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INTRODUCTION

€6

If the world is viewed as a single country, the

nature of the question changes completely. Instead
of asking what is needed for national development
agendas, one needs to ask how the agenda of global
sustainable development can be furthered — not how
resources can be transferred from one country to
another, but how resources can be mobilised for the

equitable development of the entire country’.

))

T he goal of sustainable development is a difficult one to begin

with. Without the availability of adequate sources of financing
it will remain an elusive one as well. Southern governments and
sympathetic NGOs have long feared that sustainability and
development might be incompatible, and in particular that existing
economic trends as well as the fallout from international agreements
could freeze global economic and political inequalities in the name of
sustainability and thus stifle Southern hopes of progress or socio-
economic parity. As a result, financing (along with technology transfer)
has always been the top Southern priority in international negotiations
on environment and development. At the United Nations Conference
on Environment and Development (UNCED), popularly known as the
Rio Earth Summit, financing and technology transfer were the two
‘cross-cutting issues’ pressed by the South. A decade later, in 2002,
these two continue to provide central themes for the Johannesburg
World Summit on Sustainable Development (WSSD) process. In
addition, the UN Conference on Financing for Development (FfD) is
being convened in Monterrey — again, reputedly at the behest of
developing countries — to focus directly on financing.

==~ FINANCING FOR SUSTAINABLE DEVELOPMENT
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INTRODUCTION

Notwithstanding the persistence of the
issue, the trends since 1992 have been
disappointing to say the least. At the Rio
Summit, the UNCED Secretariat estima-
ted the financing needs of Agenda 21 to
be in the region of US$600 billion per
year, including $125 billion per year on
grant or concessional terms. In the event,
despite growing economic prosperity in
the North and repeated commitments to
‘new and additional financing’, there was
a net decline even in existing (that is old
and non-additional) official development
finance. In 2000, official development
assistance (ODA) fell to its lowest level
ever, declining to $53 billion from $56
billion a year earlier. The aid level in 2000
represents only 0.22 per cent of the GNP
of DAC countries, less than a third of the
UN target of 0.7 per cent. Even this low
volume of aid is not spent primarily in
countries whose population is in absolute
poverty nor on measures that directly
benefit the most disadvantaged groups.
The OECD’s special committee that
reports on the aid performance of its
members provided a stark conclusion in
a recent review: ‘It might well be argued
that if more donors had met the ODA
target (0.7 per cent of GNP), the mass
poverty and humanitarian emergencies
which persist in many parts of the
developing world today might have been
largely avoided’ (OECD Development
Assistance  Committee, 2000). Simms
(2000) considers this to be the clearest
statement yet of the consequences of rich
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countries failing to meet their inter-
national development obligations.

While foreign direct investment has
increased sharply during the same
period, there are persistent concerns
both with regard to its distribution and its
side effects. The reasons for the decline of
official finance are well documented.
They extend from ‘aid fatigue’ — the
erosion of legitimacy of foreign aid
amongst populations in industrialised
countries — to the end of the Cold War —
which provided a major justification for
foreign aid on security grounds — to the
growing concern with corruption in
recipient countries — and consequently,
the potential for misuse of resource
infows — to a generalised pessimism
regarding the effectiveness of aid.

More importantly, while the fears and
concerns of the South have not abated,
they have been supplanted by far more
potent sources of anxiety. In retrospect
the two worlds of 1992 and 2002 are
very different from each other, and it
would be naive to continue to engage in
discussions of development or finance as
if nothing had changed. In less than a
decade, the hopes, trust, and confidence
built during the Rio process have
dissipated. In place of a peace dividend,
there is the threat of war; instead of the
visions of uniform and broad-based
growth there is the experience of unequal
and unstable development; in place of
faith in inter-governmental agreements
there is growing cynicism and despair.
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INTRODUCTION

A theme that runs through all these
reversals is the nature of globalisation.
Rarely has a word captured popular
imagination so rapidly or gone through
so many reversals in symbolic import so
quickly. In 1992, it had scarcely entered
the lexicon; less than five years later, it
was ubiquitous. Between 1997 and 1999,
the major publishing houses alone
published over 700 books containing
this word — the vast majority of them
celebratory in tone, albeit even then
with a hint of defensiveness. Over the
same time span, a process that envisaged
global stewardship, economic prosperity
(through economic liberalisation and
integration), a unified global civilisation,
and the communication revolution,
has turned out to bring in its wake
inequality, economic instability, economic
concentration, the unfettering of
corporate power, and more recently
global crime, terrorism, and insecurity.
Today, it is a word laden with menace.

How is the world to think of financing
and sustainable development in this new
situation? The discussions surrounding
both the WSSD and the FFD process
indicate an absence of creative thinking
on the issue. These discussions continue
to dwell on the need to mobilise new
and additional resources for sustainable
development, and although there are
persistent differences between the North
and the South over the issue, these
differences pertain mainly to the preferred
source of the new financial resources.

N !
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The South argues that these resources
should come primarily from official
development assistance (ODA) or from a
more equitable distribution of foreign
direct investment (FDI) across the globe.
The North on the other hand contends
that the bulk of the developmental
resources need to be mobilised from
domestic sources — that is, within the
countries themselves — or through policy
reforms within developing countries to
make them more attractive to foreign
investors.

This, however, is a very limited way of
approaching a rather complex issue,
besides being singularly designed to
undermine consensus. It assumes on the
one hand that the goals of sustainable
development are defined clearly and
accepted broadly, and on the other
hand, that the channels for moving
financial resources towards these goals
are effective, responsible, equitable, and
efficient; and therefore, that all that is
needed is to mobilise additional resources
from somewhere, move them through
the same channels, and bring them to
bear upon the problematique of
sustainable development. In actual fact,
neither of these assumptions is likely to
be valid. Most observers express concern
that the concrete meaning of sustainable
development remains elusive even after
decades of discussion and debate; that
the channels of financial intermediation
(especially insofar as sustainable develop-
ment is concerned) are ineffective,

FINANCING FOR SUSTAINABLE DEVELOPMENT



INTRODUCTION

wasteful, costly, opaque, and fraught
with perverse incentives; and that the
paramount need is to create a popular
legitimacy for mobilising resources as
well as undertaking action.

What is needed at this point in history
is not the treatment of symptoms but a
fresh look at the underlying problems —
one that can facilitate agreement and
common understanding. The Ring, an
alliance of policy institutes from the
North as well as the South’, has floated a
number of ideas with a view to
expanding the range of options under
discussion and resolving the impasse in
the negotiations. We begin with a
number of inter-related thoughts.

First, rather than focus on the sources
and uses of finance, we suggest that it is
more appropriate to begin with the actors
and institutions involved in the system of
resource mobilisation. This focus enables a
clearer understanding of the optimal role
that each actor can play. This trans-
formation invites attention to the
potential role of international financial
institutions, transnational corporations,
governments of industrialised countries,
developing country governments, public
and private institutions engaged in
activities that promote sustainable
development, and private citizens — of
which two groups are especially
important, the émigré or ‘non-resident’
populations of developing countries (i.e.,
those residing in industrialised countries);
and the taxpayers in developed countries.

FINANCING FOR SUSTAINABLE DEVELOPMENT

Second, a theme that pulls together
the actions of the various individuals and
institutions is that of responsibility. Instead
of asking how to mobilise more resources
to entrust to the various institutions and
individuals involved purportedly in
sustainable development, it is more
fruitful to ask how these institutions and
individuals can be made more respon-
sible, and thus how a popular basis can be
created for sustainable mobilisation of
resources over time. The issue of respon-
sibility brings up such dimensions as
disclosure, advocacy, consumer action,
transparency, and commitment.

Third, and most importantly, there is a
need to take globalisation at face value,
and look at the entire world as if it were a
single country. While this is not a country
in the traditional sense — especially since it
does not have a single government - it is
not much different from many developing
countries, which also comprise many
ethnicities and nations, and where also
the writ of the central government often
does not run far beyond the broad
avenues of the capital city. If the world is
viewed as a single country, the nature of
the question changes completely. Instead
of asking what is needed for national
development agendas, one needs to ask
how the agenda of global sustainable
development can be furthered — not how
resources can be transferred from one
country to another, but how resources
can be mobilised for the equitable
development of the entire ‘country’.

N !
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INTRODUCTION

The perception of the world as a single
country transforms the question of global
public goods. The traditional approach to
global development is to separate global
needs from local or national ones, and to
argue that international aid flows should
be allocated exclusively for the creation of
global public goods (protection of global
environmental resources, for example),
while the creation of local or national
public goods needed for development
should be left entirely to domestic
resource mobilisation. We take up this
theme in Chapter 1, which introduces the
issue of public goods creation in order to
demonstrate the strong linkages between
global and national/local resources. It
goes on to examine the relationship
between the creation of public goods and
the role and responsibility of international
financial institutions.

The term ‘development finance’
covers a vast range, from official
development assistance (grants and
concessional loans by governments and
multilateral financial institutions), to
commercial loans by multilateral financial
institutions and private banks, foreign
direct investment, domestic credit,
investment and government transfers.
These provide financial resources to an
equally broad range of programmes:
high-tech start-up projects, industrial
investment, public infrastructure, and
small-scale human development projects.
Finance, in general terms, fills an
intermediary function between surplus

N !
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and deficit entities. By performing two
specific functions — channelling money
and distributing risks — the intermediary
mechanism makes the movement of
finance simple and rewarding for the
surplus ‘household’ and feasible and
efficient for the deficit ‘household’. The
intermediary institutions take
responsibility for the movement,
allocation, and accounting, and, by
offering a menu with various levels of risk,
they help distribute risk across society.
Thus, in looking at the issue of
development finance, it is important to
look at its institutional structure in
addition to its volume, direction, and use.

This approach brings to the surface a
theme that has remained tacit in all the
traditional discussions of financing and
development, namely responsibility. What
is the responsibility of the governments
(or taxpayers) of rich countries? Do they
owe anything to the poor countries? In
the absence of any concept of respon-
sibility, either foreign aid will continue as a
form of charity, to obtain which poor
countries have to degrade themselves; or
it will become an instrument of
domination, an extension of foreign
policy. Demands for increases in official
development assistance have always and
everywhere invoked some concept of
responsibility — in some renderings as
compensation for past harm, and in others
as a form of global solidarity.

Following from the above line of
reasoning, we take a fresh look at four

FINANCING FOR SUSTAINABLE DEVELOPMENT



INTRODUCTION

‘sources’ of financing: official development
assistance, debt forgiveness, foreign direct
investment, and individual contributions by
expatriate groups in industrialised
countries. This is done in the chapters by
Adil Najam (Chapter 1, on international
financial institutions), Jens Martens
(Chapter 2, on official development
assistance, with one section by Action Aid),
Ann Pettifor and Andrew Simms (Chapter 3
on debt forgiveness), Konrad von Moltke
(Chapter 4 on the fiscal overhang and the
fiscal crisis in developing countries), Nick
Robins (Chapter 5 on socially responsible
investment), and Tariq Banuri (Chapter 6
on expatriate philanthropic activity). The
fresh look consists primarily of placing the
issue of responsibility at the centre. In the
case of International Financial Institutions
(IFls), responsibility entails reorienting their
actions towards promoting sustainable
development instead of pushing money,
supporting and enhancing disclosure, and
strengthening smaller institutions which
can provide credit at smaller scales and at
local levels. Similarly, for ODA, respon-
sibility entails making aid flows
predictable, transparent, untied, and
conducive to sustainable development. In
the case of foreign direct investment, they
refer to the new approaches in socially (and
environmentally) responsible investment.

However, it is not sufficient to approach
the issue of global responsibility from the
perspective of sources financing, addre-
ssing the supply side alone. The other side
of the coin is the responsibility of recipient
groups and countries. Our take on the
demand side approach to responsibility
emphasises capacity building. This empha-
sis and the consequent recommendations
are pursued in the chapters by Tariq Banuri
and Erika Spanger-Siegfreid (Chapter 7)
and by Nicola Borregaard (Chapter 8),
which focus respectively on strengthening
the capacity of governments and com-
munities to access, absorb, and use
finances effectively; and creating capacity
to use trade regimes as facilitators rather
than obstacles to sustainable development.

Finally, this argument brings us full circle
to the issue of globalisation. Taking
globalisation seriously means recognising
the interdependencies and connections
between countries and peoples. It means
imagining the entire world as a single
community. It means invoking and suppor-
ting the concept of responsibility for the
entire human population, not only for
one’s parochial community. The evolution
of the concept and meaning of
globalisation and its implications both for
sustainable development and development
finance is discussed in Chapter 9.

1 Regional and International Networking Group (Ring) members: Africa Centre for Technology Studies (Kenya);
Bangladesh Centre for Advanced Studies (Bangladesh); Centre for Sustainable Development (Iran); Centro de
Investigacion y Planificacion del Medio Ambiente (Chile); Development Alternatives (India); Environnement et
Developpement du Tiers Monde (Senegal); Instituto para o Desenvolvimento, Meio Ambiente, e Paz (Brazil);
International Institute for Environment and Development (UK); International Institute for Sustainable
Development (Canada); IIED América Latina (Argentina); Nigerian Environmental Study Action Team (Nigeria);

Stockholm Environment Institute Boston (USA);

Zimbabwe Energy Research Organisation (Zimbabwe)

FINANCING FOR SUSTAINABLE DEVELOPMENT

Sustainable Development Policy Institute (Pakistan);
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LEGITIMACY AS A
SYSTEMATIC CHALLENGE

“ {1

A meaningful emphasis on the goal of financing for
sustainable development necessarily broadens the
Sfocus from just the amount of financing that is
available to the goal of that financing — that is,
sustainable development. Importantly, it allows

for other necessary questions to be asked: for what
purpose are the resources going to be used, who
will it be channelled and disbursed through, and
how will the effectiveness and legitimacy of this
use be gauged? In the current discourse such
questions, even when asked, are marginalised as
the spotlight remains fixated on the quantity
of financial flows — whether private or public,

non—concessionary or concessionary.

T he world of development finance is twice cursed. The persistent

and deepening crisis about the amount of finance available for
development assistance is compounded by the growing doubts about
the efficacy, or even appropriateness, of the use to which these limited
resources are put. In essence, it is not only that the pie is small and
shrinking but also that it is being used ineffectively. The result is a vicious
cycle — the lack of legitimacy that results from ineffective use of available
resources serves to reinforce the existing tendencies towards shrinking
financing (the debate on the effectiveness of aid has raged long and hard.
A sampling of various arguments in the debate may be seen in Hancock,

==~ FINANCING FOR SUSTAINABLE DEVELOPMENT
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{1} LEGITIMACY AS A SYSTEMATIC CHALLENGE

1992; Bandow, 1994; Cassen, 1994; Rich,
1994; Smillie, 1995, World Bank, 1998;
South Centre, 1999; and Randel ez a/, 2000).

