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Budget battle to rage on in US

After intense negotiations that went down to the wire, a tax deal was
agreed by the US Congress and President Barack Obama that pre-
vented the US economy from falling off the “fiscal cliff” at the turn
of the year. But a bigger tussle over government spending now
looms over the months ahead — one which, given the size of the
American economy, will have repercussions for the rest of the world.
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US fiscal crisis far from over

The United States avoided going over a “fiscal cliff”” on 1 January, but has
scripted a new and bigger crisis over the “debt ceiling” in what appears to
be a never-ending tug-of-war between President Obama and the Republi-

cans.

by Martin Khor

So, the United States at the last minute
averted a “fiscal cliff” crisis, and the
world gave a sigh of relief, since the fate
of the US economy has strong impact on
other countries.

But that sigh was accompanied by a
shake of the head at how this drama in-
volving a contest of wills between the
President and the Republicans in Con-
gress has become an American way of
life.

Have the economy of the US and the
rest of the world economy become too
dependent on how Washington’s bud-
get politics plays out? It seems so, for
some time to come.

From the “fiscal cliff”, there will now
be an even bigger fight over government
spending. Will it have to be cut? By how
much overall? And which items will be
cut more, and which will be saved?

The “fiscal deal” was supposed to
cover the two issues of tax increases and
spending cuts. Only the tax part was
agreed to on 1 January by Congress and
President Barack Obama.

The tax deal involved raising the top
end of income tax rates of the richest 1-
2% of Americans and increases in capi-
tal gains tax and estate duty. But it also
raised by 2 percentage points the pay-
roll taxes that employees pay as part of
their salaries towards social security.

Thus it is not true that only rich
Americans are affected by the fiscal deal.
Ordinary American workers have to pay
an estimated $113 billion more in pay-
roll taxes.

Nevertheless President Obama and
the Democrats are seen to have won a
victory because he fulfilled a campaign
pledge that richer Americans would
have to bear a higher tax burden in the
overall effort to reduce the government
deficit.

Still, the tax increase is only a small
dent on how wealthy Americans have
captured most of the gains of economic
growth in the past three decades. This
rise in inequality led to the grassroots
movement of the “99%" fighting for their

rights against the 1%.

With the increase of taxes on the
rich, Obama has made his point. And the
Republicans, who had vowed that there
would be no tax increases at all, have had
to give in, though many voted individu-
ally against the deal in Congress.

Debt ceiling

However, the bigger part of the so-
cial equation is not yet settled. The deal
did not cover the spending issue — by
how much and what to cut.

The Republicans are cleverly trying
to link this to a separate issue of the “debt
ceiling.” By law the US administration
is allowed to take loans only up to a limit,
and the present limit was reached
around New Year’s day.

Without Congressional approval to
raise this limit, the government would
be forced to go into partial default. It
would not be able to pay some of its bills
or salaries or pensions, or to service its
debts.

For the rest of the world, the most
sensitive issue is whether the US could
default on its foreign debt. Most coun-
tries hold a large part of their foreign
reserves in US Treasury bills, notes and
bonds; China alone has over a trillion
dollars of US debt.

It is unthinkable that the US could
default on its debt, but not as unthink-
able as before. Last August when Con-
gress postponed to the last day its deci-
sion to raise the debt limit, when it bar-
gained with Obama over how much to
cut government spending, the credit rat-
ing agency Standard & Poor’s down-
graded the US’ credit rating from AAA
to AA-plus.

The US Treasury is able to use some
accounting devices to keep spending for
two more months before needing more
loans. Thus, between now and March,
expect to witness a new President-Con-
gress, Democrat-Republican tug-of-war
over spending cuts.

On the broad economic front, econo-
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mists like Joseph Stiglitz and Paul
Krugman argue against overall spend-
ing cuts as the weak economy requires
fiscal stimulus instead, and there is no
harm in increasing the budget deficit in
the short term. For them, a drastic spend-
ing cut now will unnecessarily plunge
the economy into recession. Concerns on
the deficit and excessive spending can be
dealt with when the economy is strong.

Obama and the Democrats accept
that there should be some spending cuts,
but want these in sectors such as defence,
while shielding welfare and social secu-
rity benefits from too much cuts, to pro-
tect the poor and middle class.

The Republicans, in contrast, want
an across-the-board spending cut, in-
cluding on welfare and social security.
They are ideologically for “small govern-
ment”, boosting the income and interests
of the rich (on the theory that they hold
the key to investment and growth), and
cutting welfare aid and social security
subsidies (on grounds that these have
burdened society with debt and are a

disincentive to people to do their fair
share of work).

The budget fights have to do with
ideology, but they have both social and
economic consequences.

Obama has indicated he is fed up
with the Republican strategy of tying the
issue of spending cuts to the debt ceil-
ing, saying he will not negotiate with
“this Congress” over the debt ceiling. In
previous years, raising the debt ceiling
was automatic, until Congress used it as
leverage last year to make their point
over spending cuts.

Now, the Republican leaders are
adamant on again using the debt-ceiling
leverage to get the size and type of
spending cuts they want.

So the world will have to watch the
continuing saga of the budget tug-of-
war, because what happens in the United
States affects the rest of the world. 0

Martin Khor is Executive Director of the South
Centre, an intergovernmental policy think-tank of
developing countries, and former Director of the
Third World Network.

Urgent action is needed to restore

growth

Developing countries cannot bear the burden of supporting global growth
alone, writes Supachai Panitchpakdi — the developed economies need to
weigh in with pro-growth policies of their own.

GENEVA: The global economy weak-
ened significantly towards the end of
2011 and further downward pressure
emerged in the course of 2012. The
growth rate of global output, which had
already decelerated from 4.1% in 2010 to
2.7% in 2011, is expected to slow down
even more in 2012 to around 2.3%.

Developed economies as a whole are
likely to grow by only slightly more than
1% in 2012, owing mainly to the reces-
sion currently gripping the European
Union (EU).

This contrasts with a much stronger
performance in developing and transi-
tion economies, where growth should
remain relatively high, at around 5% and
4% respectively. However, even in these
economies growth is losing steam, show-
ing that they cannot avoid the impacts
of economic troubles in the developed
countries.

On top of already weak private de-
mand, fiscal tightening has been adopted
in several developed countries with a
view to reducing public debt and restor-

ing the confidence of financial markets.
However, these policies have further
weakened domestic demand and
growth, which is detrimental to the goals
of fiscal consolidation and improved
confidence.

Some governments are trying to
stimulate growth through increasing ex-
ports, and are working to improve their
competitiveness by reducing nominal
wages and other costs. For several Euro-
pean countries within the monetary
union, this would be the way to achieve
a real devaluation. The danger with this
policy is that it will severely damage do-
mestic demand before it can help to re-
gain competitiveness, thus putting into
question the adjustment process.

Developed economies should there-
fore change the focus of their policies
from fiscal consolidation and internal de-
valuation to restoring growth, because
this is the only way in which they can
avoid a recurrence of a financial and fis-
cal crisis. Countries with larger fiscal
space and current account surpluses

should take the lead by expanding their
domestic demand. This would be in line
with their commitments at the last G20
summit, and contribute to a growth-
friendly global rebalancing.

Most developing and transition
economies have actually supported their
growth by encouraging domestic de-
mand and pursuing counter-cyclical
policies, including the provision of fis-
cal stimulus and expansionary credit.
They have also succeeded in preventing
a significant rise in unemployment, and
have enabled the continued growth of
real wages. All this, together with pub-
lic transfers in several countries, has pro-
moted private consumption and, conse-
quently, productive investment, even
though this has not always been suffi-
cient to avoid growth deceleration.

Indeed, the developing and transi-
tion economies are being affected by
slow growth or economic contraction in
the developed countries. This is reflected
in stagnating export volumes to those
markets and a declining trend in com-
modity prices since the second quarter
of 2011.

Moreover, financial instability and
excessive reliance on monetary policies
in developed countries is affecting finan-
cial flows to emerging market economies
and adding to the inherent volatility of
commodity prices.

Therefore, the risk of a new major
shock in global financial markets cannot
be excluded, with a potentially large
impact on international trade volumes,
asset and commodity prices, risk
spreads, capital flows and exchange
rates, all of which would affect develop-
ing and transition economies.

Structural reforms

Some governments are looking to
implement structural reforms to over-
come the crisis. The United Nations Con-
ference on Trade and Development
(UNCTAD) has always supported the
need for structural reforms, since no de-
velopment process can happen without
changes in economic and social struc-
tures. However, today, structural re-
forms are often focused on attempts to
introduce greater labour market flexibil-
ity.

