
policy makers, scholars and students concerning the current development crisisin SSA.
No attempt is made in this chapter to assess the relative weight of internal factors versus
external conditions in causing the African crisis. In addition to the difficulty of obtaining
necessary data, this involves conceptual and ideological problems in defining the opera-
tional meaning of ‘external’ and ‘internal’.

For example, trade between the USA and Africa in recent years has been insignificant.
Despite its population of 800 million in1997, Africa accounted for only 1 per cent of US
trade. Africa exported $16.4 billion to the USA in the same year, of which 70 per cent
consisted of oil sales from two countries, Nigeria and Angola.

IMF, World & Economic Outlook, Washington, DC, October 1993, p. 125.

South Africa accounts for about 40 per cent of the region’s total GDP.

United Nations (1993—4:8). The self-sufficiency rate for all developing countriesin 1988—
90 was 91 per cent.

UNDP, Human Development Report (Oxford University Press, 1994).

Ibid.

Ibid.

There have been chronic conflicts between nomads and sedentary peasants (particularly in
East Africa) over access to and control of land. Land degradation was a key factor
contributing to increased frequency of conflicts.

According to recent World Health Organization estimates, there are up to 500 million
cases of malaria, with fatalities ranging between 1.5 and 3 million people annually. About
90 per cent of these cases occur in Africa.

See World Bank, ‘The Many Faces of Poverty’, available at http://www.worldbank.org/
aftdr/findings/english/find35.htl.

US Committee for Refugees, World Refugee Survey, Washington, DC: USCR, 1994, p. 40.
United Nations (1993—4:18). Direct foreign investment in Africais so paltry that it is not
even measured in the latest World Bank studly.

In this regard, a World Bank (1995) survey shows that, between 1985 and 1992, the
proportion of the Sub-Saharan African population living below the poverty line rose by
1.5 per cent.

Towards the late 1980s there was a shift in the World Bank SAPs to pay greater attention
to human resource problems and public institutional reformsin Africa.

As of the end of 2002, 28 least developed countries completed a full Poverty Reduction
Strategy document, with another 45 countries delivering an interim document for ap-
proval. The IMF and the Bank have renamed their lending facilities for poor countries.
The IMF's Enhanced Structural Adjustment Facility (ESAF) was renamed as the Poverty
Reduction and Growth Facility (PRGF). The interest rate and repayment conditions re-
main the same. The Bank created Poverty Reduction Support Credit (PRSC) as a lending
instrument designed to support implementation of the PRSPs.

Economist, ‘A Survey of Global Finance', 3-9 May 2003, p. 8.

World Bank, World Development Report 1994.
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24. The severity of the external debt can best beillustrated in the case of Sudan, where 94 per
cent of its citizens live below the poverty level. During the mid-1990s, famine-stricken
Sudan was receiving about $26 million a year in international development funds while
paying out $60 million ayear to service its debt to the IMF, its main creditor.

25. World Bank, Financial Flows and the Developing Countries, Washington, DC, 1994; and
Global Economic Prospects and the Developing Countries, Washington, DC: 1995, 1996.

26. Acccording to the WTO statistics, the developing countries' share of world agricultural
exports dropped from 40 per cent in 1961 to 35 per cent in 2002.

27. For adiscussion on gender bias as a cause of poverty in Africa, see Kasliwal (1995:chs 3—
4).

28. For acomprehensive analysis on thisissue, see Stein (1995) and Kim (1993).

29. For the importance of some degree of self-determination in African development, see
Yansane (1996).

30. www.sarpn.org.za/documents.

31. Financial Times, ‘Africans off target in war on poverty’, 10 May 1999.

32.  According to the Resource Guide prepared by the Catholic Task Force on Africa (http://
afin.cua.edu/in.html), the first international Jubilee campaign leveraged $34 billion in debt
cancellation for 34 most impoverished nations — mostly in Africa — by the end of 2002.
Most of the cancelled debts were spent on health care and education, resulting in tripling
of school enrolment in Uganda, vaccinating half a million children against epidemic
diseases in Mozambique and providing resources to fight AIDS in Mali, Senegal and
Cameroon.

33. In this context, the Pope and the Council of Bishops called for a debt relief jubilee for
Africato coincide with the year 2000.

34. Theauthor is grateful for helpful comments of areferee on HIPCs debt reduction.

35. According to IMF data (as of March 2004), debt reduction packages have been approved
for 27 countries, 23 of them in Africa. The total debt service relief in net present value
terms amounted to US$31billion.

36. For astudy on the promising case of integration in Southern Africa, see Kim (1988b); and
for a case of failed integration in East Africa, see Kim et al. (1979). Arguments favouring
regional integration for Africa are discussed in Mengisteab (1996).
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