Policymakers and academics who look
at issues of financing for development,
including sustainable development, tend
to be principally concerned about expan-
ding the resource flows into development,
particularly through state-centric channels
(for a critique of this approach, see Banuri
and Spanger-Siegfried, 2001). For exam-
ple, the discussions during the build-up
to the UN Financing for Development
(FfD) process have been preoccupied
largely with resource mobilisation, both
international and domestic (for more on
the FfD process see www.un.org/ffd).
Similarly, a key concern of those
preparing for the World Summit on
Sustainable Development (WSSD) is the
abject failure of the international system
to mobilise the resources needed even
to begin implementing Agenda 21 (for
more on the WSSD process see
www.johannesburgsummit.org).

While some attention has begun to be
paid to the effectiveness — or lack thereof
— of the use of the resources that are
available, the focus seems to be on the
capacity of the recipient countries rather
than the effectiveness, structures, and
practices of the channels of financial
intermediation. The time is ripe for an
assessment of the efficacy of international
financial institutions, and indeed, the
entire global financial architecture as a
mechanism for supporting sustainable

FINANCING FOR SUSTAINABLE DEVELOPMENT

development. The sizable endowments
of the World Bank and the International
Monetary Fund (IMF) seem not to have
triggered a corresponding improvement
in the global developmental profile; the
world continues to become an ever more
unequal and ever more unsustainable
planet (UNDP 1999; South Centre
1999). The Global Environmental Facility
(GEF) that had caused such anguish to
Rio negotiators seems to be suffering
simultaneously from not having sufficient
resources to meet its mandate, and not
being able to spend the scant funds that
it does have (Agarwal et al, 1999).
Something is terribly wrong, and it is not
just the amounts of funds available.

The above is not to suggest that
resource mobilisation is not important. It
is. It does, however, suggest that
questions of legitimacy and effectiveness
of resource use are also important and
have a direct bearing on questions of
mobilisation. The first port of call in this
regard is the variety of mechanisms
created to channel resources into
sustainable development. This chapter
complements the analyses in Chapters 2
to 5, which look at the efficacy of ODA,
FDI, and other private flows in
engendering sustainable development.

This challenge is equally pressing to
the agendas of FfD and WSSD but is
currently peripheral in the discussions. It
is suggested that issues of legitimacy be
given a place of greater prominence in
the systemic discussions at both forums.

N !
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{1} LEGITIMACY AS A SYSTEMATIC CHALLENGE

Doing so will require rearticulating the
discourse on at least three interrelated
levels: the legitimacy of the goals of
financing, the legitimacy of the actors
involved, and the legitimacy of the
measures by which we gauge success or
failure.

1.1 Goals: What counts?

Financing seems to have become a goal
in itself. The tenor of development
discussions in general, and multilateral
environmental negotiations related to
sustainable development in particular, has
become so routinised and the arguments
so predictable that the issue of financing
has become all but delinked from the goal
that it is supposed to achieve. Rather than
being tied directly to a global public good'
— climatic stabilisation, maintenance of
biodiversity, creation of sustainable liveli-
hoods - financing has been reduced to
nothing more than an act of charity. The
North is implored by the South to throw a
few crumbs of pity and benevolence
because the South is poor; not in lieu of
the South supplying a global public
service (Banuri, 1992; Najam, 1995;
Agarwal er al, 1999). While the North is
understandably averse to any mention of
‘compensation’ for its environmentally
irresponsible behaviour in the past (see
Chapter 4), the result of distancing
financing from the goal that it is directed
towards is rather perverse. From the

promises made nor any grounds for
insisting on proper utilisation; after all, this
is merely charity and charity cannot be
accounted for or be accountable. For the
South, there is the humiliation of having
to hold the beggar’s bowl but also the
sense that how they use the alms given to
them should ultimately be their own
business (Agarwal, 1992; Najam, 1995).
A more useful way to conceptualise the
issue would be through an explicit
contractual arrangement between those
who are to supply a global public good,
and those who are willing to pay a certain
price for that service. For example, Anil
Agarwal and his colleagues at the Centre
for Science and Environment in India
(Agarwal er al, 1999; Agarwal and
Narain, 1991) have proposed such a
schema for considering the maintenance
of the global climate system — a service
that the poor of the world provide by
keeping their emissions low; they then
propose a transfer of resources from the
‘over-emitters’ to the ‘under-emitters’ as
a fee for the provision of this service.
Conceptually, the beauty of such a
framework is that the transfer of
resources would be made directly to
those who are actually providing the
service rather than to the treasury of the
country in which they live. Properly
implemented, such a mechanism would
entail the transfer benefiting not the
élites in the South whose own emissions
may be no different from those in the
North, but the poor in these countries

North’s  perspective, there is no
compulsion actually to deliver on
\=—=—| FINANCING FOR SUSTAINABLE DEVELOPMENT
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{1} LEGITIMACY AS A SYSTEMATIC CHALLENGE

who are actually providing the global
public service.

While implementing any particular
initiative, such as the one above, would
require significant design innovations in
the implementation regime, the point to
be made here concerns the need directly
to link the provision of financing to the
goal that it is supposed to serve. This
entails more than simply earmarking
funds for particular purposes or creating
financing mechanisms for selected
priorities. It would require explicitly
identifying certain environmental services
as global public goods and setting up a
mechanism where those who benefit
from these public goods transfer
resources to those who provide or
maintain the services. Financing,
therefore, would not be the ‘end’ but the
‘means’ to larger socially desirable goals.

The key goal of concern to us is
sustainable development. Financing for
sustainable development is particularly
sensitive to questions of scale and scope
—the availability of large amounts of
money for a small number of large
projects may be less useful than the
availability of relatively small amounts of
money for a large number of relatively
small initiatives (Sachs, 1999). A
meaningful emphasis on the goal of
financing for sustainable development
necessarily broadens the focus from just
the amount of financing that is available
to the goal of that financing - that is,
sustainable development. Importantly, it

FINANCING FOR SUSTAINABLE DEVELOPMENT

allows for other necessary questions to be
asked: for what purpose are the resources
going to be used, who will it be
channelled and disbursed through, and
how will the effectiveness and legitimacy
of this use be gauged? In the current
discourse such questions, even when
asked, are marginalised as the spotlight
remains fixated on the quantity of
financial flows — whether private or public,
non-concessionary or concessionary.

1.2 Institutions: Who counts?
The principal systemic question related to
financing for sustainable development
concerns the institutions through which
such financing is channelled. The
legitimacy and efficacy of such institutions
(including the World Bank, the IMF, the
United Nations System, and NGOs) has
been on the agenda of the FfD process
and has also been discussed in the context
of WSSD. The questions, however, have
tended to be rather limited in scope,
concentrating mostly on the familiar
issues of governance including mana-
gement, representation and transparency.
While these are important questions, a set
of more fundamental questions regarding
the legitimacy and effectiveness of these
institutions needs to be added to the
debate. Two of these - scale and
accessibility — will be addressed in this
section, and a third — accountability — will
be discussed in the next section.
Irrespective of other differences one
may or may not have with international

(——
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{1} LEGITIMACY AS A SYSTEMATIC CHALLENGE

financial institutions (IFls), it has become
increasingly clear that they operate at a
very different scale from that on which
the problem happens. Efficient as they
might be in disbursing amounts in the
US$1 million-plus range, they tend to be
not only uninterested but actually
incapable of operating effectively in the
range of thousands, let alone hundreds of
dollars. Given their costly procedures and
personnel such institutions do not have
the ability to operate effectively at the
medium- and small-scale — the scale at
which so many sustainable development
initiatives reside (Rich, 1994; Banuri and
Spanger-Siegfried, 2001). Similar pro-
blems of scale apply to many national
financial institutions and, indeed, to large
international NGOs (Clark, 1991; Edwards
and Hulme, 1996; Najam, 1999). The
hurdle is not one of ideological persuasion
or intent; it is simply a question of capacity.
The institutions that are best suited for
raising large amounts of international
finance are least suited to disbursing
money at a level where sustainable
development is most likely to happen.
The problem could, of course, be
solved by simply passing on this financing
to a set of intermediate institutions (local
NGOs) were it not for the significant
problems of accessibility. Most discussions
of institutional transparency focus on the
operational secretiveness of international
institutions, particularly IFls (the main
concern revolves around the danger of
inappropriate decisions being taken,

N !
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sometimes consciously, under the veil of
secrecy). However, the issue of
accessibility is intrinsically tied to
transparency. In addition to being non-
transparent, IFls tend to be inaccessible —
not only for would-be watchdogs, but also
for potential beneficiaries. This relates
directly to the question of scale raised
above. While IFls are incapable of
operating at ‘ground level’ of sustainable
development because of their inbuilt
pathologies of scale, those who are
operating at the ground level are denied
entry to elevated levels by barriers of
accessibility and often lack the capacity to
operate in that environment (Clark, 1991;
Hulme and Edwards, 1996; Najam, 1996).

The challenge here is that IFls and their
national counterparts have tended to be
as resistant to learning to talk to
intermediate NGOs as the latter have
been hesitant to converse with IFls. In
essence, the institutional chain that could
have been the conduit of financial
resources flowing to the appropriate level
has a huge gap within it which only
entrenches the existing tendency, and
even incentive, to siphon off the financing
at levels higher than where it might make
the most sustainable development
impact. The challenge is one of
mismatched institutional capacities. Insti-
tutions that can access global financial
resources are constrained by their inability
to operate at the level where sustainable
development initiatives can most mea-
ningfully be undertaken; and those who

FINANCING FOR SUSTAINABLE DEVELOPMENT
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are able to operate at that level are either
unable to raise the resources they need or
are denied access to those who have such
resources, often both.

A manifestation of mismatched com-
petence comes in the form of cost
escalations when the ‘scale’ of the
financing institution does not match that
of the problem being addressed. Critics
have drawn specific attention to the
wastefulness of such financing. For
example, Arif Hassan (2001) draws upon
the experience of development projects in
Pakistan to argue that a service that costs
a dollar when delivered by the commu-
nity costs between 3 and 5 dollars when
delivered by the Government, and
between 7 and 30 dollars when delivered
as part of a World Bank-funded project.
One simple reason is the perversion of
local cost structures because of external
financing. Development projects often
have to operate across a three-tier cost
structure. Local nontradables (land,
natural resources, labour), which cost as
little as one-tenth of similar entities at
‘national’ (often meaning metropolitan)
levels, and which in turn are again
cheaper by the same order of magnitude
than global resources. It is a common
observation that large development
projects are accompanied by massive
increases in land prices, often to levels that
are ten to twenty times higher than pre-
project prices. This leads to and is often
stimulated by an intense spiral of real
estate speculation. The situation in labour
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costs is similar, although perhaps more
justifiable. In Pakistan, for example, the
wages of unskilled workers in rural areas
are about 1,000 Rupees per month; in
normal governmental projects, these are
at least two to three times, and in bank
funded projects, five to ten times as much
(after including overhead costs). Workers
with comparable skills in industrialised
countries earn about 80 times as much
(calculated at $7.50 per hour, which works
out to $1,300 or Rs 80,000 at the current
exchange rate per month). The differences
for professional workers are similar even
though they are more mobile.

The result of the cost differences is that
a development project completely
transforms service costs in project areas.
The mere announcement of a develop-
ment project sets off a speculative spiral in
all resource markets. Besides adding to
investment costs, it makes it virtually
impossible for the local community to
maintain and operate the resulting
service. More critically, the process creates
incentives for speculation, gambling, cor-
ruption, price inflation, and land
grabbing, all of which undermine the
social capital of the community.

A simple example of the significance of
properly matched cost structures is the
success of micro-credit operations. At
their core, micro-credit programmes are
no different from normal banks. The only
difference is that their cost structures are
still rooted in local prices and local
competencies. The result is that these
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banks can effectively service small-scale
loans, which are completely out of the
consideration even of national banks let
alone international financial institutions or
transnational banks. Grameen Bank can
employ the bulk of its bank staff at 5,000
Bangladesh Takas per month. The same
person, if employed by the World Bank or
Citibank would cost the institution ten
times as much. An employee with
comparable skills in their headquarters
would receive a hundred times as much.
In recent years, many of these banks have
opened national branches, which can
reduce costs, although not to local levels.
However, even the reduction of costs to
national levels would depend on real
decision-making authority being trans-
ferred to people who operate at national
cost levels. This has not happened and is
unlikely to happen.

1.3 Information:

How do we count?
Institutions involved in financing for
development, including financing for
sustainable development, tend to see
themselves very much as part of the
financial system, rather than a develop-
ment system. The distinction is more than
semantic. Financial institutions are asses-
sed, and should be assessed, according to
financial criteria. However, such criteria
are not entirely appropriate for gauging
the performance of development institu-
tions. Unfortunately, it is not only
institutions such as the World Bank and
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IMF but also those such as the Global
Environmental Facility (GEF) and many
NGOs that increasingly insist on
measuring their efficacy and legitimacy
in terms of their financial strength rather
than their developmental impacts (for a
discussion of performance and accoun-
tability within NGOs see Edwards and
Hulme, 1996 and Najam, 1996. The
latter proposes a conceptual framework
for  understanding  accountability
concerns within the NGO universe).
World Bank staff members, for
example, are very fond of reminding their
audiences that they are, after all, a ‘bank’
and that their rates of recovery would be
the envy of any financial institution. It is
quite clear that they would. What is less
clear is how much of a virtue this is for a
development institution (Rich, 1994). GEF
reports are similarly detailed in terms of
how much money has been put into the
fund and how much has been disbursed.
The impact this investment has had on
fostering sustainable development is less
clearly articulated (Agarwal ez al, 1999).
There seems to be a clear sense that those
entrusted with development financing are
far more comfortable being managers of
money than facilitators of development.
They certainly seek the validation of their
‘performance’ in terms of the former. To
be fair, this tendency is not restricted to
IFIs but is equally prevalent in agencies of
national government and in many NGOs
which are just as determined to highlight
‘dollars spent’ rather than meaningful
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discussions of how this relates to the
actual achievement of — or even attem-
pted achievement of — sustainable deve-
lopment (Clark, 1991; Najam, 1996). In
all cases the ‘means’ (financing) are
decoupled from the ‘end’ (sustainable
development) not only in how claims
are made for financing but also in how
the institutional efficacy is accounted for.
This tendency has contributed greatly to
the deepening crisis of legitimacy of
development finance.

Unfortunately, institutions at all levels
(international, national, local) care most
deeply about that which they can count.
It is not surprising, then, that we find a
fairly developed culture of accounting for
finances but only half-hearted attempts at
measuring development impacts. This is
not something that can be shooed away
by recounting the well-rehearsed lamen-
tation about all the known difficulties in
trying to ‘define’ sustainable develop-
ment. It is a question of making explicit
the sustainability goals that we seek to
achieve, determining some measures
(quantitative or qualitative) to gauge the
achievement of these goals, and holding
those responsible (IFls, national govern-
ments, NGOs) accountable to these goals.

To use an analogy from the private
sector, just as financial markets have well-
developed systems of financial disclosures
and credit rating, the development system
needs corresponding systems of both
disclosing the implementation variables
and rating development impacts. While it
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is useful and necessary to have sound and
accessible financial information and
monitoring for development finance
regimes, it is even more useful and
necessary to have sound and accessible
development information and monitoring
of these regimes. Sustainable develop-
ment reporting initiatives, therefore, are
of prime importance in rationalising the
discussions on financing for sustainable
development and moving the discussion
away from a preoccupation with
financial performance to more funda-
mental concerns about sustainability
performance.