Yet, such reforms would undermine
the incentives for investment and inno-
vation. Indeed, if less efficient firms can
compensate for their lower profits by
cutting wages, they are not forced to in-
crease their productivity to survive and
expand. Such reforms also threaten to
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further undermine domestic demand. In
order to revitalize sustained growth,
governments must take measures to re-
duce income inequality, by assuring the
participation of all social groups in pro-
ductivity gains stemming from economic
and technological advancement.

Labour market reforms are not a
way out of the crisis, because the crisis
did not originate in the labour market.
Additionally, structural policies cannot
be a substitute for pro-growth macroeco-
nomic polices. Structural reforms have
to address the very roots of the present
crisis, namely the fragility of the finan-
cial system and the trend towards in-
creasing income inequality.

In contrast, the structural reforms
being adopted by a number of develop-
ing countries have tended to create or
reinforce social safety nets and to expand
the role of public policies for supporting
investment and structural change. Most
of these measures are counter-cyclical, as
they aim to safeguard employment and
support economic activity in troubled
times.

The renewed fragility of the world
economy, and the growing downside
risks, including for developing countries,
have brought us to the brink of a second
recession. The developing countries can-
not bear the burden of supporting glo-
bal growth alone. Urgent action is there-
fore needed to restore growth, particu-
larly in the developed world, and to take
measures to prevent a recurrence of the
financial and economic crisis. (IPS)

Supachai Panitchpakdi is the Secretary-General
of the United Nations Conference on Trade and
Development (UNCTAD,).
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The myth of Africa’s rise

Contrary to the rosy pronouncements in the Western media, Africa is in
fact making little headway up the development ladder. Rick Rowden

explains why.

Recent high growth rates and increased
foreign investment in Africa have given
rise to the popular idea that the conti-
nent may well be on track to become the
next global economic powerhouse. This
“Africa rising” narrative has been most
prominently presented in recent cover
stories by Time and The Economist. Yet
both publications are wrong in their
analysis of Africa’s developmental pros-
pects — and the reasons they’re wrong
speak volumes about the problematic
way national economic development has
come to be understood in the age of glo-
balization.

Both articles use unhelpful indica-
tors to gauge Africa’s development. They
looked to Africa’s recent high GDP
growth rates, rising per capita incomes,
and the explosive growth of mobile
phones and mobile phone banking as
evidence that Africa is “developing.”
Time referred to the growth in sectors
such as tourism, retail and banking, and
also cited countries with new discover-
ies of oil and gas reserves. The Economist
pointed to the growth in the number of
African billionaires and the increase in
Africa’s trade with the rest of the world.

But these indicators only give a par-
tial picture of how well development is
going — at least as the term has been un-
derstood over the last few centuries.
From late-15th-century England all the
way up to the East Asian Tigers of re-
cent renown, development has generally
been taken as a synonym for “industri-
alization.” Rich countries figured out
long ago that, if economies are not mov-
ing out of dead-end activities that only
provide diminishing returns over time
(primary agriculture and extractive ac-
tivities such as mining, logging and fish-
eries), and into activities that provide
increasing returns over time (manufac-
turing and services), then you can’t re-
ally say they are developing.

What's striking about the two ar-
ticles cited above is that they don’t men-
tion manufacturing, or its disturbing
absence, in Africa. And that, in turn, con-
firms once again the extent to which the
idea of development as industrialization
has been completely abandoned in the
last few decades. Free-market econom-
ics has come to advise poor countries to

stick with their current primary agricul-
ture and extractive industries and “inte-
grate” into the global economy as they
are. Today, for many champions of free
markets, the mere presence of GDP
growth and an increase in trade volumes
are euphemisms for successful economic
development. But increased growth and
trade are not development.

For example, even if an African
country like Malawi achieves higher
GDP growth rates and increased trade
volumes, this doesn’t mean that manu-
facturing and services as a percentage of
GDP have increased over time. Malawi
may have earned higher export earnings
for tea, tobacco and coffee on world mar-
kets and increased exports, but it is still
largely a primary agricultural economy
with little movement towards the in-
creased manufacturing or labour-inten-
sive job creation that are needed for Af-
rica to “rise.”

Manufacturing indicators

The failure to mention industrializa-
tion thus renders most comparisons of
growth in Africa and East Asia spurious.
For example, the Time article, which sug-
gests that “during the next few decades
hundreds of millions of Africans will
likely be lifted out of poverty, just as
hundreds of millions of Asians were in
the past few decades,” cites the divide
that has opened up between rich and
poor in China and India as a warning
that inequality could also become a prob-
lem as Africa’s progress continues. The
Economist article cited a World Bank re-
port that claims that “Africa could be on
the brink of an economic take-off, much
like China was 30 years ago,” noting that,
in both cases, a mass population of
young workers stood at the ready to
boost growth. It also touched on the im-
portance of education: “Without better
education, Africa cannot hope to emu-
late the Asian miracle.”

There are, of course, several indica-
tors that offer a more precise picture of
how well Africa is developing (or not).
We can look at whether manufacturing
has been increasing as a percentage of
GDP, or whether the manufacturing
value added (MVA) of exports has been

rising. In these cases the comparison be-
tween Africa and East Asia is actually
quite revealing — as demonstrated by a
recent United Nations report that paints
a far less flattering picture of Africa’s
development prospects.

It finds that, despite some improve-
ments in a few countries, the bulk of Af-
rican countries are either stagnating or
moving backwards when it comes to in-
dustrialization. The share of MVA in
Africa’s GDP fell from 12.8% in 2000 to
10.5% in 2008, while in developing Asia
it rose from 22% to 35% over the same
period. There has also been a decline in
the importance of manufacturing in
Africa’s exports, with the share of manu-
factures in Africa’s total exports having
fallen from 43% in 2000 to 39% in 2008.
In terms of manufacturing growth, while
most have stagnated, 23 African coun-
tries had negative MVA per capita
growth during the period 1990-2010, and
only five countries achieved an MV A per
capita growth above 4%.

The report also finds that Africa re-
mains marginal in global manufacturing
trade. Its share of global MVA has actu-
ally fallen from an already paltry 1.2%
in 2000 to 1.1% in 2008, while develop-
ing Asia’s share rose from 13% to 25%
over the same period. In terms of exports,
Africa’s share of global manufacturing
exports rose from 1% in 2000 to only 1.3%
in 2008. Africa is also losing ground in
labour-intensive manufacturing: Its
share of low-technology manufacturing
activities in MVA fell from 23% in 2000
to0 20% in 2008, and the share of low-tech-
nology manufacturing exports in
Africa’s total manufacturing exports
dropped from 25% in 2000 to 18% in
2008.

Finally, Africa remains heavily de-
pendent on natural resources-based
manufacturing, which is an indication of
both its low level of economic diversifi-
cation and low level of technological so-
phistication in production. The share of
resource-based manufactures in Africa’s
total manufacturing exports declined
only slightly in recent years, from 52%
in 2000 to 49% by 2008. In East Asia and
the Pacific, the number dropped to as
low as 13% by 2008.

Such statistics and comparisons with
East Asia are, of course, completely at
odds with the “Africa rising” narrative.

A recent report by the African De-
velopment Bank makes a similar point.
“Africa’s growth tends to be concen-
trated on a limited range of commodi-
ties and the extractive industries,” the
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report states. “These sectors are not gen-
erating the employment opportunities
that would allow the majority of the
population to share in the benefits. This
is in marked contrast to the Asian expe-
rience, where the growth of labour-in-
tensive manufacturing has helped lift
millions of people out of poverty...” The
report goes on to note that “[pJromoting
inclusive growth means ... broadening
the economic base beyond the extractive
industries and a handful of primary com-
modities.”

This point was also not lost on re-
cent Ghanaian presidential candidate
Nana Akufo-Addo, who warned:
“About 30 years ago, some African na-
tions, beginning with Ghana and
Uganda, implemented liberal economic
reforms to stop their economic decline.
But in many cases we opened our mar-
kets to global competition when, beyond
the extractive industries, we had noth-
ing to compete with. So while the
continent’s share of global foreign direct
investment projects has improved
steadily over the past decade, much of
this investment has reinforced the struc-
tural deficits of our economies.”

Industrial policies

Today many African countries need
to use industrial policies, such as tem-
porary trade protection, subsidized
credit, and publicly supported R&D with
technology and innovation policies, if
they are ever to get their manufacturing
sectors off the ground. This is true for all
the same reasons that it was true for the
UK and other nations that have indus-
trialized successfully. According to
today’s ideology of free trade and free
markets, however, many of these key
policies are condemned as “bad govern-
ment intervention.” Bilateral and multi-
lateral aid donors advise against them
(and structure loan conditions accord-
ingly). WTO agreements and new re-
gional free trade agreements (FTAs), as
well as bilateral investment treaties
(BITs) between rich and poor countries,
frequently outlaw them.