In response to the emerging criticism in
recent years, IFls have started experi-
menting with disclosure and accoun-
tability mechanisms (Fox 2000; Woods
2001; Wood and Welch 1998; Polak
1998). The World Bank and the Asian
Development Bank have established
independent review panels, the IMF has
set up an Independent Evaluation Office,
and the IFC and MIGA have set up an
office of the Ombudsman. These are
concerned primarily with compliance of
staff members with procedures rather
performance evaluation — that is, whether
the actions of the institution contribute to
sustainable development?. However, while
the newness of the institutions means that
the jury is still out on their performance,
initial assessments suggest that they are
not genuinely independent mechanisms.
They are appointed by the institutions
themselves, which have generally sought
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to circumscribe and limit their role. More
significantly,  developing  countries
appear not to be enthused by these
mechanisms, which they see as tools of
powerful US-based NGOs. In other
words, as in the case of ecolabels or
corporate disclosure mechanisms, the
primary audience is the pressure groups
in industrialised countries — be they
consumer organisations or activist
environmental NGOs - and decidedly
not the poor communities who are
supposed to benefit from the
investment. While there can be no
argument that disclosure is the first step
towards accountability, the distance
between the hesitant first steps and the
ultimate goal is far too large at this point.

1.4 A final word

The key point this chapter seeks to make
is that the global community needs to
take a fresh look at the entire system of
financing for development and reorient
it towards a decidedly (sustainable)
development orientation. Here we have
identified only a few key elements of
such a reorientation.

Such an enterprise cannot be easy
since it would challenge the now
entrenched ‘financing’ orientation of the
regime. One must begin with a
rearticulation — or at least a reaffirmation —
of the principal goal: sustainable
development. Doing so with any degree
of honesty will necessarily require a re-
examination of the institutions that are
entrusted with the financing for
sustainable development agenda and lead
to the conclusion that while these
institutions are certainly a part of the
institutional chain that might deliver
sustainable development, they are
incapable of doing so in and of them-
selves. An expanded institutional frame-
work that incorporates intermediary and
local NGOs (by providing them access and
investing in their capacities) will be
absolutely critical if the goal of sustainable
development is to be taken seriously.
Finally, such institutions (at all levels) will
need to be invested in with a different set
of performance measurements: measures
which gauge the ability of institutions to
deliver on their developmental goals rather
than focus on financial accounting alone.

This section was prepared by Professor
Adil Najam, Sustainable Development Policy

Institute (Pakistan) and Boston University.

1 Global public goods’ as a framework for international development finance has recently received increasing
attention. For a sampling of the different ways in which such discussions are conceptualised see Kaul et al,

1999 and World Bank, 2001.

2The World Bank had earlier set up a number of mechanisms to involve independent NGOs in social and
environmental evaluation. However, while these have certainly given voice to hitherto excluded groups, the
process of their involvement is not fully transparent, and neither are the clean chits that these mechanisms

routinely award to the institution.
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SUSTAINABLE DEVELOPMENT
AND THE EFFECTIVENESS OF ODA

‘ ‘ {2}

Combining a progressive international income tax levied

on eligible donor countries with a negative international
income tax applied to eligible recipients would produce a
scheme for funding and disbursing foreign aid that is
transparent, fair, automatic, predictable and inexpensive
to administer. The present system of foreign aid has none
of these virtues — and it is also ineffective.

GRIFFIN AND MCKINLEY
1996

A t the UN Conference on Environment and Development

(UNCED) in 1992 governments recognised that the imple-
mentation of the huge sustainable development programmes of Agenda
21 requires the provision of substantial new and additional financial
resources. At the time, the UNCED Secretariat estimated that over $600
billion per year was needed merely to implement Agenda 21 in the
developing countries, including about $125 billion on grant or
concessional terms from the international community. It is regrettable
that since 1993 international flows of Official Development Assistance
(ODA) have declined and stagnated. In the year 2000 net ODA from the
OECD countries was a mere $53.1 billion, according to a 2001
assessment (from a 2001 OECD press release). This sum also includes
contributions to multilateral environment funds, notably the Global
Environment Facility (GEF).
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Facing the seeming political
inevitability of a decreasing quantity of
ODA flows, the development debate
(particularly influenced by the World
Bank) has shifted more and more towards
the quality of ODA, especially the
effectiveness of aid. This includes issues of
regional selectivity, strengthened owner-
ship and reduced conditionality and more
adequate forms and instruments of ODA.
But the effectiveness of ODA also depends
on the sufficient provision of resources.
The effectiveness of a road construction
project will suffer considerably if the funds
provided for the maintenance of the road
once it is finished are inadequate. Basic
education projects will not be effective if
they have to be terminated ahead of
schedule owing to cuts in ODA. The
widespread notion that raising effec-
tiveness can compensate for cuts in
development assistance budgets is comp-
letely misleading. Increasing the effec-
tiveness of ODA in support of sustainable
development entails:

» taking into account the widening
range of tasks ODA has to fulfil,
particularly for the provision of
Global Public Goods (GPGs);

» breaking through the vicious circle of
loan-based ODA and growing
indebtedness;

» reconsidering the criteria of selecti-
vity in development assistance; and

» boosting ownership and eliminating
conditionalities.
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At the end of the day, the issue is one
of responsibility. In the first place, the
responsibility of affluent countries and
affluent groups within countries (inclu-
ding within developing countries) to
ensure that the transition to sustainable
development does not take place on the
backs of the world’s poor. And in the
second place, mechanisms that can
demonstrate that the institutions that
have been established to channel
developmental resources to the reci-
pients are socially and ethically responsi-
ble, and that their actions lead to sustai-
nable development rather than to
dependency and sustained misery.

2.1 Increasing tasks —
decreasing resources

Not only have official resource flows
from the North to the South shrunk
considerably over the last decade, but
they were also used for an ever-
widening range of tasks. Governments
have brought a variety of public
expenditures under the rubric of ODA
and so considerably watered down the
traditional OECD definition of develop-
ment assistance. Today, a growing share
of official development funds is not
being wused for specific national
development requirements of the
countries in the South but to finance
Global Public Goods (GPGs) such as the
protection of rainforests, the seas and the
ozone layer, staving off global financial
crises or promoting international security.
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According to estimates by the World Bank
and UNDP, at least 15 per cent of ODA is
being spent on providing GPGs rather
than for development assistance in the
narrower sense (UN General Assembly,
2000 para.108 and World Bank, 2001b,
p. 111ff. In a survey, Kunibert Raffer even
arrives at the result that at least 40 per
cent of ODA has been spent for GPGs
over the last few years [Raffer, 1999]).

Adequate financing of GPGs is crucial
to the survival of humankind, but the
funds required should not be taken out of
ODA budgets, since this represents a
further reduction in already scarce
resources. GPGs ought to be financed by
new and additional means that are
referred to separately from ODA in
statistics. For this reason, Inge Kaul of the
UN Development Programme and others
have proposed that a distinction be made
between conventional Development
Assistance, ODA (C), and a new budget
item, ODA (G), for the financing of Global
Public Goods (Kaul ez al,1999: 495).'
Mobilising these funds would be
accomplished both via the national
budgets of the respective responsible
ministries (environment, health, research
and education, etc.) and via new
international financing instruments. Here,
internationally harmonised taxes and fees
play a special role, particularly the
Currency Transaction Tax (CTT), an
international shipping tax, a kerosene tax
in air traffic and an international
CO2/energy tax.
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In this context, raising the funds for the
Global Environment Facility (GEF) is of
particular importance. The GEF was
founded in 1991 to support projects in
the four core areas of climate protection,
preserving biodiversity, and protection of
the ozone layer and international waters.
What is particularly disappointing for the
developing countries is that the GEF funds
have remained at a very modest level for
the last ten years. For the period between
1998 and 2002 the GEF has a mere $2.75
billion at its disposal. Neither this absolute
amount nor the outreach of the funds is
sufficient to finance globally sustainable
development. In 2002, negotiations on
the replenishment of the GEF will once
again be on the agenda. Several countries
(including the UK and Switzerland) have
already announced that they regard a
substantial increase of the contributions
by up to 50 per cent as necessary.

Given the widening range of tasks
financed by ODA, the question arises as to
what sense there is in still sticking to the
0.7 per cent ODA/GNP target as a
guideline for the level of official resource
flows from the North to the South. This
goal was set up in 1970 for a more
clearly delineated field of development
tasks in a smaller number of countries
and in more favourable framework
conditions of the world economy (better
terms of trade for the developing
countries, smaller foreign debts, more
stable exchange rate systems, and so
on). Given the present conditions, the
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target would either have to be raised or
new tasks that have evolved, particularly
the financing of GPGs, would have to be
taken out of the ODA definition. A
separate quantitative target could be
defined for them.

However, we should be even more
fundamentally sceptical about the
supply-side approach reflected by the
0.7 per cent target. The Gross National
Product of donor countries is used as the
basis of assessment for this target. The
0.7 per cent target has established itself
as a guideline over decades in spite of
the fact that no consistent justification
exists either for this value or this basis of
assessment (see for example Riddell,
1996). Although the measurement con-
tinues to hold a certain legitimacy for
political reasons as an indicator of the
solidarity of the rich countries with the
South, the level of transfer of official
funds to the South should increasingly
be made dependent on a needs-based
approach which derives from the real
requirements of the recipient countries.

No doubt it is complicated to quan-
tify such requirements. However, there
are already estimates for certain areas,
such as costs for the worldwide provi-
sion of basic social services. According
to a study on the implementation of the
20/20 initiative (UNDP ez al, 1998),?
between $206 billion and $216 billion a
year would be required to provide a
minimum of basic social services (prima-
ry education, basic health care and
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food, reproductive health, drinking
water supply and sanitation). Around
$136 billion was spent on this towards
the end of the nineties, so that the
financing gap has been put at $70 to 80
billion a year (UNDP e# al, 1998: 21).

More recently, the High-level Panel
on Financing for Development, the so-
called Zedillo Panel, estimated in its
report that the additional annual costs
for achieving the 2015 International
Development Targets would be appro-
ximately $50 billion per annum. In
addition, the desirable spending on
GPGs may be of the order of $20 billion
a year (UN General Assembly, 2001).

In sum, a needs-based assessment of
the necessary North-South transfer
could result in a potential financing
volume considerably above that defined
by the 0.7 per cent target.

2.2 From loans to grants

The effectiveness of development
assistance is restricted by a large share of
the funds being provided in the shape of
loans that have to be repaid in the
medium or long term.? Even if the con-
ditions imposed here are well below
those usually applied on the market,
these funds are, at best, temporary
assistance. In reality, more money flows
back into the coffers of the industrialised
countries than has been spent on
assistance. The debtor will inevitably
build up a negative balance. So any
increase in this type of development
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assistance automatically also implies an

increase in foreign debt on the part of

the recipient countries.

This is not to say that foreign loans,
whether from government or private
donors, always have a negative impact.
The question is under what conditions
such loans can make economic sense
and promote sustainable development.
Some possible criteria include:

» The funds should not be used for
consumptive purposes (such as
mineral oil imports) or for unpro-
ductive assets (such as arms expen-
diture), but only for highly profitable
investments, the yields from which
can cover debt servicing.

» Since repayment has to be made in
foreign currency, the foreign exchan-
ge required to this end has to be
gained either directly or indirectly
from the projects that are being
financed (especially via additional
income from exports).

» At the macroeconomic level, the
recipient country’s balance of pay-
ments has to improve because the
measure has been financed to such a
degree that the debt service is
secured in the long term. Here,
possible secondary effects of invest-
ments on the balance of payments
also have to be taken into consi-
deration (increased import of raw
materials, primary products, spare
parts and so on, as well as the
possibility of import substitution by
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building up local
capacities).

» Finally, in assessing the compatibility
of foreign loans with sustainable
development, possible fluctuations in
exchange rates, and especially the
negative impact of local currency
devaluation on the ability to repay,
have to be considered. This is
particularly important given the long
period of such loans.

production

These criteria are necessary but by no
means sufficient conditions for the
compatibility of foreign loans with
sustainable development. For even a
highly profitable investment that will
also yield the required foreign currency
(such as a chemical factory or a plant to
extract mineral oil) can prove detrimen-
tal to sustainable development in terms
of its social or environmental impact.

Measured against the above criteria,
particular scrutiny is needed of foreign
loans to finance those projects that are
regarded as sensible from a develop-
ment policy angle but neither yield a
sufficient profit nor sufficient foreign
currency. This applies in particular to the
field of basic social services but also to
environmental protection measures,
capacity building, and the support of
agricultural production that is not
export-oriented. Generally, ODA should
only be provided for these purposes in
the form of grants.
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2.3 Reconsidering selectivity
Against the background of sinking ODA
flows and a worsened economic and
social situation in many countries of the
South, the conditions for success of
ODA have been discussed increasingly
since the end of the nineties. What
prompted this in 1998 was the World
Bank publication Assessing Aid: What
Works, What Doesn’t, and Why (World
Bank, 1998). The authors argue that
aid only works in a good policy
environment. They conclude that deve-
lopment assistance should focus on low-
income countries with good political
framework conditions and, above all,
sound economic management, to
reduce poverty more effectively.

It is of course entirely plausible for
development assistance to flow to
countries that are most in need of it,
making the neediness of the recipients
rather than the political and strategic
self-interests of the donors the crucial
factor in allocating ODA. And it certainly
also makes sense to employ the money
where it will have the greatest positive
impact. Nevertheless, the strategy of
greater selectivity in development
assistance and above all the selection
criteria ‘poor country’ and ‘good policy’
bear a number of significant weaknesses:
» Concentrating funds on low-income

countries and (according to the World

Bank’s definition) favourable political

framework conditions excludes both

poor regions in less poor countries and

those people living in poor countries
under ‘poor’ political framework
conditions from external assistance.
For humanitarian reasons alone, a
consistent use of such exclusive
criteria therefore seems dubious.

The degree to which the effectiveness
of ODA depends on the quality of
policies in the recipient country is
controversial as far as empirical evi-
dence is concerned. Recent surveys
arrive at the conclusion that it is not
policy but external framework
conditions and the vulnerability of
these countries towards exogenous
shocks that are particularly relevant to
the effectiveness of aid (Guillaumont
and Chauvet 2000: 24ff). This would
suggest that ODA is most effective in
a difficult environment since it can
reduce the latter’s negative impact in
a particularly perceptible way.
Irrespective of the impact the political
framework conditions may have on
the effectiveness of aid, the question
arises as to how ‘good’ policy is
defined and who takes the decision
on this issue. So far at any rate, the
power of decision is not with the
affected country but is above all held
by the World Bank. It assesses ‘good
economic policy’ with the aid of its
Country Policy and Institutional
Assessment (CPIA) (Collier and
Dollar, 2001: 5), which comprises 20
components in the four categories of
macroeconomic policies, structural
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policies, public sector management
and social inclusion. According to
these assessment criteria, whether a
policy is regarded as good depends,
among other things, on whether the
monetary, fiscal and exchange rate
policy creates stable framework con-
ditions for the economy, whether the
trade, fiscal and sector policies offer
good production incentives, whether
public sector management effectively
supplements private initiatives and
whether the participation of all
societal groups is ensured. All in all,
this catalogue of criteria is strongly
reminiscent of the ‘Washington
Consensus’, with the addition of
participation by societal groups.