Critics of industrial policies are cor-
rect to cite some historical cases where
industrial policies have misfired in de-
veloping countries. But these critics are
often selective in their criticisms, ignor-
ing successful cases and neglecting to
explain why industrial policies worked
so well in the United States, Europe and
East Asia while failing so badly in Af-
rica and elsewhere.

From the 1950s to the 1970s, particu-
larly in Africa and Latin America, many

industrial policies failed because they
were used inappropriately, with poor
sequencing, and were often driven by
political considerations or corruption
rather than economic analyses or strict
efficiency grounds. In Latin America,
often the industrial policies were kept in
place too long, and were too inwardly
focused on small domestic markets, ne-
glecting the need to develop interna-
tional competitiveness. In contrast, the
political economies of East Asian coun-
tries included institutions that tended to
enforce stricter rules for which industries
got subsidies and trade protection, and
which got cut off from them when they
failed to meet performance targets. They
also adopted a more outward orientation
in their industrialization strategies.
Crucially, this history says more about
how industrial policies should be imple-
mented — not if they should be imple-
mented at all.

But some nations are increasingly
rebelling against such constraints. Coa-
litions of developing countries within the
WTO, such as the G33 and NAMA 11,
are asking for more time to implement
trade liberalization and for broader ex-
emptions to increase tariffs when their
domestic agriculture or manufacturing
industries are threatened by floods of
cheaper imports. This problem of the
lack of necessary “policy space” was
noted in a recent report by the Africa
Progress Panel, chaired by former UN
Secretary-General Kofi Annan. The Panel
expresses concerns about the European
Union’s proposed Economic Partnership
Agreements (EPAs), which seek to make

access for African goods into EU mar-
kets conditional on Africa eliminating or
lowering tariffs on 80% of imports from
the EU. The report suggests that this
would be highly damaging to domestic
industries.

Though African countries desper-
ately need the policy space to adopt in-
dustrial policies, the rich countries are
pushing loan conditions and trade and
investment agreements that block them
from doing so, all the while proffering a
happy narrative about “the rise of Af-
rica.” The very idea of industrialization
has been dropped from the official de-
velopment agenda. Yet there’s a reason
why we all regularly refer to the rich
countries in the OECD as “industrial-
ized.”

Despite the important gains in ser-
vices industries and per capita incomes,
Africa is still not rising, and services
alone will not create enough jobs to ab-
sorb the millions of unemployed youth
in Africa’s growing urban areas. Instead,
steps must be taken to revise WTO agree-
ments and the many trade agreements
and bilateral investment treaties cur-
rently being negotiated so that Africa has
the freedom to adopt the industrial poli-
cies it needs in order to make genuine
progress. a

Rick Rowden is a development consultant and
doctoral candidate in economics at Jawaharlal
Nehru University in New Delhi. Previously he
worked on economic development policy at the
United Nations Conference on Trade and Devel-
opment (UNCTAD) in Geneva and at ActionAid
in Washington DC. He contributed the above ar-
ticle by invitation to ForeignPolicy.com, from
which it is reproduced.

Resolving the emerging debt crises

More countries are facing a debt crisis, and the world urgently needs an
international system of debt arbitration and restructuring.

by Martin Khor

The issue of foreign debt has made a
major comeback. This is due to the crisis
in Europe, in which many countries had
to seek big bailouts to keep them from
defaulting on their loan payments.

Before this, debt crises were associ-
ated with African and Latin American
countries. In 1997-99, three East Asian
countries also joined the indebted coun-
tries” club.

This year, European countries, no-
tably Germany, insisted that private
creditors share the burden of resolving
the Greek crisis. They had to take a “hair-
cut” of about half, meaning that they

would be repaid only half the amount
they were owed.

It is increasingly realized that bail-
outs, where new loans are given to in-
debted countries in order to keep them
up to date with paying their old loans in
full, are not enough and may even be
counter-productive when the countries
are facing a problem of insolvency and
not just a temporary lack of liquidity.

The restructuring of some Greek
debt that was owed to private creditors
is an example of what needs to be done.

However, the ad hoc restructuring
undertaken in the case of Greece is not
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enough. There needs to be a more sys-
tematic framework for countries on the
verge of debt default to conduct a proper
debt workout, with principles agreed to
internationally.

In the absence of this, unilateral
debt restructuring will probably be
messy. When a country is forced by
desperate circumstances to declare a
default and propose its own debt re-
structuring, it may or may not succeed
in getting its creditors to agree to the
terms. Even if a majority of creditors
agree to take the “haircut” proposed (for
example, that 30 or 50 cents of every
dollar of the debt is repaid), a minority
may hold out against the restructuring
and this may disrupt the whole
exercise. The current court case taken by
a “vulture fund” that is holding out
against Argentina’s debt restructuring is
a clear example.

Though the debt crisis now has Eu-
rope as its epicentre, many developing
countries may soon also be facing the
same predicament. Due to the effects of
the global economic slowdown, with
export prices and earnings beginning to
take a significant hit, many developing
countries are becoming vulnerable to a
debt crisis. An increasing number have
dwindling foreign reserves that can only
pay for less than three months of the
value of their imports.

International debt workout
mechanism

Recognizing the widening global
crisis of debt, the United Nations Gen-
eral Assembly held a special event in
October on “Sovereign debt crises and
restructurings: Lessons learnt and pro-
posals for debt resolution mechanisms”.

As one of the speakers, I noted that
there was a real need for an internation-
ally coordinated system of debt work-
out. There are many weaknesses in the
present situation of voluntary systems
such as including an element of burden-
sharing in collective action clauses in
loan agreements, or in unilateral work-
outs that countries seek.

These voluntary methods may be
either inadequate or messy and unpre-
dictable in design and effect as they do
not have the benefit of an internationally
agreed system. There should thus be new
efforts to find an international solution
such as a statutory debt workout mecha-
nism.

The elements of such an interna-
tional sovereign debt workout system
have been analyzed by the UN Confer-

ence on Trade and Development
(UNCTAD). Even the International
Monetary Fund (IMF) secretariat came
up with a proposal for a sovereign debt
restructuring mechanism some years
ago, but it faced opposition from some
countries and faded away.

The pioneering UNCTAD model is
mainly based on the principles of US
bankruptcy law. The principles from this
law can be applied to countries in an in-
ternational-level statutory debt workout
mechanism. The elements of such a sys-
tem are as follows.

First, a country facing debt difficul-
ties can declare a temporary standstill on
its external debt servicing. This gives
breathing space for the country to for-
mulate a proper debt servicing plan. The
plan should cover all debt servicing,
whether the difficulty is due to solvency
problems, in which case the debt has to
be reduced, or liquidity problems, in
which case the debt has to be rolled over.

Second, there is an automatic stay
on litigation by creditors during the
standstill. This is to prevent a situation
where many creditors scramble for an
exit or line up to sue the country.

Third, an independent panel of le-
gal and economic experts would be es-
tablished to address the issues arising
from the standstill, including assessing
the country’s debt situation. Creditors
should not be on the panel as they have
a direct interest in the case.

Fourth, the country concerned

would have to also undertake selective
capital controls to prevent capital flight
that can result from the standstill on debt
payments.

Fifth, new loans should be provided
to the debtor country, in a situation
known as lending into arrears, in order
that the country can continue to imple-
ment policies for economic and social
development.

Sixth, the new loans contracted af-
ter the standstill should be given senior-
ity status. This is to facilitate the emer-
gence of new creditors and new loans.

Seventh is the debt restructuring
exercise. It should include the rollover
of existing loans, especially if the prob-
lem is only a liquidity problem; and par-
tial debt write-down or write-off if itis a
solvency problem. The terms should be
the result of negotiations between the
debtor country and creditors. If they can-
not reach agreement, they can seek arbi-
tration through the independent arbitra-
tion panel that is an important part of
the system.

The UN is well placed to take the
lead in this whole exercise of establish-
ing a statutory debt workout mechanism.

This conclusion was also made at the
special UN event by several other speak-
ers, including the UNCTAD Secretary-
General Supachai Panitchpakdi,
Harvard professor Kenneth Rogoff, the
Norwegian Vice Minister of Develop-
ment and the Finance Secretary of Ar-
gentina. 0

Internal audit warns
politicization by US

of IMF

The independent watchdog unit of the International Monetary Fund
(IMF) has questioned the Fund’s policy stance on foreign exchange
reserves, which it suggests may have been influenced by political consid-

erations.
by Carey L Biron

WASHINGTON: The International
Monetary Fund (IMF)’s internal auditor
has criticized the Fund’s recent policy on
foreign currency reserves, and has of-
fered an implicit warning that the United
States’ outsized influence within the in-
stitution has resulted in policy that was
insufficiently evidence-based.

The findings, which were publicized
in an unusually narrow report on 19
December but follow months of discus-
sion, are seen as a victory for a bloc of
“middle income” developing countries,
particularly China, that have advocated
hoarding larger stockpiles of foreign cur-

rency as insurance against the effects of
the international financial crisis.

Starting in 2009, the IMF began ad-
vising governments around the world
not to depend too greatly on such re-
serves, anxious over the potential impact
on the global economy. The Washington-
based Fund offers yearly inspections on
— and in certain cases nearly oversees —
economies around the world, and re-
mains one of the most powerful forces
in defining the functioning of the inter-
national financial system.

That system has been upended in
the aftermath of the 2008-09 financial
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meltdown, however, and some key IMF
tenets have increasingly been called into
question, particularly by fast-rising
economies such as Brazil, China, India
and others. The IMF itself has realized
that the Fund now needs to offer advice
on finance rather than just macroeco-
nomic policy, a new focus for which it is
still strengthening its capacity.

Now, auditors with the Independent
Evaluation Office (IEO) of the IMF have
suggested that the Fund'’s spotlight on
reserves was “not helpful”, criticizing its
economists for focusing on symptoms
rather than on underlying causes of fi-
nancial instability.

Around the world, the analysts
point out, foreign reserves amount to
only around $10 trillion — a large amount,
though not when compared to the $105
trillion in the banking system or the $117
trillion in the fund management indus-
try.

Also, the governments and central
banks that hold these reserves are rela-
tively more interested in maintaining the
stability of the international monetary
system than are private-sector interests,
seemingly further decreasing the poten-
tial for reserves to upset the global finan-
cial equilibrium.

Many officials, the report states, feel
that IMF advice would have been better
served by focusing instead on “other
developments ... that they considered to
be of more pressing concern than re-
serves”.

Political factors

The IEO investigators hint that the
IMF may have chosen to follow such a
policy approach for less than apolitical
reasons.

“The evaluation found a broadly
held view that [the IMF management’s]
emphasis on excessive reserve accumu-
lation was a response to frustration
among some member countries with the
IMF’s inability to achieve exchange rate
adjustments in Asian countries with per-
sistently large current account sur-
pluses,” the audit states.

This appears to be a direct reference
to longstanding frustrations voiced by
the IMF’s single largest shareholder, the
United States, about a chief economic ri-
val, China.

“When the IMF talks about imbal-
ances, that’s generally code for China
and the United States,” Jo Marie
Griesgraber, executive director of New
Rules for Global Finance, a Washington-
based international network, told Inter
Press Service (IPS).

“While the United States is desper-
ately trying to jumpstart its economy,

(continued on page 16)
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Thai-EU FTA raises alarm for people

with AIDS

Public health advocates in Thailand fear that the country’s planned free
trade agreement with the EU will stem the supply of affordable generic

medicines to those in need.

by Marwaan Macan-Markar

BANGKOK: Days before leaders of the
European Union (EU) arrived in Norway
to collect the Nobel Peace Prize, Thai
public health activists sent a letter to the
Northern powerhouse warning that the
EU’s 2012 accolades face a credibility test
in this Southeast Asian country.

They had in mind the fate of
Thailand’s generic drugs supply line
when Bangkok and the EU begin talks
in early 2013 for a free trade agreement
(FTA). The letter to Joao Aguiar
Machado, deputy director general for
trade at the European Commission,
called for the bloc to respect special pro-
visions in global trade rules for devel-
oping countries.

The EU’s history of pressuring vari-
ous developing countries around the
world to comply with its conditions and
requirements in free trade negotiations
—which seek to remove all barriers to EU
firms wishing to do business abroad —
runs “contrary to the expectations” of a
Nobel peace laureate, added the letter
sent days before the 10 December awards
ceremony in Oslo.

Generics under threat

“We are worried that the EU nego-
tiators will force Thailand to accept new
conditions on patents that would make
access to new generic drugs more diffi-
cult,” says Chalermsak Kittitrakul,
campaign officer at the AIDS Access
Foundation. “People with HIV and pa-
tients needing medicines for cancer,
heart disease and diabetes will have to
pay more.”

“These clauses in a Thai-EU FTA
would make it difficult for Thailand to
produce or import generic drugs,” he
told Inter Press Service (IPS). “It will
pave the way for big pharmaceutical
companies to monopolize the market
and undermine generic competition.”

The EU is Thailand’s second largest
trading partner after the 10-member As-
sociation of Southeast Asian Nations
(ASEAN). According to Thai officials,

bilateral trade between the two partners
stood at $35 billion in 2010.

Thai activists want the negotiating
text for the bilateral trade deal to stay
within the bounds of the World Trade
Organization (WTO) law on Trade-Re-
lated Aspects of Intellectual Property
Rights (TRIPS). The TRIPS rules permit
developing countries with health emer-
gencies to break the drug patents of
pharmaceutical giants to either pro-
duce or import generic drugs.

But the FTA negotiations the EU
has pursued with Thailand’s southern
neighbours, Malaysia and Singapore,
have raised concerns about what could
lie in wait when the EU begins its bi-
lateral trade talks with Bangkok this
year.

“They [the Brussels negotiators] are
pushing for TRIPS-plus demands such
as data exclusivity,” says Paul
Cawthorne, an officer with the Access to
Essential Medicines Campaign launched
by the global humanitarian agency Doc-
tors Without Borders (known by its
French abbreviation MSF).

According to a leaked document
from a Thai trade negotiating team
seen by activists here, there is a chance
that the EU-Thai FTA could include
five years of data exclusivity for new
drugs, a clause designed to stop safety-
related clinical test or trial data submit-
ted to regulatory authorities from being
used by the manufacturers of generic
drugs.

“This will slow down the process to
produce and supply new drugs to the
generic market,” Cawthorne told IPS.
“This blocking tactic using data exclu-
sivity will have a broader impact because
Thailand has been a producer of generic
drugs for years.”

Data exclusivity is not currently re-
quired by international law, argues
Cawthorne. “The TRIPS agreement re-
quires [WTO] member states to protect
clinical data, but there is no obligation
to grant any period of monopoly or ex-
clusivity in the use of these data.”

Successful record

Thai health activists are hoping that
their record of mounting successful cam-
paigns against pharmaceutical giants —
even from the United States — to ensure
a thriving generic drugs market for pa-
tients in the country and across the re-
gion will remain intact.

The last showdown was in mid-
2007, when activists threw their weight
behind the then Thai government to in-
voke a WTO rule to secure generic drugs.

In January that year, Bangkok issued
a “compulsory licence” (CL) to buy
cheaper alternative antiretroviral drugs
(ARVs) from India, bringing the coun-
try a reputation as another battleground
for pharmaceutical giants determined
to protect their intellectual property
rights and profits from the generic drugs
lobby.

Thailand, once one of the region’s
countries worst hit by AIDS, is currently
home to about 600,000 people with HIV,
of whom 200,000 have access to first- and
second-line ARVs from government hos-
pitals.

Such ARV coverage has earned the
country praise in the region, adding to a
long list of achievements to contain the
spread of the killer disease and care for
those infected.

Issuing CLs has meant Thais with
lung and breast cancer and heart disease
have had access to cheaper generic drugs
since 2007, the year that even saw the
Thai push for generics being endorsed
by the World Bank.

The Washington-based financial in-
stitution revealed in a report that the use
of CLs in Thailand’s AIDS treatment
programme would slash the cost of sec-
ond-line drug treatments by 90%, help-
ing the country to save an estimated $3.2
billion over 20 years.

Such details are expected to fortify
the current campaign. “It makes eco-
nomic and public health sense for Thai-
land to strengthen its generic drugs sup-
ply and not expose it to TRIPS-plus mea-
sures,” says Jacques-chai Chomthongdi,
research associate at Focus on the Glo-
bal South, a Bangkok-based think-tank.

“Activists want the process to in-
clude public participation to protect the
interests of people who need generic
drugs,” he told IPS. “They have received
word that the EU is insisting that TRIPS-
plus provisions be included as a prereq-
uisite to the FTA talks.” (IPS) a
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Reforming

and rebalancing finance in
eveloping countries

Recent experience has underscored the need for developing countries to better regulate and organize the
financial system in the interests of economic stability and development. Yilmaz Akyiiz outlines several key
issues that should be addressed in such financial restructuring.