What is particularly problematic here
is that the selection criteria de facto act
as conditionality. According to the
World Bank, those countries that fulfil its
conditions of a good economic policy
should benefit particularly from
development assistance. Alternative
economic policy approaches and
priorities are eclipsed as is the aspect of
ownership in  the development
processes in the affected countries
(Gunning, 2000: 11).
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2.4 Ownership vs.
conditionality
The failure of donor-dominated develop-
ment projects has led more and more to
the insight that self-determination and
self-responsibility of the countries in the
South are central criteria of success for
their sustainable development strategies.
Ownership has probably been the most
often used term in the development
debate over the last few years. The
widespread notion is that the countries
affected should at last be in the ‘driver’s
seat’. World Bank President Wolfensohn’s
proposal for a Comprehensive Develop-
ment Framework (CDF) and the World
Bank’s Poverty Reduction Strategy Papers
(PRSPs) approach are regarded as exam-
ples of this new thinking.

In practice however, little has
changed in terms of the dominance the
donors wield. They are showing hardly
any readiness to give up conditions for
the allocation of funds. In its 2000/2001
World Development Report, the World
Bank itself quotes a study of the relations
between donors and African recipient
countries with the words: ‘In spite of
some improvements, donors still tend to
dominate the project cycle and pay
inadequate attention to the preferences
of the government or project bene-
ficiaries.” (World Bank, 2000a: 193)

The practice of donor-driven micro
interventions which focus on implemen-
ting individual projects is still predo-
minant in development assistance. Here,
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the provision of funds is made condi-
tional on constantly updated require-
ments and reporting duties that prevent
those who are really affected from
identifying with the project and result in
considerable transaction costs. For
example, at one point the Health
Ministry of Mozambique alone had to
deal with 405 projects from foreign
donors, while in Tanzania there were
more than 2,000 projects from 40
different donors at the beginning of the
1990s (World Bank, 2000a: 193).

In order to improve ownership and
co-ordination of development projects,
the UN Secretary-General demands in
his report for the second session of the
FfD Preparatory Committee that the
recipient countries must not only be the
chief architects of their development
programmes but that they also assume
the leading role in donor co-ordination
(UN General Assembly, 2000: para.99).
And he calls for more flexibility in
providing ODA, explicitly referring to
co-ordinated budget support and joint
sector programmes as examples (UN
General Assembly, 2000: para.102).

The original director of the 2000/2001
World Development Report, Ravi Kanbur,
calls for a more radical reform of develop-
ment co-operation. In joint essays with
Todd Sandler, the authors criticise the
existing practice of project-driven
development assistance and state:

What is needed is a more radical

approach in which donors really do
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cede control to the recipient country
government, advancing their own
perspective on development strategy
through general dialogue with the
country and with each other rather
than through specific programs or
projects. The tying of money to
specific projects, policy reforms, or
procurement contracts should end.
(Kanbur and Sandler, 1999a)

Kanbur and Sandler demand that the
recipient countries first of all formulate
their own development strategies, pro-
grammes and projects (in close consul-
tation with their own population, but
also in dialogue with donors), and that
the donors subsequently place the funds
required to this end into a ‘common
pool’. The tying of funds to certain
programmes and control by the donors
of individual projects would not be
permitted. This would mean giving up
the practice of detailed conditionalities.

But at the same time, conditionalities
would continue to exist de facto. For
whether and to what extent a govern-
ment pays money into the common
pool depends on how it assesses the
development strategy of the recipient
country. If it regards the strategy as
‘good’, it will provide a large volume of
funds, while if it is viewed as ‘bad’, it will
tend to pass the money on to another
recipient. This, once again, leads us to
the issue of ‘good policy’ and the
selectivity of aid, which in practice has
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the effect of ex anfe conditionality. In
fact, in the common pool approach, it
would have particularly far-reaching
consequences, since it would not only
relate to a project or a sector but to a
country’s entire development strategy.
But this would defeat one chief objective
of the new approach, that of streng-
thened ownership of the recipient
countries. Although the country could
take the driver’s seat, the donors would
keep the ignition key and determine
how much petrol would be put into the
tank (and of course they would carry on
determining the traffic regulations).

There are two responses to this
problem. One is that conditionalities
requiring a certain policy be abandoned
and that ODA instead be linked to
outcomes-based or performance-based
conditions (Gunning, 2000: 12). It is up
to the government which policy it uses
to combat poverty. What is crucial is that
it really does reduce poverty. However,
there are two arguments against this
approach. Results also depend on the
external framework conditions, over
which a government has hardly any in-
fluence; and results can only be
measured after a considerable lapse of
time. So de facto, outcomes-based or
performance-based conditioning of
assistance will also be based on the
policy of the recipient country.

A second response would be to drop
conditionality altogether in the long
term. Instead of unilaterally conditioned
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assistance, binding arrangements could
be made leading to a quasi automatic
transfer of resources, the level of which
would be based on clearly defined
development indicators. In a study of
new approaches in development co-
operation, Keith Griffin and Terry
McKinley take up this notion and
advocate a global safety net, the funds
for which would be raised from a
progressive income tax on the GNP of
the rich countries to be made available
to the poorer countries on the basis of a
fixed ratio. Their summarised assess-
ment of this approach is:
Combining a progressive interna-
tional income tax levied on eligible
donor countries with a negative
international income tax applied to
eligible recipients would produce a
scheme for funding and disbursing
foreign aid that is transparent, fair,
automatic, predictable and inexpen-
sive to administer. The present system
of foreign aid has none of these
virtues — and it is also ineffective.
(Griffin and McKinley 1996: 25)

Such a reliability of ODA flows in the
developing countries would no doubt
make long-term development planning
in the countries of the South more effec-
tive. Development financing would then
be accomplished in practice in the shape
of a global country financing offset. Its
basic concept could be oriented on the
example of financial compensation
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among the Lander in Germany and the
Structural Funds at EU level (a similar
proposal was made by the South
Centre,1999: 81).

It could be argued that an automatic
funding system of the kind described
above could be abused as a self-service
instrument by corrupt élites. In order to
prevent this, all countries participating
in the compensation system should
agree on a set of political and social
minimum standards that would have to
be fulfilled by all parties. Such commonly
agreed criteria would have a different
quality from that of the unilateral
definitions by donor countries which have
previously established conditionality.

Creating such a fundamentally new
political framework for ODA of this kind
would constitute a really New Global
Deal between North and South based
on solidarity and mutual respect — indis-
pensable prerequisites for sustainable
development.

DAC figures
in $million (1999)

2.5 Increasing aid
effectiveness through
aid untying*
Tied aid is given on the condition that it
is used to purchase products and ser-
vices from donor countries. The untying
of aid will improve its effectiveness by
increasing its value and helping to
promote local growth.

Tied aid increases the costs of goods
and services by between 15-30 per cent
(Chinnock, 1998). An open tendering
process that encourages bids from local
industries has the potential to promote
the emerging private sector in develo-
ping countries, generate employment
and, if aid procurement is carefully
targeted, it can help lift poor and
marginalised people out of poverty.

Donors have at long last acknowl-
edged that tied aid represents poor
value for money for recipient countries
by agreeing, in May 2001, partially to
untie their aid to Least Developed
Countries (LDCs)(OECD/DAC, 2001).
The British Government went even

ActionAid figures
in $million (1999)

Untied aid 22,486 22,486
Tied aid 3,081 19,881*
Partially tied aid 1,272 1,272
Total aid 26,839 43,639
% of total tied 11.5% 53%

*$3,081 reported tied +$16,000 technical co-operation +$800 food aid
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further and untied all its aid from April
2001 (see www.dfid.gov.uk). However,
the December 2001 decision by the UK
Department of Trade to provide funding
for a British military air traffic control
system to Tanzania has called this com-
mitment into question. The DAC decision
is an achievement since it acknowledges
the principle that tied aid devalues and
undermines development assistance.

Much work still needs to be done.
While DAC figures show that tied aid is
declining, the overall picture shows that
tied aid is on the increase. This is be-
cause an increased proportion of aid is
granted as technical assistance (TA)* for
large scale sector support programmes
or technical co-operation (TC) to
support institutional reform and this aid
is generally 100 per cent tied®.

The largest proportion of TC is found
in the poorest countries, mainly in Sub
Saharan Africa. This is sensible as TC is
meant to support institutional change.
However, it does not justify why TC
remains tied. According to a World Bank
report ‘some 100,000 foreign technical
experts are currently employed in Africa,
tending to displace local experts’ (World
Bank, 2000b). TC produces greater
dependence on expatriate expertise and
can be used to increase donor influence
over policies and projects. Furthermore,
as the WB report puts it, ‘it has probably
weakened capacity in Africa’.

FINANCING FOR SUSTAINABLE DEVELOPMENT

It is recommended that the donor
community:

» Agrees to a broader definition of tied
aid. Presently the definition excludes
‘food aid’ and ‘technical co-
operation’. These two categories are
still largely and quite legally, tied. The
poorest countries are the most
affected by these exclusions; and

» Extends aid untying to all developing
countries without restriction.

2.5.1 Reforming procurement
regimes

Aid untying alone will not necessarily
broaden the access of developing
country firms to aid-funded projects, and
hence will not automatically bring about
the socio-economic benefits that could
accrue under a more open procurement
regime. Currently, the aid procurement
market is monopolised by Northern
firms. Southern firms capture only a tiny
percentage of contracts. The proportion
is even smaller with regards to the
provision of (consultancy) services.

Aid untying must therefore be part of
a package of measures designed to
promote local firms' ability to tender in
aid procurement markets. These mea-
sures include increased local sourcing
and capacity building support. At the
LDC Il conference, donors explicitly
agreed to ‘enhance the value of their
development assistance by increasing
the proportion of goods and services
sourced in the recipient LDC or from
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other LDCs or developing countries to

help boost pro-poor economic growth’

(UNCTAD website, para.84[e]).

It is recommended as a matter of
priority, that donors increase local
sourcing and capacity building support.

It is further recommended that donor
funded technical assistance:

» is driven by government priorities
and absorption capacity, and that
governments themselves should
select the consultants rather than the
donor;

» reports primarily to government
managers;

» supports government institutional
capacity by focusing on skills transfer
to civil servants in priority govern-
ment functions;

» is not restricted to supporting indivi-
dual donor projects or programmes;

» gives preferential treatment to
national and regional consultants;

» employs local consultants on terms
and conditions comparable to those
in the public sector for similar work.
This will help to avoid an outflow of
civil servants to the consultancy
sector; and

» ensures that expatriate assistance is
complementary to and develops
national and regional consultancy
expertise.
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2.5.2 Donor co-ordination
Increasing operational co-ordination is
an obvious method of making scarce
development resources work harder
both for donors and, more importantly,
for recipient countries. Donors and de-
velopment partner governments should
develop agreed codes of conducts that
commit donors to work within the
parameters of locally owned develop-
ment strategies, and improve co-
ordination at all levels of interaction
with national governments by:

» ensuring that all relevant information
on activity in the country is made
available to governments and other
donors. This includes consultancies,
new project initiatives, requests for
assistance made by governments,
project appraisals, implementation and
progress reports, technical assistance
reports and evaluations. Donors must
also ensure effective communications
between the local donor office and
headquarters; and

» conducting joint appraisal missions,
joint monitoring and joint auditing
and evaluation, in accordance with
national government budget cycles
and fiscal planning. Missions should be
designed to fit the government's
timetable and should be at a manage-
able level. Where a number of donors
support a sector-wide programme,
they should designate one lead agency
which would be responsible for
conducting appraisal missions and
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monitoring and evaluation on behalf
of all the agencies.

2.5.3 ODA and the Financing
for Development
process

The FD process is an opportunity for

donors to demonstrate their commitment

to development by increasing the
overall quantity of aid and by ensuring
its more effective use.

Already, there is international agree-
ment that more needs to be done on aid
untying and procurement. At the con-
clusion of the first part of the 3rd
PrepCom for FfD, the Joint Statement of
the Co-Chairmen issued on 8th May
identifies the need to ensure ‘greater
flexibility in aid provision, including in
untying aid’ and cites the need to ‘build
on recent developments, particularly,
the DAC recommendation on aid
untying to LDCs’ (available on the FfD
website at www.un.org/ffd: 8). The
Zedillo Panel report also acknowledges
the poor value for money represented
by tied aid and some of the challenges
posed by increased local procurement.

It is therefore recommended that NGOs
working on FD remind their respective
governments, North and South, of their
commitments to meet the international
development goals and calls on all NGOs
to lobby donor governments to:

» increase aid levels and

» improve aid effectiveness, including
through aid untying, local procure-
ment and better donor coordination.

This chapter (except for Section 2.5) was
prepared by Jens Martens, Member of the
Executive Board of World Economy, Ecology
and Development Association (WEED),

Germany.

*This section was contributed by ActionAid.
For further information please contact
Belén Vazquez
(bvazquez@actionaid.org.uk) or
Louise Hilditch
(Hilditch@actionaid.org.uk).

1 ODA (C) = ODA (Country); ODA (G) = ODA (Global)

2 n accordance with the 20/20 Initiative, the donor countries should spend at least 20 per cent of ODA and the
recipient countries at least 20 per cent of their government expenditure on providing basic social services.

3In Germany, the Federal Government has begun to give non-repayable grants to the LDCs in 1978. In
addition, since 1997, it has been possible to pay a further 25 per cent of financial co-operation funds to non-
LDCs as grants for projects to combat poverty, to establish a social infrastructure, for environmental

protection and for loan guarantee funds.
4 We have used the DAC definitions of TC and TA.

51n 1999, TC accounted for 28.3 per cent or $16 billion. Some donors make extensive use of this type of
assistance. In the United States for example TC accounts for 75 per cent of its aid budget; in Belgium and
France it is 36 per cent; in Australia and Germany just over 30 per cent and in the UK, Austria, the Netherlands

and Japan it is around 15 per cent.
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DEBT AND SUSTAINABLE
DEVELOPMENT: A NEW PARADIGM

“ {3}

Relations between debtors and creditors should be

governed by the law. It is time for an international
agreement on bankruptcy. A new independent, open
and fair process for regulating international debtors
and creditors is a missing link in the global economy.
Without it, one of the best potential sources of finance
for sustainable development will not be set free.

)

his chapter argues that two approaches are central to dealing
with the debt crisis and promoting sustainable development.
First, developing countries’ unpayable debts create a basic obstacle to
financing sustainable development and should be cancelled under an
independent, fair and transparent process. Second, a global
framework should be established to reconcile and eliminate rich
country ecological debt. Climate change, which is a manifestation of
the ecological debts of rich countries, threatens an end to human
development per se. So industrialised countries need to plan the
structural adjustment of their own economies toward environmental
sustainability, and thus free up environmental space to allow poor
counties to develop.

T
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3.1 Why debt relief?

Sustainable development costs. We can
argue over how much, and how to make
sure that resources find their targets, but
more resources are definitely needed.
And, compared to other sources of
finance, debt relief is still one of the
most potentially important, effective
and efficient means of tackling poverty
and deprivation.

In 1992, the UNCED Secretariat
reported that the implementation of
Agenda 21 in low-income countries
would require an additional $125 billion
per year from rich countries in the
form of aid or other concessions. Other
estimates have been in the same range.
The Human Development Report 1998
calls for additional annual spending of
$40 billion on human development -
including $6 billion on basic education,
$13 billion on basic health and nutrition,
$9 billion on water and sanitation, and
$12 billion on reproductive health care
for women (UNDP, 1998). UNICEF
argues that effective care for children
between birth and the age of eight —
‘the crucible of sustainable human
development’ - requires ‘a modest
additional global expenditure of US $70
billion to $80 billion each year’ (UNICEF,
2000). A recent estimate for the develop-
ment needs of sub-Saharan Africa in
1998 came to $82 billion per year, which,
‘given current trends’ was considered out
of reach (Botchwey, 2000).
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There are only so many ways in which
developing countries can generate
finance — through trade earnings, bor-
rowing, attracting investment or aid, or
mobilising domestic finance. But, as is
argued in other chapters of this report,
especially for the least developed
countries these are mostly unreliable
and problematic in different ways. Aid
flows are declining, foreign investment
is concentrated in stronger countries, ill-
advised borrowing from irresponsible
institutions has created the debt crisis
(as well as its failed solution, the HIPC
initiative), commodity prices on key LDC
exports are at historical lows, and
according to many, including the UN
Environment Programme, trade
liberalisation has serious negative impacts
on sustainable development (UNEP,
1999). In addition, the high debt
overhang of developing countries com-
bined with policy advice from the
Washington Consensus institutions has
created a fiscal crisis, as a result of which
domestic developmental resources have
been shrinking at the same rate as inter-
national resources.

Meanwhile the outstanding unpa-
yable debts of the poorest countries
stand at around $300 billion and con-
tinue to drain their resources even after
several years of the international debt
relief initiative, HIPC. The position of the
indebted poor countries has also worse-
ned. One assessment by Jubilee Plus
made in July 2000 predicts that all 23
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countries qualifying for the HIPC
initiative are in danger of their debts
becoming ‘unsustainable’ even after
relief (Jubilee Plus, 2000). In this
situation, genuine debt relief will continue
to remain a vital potential source of
finance for sustainable development.
The scale of the funding gap is big, but
given total global wealth (if not the
political will) easily bridgeable.

3.1.1 Debt as a threat to
economic stability,
human rights and sus-
tainable development

Several recent events reveal the

significance of the debt issue as a threat

to sustainable development, and inter
alia, the inconsequence of the much-
touted HIPC. Consider the current si-
tuation in three indebted countries:

Nigeria, Thailand, and Zambia.

Nigeria, a country with a GDP of only
$853 per person, diverts $1.7 billion of
its resources annually to repay a debt of
$28.5 billion. About 40 per cent of
Nigeria’s current debt obligations result
from loans made to former military
dictators — loans over which the people
of Nigeria had no control, but Western
creditors did. Another 50 per cent is
‘phantom’ debt, the result of falling into
arrears on debt payments, again mainly
by military dictators. To stand any
chance of servicing its current debt
Nigeria will have to continue to drain its
finite oil reserves, further compromising
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its development prospects. Although in
African terms Nigeria is a wealthy oil
producer, after paying for production
costs and foreign company earnings,
the exploitation of this key natural
resource yields only 27 cents per day per
person for the people of the country,
and inflicts enormous environmental
degradation on the Niger Delta.

In the year 2000, three thousand
employees of the Thai Petrochemical
Industry disrupted a meeting in Bangkok.
Foreign creditors were due to have
obtained 75 per cent of the equity in TPI
and effective control of this key Thai in-
dustry. These creditors included the World
Bank’s International Finance Corporation,
Chase Manhattan and the US Gover-
nment’s Exim Bank. Protesters carried
placards with slogans such as ‘World Bank
No Thanks’ and ‘Yankee Go Home’
(Financial Times, 17 November 2000).

Around the same time, the Zambian
finance minister Mr. Katele Kalumba,
was protesting at a proposal for debt
‘relief’ negotiated by international credi-
tors under the IMF and World Bank’s
Highly Indebted Poor Country (HIPC)
initiative. After the ‘relief’ offered by her
international creditors, the World Bank
predicted that Zambia would transfer
$235 million in the year 2002 in debt
repayments to her creditors, nearly
$100 million more than the country can
currently afford to pay (Oxfam GB
Media Briefing, July 2001). Four-fifths of
Zambia’s population lives on less than
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$1 a day; 1 million of the 9 million
inhabitants suffer from HIV/AIDS; life
expectancy is only 40 years; and 13 per
cent of children are orphaned - the
highest rate in the world (Jubilee 2000
press release, 21 November 2000). In
1999 the Zambian government spent
$123 million on the health of its people;
in contrast, $137 million was transferred
to foreign creditors.

These examples demonstrate the
extraordinary power of foreign creditors
over poor debtor countries, a power
that deprives nations of independence
and autonomy while transferring real
resources from the poor to the rich.
Indebted governments, regardless of
their democratic mandates, are obliged
by the IMF to prioritise foreign debt
service payments over domestic spen-
ding on for example, health, clean wa-
ter, sanitation, and environmental pro-
tection and improvement. Because of
high levels of debt, governments are
forced to ignore the human rights of
their people, and subordinate local
needs and mandates to the interests of
foreign creditors.

3.1.2 One rule for the rich,
another for the poor

There is another side to this picture as
well. Recent developments in the global
economy also changed the nature of the
debt debate. Since the Latin American
crisis of the 1980s, debt has been
synonymous in the public imagination
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with the very poorest countries. But
while Africa’s debts have not gone away,
the situation in Argentina and Asia has
changed this perception. The treatment
of Argentina in particular exposed the
double standards of the IMF’s global
financial managers.

As 2000 drew to a close, the world of
international finance held its breath,
concerned that Argentina would default
on its short-term debt, thereby precipi-
tating what the Financial Times called ‘a
general loss of confidence’ (Financial
Times editorial, 18 November 2000).
Argentina’s predicament was serious,
precipitated by the ‘dollarisation” of its
economy — namely pegging the Argen-
tinean currency artificially to the US
dollar — thereby maintaining the value of
creditor assets while impoverishing
Argentineans. The International Herald
Tribune acknowledged in November
2000 that Argentina’s ‘various misfor-
tunes... are not of its own making’
(International Herald Tribune, 21
November 2000). Rather, they were the
inevitable outcome of the investors’
eagerness to reap high rates of return
from investments in emerging markets.
Indeed, the Argentinean government,
while perhaps not always acting wisely,
had faithfully followed the advice (and
interests) of its creditors. Initially, the
advice appeared to be working. Exports
(which raise revenues for debt repay-
ments) grew rapidly, inflation was held
in check, and government debt and the
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budget deficit were only 50 per cent
and 1.9 per cent of national income
respectively. But Argentina had a high
proportion of short-term debt, serviced
at rates of interest ratcheted upwards by
nervous creditors. The possibility of
default was real. Investors looked over
their shoulders to the IMF — an institution
that provides protection to creditors
while leaving ‘taxpayers of major
industrial countries to pick up the bill,
and banks to pocket the profits’
(Business Week, 11 October 1999: 72).
There has been a range of bailouts
since Mexico’s dramatic default in 1982.
From the autumn of 1997 until October
1998, the IMF was forced to bail out
short-term lenders by pouring $18
billion into Thailand, $43 billion into
Indonesia, $57 billion into South Korea
and $23 billion into Russia — a total of
over $140 billion, which almost bank-
rupted the institution. The US Congress
protested these bailouts by withholding
a critical $18 billion to be used as
leverage for further loans from other
governments, forcing President Clinton
to send a personal appeal for the release
of the allocation: ‘There is no excuse for
refusing to supply the fire department
with water while the fire is burning’, he
argued - although, as the Wall Street
Journal had argued, ‘the IMF had been
treating fires with gasoline, rather than
water’ (Wall Street Journal, 12 October
1998). By late October 1998, Congress
gave in. In early November, there were
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rumours that the IMF was using its
new loans for a further $45 billion
package for Brazil. In total, bail-outs and
rescues transferred $200 billion of
wealth from OECD taxpayers to inter-
national creditors and speculators - in
just over a year.

Despite widespread criticism of the
ways in which reckless lenders were
protected from risks and from bad
judgments during the South East Asian,
Russian and Brazilian crises of 1997 and
1998, G7 finance ministers have set up
another fund, the so-called $90 billion
‘precautionary fund’ under IMF steward-
ship (G7 communiqué 30 October,
1998; Financial Times 31 October and 1
November; David Snager, 1998). The
purpose of this fund, according to
finance ministers, is to deter ‘financial
turbulence spreading from country to
country in a contagion process... to
send a clear message to speculators that
they may be taking big risks if they
(short) sell a nation’s currency’. Howe-
ver, as Michel Chossudovsky has poin-
ted out, such a plan achieves just the
opposite. ‘Rather than “taming the
speculator” and averting financial insta-
bility, the existence of billions of dollars
stashed away in a “precautionary” fund
is likely to entice speculators to persist in
their deadly raids on national
currencies...” (Chossudovsky, 1998).
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3.2 Where next?

A large share of Africa’s sovereign debt
will never be paid, even at great human
cost, massive exploitation of natural
resources, and sacrifice of food security.
The poor are being punished for
mistakes made by élites in Washington as
well as Africa. There is no reason to keep
debts on the books — other than to keep
poor countries on the leash, prise open
markets, and pick up assets cheaply. It is
time for creditors — not poor commu-
nities, nor taxpayers — to face up to their
mistakes and write off debts.

Debt relief is a cheaper alternative to
the human cost of forced debt repay-
ment. The cost to each British taxpayer,
for example, of writing off debt owed by
52 countries will be 4 pence a week.
Given that they are unpayable anyway,
the cost of course is nil, since no revenue
will accrue. These calculations apply
equally to other Western creditors.
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There is also the question of double
standards. Britain still owes the US $14.3
billion from the 20th century, and
simply refuses to pay. It may be an old
debt, but the US Treasury keeps it on the
books. The amount of $14.3 billion is
what all the poorest countries owe
Britain. It is more than what the whole
of Sub-Saharan Africa owes the US. So
why should poor countries not follow
Britain’s example, and refuse to pay? In
1953 Germany was given massive debt
relief by the Allies. This meant it had to
divert only 5 per cent of export revenues
to debt service. Today, the German
representative on the IMF Board requires
the poorest country in the world,
Mozambique, to devote 15 per cent of
its export revenues to debt service.
Double standards.

Relations between debtors and
creditors should be governed by the law.
It is time for an international agreement
on bankruptcy. A new independent,
open and fair process for regulating
international debtors and creditors is a
missing link in the global economy.
Without it, one of the best potential
sources of finance for sustainable
development will not be set free.
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3.3 The ecological debt of
rich countries

Giving the nations of Africa and other
very poor countries the chance for
sustainable development means more
than removing the burden of foreign
financial debt. It also means dealing with
the ecological debts of industrialised
countries. Unless the west shares global
environmental space more equally there
will be no ecological room for poor
countries to develop (Simms, 1999).

Climate change is a major threat to
sustainable development. It already
hurts the poorest people most, costing
the global economy at least an extra
$300 billion in damages per year,
forcing millions to become environ-
mental refugees. Historically at least,
industrialised countries are almost enti-
rely responsible for the human-driven
potential for global warming. Given that
economic growth is hard-wired to the
greenhouse gas emissions that fuel
global warming, a new model of deve-
lopment is needed in which crude
economic growth is not mistaken as a
measure of progress.

According to the Global Commons
Institute, ‘The only effective framework
in which past ecological debt can be
resolved and a uncontrollable climate
change avoided, is a deliberate
framework of contraction and conver-
gence. This requires agreement that
there is a global contraction of emissions
from human sources of 60-80 per cent
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within a specified time frame. It also
means that the international sharing of
this process is arranged so that
entitlements to emit are pre-distributed
in a pattern of international convergen-
ce so that shares become equal per
capita globally.’

3.4 Conclusion

The management of debt, both financial
and environmental, is fundamental to
the prospects for sustainable develop-
ment. Without the cancellation of unpa-
yable foreign debt under an indepen-
dent, fair and transparent process,
developing countries will never free the
resources with which to fund sustainable
development. At the same time, unless
there is a framework agreed to reconcile
and eliminate the ecological debts of
rich countries, climate change will
ensure that there will be no
development at all.

This section was contributed
by Ann Pettifor and Andrew Simms,

New Economics Foundation, London.
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FISCAL DEFICIT
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The existence of certain institutions is critical if countries
are to benefit from opportunities to develop in a structure
of international competition. These are both private and
public. The mostly private institutions include markets to
allocate capital, adequate information flows, transparency,
corporate accountability, and legal, financial, and
insurance services. The public institutions are largely the
institutions of good economic governance: they include
oversight to ensure that markets function properly,
measures for environmental protection, and the delivery
of essential social services, including education and health
care. This entire infrastructure of good governance is
essential to the promotion of sustainable development,
yet it depends on the availability of financial resources
to ensure that it is strong and effective.

Few developing countries have the necessary resources
to provide such economic governance.

)
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ich countries have relative
flexibility in choosing their fiscal
policy. They often have fiscal surpluses,
but even when they run temporary
deficits, their hands are not tied all the
time by economic necessity. Their policy
makers have grown accustomed to this
luxury, which means that they can have
their cake and eat it. Most developing
countries, on the other hand, face a
chronic fiscal overhang, which results in
persistent deficits. The markets punish
them quickly for any deviation from the
economic norm — whether it is of their
own making or not. In particular, they
cannot engage in government interven-
tions to correct market failures, stabilise
markets, or promote sustainable develop-
ment. The result is more market failures
and a heightened risk of policy failure.
Consider the situation of the indus-
trialised countries. Fifteen European
countries, in the process of creating a
new currency — the euro - have had to
transfer adequate reserves from the
national central banks to the newly
created European Central Bank in order
to provide backing for and ensure
confidence in the new currency. After
having done so, the fifteen countries
were confronted by an embarrassing
problem: more than 310 billion euros
(more than $280 billion) in ‘excess’
reserves for which a use has to be found
(Der Spiegel, 14 September 2001). By
comparison, this sum is equivalent to
the 1999 GDP of Argentina.
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Around the same time, the United
States has been trying to decide how to
spend an apparent budget surplus, and
has chosen a route of questionable eco-
nomic sense, a tax cut that assumes
that the surplus is real and will remain
available (Krugman, 2001). Even without
the events of 11 September, that surplus
was fast disappearing. Now it is gone
and deficit spending will again be the
order of the day. Yet even while bench-
mark interest rates have been falling in
the United States the dollar has remained
relatively strong against other major
currencies.

Japan presents the other extreme. It
has been in a ten-year recession. It has
engaged in massive deficit spending in
an attempt to pull its economy out of
the slump, with the result that its public
debt is fast approaching 100 per cent of
GDP. All this time, measures have not
been taken to respond to structural
imbalances in the Japanese economy or
to reform the banking system. Never-
theless the Japanese yen trades steadily
against most other currencies.