A fundamental question raised by recurrent financial crises in
mature and emerging economies is how to ensure that the fi-
nancial markets and institutions serve growth and develop-
ment rather than being a constant source of instability and
disruption in pursuit of self-interest. This is not only a ques-
tion of how best to regulate the existing institutions and mar-
kets, but also how to restructure and organize them.

Starting in the 1980s, most developing and emerging
economies (DEEs) have rapidly liberalized their domestic fi-
nancial markets and institutions, dismantling control over in-
terest rates and credit allocation, privatizing state-owned banks
and allowing entry of foreign firms in financial services, both
in banking and in insurance. Many of them, including several
African countries at a rudimentary state of industrialization
and development, have also sought to establish and expand
stock markets along the Anglo-American system of market-
based finance even before establishing a modern banking sys-
tem capable of supporting industrialization and development.
The public sector has shifted almost everywhere from direct
to indirect financing, but market discipline has failed to en-
sure greater fiscal discipline and restrain public deficits. Rather,
many governments have seen a rapid accumulation of domes-
tic debt.

There has also been widespread liberalization of the capi-
tal account, allowing freedom for most types of inflows from
non-residents. Domestic equity and debt markets have been
increasingly opened to foreigners in order to provide external
financing for public and private sectors and to deepen these
markets in the belief that this would make a major contribu-
tion to stability and growth. More recently, resident invest-
ment abroad has also been liberalized in several countries, in
part in order to alleviate the pressure that the surge in capital
inflows has exerted on currencies and balance of payments.

The record of DEEs with respect to stability and growth
under extensive state intervention in the financial system, de-
scribed as “financial repression” by orthodox economists, is
mixed. While several economies had a poor record in terms of
public sector deficits, inflation, savings, investment and
growth, there were also notable exceptions, particularly among
the late industrializers in East Asia. Similarly, Japan and many
other mature economies which resorted to varying degrees of
financial control in the decades following the Second World
War enjoyed rapid and stable growth. For instance, in the US
where Regulation Q prohibited, until 1980, payment of inter-
est on demand deposits and imposed a cap on interest rates
on savings deposits, private savings were much higher than
in the subsequent period of financial liberalization and
financialization — that is, rapid growth of financial activities
and incomes relative to the real economy. Today, several fast-
growing DEEs such as China and India still retain elements of
extensive control over financial markets and institutions, and
they have a much better record with respect to savings and

investment than many other DEEs with significantly liberal-
ized financial systems.

Evidence suggests the absence of a strong link between
the financial intensity of an economy and its growth rate. By
contrast, excessive financial liberalization has clearly resulted
in greater macroeconomic and financial instability in almost
all countries, as well as compromising the ability of govern-
ments in DEEs to use financial policies for industrialization
and development. The pendulum has swung too far, with the
benefits of free financial markets falling rapidly as liberaliza-
tion surged ahead at full speed. Now, a rebalancing is neces-
sary between state intervention and free markets in the sphere
of finance in search for greater stability and sustained indus-
trialization and growth. In this context, at least five key issues
need to be examined, drawing on the recent experience of both
mature and emerging economies: the pros and cons of bank-
based and market-based financial systems; the role of state-
owned banks; public intervention in private banking; the role
and impact of foreign banks; and capital account liberaliza-
tion.

Bank-based versus market-based financial systems

The first issue is whether DEEs should focus on develop-
ing and modernizing their banks along the lines of the Ger-
man-Japanese bank-based system or promoting direct financ-
ing through securities markets following the Anglo-Ameri-
can market-based system of finance. Bank-based finance in-
volves long-term lending by banks to enterprises and, hence,
necessitates substantial own capital to safeguard solvency. By
contrast, in market-based finance, banks focus on short-term
lending and hence need only adequate reserves and access to
lender-of-last-resort financing in order to avert liquidity cri-
ses, while corporate investment depends mainly on share is-
sues. It is often argued that the bank-based system allows bet-
ter monitoring of enterprises by banks and of banks by the
state, gives access to finance to larger segments of the society
and generates more evenly spread wealth. On the other hand,
stock markets are said to provide wider options in the alloca-
tion of risks and monitoring by shareholders, but foster short-
termism.

Historically the bank-based system is found to be more
stable. However, there are also important instances of severe
banking instability and crises. The Japanese banking crisis
starting in the late 1990s is a well-known example. It was trig-
gered by massive equity-based loans to private enterprises to
support excessive and unviable investment, and it cost the
country atleast alost decade. Another example is Korea where
extensive short-term foreign borrowing by banks to support
global expansion of chaebols was a major reason for the 1997
crisis. A similar situation emerged in 2008 but the crisis was
much less deep thanks to the existence of large reserves.
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With the outbreak of the subprime crisis, a view emerged
that “the world has turned a page on the Anglo-Saxon model”
(then French President Nicolas Sarkozy, after the London G20
summit in April 2009). But in reality, with the repeal of the
Glass-Steagall Act in 1999, the US had moved to universal
banking, lending long-term and securitizing and marketing
their illiquid, non-traded claims. On the other hand, banks in
Germany had invested heavily in the so-called toxic assets
produced during the subprime bubble and consequently suf-
fered large losses. More importantly, the bank-based system
in Europe has been experiencing serious difficulties as a re-
sult of massive and rapid lending to support speculative pri-
vate investment in property as well as to meet growing bud-
get deficits in some of the peripheral countries. These devel-
opments no doubt hold valuable lessons for DEEs in organiz-
ing and regulating their financial systems.

Role of state-owned banks

Despite widespread privatization, state-owned banks con-
tinue to hold prominent positions in a number of DEEs, in-
cluding major emerging economies such as Brazil, China and
India. In some advanced economies too such as France, state
ownership still continues to be important in the banking sec-
tor. Moreover, as a result of bailout operations necessitated
by financial crises, governments in several countries have come
to be major shareholders in previously privately owned banks.
These include not only developing countries facing BOP-cum-
financial crises in the 1990s and early 2000s (e.g., Malaysia and
Turkey) but also some mature economies such as the UK where
the government is the dominant shareholder in Northern Rock
and Royal Bank of Scotland.

Privatization has always been advocated on grounds that
state-owned banks are prone to inefficiency, waste and politi-
cal capture. However, after recurrent crises involving private
banks, it is now widely recognized that what is privately prof-
itable is not necessarily socially efficient, and waste and po-
litical capture are not peculiar to state-owned banks. Indeed,
private and public banks now appear to have reached a modus
vivendi, and in some DEEs state-owned banks are now con-
sidered as more secure than private banks, with the public
shifting deposits from the latter to the former during the re-
cent crisis.

Public banks appear to have three main advantages com-
pared to private banks. First, they can accelerate industrial-
ization and development by directing credits on appropriate
terms and conditions to sectors that have greater capacity to
contribute to overall development. Second, they can embrace
all segments of society in providing financial services, includ-
ing the poor and self-employed in rural and urban areas and
small and medium-sized enterprises (SMEs). Efficient opera-
tion in these areas calls for reciprocity between support and
performance and clear identification of the subsidy elements
in lending and provision in the budget. Third, public banks
have proved to be more effective in providing counter-cycli-
cal financing during the recent economic downturn brought
about by the subprime crisis.

However, it is also true that there are political cycles in
lending by public banks in DEEs, with credit expanding rap-
idly before elections even when macroeconomic conditions do
not warrant such an expansion. A main challenge thus is how
to ensure that the public banks effectively render the function
of developmental, inclusive and counter-cyclical lending while
avoiding political cycles and rent-seeking.

Public intervention in private banking

State ownership is not always necessary for many of the
above functions to be rendered effectively. In Japan, without
ownership the government exerted considerable control over
the banking system through moral suasion and other means
in the course of its industrial development. Again, late
industrializers in East Asia implemented policies of directed
credit for industrialization through private banks, using ad-
ministrative control, cross-subsidies and incentives. However,
in many cases intervention in the credit market was designed
to provide cheap finance to the public sector by means of con-
trol over interest rates and compulsory holding of non-inter-
est-bearing government paper.

Such controls existed until the 1980s not only in DEEs but
also in advanced economies. Restrictions on interest rates are
estimated to have made a major contribution to the reduction
of government war debt in the US and the UK between 1945
and 1980. Recent interventions in several mature economies
are also seen in this light. Increased purchases of government
debt by central banks, negative real interest rates, higher li-
quidity requirements to be held in government securities and
legislation forcing pension funds to hold government debt are
all seen as signs of return of financial repression in mature
economies. Still, it remains true that these measures have been
introduced not out of ideological conviction but to address
the problem of increased public debt resulting from bailout
operations and counter-cyclical policies necessitated by the
financial crises triggered by speculative lending and invest-
ment by private banks.