In developing countries, in contrast,
the fiscal overhang has been many years
in the making. From a situation of low
public debt and close to balanced bud-
gets well until the 1960s, many coun-
tries began to run fiscal deficits financed
by domestic as well as international
borrowing. By the 1980s, the debt crisis
had begun to squeeze the flexibility of
policy makers. While the international

FINANCING FOR SUSTAINABLE DEVELOPMENT



{4} FISCAL DEFICIT

dimensions of the crisis have attracted
the attention of the policy community,
an equally serious problem is the nature
of the domestic debt crisis, as a result of
which many countries are forced to run
surpluses in real terms. After accounting
for debt amortisation and interest repay-
ment, many developing countries spend
less on goods and services than they
withdraw from the income stream
through taxes. Even so, the aggregate
budgets continue to show high deficits.
These deficits have several interlocking
consequences for developing countries.
They are linked to the balance of pay-
ments and the currency’s stability. They
limit institutional development. They
contribute to corruption. And they
impede the ability of governments to
intervene to rectify market failures.
Finally, they are self-perpetuating to a
significant degree.

The fiscal policies of developing
countries come under international scru-
tiny primarily when their currencies
come under pressure from the markets.
The need for additional funds to stabilise
the currency generally leads to lending
from the International Monetary Fund
with the attendant structural adjustment
programmes that are designed to
promote better fiscal balance. The
impact of structural adjustment pro-
grammes on sustainable development
has by now been quite extensively
analysed (see for example Reed, 1996).
The effects are insidious, as resources are
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withdrawn from programmes that pro-
tect the environment or ensure the care-
ful exploitation of natural resources and
reduced funding further weakens gover-
nment institutions critical to sustainable
development.

Recent research has shown increasingly
clearly that the existence of certain
institutions is critical if countries are to
benefit from opportunities to develop in
a structure of international competition.
These are both private and public. The
mostly private institutions include
markets to allocate capital, adequate
information flows, transparency, corporate
accountability, and legal, financial, and
insurance services; and in some countries
education and health care. The public
institutions are largely the institutions of
good economic governance: they include
oversight to ensure that markets
function properly, measures for environ-
mental protection, and the delivery of
essential social services, including
education and health care. This entire
infrastructure of good governance is
essential to the promotion of sustainable
development, yet it depends on the
availability of financial resources to
ensure that it is strong and effective. Few
developing countries have the necessary
resources to provide such economic
governance.

In addition to limiting resources for
essential institutional development, the
fiscal deficit also makes it difficult to
rectify some of the most serious market
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imbalances. This is perhaps most evi-
dent in the farming sector, which is
subject to many conflicting pressures.
The prices of commodities on inter-
national markets have been in secular
decline since the middle of the 19th
century. This has promoted industrial
development — by providing low cost
inputs and by keeping the cost of food
for workers low. It has contributed to
keeping inflation in check because in an
industrial economy input prices are
magnified through many stages of
processing and distribution until they
reach the final consumer. Many gover-
nments, faced with burgeoning urban
populations have viewed low food
prices as essential to political stability. At
the same time this has created severe
strains for farmers and the communities
that depend on farming. Finally, this
makes it virtually impossible for the
transition to sustainable agriculture to
take place.

In most wealthy developed countries
it is now impossible to make an adequate
living from farming. Yet raising agricultural
prices or allowing farms to go out of
existence on a large scale promises
major social and environmental problems.
In many places farming has shaped the
landscape and its loss is perceived as a
reduction in central cultural values of
the community. Under these circum-
stances governments in wealthy develo-
ped countries — with the exception of
Canada, Australia, and New Zealand —
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have resorted to subsidies to maintain
farming and to keep consumer prices
under control. Such subsidies have
become the rule rather than the
exception. While they may be reduced,
there is no sign that they can be
eliminated in the foreseeable future.
Indeed, it is not clear that liberalising
agricultural markets will actually result in
a sustained increase in commodity
prices. The goal of trade policy is
increasingly to ensure that these subsi-
dies are the least trade-distorting possi-
ble. Yet poorer countries are unable to
match the financial resources that
wealthy countries bring to bear on
agricultural communities and conse-
quently farmers in developing countries
are left to face the pressures of the
markets without government assistance.
The results can be dire from the
perspective of sustainable development:
massive rural migration, the conso-
lidation of agricultural holdings into very
large units, and a continued expansion
of the agricultural frontier into hitherto
uncultivated lands.

The problems associated with the
functioning of commodity markets are
particularly clear in the case of agricul-
ture, because of its direct link to food
security for the urban populations, and
because of its roots in the cultural tradi-
tions of most societies. Similar problems
exist whenever biological resources are
absorbed into the economy, in forestry
and fishery in particular. In all of these
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instances some form of government
action appears essential to move to-
wards the goal of sustainable develop-
ment. Yet governments without resour-
ces are unable to fulfil their essential
functions in the economy.

In the 1960s, many developing
countries strengthened or established
elaborate networks of supportive institu-
tions to bring about a transition to
‘green revolution’ agriculture. These
included institutions for agricultural
research, extension, education, policy,
credit, inputs, and machinery. The result
was a co-ordinated effort that produced
one of the most significant contributions
towards food security. Thirty years later,
however, the very success of the green
revolution has created problems, most
notably an environmental crisis in agri-
culture. Over-reliance on chemical pesti-
cides and fertilisers, over-use and was-
tage of water, and the narrowing of the
biodiversity base of agriculture have led
to endemic instability in yields, and a
persistent dependence on external
inputs — inputs that are becoming
increasingly expensive and unafforda-
ble. However, few developing countries
have the fiscal flexibility to respond
similarly to this crisis. Indeed, even the
pre-existing institutions have deteriora-
ted over time because of budget cuts,
low salaries, poor incentives, inadequate
maintenance of infrastructure, and ina-
bility to keep up with emerging techno-
logical developments.
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Related to these developments is a
generalised erosion of policy-making
capacity in developing countries. The
low salaries of government officials,
especially those who have internatio-
nally demanded skills, have meant a
continuous drain of talent from policy-
making institutions. Economic ministries
are the most affected in this regard.
Many of the brightest individuals leave
to join international financial institutions
at annual salaries that are several times
what they could expect to earn in their
entire working lives. The result is the
creation of an intellectual hierarchy
between the personnel of domestic
policy-making bodies and those of
international financial institutions.
Although a few of the latter return to
their countries at the highest levels of
decision-making, this too results in the
narrowing of analytical approaches to
policy-making, and the dominance of
the so-called ‘Washington Consensus’.

The lack of fiscal resources can be a
source of corruption. A government
official who handles large amounts of
money or contracts worth millions may
only be paid a salary that permits a
frugal existence in his or her country.
Many of these officials are connected to
an international culture that requires
much larger resources than their regular
income provides. The temptation to use
the (often limited) time in office to
acquire wealth is strong.
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The fiscal deficit is self-perpetuating
to a certain degree. Countries with weak
administrations are unable to operate
complex revenue raising systems. Inco-
me and corporate taxes tend to be
widely evaded, so that undue emphasis
is placed on regressive taxes such as
sales taxes or levies on certain commo-
dities or services. Customs duties have
been the traditional source of revenue
for weak administrations because they
are easy to collect and can be adminis-
tered with modest means, in some cases
even farmed out to private interests.

Many developed countries have seen
a debate about the size of government,
either in absolute terms or as a
percentage of GDP. This debate is once
again a problem of the rich. In most
developed countries, government ex-
penditures make up between 40 and 60
percent of GDP. In many developing
countries government expenditures
represent a smaller proportion of a
smaller amount, resulting in too little
government rather than too much and
in a continuing inability to undertake
technically demanding interventions to
promote sustainable development. Yet
the dependence of developing countries
on international financial institutions has
made them vulnerable to ideological
pressure further to restrict the size of the
government in a situation where the
overriding need is to expand the resour-
ces available to the government and
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thus to improve the quality of gover-
nance in the country.

The upshot is that the fiscal overhang
in developing countries has not only
reduced the flexibility of countries in
adopting policies to promote sustaina-
ble development, it has also placed
beyond their reach to improvement to
governance and correction of market
failures. The situation has become so
entrenched that the argument for
further limiting the size of government
has begun to win out by default. In
order for the transition to sustainable
development to take place, it is
absolutely essential that the fiscal and
debt overhang in developing countries
be reversed. This requires action not
only on international debt but also on
domestic debt.
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REFORMING FOREIGN CAPITAL

FLOWS: THE ROLE OF SOCIALLY
RESPONSIBLE INVESTMENT

“ {5}

What is lacking is a coberent framework for financial

policymaking that places investment in the context of
sustainable development and seeks to raise both the
quality and quantity of foreign capital flows to the
South. The classically modernist project of the new
international economic order’ — stressing state control
over international capital markets — has lost its

legitimacy. But a new model has yet to be conceived.

5.1 Introduction

or more than a decade, attracting foreign finance has lain at the
heart of most developing country strategies to boost their
investment rate. Private capital flows have certainly grown
substantially during the 1990s. Although a number of difficulties have
long been recognised — such as the narrow range of countries benefiting
from foreign direct investment and the fragility of much portfolio
investment in developing country stock markets — the ruling assumption
has been that these are essentially teething problems. Once sound
domestic policies have been put in place to liberalise financial markets,
so the argument goes, then capital will flow unrestricted to where it can
generate the highest returns — which given the investment needs of the
developing world, should result in the ‘golden horde’ heading South.
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According to this view of events, the UN
Financing for Development Conference
in Monterrey and the World Summit on
Sustainable Development in Johannes-
burg need only focus on ways of
reforming the 1990s settlement at the
margins, making incremental improve-
ments to an essentially robust system.
Even the widespread popular concerns
about the behaviour of transnational
corporations is argued to be mana-
geable through voluntary commitments
to principles of corporate social respon-
sibility (such as the OECD guidelines for
multinational enterprises or the UN
Global Compact).

However, the financial shocks of 2001
suggest that the foreign investment
agenda for the twin summits in
Monterrey and Johannesburg should
now become more ambitious. The pace
and scale of the current global down-
turn is raising fundamental questions
about the resilience and sustainability of
the post-Cold War trinity of deregulated
financial markets, privatised state assets
and liberalised capital flows. Not only
has the fragility of the financial system
been exposed, but also its inability to
direct capital towards the world’s
sustainable development priorities. The
pricking of the stock market bubble in
the USA and elsewhere has revealed the
wasteful speculation of deregulated
financial markets: the Dow Jones
Industrial Average has now fallen over
30 per cent since its peak in January
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2000. In the real world, the result has
been a gross misallocation of resources,
with massive over-investment in some
sectors (notably telecom and technology
stocks), and chronic under-investment
elsewhere. The bubble also sucked in
huge amounts of capital from the rest of
the world (including from developing
countries), thereby exacerbating the
already entrenched investment gulf
between North and South. A combination
of high levels of consumer debt and
continuing share price over-valuation
suggests that this asset implosion still
has some way to go. Equally, the faith
placed in the privatisation of state assets
as a necessary way to leverage
investment and improved performance
also looks open to revision. For example,
the collapse of the UK'’s privatised rail
infrastructure operator, Railtrack, has
pointed to the need to rethink the ruling
assumption that productive assets
(particularly those in utility sectors, such
as energy, transport and water) should
always be placed in the private domain.
The near-bankruptcy of Enron has also
brought to a head the crisis that has
plagued rich as well as poor countries in
the wake of the privatisation of energy
markets. Finally, the core belief in
liberalised capital flows has been
profoundly undermined not just by the
direct legacy of the Asian crisis of 1997,
but also by the realisation that the
freeing of capital acts as a structural
source of instability, which many
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countries simply cannot withstand. It
was without a trace of irony that the IMF
— the most pronounced supporter of
capital liberalisation in the 1990s -
stated in September 2001 that ‘it would
be a mistake for these [poor developing]
countries to think that involvement with
global capital markets offers a magic,
near-term fix for their problems’
(quoted in Elliott, 2001a).

All these shifts are generating a
widespread appreciation — even within
the financial community — of the design
flaws inherent in the 1990s model of
corporate globalisation. When the chief
economist of Morgan Stanley points to
the geopolitical tensions wrought by
rising income inequality and highlights
the tendency for globalisation to ‘sow
the seeds of its own demise’ a significant
watershed has been crossed (Roach,
2001). Yet, what is lacking is a coherent
framework for financial policymaking
that places investment in the context of
sustainable development and seeks to
raise both the quality and quantity of
foreign capital flows to the South. The
classically modernist project of the ‘new
international economic order’ — stressing
state control over international capital
markets — has lost its legitimacy. But a
new model has yet to be conceived. As
with so many areas of global gover-
nance where markets have overstepped
the state, current approaches to this
investment conundrum are coming
from hybrid initiatives that bring
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together market innovation, social
action and enabling regulation. The
challenge that is becoming more
pressing by the day is how these micro-
level experiments prefigure wider
changes in the macro-policy framework.
The rest of this chapter explores the
implications of the socially responsible
investment movement for financing
sustainable development in the South,
and proposes some lines for policy
reform at the twin summits in
Monterrey and Johannesburg.

5.2 The Rise of Socially
Responsible Investment

With its origins in the 1970s, socially
responsible investment (SRI) has now
emerged in North America and Europe
as an established companion to the
‘green consumer’ and ‘fair trade” move-
ments. SRl mutual and pension funds
enable private and institutional investors
to ‘boycott’ companies they view as
unethical (such as arms or tobacco
manufacturers) and direct their savings
into those responding positively to the
sustainable development agenda. Not
only have global funds under SRI
management now reached $1.4 trillion,
but SRI has also generated a rolling wave
of changes across the investment world.
Initial scepticism that SRI would inevi-
tably lead to under-performing funds
has turned to grudging acceptance as
SRl portfolios routinely beat their
mainstream peers.' Perhaps to a greater
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extent than its ‘green consumer’ and
‘fair trade’ cousins, SRI has always
been ferocious in linking sustainability
concerns with a quality product — which
has been a key factor in this fund
outperformance. As a result, SRI is no
longer a niche affair, with mainstream
indices being established by the Dow
Jones and Financial Times, and regu-
lations being amended to integrate
sustainability factors into mainstream
investing. For example, the UK Pensions
Act now requires the trustees of
institutional pension funds to state what
social, ethical or environmental factors
they have taken account of in their
statement of investment principles.
Listing requirements on the London
Stock Exchange have also been changed
so that companies have to make an
annual statement on their risk mana-
gement systems, and the scope of what
constitutes risk has now been extended
to include social and environmental
issues.

From the beginning, the quality of
investment in the South has been a
critical element of ethical and now
socially responsible investment. Indeed,
shareholder activism to divest from
companies investing in apartheid South
Africa was perhaps one of the most
sustained and successful phases of early
SRI. This essentially ‘negative’ approach
continues to this day. Recent initiatives
have included efforts to persuade British
banks to stop funding an Indonesian
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pulp and paper company with allegedly
poor social and environmental practices,
and a campaign to force a German
investment bank to pull out of financing
an oil pipeline deal in Latin America.