The US experience with community banking also holds
lessons for DEEs on how arrangements in a system dominated
by private banks can help promote inclusive finance. Until
1980, the US legislation placed constraints on geographical di-
versification of activities of private banks. This forced them to
focus on the neighbourhood in which they were operating,
allocating much of their credits to communities in which they
collected deposits. These restrictions were dismantled after the
1980s, leading to a rapid concentration in the banking sector,
a factor widely seen as having made a major contribution to
the subprime crisis.

Another factor that favoured community banking in the
US is the Community Reinvestment Act of 1977 designed to
promote lending by commercial banks and savings associa-
tions to all segments of the society, notably in low- and me-
dium-income areas. It has been argued that lending under this
Act, as well as property lending by government-sponsored
agencies Fannie Mae and Freddie Mac, was responsible for
the subprime crisis, but studies by the US Federal Reserve and
the Bank for International Settlements (BIS) have found no
evidence on the role of the CRA lending. Nevertheless, the
policy of providing shelter to all segments of the society al-
lowed the banks to engage in reckless lending without com-
ing under close scrutiny. This experience thus holds lessons
on how to prevent attempts to take financial services to all
segments of the society becoming a source of instability.

Foreign banks

Entry of foreign banks to DEEs is often encouraged for
two major reasons. First, by bringing knowhow, technology
and competition, foreign banks could increase efficiency in
the banking system, improving financial services and reduc-
ing intermediation margins. Second, greater presence of for-
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eign banks is seen to increase the access of DEEs to interna-
tional financial markets and enhance their resilience to exter-
nal financial shocks. These considerations have no doubt
played an important role in several DEEs making commit-
ments under GATS negotiations in the WTO on trade in fi-
nancial services.

However, it is also recognized that the presence of for-
eign banks in DEEs enhances the scope for regulatory arbi-
trage. Such banks can easily shift large deposits and lending
abroad in order to benefit from more favourable regulations.
They also tend to focus on more profitable operations such as
trade credits, credit card lending to consumers and lending to
large corporations, leaving less profitable activities and weaker
borrowers, including SMEs, to domestic banks.

Significant presence of foreign banks in DEEs could in-
crease their susceptibility to external financial shocks. In this
respect, the recent experience of Central and Eastern Euro-
pean countries holds many useful lessons. The banking sys-
tem in several countries in that region is dominated by for-
eign banks. These banks were heavily involved in carry-trade-
style lending before the outbreak of the global crisis, exter-
nally funding their domestic lending and benefiting from large
arbitrage margins. When the subprime crisis broke out and
banks in advanced economies came under liquidity squeeze,
these subsidiaries acted as a conduit of capital outflows in
support of their parent banks. The resolution of the consequent
payments difficulties faced by several countries in the region
necessitated international intervention involving the Interna-
tional Monetary Fund (IMF) and the European Commission,
under the so-called Vienna Initiative, and entailing pro-cycli-
cal policy conditionality.

The pros and cons of opening markets to foreign banks in
terms of efficiency, its effect on vulnerability to external shocks
and regulatory arbitrage need to be assessed, drawing on such
lessons. This is also necessary for DEEs to develop a viable
negotiating strategy for GATS in the WTO.

Capital account liberalization

Just as in the case with domestic financial liberalization,
there is no strong link between capital account openness and
economic growth. But there is mounting evidence that capital
account openness tends to lead to increased susceptibility to
financial instability due to swings in capital flows and inter-
national contagion. However, despite recurrent crises triggered
by reversal of capital flows in the 1990s and early 2000s, DEEs
have continued to liberalize international capital flows in more
recent years, including for both non-residents and residents.

Several emerging economies in Latin America and Europe
have left their balance of payments and exchange rates to the
whims of capital flows, but in Asia most countries have taken
measures to reduce the likelihood of payments crises associ-
ated with boom-bust cycles in capital flows, by pursuing strong
payments and reserve positions. The typical response of these
countries to the surge in capital flows that developed along-
side the global liquidity bubble after 2003 and sharp cuts in
interest rates and rapid liquidity expansion in response to the
consequent crisis of 2007-08 has been sterilized interventions
in currency markets. In many cases interventions have also
been accompanied by increased liberalization of resident in-
vestment abroad as a means of alleviating the pressures on
the currency.

While preventing adverse impact of surges in capital flows
on external trade and payments, these measures have not ad-

dressed a number of other problems associated with surges in
inflows. Currency market interventions cannot prevent cur-
rency and maturity mismatches in private balance sheets, but
only provide public insurance against private risks. It is costly
to the government since rates on government debt used for
sterilization exceed the return on reserves. It is also costly for
the economy as a whole because returns earned by foreigners
on investment in DEEs exceed the yield on reserves by a wide
margin. More importantly, full sterilization is difficult and the
consequent liquidity expansion often leads to bubbles in asset
markets. In fact, asset markets in DEEs are now increasingly
correlated with swings in net capital flows.

Similarly, liberalization of resident investment abroad
could ease pressure on the currency and prevent liquidity ex-
pansion and the possible asset bubbles. But it does not pre-
vent currency mismatches in private balance sheets. It also
increases exposure to financial instability and crisis abroad,
as seen in many European countries during the subprime tur-
moil where large sums were lost on investment in toxic as-
sets. More importantly, it could mean one-way traffic — there
is no guarantee that money will come back during bad times.
In other words, unlike reserve accumulation, resident invest-
ment abroad does not provide self-insurance against reversal
of capital inflows.

All these can make control over capital flows an indis-
pensable tool in responding to destabilizing surges. Appro-
priately extended prudential measures can limit mismatches
inbanks’ balance sheets and credit-related forex risks. But these
may not be enough to contain destabilizing impulses since
about 70% of inflows to DEEs are not intermediated by the
banking system. More direct measures may be needed. Indeed,
several DEEs have made attempts to introduce controls over
capital inflows in recent years. But these tax-based, market-
friendly, ad hoc and partial measures have not been very ef-
fective in containing destabilizing impulses.

In view of heightened instability of capital flows due to
self-seeking policies and increased financial difficulties in the
advanced economies, it is important to reconsider the policy
response to surges in capital flows to DEEs. A key question in
this respect is whether DEEs should establish a permanent
regime of controls, to be used in appropriate doses as and when
required, rather than introducing ad hoc market-friendly mea-
sures on a temporary basis, as now advocated by the main-
stream, including the IMF. )

Yilmaz Akyiiz is Chief Economist of the South Centre. The above was first
published as a South Centre Policy Brief (No. 14, December 2012) titled
“Key issues in the organization of and government intervention in finance in
developing countries: Lessons from recent experience”.
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The World Bank and industrial policy:
Hands off or hands on?

Carlos Fortin considers whether the World Bank is likely to rethink its long-held suspicion of industrial policy.

In a 2002 article, Nobel economics laureate Joseph Stiglitz
pointed out that industrial policies had obtained a bad repu-
tation': “As my predecessor at the Council of Economic Ad-
visers put it, it makes no difference whether the economy pro-
duces potato chips or computer chips — the economy should
produce whatever maximizes GDP, and the market is in the
best place to make those decisions.”

The World Bank has long been singled out as leading the
criticism of industrial policy, mainly because of its overall
approach to development policy, which involves a limited role
for the state in the economy to allow markets to function well
(Singh 2011). Industrial policy, which is by definition a non-
neutral governmental intervention aimed at altering market
price signals in order to steer investment in desired directions,
would appear to be excluded in this approach.

Therefore development scholars and practitioners greeted
with some excitement a series of papers by then Bank chief
economist Justin Yifu Lin, as he appeared to put forward a
different, more positive view of industrial policy as a tool for
development. If Lin’s ideas were adopted by the Bank as offi-
cial policy, it was suggested it would be tantamount to a ma-
jor turnaround. As is often the case, on closer inspection the
situation turns out to be more nuanced.

Evolution of the Bank’s views

To start with, the Bank has never rejected industrial policy
under all circumstances, although its distaste for it has always
been evident. The World Development Report (WDR) 1991 puts
it this way:

“In several respects, government intervention is essential
for development. What then are the conditions under which
government intervention is likely to help, rather than hinder?
Economic theory and practical experience suggest that inter-
ventions are likely to help provided they are market friendly”
(World Bank 1991, p. 5).