Yet underneath this continuum lie
three more structural developments that
have potentially profound implications
for investment in the South. The first is
the accelerating trend for corporations
to be owned by institutional pension
funds on behalf of employees, rich and
poor. This trend is set to challenge the
conventional harmony of interest bet-
ween firms and fund management com-
panies. Both share a similar drive to pro-
fit maximisation and flexible labour
markets, for example. But their ultimate
client - the factory worker or local
authority janitor — may have quite diffe-
rent interests, including perhaps a broa-
der commitment to longer-term inves-
ting and the inclusion of social and envi-
ronmental factors. To date, little has
been done to reduce this investment
dissonance, but the signs are that this
sleeping giant is beginning to awake, for
example, through the US trade union
Workers' Capital initiative.

The second underlying trend is the
pressure generated by the globalisation
of capital for increased corporate
transparency and accountability. Com-
panies that want access to international
capital are often required not only to
disclose substantially more financial
information, but also to put in place
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essentially ‘Anglo-Saxon’ models of
corporate governance, with a greater
role for shareholders as opposed to
incumbent management. In the wake of
the Asian financial crisis, research has
shown that those Asian companies with
the best standards of corporate gover-
nance also stood up best to the fluctua-
tions in market fortune. From this
essentially financial pressure for improved
transparency, it is but a short step to
enhanced reporting of social and envi-
ronmental performance - especially
when these factors can be shown to be
material for investor risks and returns.
While most of the pressure to date for
corporations to report on environmental
and social issues has come from civil
society, investors are now becoming a
powerful voice for disclosure. In October
2001, for example, the Association of
British Insurers, whose members manage
about $1.5 trillion in assets, published
their guidelines for companies to report
on social, ethical and environmental risks.

Building on these shifts is the third
underlying trend: the growth in sophis-
tication of the civil society-investment
interface. Leading NGOs have now
digested the message at the heart of SRI:
‘if you want to make capitalism sustai-
nable, then you might as well start with
capital’. As David Korten, author of
When Corporations Rule the World,
admitted recently, ‘contrary to the title
of my book, it’s actually the global
financial system that’s in charge’.

FINANCING FOR SUSTAINABLE DEVELOPMENT

Mobilising shareholder involvement is
now a key element of corporate
lobbying — not just to stop specific
projects on a one-off reactive basis, but
also to put in place positive program-
mes. The UK insurance company,
Norwich Union, was thus the focus in
2001 of considerable pressure to use its
influence as a shareholder in Cape plc to
bring a settlement in the case of South
African communities blighted by asbes-
tosis at some of Cape’s former facilities.
BP’s 2001 annual general meeting was
also the focus of concern about the
company’s continuing investment in
climate-damaging oil fields and the risk
that its stake in a leading Chinese petro-
leum company linked it to human rights
abuses in Tibet and Sudan. And when
global development and health campai-
gners sought to pressure leading
pharmaceutical companies, including
GlaxoSmithKline, to withdraw from their
case against South Africa’s intellectual
property regime, a primary focus was to
alert investors to the ‘reputational risk of
biblical proportions’ that these compa-
nies faced. When GSK eventually pulled
out of the case and launched a revised
programme of lower cost access to
essential drugs, the chief executive
officer admitted that it was not the NGO
campaigning, but rather the concerns
expressed by major investors that had
tipped the decision.
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To date, the impact of this still
embryonic SRI movement on finance for
sustainable development in the South
has been mixed. In terms of SRI
generating additional flows of sustai-
nable finance, the direct effects have
been marginal and perhaps insigni-
ficant. Few SRI funds invest in develo-
ping country stock markets for all the
risk averse reasons given by mainstream
investors, but with the added constraint
of an absence of adequate analysis of
the social and environmental perfor-
mance of companies in emerging
economies. The NPI Global Care Asia-
Pacific fund was a first, but still invests
largely in Japan, Korea and Taiwan,
while the Calvert New Africa fund
remains relatively small. In addition to
these equity funds, a number of private
capital investment funds have been
established - often supported by
multilateral development banks - to
channel additional funds into environ-
mental investments (such as the Terra
Capital and Clean Technology funds in
Latin America). Within the developing
world, domestic interest in SRI is starting
to grow, notably in the Asian region —
where the Asian Sustainable and
Responsible Investment Association was
established in 2000 — and the first
home-grown SRI fund was launched in
Brazil in late 2001.

The indirect impacts of SRI on the
South, however, could turn out to be
quite profound. Many SRl managers
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now routinely assess the practices of
corporate subsidiaries operating in
developing countries as part of the
process of analysing whether a parti-
cular transnational corporation should
be approved for their funds. In addition,
a growing number of sectors, starting
with clothing and food retail, are
expected to have well-developed supply
chain policies in place to enter a number
of SRI funds. This analytical interest in
TNC relationships, combined with
focused programmes of engagement to
encourage transnationals to adopt good
practice standards, makes SRI a poten-
tially powerful lever for improving the
quality not just of foreign investment,
but also of foreign trade. One possible
result is that a larger share of value
added could stay in the South — an issue
certainly worthy of further research.

5.3 Conclusions &
Recommendations

Looking back, the policy bias of the
1990s tipped the balance too far
towards investor rights and away from
investor responsibilities. The socially
responsible investment movement can
be seen as a reform initiative within
financial markets to try to right this
imbalance. But like other similar efforts
to improve world trade or encourage
more sustainable consumption patterns,
SRI ultimately bumps up against a
regulatory framework that still allows
most investors not to care, for example,
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about a mining company’s treatment of
indigenous peoples or the wage levels in
a clothing company’s subcontractors. As
this chapter has shown, modest regu-
latory changes are starting to get
underway in a number of industrialised
countries — primarily to enable greater
transparency of the SRI issues that mu-
tual and pension funds take into ac-
count. But further efforts should be
focused at the twin summits in 2002 on
four key objectives:

Mobilising new resources: An
investment gulf still looms between a
capital-rich North and needs-rich South.
However much official development
assistance is increased, and however
creative new instruments such as the
clean development mechanism turn out
to be, considerable additional flows of
non-concessional foreign investments
are required to finance productive
activities in the South. Getting the in-
vestment climate right in the developing
world should certainly remain a high
priority, but much more could be done
to boost the supply of funds. For exam-
ple, much of the investment business in
the industrialised world is supported by
tax breaks to encourage saving and
pension planning. Except in rare cases,
however, these tax breaks are not linked
to the need to demonstrate commit-
ment to sustainable development — and
certainly no government gives investors
a fiscal incentive to finance projects and
companies in the South. The twin sum-
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mits could therefore explore and recom-
mend ways in which a portion of
industrialised country pension fund
assets have to be channelled towards
sustainable development funds in the
South in order to receive tax relief. These
funds would have to meet the highest
standards of financial probity and sustai-
nability analysis, and could be
particularly targeted towards the finan-
cial needs of small and medium-sized
enterprises, perhaps through partner-
ships with local banks.

Extending stock market disclo-
sure: A number of high-profile initia-
tives are underway to stimulate greater
disclosure by companies (particularly
TNCs) of their sustainability record.
However, most of these — such as the
Global Reporting Initiative — are volun-
tary. One effective way to ensure wider
disclosure is through stock market listing
regulations. Here, the ‘right to know’
culture of the USA has meant that
companies listed on the New York stock
exchange have to reveal considerable
amounts of information about their
environmental liabilities. Environmental
information is also required of firms listed
on the Bangkok stock exchange. Thus, a
straightforward recommendation for the
summits would be to form a task force to
agree core sustainable development
disclosure requirements which could be
adopted by all stock markets.

New models of ownership: In
Britain, the home of privatisation, over a
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decade’s experience has shown that
while de-nationalisation can often bring
rewards by removing political inter-
ference and budget constraints, a fully
private model is not always appropriate.
The transfer of Welsh Water from a
private to a not-for-profit corporation in
2000 responsible to the ‘stakeholders of
Wales’ and financed by bond issues
could be the start of a wider wave in
favour of ‘stakeholder ownership’. In the
developing world, such a model could
offer a useful half-way house in the case
of under-performing state management
or unresponsive private operators of
utility companies. The stakeholder
ownership model could also be used to
generate public interest solutions to the
contentious issue of access to essential
drugs in developing countries. Again,
the twin summits could launch a process
to recommend new models of owner-
ship for utility sectors where the public
interest can probably never be wholly
achieved through regulation alone.
Building common standards:
In their dealings with the South, SRI
fund managers in North America and
Europe are often operating with unclear
legitimacy. Fund criteria are being
introduced and implemented which
could have profound implications for
developing countries — both positive
and negative — with external input

coming, if at all, from Northern environ-
ment and development NGOs. As with
the tense and mistrustful world of
sustainable trade, the SRI movement
now needs to develop governance
frameworks that allow for the co-
evolution of standards in place of unila-
teral imposition. This is perhaps some-
thing that the SRI community itself
might want to bring to the twin
summits — suggesting that a first global
SRI congress should be held (in 20047?)
to agree governance principles for SRI,
against which different funds could be
judged.

At this time of economic uncertainty,
SRI holds out considerable promise as a
lever for financing sustainable develop-
ment in the South. But for this to hap-
pen, SRl will need to confront the
investment gulf that divides the globe,
and seek changes in the global financial
framework in order to help steer the
world’s wealth towards sustainable
livelihoods in the South.

This chapter was contributed by

Nick Robins, Head of Research in the
Socially Responsible Investment team at
Henderson Global Investors in London.

He writes in a personal capacity.

1 For example, the NPI Global Care Managed Pension Fund, which is run by Henderson Global Investors,
generated 76.79 per cent returns in the five year period to 03/09/01, compared with 41.4 per cent for its
investment class, thereby achieving third percentile performance (Micropal Individual Pension Managed).
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Given the sizable immigrant community in industrialised

countries, their potential for earning and savings, their
commitment to their countries of origin, and their
philanthropic orientation, this source of development
funds has considerable untapped potential. At this
moment, the main obstacles to the realisation of this
potential are the lack of information on viable
developmental activities, trustworthy development
institutions (generally outside the government),

and reliable intermediation channels.

))

S ince the 1960s, there has been an interest in the amount of

money that expatriate workers send home to their families in
developing countries. In the 1960s, economists noted the large and
growing volume of unrequited financial transfers from Western Europe to
Turkey, Yugoslavia, Morocco, Tunisia, and Algeria. In the 1970s, the oil
boom led to a massive influx of temporary workers into the Arabian Gulf
countries, and soon a large and growing volume of remittances most
notably to Pakistan, India, Bangladesh, Sri Lanka, and the Philippines. In
Pakistan, remittances grew from minuscule amounts in the early 1970s to
as much as $3 billion dollars annually in the peak years of the 1980s. At
that time, these constituted the largest single source of foreign exchange
for the country. These pertain only to figures that pass through official
channels. Some estimates suggest that a comparable amount was
channelled through informal and unrecorded channels. In the other Asian
countries, the amounts were smaller but still highly significant.
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Similar trends have been observed
elsewhere. Peter Bate cites figures from
the Inter-American Development Bank's
Multilateral Investment Fund (MIF) that
the Latin American region receives about
$20 billion from its migrants working
abroad, and in six of these countries,
income from remittances represents over
10 per cent of their GDP. In El Salvador,
for example, remittance inflows dwarf
the damage caused by the earthquakes
that struck the country in January and
February. In larger countries, like Mexico,
while remittances do not represent such
a large proportion of income, they still
constitute the top sources of foreign
exchange (Bate,2001).

Remittances generally lead to a
consumption boom, especially in
consumer durables and construction,
and produce a positive impact on the
distribution of income and consumption.
They have also been associated with
policy changes designed to encourage
and sustain the inflows. These changes
include the dismantling of capital
controls, a shift to market-based exchan-
ge rates (thus lowering the premiums on
black market exchange rates), expansion
of banking operations into rural areas,
liberalisation of import policies, and
increase of foreign exchange reserves.
An indirect impact was the development
of informal financial markets.

Initially, there was considerable deba-
te over the net benefits of remittances.
Some observers argued that remittances
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encourage conspicuous consumption
and thus undermine the savings poten-
tial. Also, many families find it more
profitable to invest their savings in
sending one of their offspring to foreign
countries, instead of building productive
assets in their own countries. Conver-
sely, others argued that even though
most migrant workers stay on indefini-
tely, they tend to use their savings to
support their families in their countries
of origin instead of building up their
communities in the host countries. In
other words, remittances could work at
cross-purposes to the aspirations of an
immigrant community to succeed and
prosper in the host country. Concerns
have also been expressed regarding the
depressing impact of remittances on
education. Having said this, however, on
balance the assessment of remittances is
highly positive. Even the consumer
boom is said to have significant multi-
plier effects in local contexts.

Be that as it may, the relevance of
remittances to sustainable development
stems from the expectation of migrant
investment in development projects in
their home countries. Developing coun-
tries have used a number of policies to
attract developmental resources from
this community. The simplest and most
obvious is a set of incentives to encou-
rage migrants to invest in real estate.
This corresponds with the consumption-
orientation of most remittances, and
benefits from the high mark-ups of real
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estate prices in state controlled housing
developments. However, the experience
of such investment is not very positive.
In Portugal, the government is reputed
to have squandered the resources on ill-
conceived investments.

Besides real estate, direct investment
in government-led development pro-
jects is rare. There is very little trust in
government management. Corruption,
incompetence, mismanagement, and
lack of transparency are sufficient to
destroy trust. A third approach through
which governments have tried to attract
resources is by high returns on foreign
currency deposits in its banking system.
Given the low rates offered on deposit
interest rates in industrialised countries,
even the ‘high return’ is lower than curb
borrowing rates. In other words, foreign
currency deposits are often a cheaper
source of international borrowing for
countries. More importantly, given the
demographic and economic growth,
countries expected a sustained secular
increase in net inflows into these
deposits. However, in countries that
have re-imposed capital controls or
frozen foreign exchange accounts
because of an external emergency, the
loss of trust has contributed to a
neutralisation of this resource, or at least
a cessation in the secular trend.

The upshot is that government
attempts to channel remittance resour-
ces into public or private investment
have rarely been successful, if at all.
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However, a different process has emer-
ged recently to promote a similar
agenda. In this process, expatriate
groups have come together on their
own to mobilise resources for develop-
ment projects, anti-poverty program-
mes, social sector projects, and even
venture capital for investment in their
countries of origin. Some of these
groups are organised under the rubric of
hometown associations. These associa-
tions have channelled millions of dollars
into small projects — elementary schools,
basic health units, micro-credit schemes,
and emergency relief are the most
popular. Others are organised in the
form of independent philanthropic
associations allied with similar associa-
tions or community based groups in the
countries of origin.

The Mexican Government has initia-
ted a new three-for-one deal: for every
peso migrants contribute to local com-
munity development funds, the federal
and state governments will chip in two
pesos (Bate, 2001). It is too early to
judge the success or otherwise of this
initiative, but the history of mistrust of
the Government has stacked the odds
against success.