This means that governments should “let markets work
unless it is demonstrably better to step in ... it is usually a
mistake for the state to carry out physical production, or to
protect the domestic production of a good that can be imported
more cheaply and whose local production offers few spillover
benefits” (ibid.). It further means subjecting interventions to
the test of the international and domestic markets, and with-
drawing support when market performance shows that the
industry is unviable.

The Bank elaborated on these issues two years later in a
report on the so-called “East Asian miracle”, which analyzes
the experience of eight East Asian economies — Hong Kong,
Indonesia, Japan, the Republic of Korea, Malaysia, Singapore,
Taiwan (China) and Thailand — which underwent rapid de-
velopment with extensive use of industrial policies (World
Bank 1993). The report acknowledges that “in most of these
economies ... the government intervened — systematically and
through multiple channels — to foster development” (World
Bank 1993, pp. 5-6). Its conclusion, however, is that the inter-

ventions did not have much effect: “despite government in-
tentions, the manufacturing sector seems to have evolved
roughly in accord with neoclassical expectations; industrial
growth was largely market conforming.”

The conclusion ran counter to those of several students of
the East Asian experience, such as Alice Amsden and Robert
Wade, who had argued that industrial policies had been im-
portant in consolidating the productive structure of the coun-
tries; and it was subsequently challenged by other analysts,
such as Ajit Singh and Stiglitz just before he joined the Bank
as chief economist.

Partly in response to those criticisms, the Bank produced
its most detailed statement on industrial policy in its 1997 World
Development Report devoted to the role of the state (World Bank
1997). This time the Bank recognized that industrial policy
interventions can indeed be successful in some cases:

“Economic theory and evidence suggest that the possibil-
ity of successful market-enhancing activism cannot be dis-
missed out of hand ... as a way of kickstarting industrial
growth, states have been tempted to supplant market judg-
ments with information and judgments generated in the pub-
lic sector. These efforts rarely work, although the success of
some ventures by Korea’s chaebol (interlinked business
groups), made at the initiative of government, suggests that
the quest to pick winners is not inevitably a fool’s errand”
(World Bank 1997, p. 74).

The report goes on to distinguish between “light touch”
initiatives, such as those involving network-thickening, and
“high intensity” initiatives, like coordinating investments and
picking winners. The latter are not ruled out, but are subject
to strict conditions. A basic condition for high-intensity initia-
tives to be successful is institutional capability: “strong ad-
ministrative capability, commitment mechanisms that cred-
ibly restrain arbitrary government action, the ability to respond
flexibly to surprises, a competitive business environment, and
a record of public-private partnership” (ibid., p. 75).

Furthermore, and most importantly in the Bank’s view,
“a country’s strategy for industrial development has to be
guided by its evolving comparative advantage ... Some pro-
ponents of activist measures have favoured efforts to nurture
anascent comparative advantage by encouraging firms to risk
more on a new market than they might otherwise have been
willing to invest. Very few, however, would support whole-
sale leapfrogging”.

Lin’s new structural economics

In contrast to the essentially neoclassical approach
adopted by the Bank in 1997, Lin’s overall framework is what
he terms “new structural economics”, which involves com-
bining neoclassical analysis with insights from the structural-
ist school of economic development. Specifically, it is “founded
on structural differences between developed and developing
countries and acknowledge[s] the active role of the state in
facilitating the movement of the economy from a lower level
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of development to a higher one” (Lin 2012).

This means that industrial policy is not just a last resort to
be used only “reluctantly” (World Bank 1991, p. 5) but a le-
gitimate, normal tool of development policy: “the new struc-
tural economics offers a clear rationale for having a proactive,
facilitating state in the process of economic development” (Lin
2010).

In one crucial respect, however, Lin’s approach retains a
central neoclassical premise. It is that “a country’s compara-
tive advantages and thus its optimal industrial structure are
determined by its factor endowments” (Lin 2012, p. 5). Conse-
quently, industrial policy should only be used to facilitate the
upgrading of industries which are consistent with the country’s
comparative advantages.

Lin refers to “latent and evolving” comparative advan-
tage, thus introducing a dynamic component often absent in
the Bank’s past formulations. It would appear that at this point
his analysis is in effect essentially the same as the Bank’s. In
this vein Ajit Singh calls Lin’s message “deeply conservative”
(Singh 2011, p. 7) and Ha-Joon Chang writes that Lin needs to
“free himself from the shackles of neoclassical economics”
(Chang 2012, p. 133) in order to accept that a country needs to
defy its comparative advantage to upgrade its industry. In this
reading, the new structural economics would appear to be a
case of plus ¢a change, plus c’est la méme chose.

An alternative reading

There is, however, an alternative reading of Lin’s proposal.
Renowned proponent of industrial policy Dani Rodrik feels
that Lin’s ideas are, at least potentially, a significant depar-
ture from existing Bank approaches. For all the emphasis on
conforming to, not defying, comparative advantage, writes
Rodrik, “if one believes that externality and coordination prob-
lems need to be addressed, as Lin apparently does, one must
believe that such problems are preventing firms from invest-
ing appropriately. One must believe that markets are sending
entrepreneurs the wrong signals — invest here, not there — and
that allocating resources according to comparative advantage,
as revealed by market prices, would be socially suboptimal”
(Rodrik 2012, p. 54).

In Rodrik’s view it is clear that if Lin thinks governments
must step in to address those market failures, he is in effect
asking them to defy comparative advantage as revealed by
market prices. The approach leads inexorably to a more activ-
ist role for the state, despite Lin’s reluctance to admit it.

What next for the Bank?

Itis an open question which of the readings of Lin’s analy-
sis, the conservative or the activist, is the right one. The im-
portant issue is which of the two is more likely to be adopted
by the World Bank. Lin was replaced at the Bank in July by
Kaushik Basu of Cornell University, who at the time was chief
economic adviser to the government of India. His views on
the issue and more generally his approach to economic devel-
opment policy will obviously have a major influence on the
Bank’s position.

Basu is definitely a free-market man, although not a mar-
ket fundamentalist; in a 2006 article in The Times of India he
had this to say about the opening up of the Indian economy:
“For over 40 years, we in India strangled market forces and

individual enterprise in the belief that government could de-
liver it all, thereby creating a system where those with greater
propensity to corruption were rewarded. Today, when we hear
from the other extremity that it should all be left to the mar-
ket, we must remember our propensity to extreme views and
tenacity to hold on to them despite contrary evidence. We must
not err the next 40 years with another flawed ideology” (Basu
2006).

His preference for a restricted role for the state, however,
is apparent when he goes on to summarize what its role in the
economy should be: “government is needed to redistribute to
the poor (the market has no natural propensity for this), pro-
vide public goods and enforce contracts. On the other hand,
an economy cannot be run by government alone” (ibid.).

This view, which he has elaborated upon in some detail
elsewhere (Basu and Maertens 2007; Basu 2010; Basu 2011),
does not differ fundamentally from the approach presented
in the already cited 1997 WDR, and would suggest that no
major departure from the established Bank view on industrial
policy should be expected.

Perhaps more decisive for trying to predict the line the
Bank may take on industrial policy is observing what devel-
oped- and developing-country governments — which are, af-
ter all, the Bank’s shareholders — are doing in this field. Here,
as Rodrik (2010) has pointed out, it seems clear that industrial
policy is back, whether in Britain, France, China or, interest-
ingly, in the United States, despite the fact that the notion is
still anathema in the public debate there. Rodrik observes that
the US Department of Energy alone is planning to spend more
than $40 billion in loans and grants to encourage private firms
to develop green technologies, such as electric cars, new bat-
teries, wind turbines and solar panels, a clear case of environ-
mentally oriented industrial policy.

The Bank would therefore do well to reflect on Rodrik’s
perceptive summing up: “The standard rap against industrial
policy is that governments cannot pick winners. Of course they
can’t, but that is largely irrelevant. What determines success
in industrial policy is not the ability to pick winners, but the
capacity to let the losers go —a much less demanding require-
ment ... A government that makes no mistakes when promot-
ing industry is one that makes the bigger mistake of not try-
ing hard enough.” 0

Carlos Fortin, a former Deputy Secretary-General of the United Nations
Conference on Trade and Development (UNCTAD), is a research associate
with the Institute of Development Studies in the UK. This article is
reproduced from the website of the Bretton Woods Project
(www.brettonwoodsproject.org).

Endnote

1. Stiglitz’s own view, as is well known, is quite the opposite; the argu-
ment against industrial policies, he went on to say, “is based on a naive
reading of economic theory and a misreading of economic history” (Stiglitz
2002, p. 15).

References

Amsden, Alice H. (1989). Asia’s Next Giant: South Korea and Late In-
dustrialization, New York, Oxford University Press.