Yet given the sizable immigrant
community in industrialised countries,
their potential for earning and savings,
their commitment to their countries of
origin, and their philanthropic orientation,
this source of development funds has
considerable untapped potential. At this

[
53




{6} MIGRANT REMITTANCES

moment, the main obstacles to the
realisation of this potential are the lack of
information on viable developmental ac-
tivities, trustworthy development institu-
tions (generally outside the government),
and reliable intermediation channels.

To provide an example, the flow of
funds into private investment is facilita-
ted by the creation of institutional me-
chanisms that standardise disclosure
and accountability — the stock market,
public financial statements, balance
sheets, auditing processes, and the like.
The strengthening of such institutions in
the countries of origin of the migrants
could well attract investment into
commercial activities.

Beyond this, however, the develop-
ment world proper, namely the world of
non-commercial investment, has none
of these institutions. Even if an indivi-
dual wishes to donate resources to
developmental activity in his or her
country, s/he will often find it very
difficult to obtain the information
needed to make the decision. A start can
be made by creating the basis for such
disclosure in the developmental arena.
In other words, there is a need to create
a set of public goods, namely institu-
tions of financial intermediation, to en-
courage investment in public activities.
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It has to be admitted that much of
this will take place outside of the go-
vernment sector, since the likelihood of
engendering trust in governmental
bureaucracies and procedures is not
very high. As such, however, it provides
an insight into the larger problem of
development finance. Given that this is
a situation in which the provision of
resources is purely voluntary, and is dri-
ven solely by a sense of commitment
and responsibility, it becomes clear that
where the responsibility exists, the
obstacle is that of credibility, trust, and
legitimacy of the recipient institutions.
Even if the governments of industrialised
countries become willing to provide 0.7
per cent or even higher shares of their
respective GNPs to official development
assistance, there will still be the need to
strengthen recipient institutions, to de-
velop their capacity and credibility, and
to engender broad-based trust.

This chapter was prepared by Tariq Banuri.
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A significant gap exists between the traditional
supply-oriented finance framework, and the potential
users of sustainable development finance — a gap which
could be filled by institutions, provided they have
adequate support. Banks are not prepared to serve as the
creditors of many small loans. Nor will finance reach the
necessarily diffuse level of small credit in the form of FDI
or even ODA. Smaller scale, intermediary institutions
are essential — those to which modest lines of credit can be
extended, for subsequent mini-credit distribution.
The NGO community is well-poised to fill this niche,
and the development of NGO capacity in this realm
could essentially lead to the creation of a supplier network
and small-scale credit market, and to the support of
long-term supplier/purchaser relationships

)

7.1 Sustainable livelihoods as a development goal
ustainable development and poverty alleviation require not so
much an investment in a handful of expensive, large-scale
development projects, as in large numbers of sustainable
livelihoods — best created by smaller, local, eco-efficient enterprises. Yet,
when the distinction is drawn between development finance and sustainable
development finance, it becomes clear that the former is inclined to
benefit from current trends in supply, while the latter is likely to suffer.’

S
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How, then, is sustainable develop-
ment to be advanced? Both the litera-
ture and ground-level development
practitioners are converging on a set of
complementary principles that can serve
to advance this work: Namely, that hu-
man and institutional capacity can crea-
te the collective ability to act, and that
this ability, when directed toward buil-
ding sustainable livelihoods, can go far
toward realising the goals of sustainable
development.

Today, there exists a widespread
recognition among the international
development community of the impor-
tance of financing sustainable enterprises
in developing economies, but very few
mechanisms are presently available on the
ground to do so. The availability of grants
is dropping, and conventional financing
institutions remain inaccessible because
smaller scale sustainable livelihoods
projects generally have little collateral to
pledge and no record to demonstrate a
steady cash flow. Given the small size and
weighty administrative costs of such
allocations, and the sparse credit histories
and high perceived risk of many bor-
rowers and grant recipients, finance
continues to be the missing link to wides-
pread creation of sustainable livelihoods.

7.2 Enhancing demand

for finance
A well-known example of a development
intermediary producing a mechanism to
support sustainable livelihoods is that of

N !
56

‘micro-credit’. A leading exponent of this
approach is the Grameen Bank in
Bangladesh. Grameen has established the
legitimacy necessary to borrow at low
interest rates, and the efficiency and cost
basis to lend at extremely small scales at
market rates. The success of this system
lies largely in its institutional capacity and
strong normative culture amongst its staff
as well as its borrowers.? Much of this dis-
cussion as well as the bulk of the examples
are limited to credit for the ’self-
employed’ - basically micro industries
that range from street vendors and
domestic helpers to manufacturers of
handicrafts, industrial components and
small products like packaged spices,
garments and toys. Some are based in
agriculture and animal husbandry, others
provide components and inputs to larger
industries. A large percentage are
subsistence occupations — admittedly a
great achievement for people who earlier
could hardly survive on their earnings.
However, the 1996 UN Micro Credit
Summit underlined what is still missing,
namely mini credit. The next step in the
credit revolution has to be the evolution
of new kinds of enterprises that will
mobilise resources and create steady
jobs for larger numbers of local people,
beyond subsistence activities or family-
run enterprises. The Swiss Foundation
for Sustainable Development in Latin
America (FUNDES), a Swiss initiative that
has pioneered financing mechanisms
(based primarily on guaranteeing bank
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loans) in several Latin American countries,
has over the past decade provided several
examples of mini and small industries that
can be made commercially viable with
minimal financial support. However, it is
also becoming apparent that the bank
guarantee approach has its limitations.

A study sponsored by the Overseas
Development Administration (now
DFID) of the UK has clearly demonstra-
ted that financing for mini enterprises
(as defined here) is a critical gap in the
development arena.

Regardless of scale, however, the
system faces risks, both objective
(through crop failure, for example) and
stemming from moral hazard (wilful
loan default, collusion between lender
and borrower, expectations of bailout
encouraging risky investments). As is
discussed below, however, at these
alternative scales objective risks can be
overcome through capacity building
and technical assistance to both borro-
wers and small-scale intermediaries.
Moral hazard can similarly be avoided
through the development of a norma-
tive culture as well as sophisticated
monitoring of lending practices. The
result can be a highly legitimate process
that brings finance to sustainable deve-
lopment activities that would otherwise
go unsupported.
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When applied to the question of
development finance, the innovative
attribute of this perspective is again that
it implies a focus on demand.* The
reduction in risk and handling costs
(essential to successful lending) and
restoration of grant-maker confidence
(essential to aid) cannot be addressed
through changes in supply. Movement
on both fronts is central to future small-
scale sustainable development activities,
and each must be approached through
a strengthening of project efficacy and
accountability and, in the longer term,
records of credit-worthiness. In other
words, risk reduction, efficiency and
restoration of legitimacy can only be
achieved by strengthening the demand
for finance.

7.3 Capacity building and
institutional strengthening
Numerous alternative finance models
exist, such as micro-credit, franchising
and partnering.” Expansion in the use of
these instruments — in the process, and
in proving their soundness and utility —
is arguably the cornerstone to more
effective use of development finance.
However, increased use of various forms
of credit and aid requires an increase in
the capacity of recipients and the
strengthening and support of interme-
diary institutions.
The notions of building capacity and
strong institutions have received signi-
ficant attention in recent years, mainly in
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the context of national development
and environmental management. It is
now widely held that capacity is requi-
red to meet a variety of challenges in
these domains.® While attention has
been directed toward capacity building
in the NGO community, this effort has
not addressed the issue of small-scale
finance with adequate rigour. Little
direct attention has been geared toward
the capacity building of non-govern-
mental organisations to handle and
administer this level of development
finance, a factor which may have served
to slow the evolution of development
work in general.®

A significant gap exists between the
traditional  supply-oriented finance
framework, and the potential users of
sustainable development finance — a gap
which could be filled by institutions,
provided they have adequate support.
Banks are not prepared to serve as the
creditors of many small loans. Nor will
finance reach the necessarily diffuse level
of small credit in the form of FDI or even
ODA. Smaller scale, intermediary institu-
tions are essential — those to which mo-
dest lines of credit can be extended, for
subsequent mini-credit distribution. The
NGO community is well-poised to fill this
niche, and the development of NGO
capacity in this realm could essentially
lead to the creation of a supplier network
and small-scale credit market, and to the
support of long-term supplier/purchaser
relationships.
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Strong institutions, in the context of
development finance, would mean that
the handling costs of large numbers of
small grants or loans could be borne less
expensively, at the NGO level.” A
number of NGOs are currently capable
of stepping into the role of small- or
mini-scale  intermediary  creditor,
creating the institutional skeleton of a
supplier’'s market for this type of credit,
and the role of project finance monitor.

In addition to institutions, the capacity
of recipients to use finance - from
identifying, applying for, spending,
accounting for and, in the case of loans,
paying back — also entails the streng-
thening of demand. The demand for fi-
nance to launch small enterprises is
thought to be vast, but this demand does
not always translate into the capacity
effectively to use the money. Nor does the
ability to launch a small enterprise mean
that it will be a sustainable one. Both
require skills, support, marketing chan-
nels, and access to technology.

The two groups — intermediaries and
recipients — possess a number of the
tools to build and run alternative scale
finance and monitoring systems. They
do, however, require increased capabili-
ties — through technical and networking
assistance, access to technology, trai-
ning programmes, and so on — to do so.
Two factors in particular beckon such an
international capacity building effort for
both intermediaries and recipients. First,
the scope of demand for this sort of
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credit framework — estimated to be in
the millions of borrowers in India alone;
and second, the existing capacity and
potential which can be capitalised on
through network building, mutual
learning, and so on.® In short, not only
is finance needed to meet sustainable
development’s goal of strengthened
capacity — of the individual, the commu-
nity and the institution — but capacity is
needed now in order to mobilise and
utilise this finance.

7.4 Reducing risk and
building legitimacy

Legitimacy is a cornerstone of deve-
lopment activities, and with its deterio-
ration come a number of impediments
to the development process. These im-
pediments tend ultimately to impact the
movement of finance: the approval and
release of funding can be obstructed,
and finance can be ineffectively disbur-
sed and under-utilised. With a break-
down in legitimacy, the process of finan-
cing development activities can fail at a
number of points.’

In many ways, legitimacy and risk are
similar commodities: to the commercial
lender, the level of risk determines the
viability of a loan; to the supplier of aid,
legitimacy of both the players and the
goal itself weighs heavily on funding
decisions. Approaching again from the
demand side, a boost in small-scale
commercial lending requires efforts to
reduce risk, just as a reversal of the
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slump in bilateral grants requires a
restoration of legitimacy to charitable
aid. This decline in confidence is not
unwarranted, but comes at a time when
real advances in monitoring and ac-
countability have been made in a num-
ber of countries. Similarly, empirical
studies by the Government of India, the
World Bank and others show that
among the potential clients for small
credit, a significant proportion have
high levels of credit worthiness. The pa-
radox of our global economy is that
there is virtually no source of funding
today that can actually deliver adequate
financial credit in this intermediate
range where it has the greatest potential
impact, both on the generation of
employment and on national econo-
mies. Carefully designed lending pro-
grammes that fill this gap can therefore
be both financially profitable and
socially worthwhile.

Thus the framework through which
both lender and donor funds are
brought to bear on a development issue
needs to be made more efficient,
through niche-filling in the supplier
chain, greater transparency, and im-
proved monitoring and institutional
strengthening; and more effective, by
bringing finance to the level of the
economy where the greatest number of
new jobs and real income are genera-
ted.” The connection of these ‘legiti-
macy frameworks’ requires an effective,
transparent intermediary mechanism.
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The process of coupling these ends of
the development finance chain can be
initiated with the fostering of:

» small-scale credit suppliers’ markets
which would borrow from the lender
below market rates and at conventio-
nal scales, and lend to the ground
level at market rates and appropriately
small scales, and

» monitoring mechanisms which com-
bine the strengths of normative
models (such as Grameen Bank) to
build borrower/recipient track re-
cords, and network-based reporting
systems (such as the Global Reporting
Initiative) to increase corporate
investor accountability.

For many nations, efforts to provide
quality services and products that
contribute to national development
through strengthened capacity are
quickly countered by the larger issues of
social instability and economic crisis. A
number of socio-economic and political
constraints can affect the performance
of the public sector in countries that
have experienced economic recession
and social conflict." Again, just as the
supply of finance for development
services can be inhibited - in this case by
malgovernance and decayed legitimacy
— the demand for development services
can also be depressed. Essentially, the
use of development finance can be
impeded through a loss of trust on the
part of prospective recipients in the

N !
60

FINANCING FOR SUSTAINABLE

loan- or grant-making process. Potential
consumers of credit are less eager to
purchase credit when it is supplied
through channels - public sector or
private — that have displayed an inability
or unwillingness to confer with civil
society over development objectives, or
worse, have exhibited signs of corruption
and mismanagement.

These are longstanding issues, not
quickly overcome, which many nations
experience to varying degrees. Efforts
are ongoing within the UN and other
multilateral agencies, to address the
impacts of these constraints. However,
the particular impact of malgovernance
and mismanagement not only on
supply, but also on demand of develop-
ment finance is an area of focus that is
currently underdeveloped. Both a
reduction in lending risk and an increase
in legitimacy of the development finance
process, in the eyes of both supplier and
consumer, can be achieved, but will
require programmatic efforts to enhance:
» efficiency, transparency and compe-

tence of the public, private and NGO

groups involved in the aid and credit
processes, through increased mana-
gerial and institutional capacity;

» public policies that encourage and
facilitate private sector investment in
alternative scale enterprises;

» communication of credit options and
alternatives to the pool of potential
borrowers;
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» the process of exploring and deve-
loping alternative credit mechanisms;

» research capacity in the study of
development finance reform;

» capacity and network building geared
specifically toward a civil society-based
intermediary lending community;

» capacity and network building geared
specifically toward a civil society-
based monitoring mechanism;

» networking and debate among pro-
cess participants toward increases, at
all levels, of development mana-
gement capacity;

» visibility of the process and its outcomes
both for civil society (domestic and
international) and for the aid and
commercial lending communities; and

» communication of success stories, and
the dissemination of best-practice
knowledge.

7.5 Conclusions

The credit and aid mechanisms through
which sustainable development is most
greatly advanced are of multiple scales —
the most productive of which can tend, in
developing countries, to be quite small.
Despite considerable policy-level reco-
gnition in many countries of the impor-
tance of making finance available through
alternative mechanisms and at alternative
scales (beyond the micro-credit market),
formal mechanisms to provide financial
support to them are quite limited. Where
such support exists, it is often limited in
scope to financing very traditional
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economic activities, most of which offer
little potential for generating surplus,
savings or reinvestment.

Many small-scale potential clients are
manifestly more profitable, less risky and
better in tune with the needs of the local
and regional economy than their larger,
well-financed counterparts. These borro-
wers include a wide range of industries,
trades, and communities capable of
‘boot strapping’ local, and consequently
national economies. Among these, a
large number could contribute to sustai-
nable development by enhancing co-
ping strategies and protecting commu-
nities from shocks, by fulfilling basic
needs, creating livelihoods, generating
purchasing power and conserving natu-
ral resources.

The body of projects and enterprises
that create sustainable livelihoods can
grow rapidly provided the infrastructure
is built up to provide them with the
necessary support. Both the tenets of
UNCED and convention