Basu, Kaushik (2006). “A Fine Balance”, The Times of India, 15 Au-
gust. Available at http://articles.timesofindia.indiatimes.com/2006-08-
15/edit-page/27819726_1_book-reason-faith

Basu, Kaushik (2010). “The Indian Economy: Take-off and Strategic

14 Third World Economics 1 — 15 January 2013

N° 536



Issues”, in Basu, Kaushik, The Retreat of Democracy and Other Itinerant Es-
says on Globalization, Economics and India, London, Anthem Press, pp. 106-
113.

Basu, Kaushik (2011). “The Rise of the Indian Economy: Fiscal, Mon-
etary and Other Policy Challenges”, keynote address at the Italian Eco-
nomic Association, Rome, 14 October. Available at http://
www.kaushikbasu.org/Italian%20Economic%20Association%20
Lecture.pdf

Basu, Kaushik and Annemie Maertens (2007). “The pattern and
causes of economic growth in India”, Oxford Review of Economic Policy,
Vol. 23, No. 2, pp. 143-167.

Chang, Ha-Joon (2012). “Debate: Should Industrial Policy in Devel-
oping Countries Conform to Comparative Advantage or Defy It?”, in Lin
(2012), pp. 113-140.

Lin, Justin Yifu (2010). “New Structural Economics: A Framework
for Rethinking Development”, World Bank Policy Research Working Pa-
per 5197. Available at http://siteresources.worldbank.org/
INTMOZAMBIQUE/Resources/New_Structural_Economics.pdf

Lin, Justin Yifu (2011). “New Structural Economics: A Framework
for Rethinking Development”, The World Bank Research Observer, Vol. 26,
No. 2, pp. 193-221. Reproduced in modified form in Lin (2012), pp. 11-47.

Lin, Justin Yifu (2012). New Structural Economics: A Framework for Re-
thinking Development and Policy, Washington DC, World Bank.

Lin, Justin and Célestin Monga (2011). “Growth Identification and
Facilitation: The Role of the State in the Dynamics of Structural Change”,
Development Policy Review, Vol. 26, No. 3, pp. 264-290. Reproduced in
modified form in Lin (2012), pp. 141-180.

Lin, Justin and Célestin Monga (2012). “The Growth Report and New

Structural Economics”, in Lin (2012), pp. 81-112.

Rodrik, Dani (2010). “The Return of Industrial Policy”, Project Syn-
dicate, 12 April. Available at http:/ /www.project-syndicate.org/commen-
tary/the-return-of-industrial-policy

Rodrik, Dani (2012). “Comment”, in Lin (2012), pp. 53-56.

Singh, Ajit (1995). “The Causes of Fast Economic Growth in East
Asia”, UNCTAD Review, pp. 91-127.

Singh, Ajit (2011). “Comparative Advantage, Industrial Policy and
the World Bank: Back to First Principles”, Centre for Business Research,
University of Cambridge Working Paper No. 418, March.

Stiglitz, Joseph E. (1996). “Some Lessons from the East Asian Miracle”,
The World Bank Research Observer, Vol. 11, No. 2, pp. 151-177.

Stiglitz, Joseph E. (2002). “Development Policies in a World of Glo-
balization”, paper presented at the seminar “New International Trends
for Economic Development”, Brazilian Economic and Social Development
Bank (BNDES), Rio de Janeiro, 12-13 September. Available at http://
www.sfiec.org.br/artigos/economia/DEVELOPMENT POLICIES IN A
WORLD OF GLOBALIZATION-joseph-stiglitz.pdf

Wade, R. (1990). Governing the Market: Economic Theory and the Role of
Government in East Asian Industrialization, Princeton, Princeton University
Press.

World Bank (1991). World Development Report 1991: The Challenge of
Development, Washington DC, International Bank for Reconstruction and
Development.

World Bank (1993). The East Asian Miracle: Economic Growth and Pub-
lic Policy, New York, Oxford University Press for the World Bank.

World Bank (1997). World Development Report 1997: The State in a
Changing World, New York, Oxford University Press for the World Bank.

THIRD WORLD ECONOMICS

Fortnightly Economics Magazine of the
Third World Network

SUBSCRIPTION FORM

Annual Subscription Rates

(Please print)
Name:

Subscribe to the Third World’s own Economics Magazine!

Airmail Surface Mail Indonesia, Philippines, Singapore,
Developed countries US$95 US$75 Thailand, UK and USA - please pay by credit
Third World countries Us$75 US$55 card/cheque/bank draft/international money
Special rates for India Subscribers Rs900 Rs500 order in own currency, US$ or Euro. If paying
Special rate for Malaysian subscriber ~ RM110 in own currency or Euro, please calculate

@ Subscribers in India can send form and
cheques to The Other India Bookstore, Above
Mapusa Clinic, Mapusa 403 507, Goa, India.

e Subscribers in Malaysia — please pay by
credit card/crossed cheque or postal order.

e Subscribers in Australia, Brunei,

equivalent of US$ rate. If paying in US$ rate,
please ensure that the agent bank is located
in the USA.

Address:

o Rest of the world — please pay by credit

card/cheque/bank draft/international money

amount of .......cceeeeeiiiiinnnn.

|:| American Express

| would like to subscribe by AIR/SURFACE MAIL and | enclose the

Please charge the amount of ...................... to my credit card:

|:| Mastercard

order in US$ or Euro. If paying in Euro, please
calculate equivalent of US$ rate. If paying in
US$, please ensure that the agent bank is
located in the USA.

e Please send payments/enquiries to:
Subscriptions & Marketing, Third World
Network Bhd, 131, Jalan Macalister, 10400

A/C No: Expiry date: Penang, MALAYSIA. Tel: 60-4-2266728/
2266159; Fax: 60-4-2264505; Email:
Signature: twnet@po.jaring.my
N° 536 Third World Economics 1 — 15 January 2013 15



CURRENT REPORTS Wl

(continued from page 8)

policymakers are holding interest rates
low, but this is trashing other countries’
attempts to hold down the appreciation
of their own currencies. Brazil is perhaps
the most prominent example in this re-
gard.”

Brazil has been at the forefront in
pushing up its foreign reserves, continu-
ing to increase this cushion as the world
economy has continued to roil.

While Griesgraber suggests that
powerful countries such as China and
Brazil will increasingly get away with
flouting IMF diktat, she warns that
smaller countries continue to get
squeezed by overlapping responsibilities
imposed by the World Trade Organiza-
tion and various bilateral treaties — re-
sponsibilities often, and still, demanded
by Washington.

Meanwhile, with the largest trove of
international reserves in the world, esti-
mated at some $3 trillion, China is given
special attention in the IEO report. Wash-
ington has long accused Beijing of hold-
ing down the yuan’s exchange rate in
order to keep exports cheaper. (Signifi-
cant reserves can be one result of an arti-
ficially low exchange rate.)

The exchange-rate issue even be-
came a central point during the recent
presidential election here, with President
Barack Obama’s Republican opponent,
Mitt Romney, pledging that he would
formally declare China a “currency ma-
nipulator” on his first day in office.

And while many analysts have sug-
gested that Beijing’s currency manipu-
lation isn’t really much of a factor any-
more, the 2012 presidential election saw
both candidates trying to take a harder
line on the issue.

IMF managers, meanwhile, have re-
jected several of the audit’s findings,
warning that the IEO investigators have
understated the potential disturbances
caused by excessive reserves and have
misconstrued the breadth of the Fund’s
response in dealing with the global eco-
nomic downturn.

While IMF staff did not respond spe-
cifically to any broader accusation of
politicization, others have urged caution
in this regard.

“Reserves have multiple purposes,”
Dev Kar, lead economist with Global Fi-
nancial Integrity, a Washington-based
watchdog, and a former senior econo-
mist at the IMF, told IPS in an e-mail.
“While a large accumulation serves the
insurance purpose ... such an accumula-
tion can impose a cost on other countries
(for example, inhibiting corrective action
on the exchange rate).”

He continued: “So research cannot
be seen as kowtowing before any
country’s economic or political agenda.

The facts are what they are. The inter-
pretation lies in the eyes of the beholder.”

On the other hand, Griesgraber em-
phasizes that the fact that countries are
feeling the urge to build up the cushion
of significant reserves in the first place
underscores a broader problem facing
the IMF, which was originally created to
offer just this type of insurance for econo-

“If the IMF is not fulfilling the pur-
pose for which it’s designed, it makes
sense to have some form of self-insur-
ance,” she says. “At the same time, we
can’t forget that this has a high opportu-
nity cost for many countries, which are
forced to use their own money for inter-
est payments rather than using it to build
roads, strengthen health systems, and
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