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A: Executive summary

The Sustainable Development Goals (SDGs)' are ambitious objectives: not only do they call for an end to
poverty and hunger, they also recognise the need to fight inequality, including gender inequality, protect
the environment, provide decent work, ensure sustainable consumption and production and achieve global
peace. Unlike the Millennium Development Goals that preceded them, they apply equally to all nations.

It is already clear that we are not on track to meet the SDGs.
For example, though there has been significant progress

in the fight against poverty, this has been slow — very large
numbers of people remain in abject poverty, women and girls
particularly, and many countries and groups are being left
behind.?2 Over 200 million people are unemployed worldwide,
and 42 per cent of those that do have jobs work in ‘'vulnerable
occupations'.® Inequality is a defining feature of the global
and many national economies: much growth in recent years
has directed resources towards the wealthy, and according
to International Monetary Fund (IMF) researchers: “the share
held by the one per cent wealthiest population is rising at the
expense of the bottom 90 per cent population.™

It is clear that significant reforms of the global financial and
economic system are needed if the promise of the SDGs

is to be met. This paper examines the features of different
development financing sources, systemic issues in the
global economy and the way it is governed, and sets out a
programme of reform for developed country policymakers.

Private finance

Domestic private investment is large, stable and rising,
accounting for over 25 per cent of GDP in developing
countries, which is why mobilising such investment has
been a crucial development financing strategy.

Financing for domestic private investment comes from

a number of sources, but a strong banking sector is
normally the bedrock. This often means significant state
involvement, with public development banks accounting
for around a quarter of all assets in banking systems
globally. One critical reason that banks, including public
development banks, have been so important is their ability
to mobilise longer-term investment. Given that domestic
banking systems, including publicly oriented actors, are so
important, it is unfortunate that so little research is focused
on this critical subject.

The second major source of financing for domestic private
investment is the reinvestment of earnings by companies
themselves. Again an important role is played by state-
owned enterprises, which make up more than 40 of the top
100 multinational corporations in developing countries.

Despite the prominence given to capital markets and capital
market-related actors in much current discourse, they

have tended to play a smaller role than banks, and become
important only in later stages of development.

International private capital flows are far smaller in

scale than domestic private investment, with foreign

direct investment (FDI) typically accounting for less than
three per cent of GDP in developing countries. There are
costs and benefits to FDI, and development impacts can
vary significantly depending on: the extent to which FDI
represents new finance for productive capacity; whether it
‘crowds in’ or ‘crowds out’ additional domestic investment;
and the extent to which FDI results in technology transfer or
other beneficial effects for the local economy. This means
that attracting FDI should never be the sole goal: the issue is
how to attract the right kind of investment, and manage it to
gain development benefits.

Other international private capital flows — portfolio
investment and bank lending — have proven short term,
extremely volatile and a drain of finance out of developing
countries in recent years. The UN estimates that portfolio
investment (buying stocks and shares) has been a negative
net flow for five of the past ten years. Other private
investment, mainly through the international banking
system, has been a negative flow for the last six years.

The volatility of this short-term international private
investment is often driven by external factors, making it
even more difficult for developing countries to manage. For
example, the recent drain of short-term private capital out
of developing countries has been driven by the collapse

in commodity prices in 2015, the monetary policies of
developed countries, and the recent strength of the dollar.
In addition, external private borrowing, and hence debt, has
increased in recent years, which increases macroeconomic
risks for developing countries even further.

The volatile nature of much international private capital, and
the fact that it is often driven by external factors, means that
itis centrally important for developing countries to protect
themselves from external shocks transmitted through the
international financial system. However, this has had very
high costs for developing country governments, who have
been transferring large sums to developed countries in

order to build reserves.

All these points underscore why domestic strategies for
managing private investment are critical for ensuring high
quality investment and protecting against risks, yet such
strategies have not been the focus of discussion around
private investment at the international level.
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Public finance

Domestic public finance is a major development resource,
but the revenue bases and tax collecting capacity of
developing countries are more limited than developed
countries. Low-income countries and lower-middle income
countries have particular problems, raising less than 15 per
cent of GDP in revenue on average, compared to around 20
per cent for upper-middle income countries.

Due to difficulties in collecting other sources of revenue,
trade taxes are particularly important in low-income
countries since they are relatively easy to collect. Other
revenue sources tend to be small owing to the large
informal sector, and because of the difficulties of levying
income tax on populations with very low levels of income.
The influence of international financial institutions and the
impact of trade negotiations have, however, reduced the
scope for using trade taxes to fill the public financing gap.

Corporate taxation plays a key role in developing countries’
revenue bases, accounting for over 20 per cent of
developing countries’ tax take. This is why tackling the
significant tax losses to multinational tax avoidance and
evasion — which estimates put in the hundreds of billions of
dollars —is a particularly important agenda. In addition, the
‘race to the bottom’ on tax incentives, driven by international
tax competition, is eroding the corporate income tax base
in many developing countries and needs to be reversed.
This is important because the evidence shows that such
tax incentives have relatively little impact on investment,
but they do reduce revenue for public investment, which is
important for private sector growth.

Low tax bases and tax losses due to tax competition, tax
avoidance and tax evasion contribute to significant public
resource shortfalls for basic services and social protection,
particularly in low-income countries. In addition, the
infrastructure ‘investment gap’ is primarily due to these
shortfalls in public finance, as around three quarters of
infrastructure investment is financed by the public sector
in developing countries. Often infrastructure investments,
particularly in low-income countries, are not profit-making
propositions, or are too high risk for private investors.
Therefore, while private finance is vitally important for
development, as we have seen, it is a mistake to suggest
that it can be a substitute for these shortfalls in public
expenditure, including in infrastructure.

Borrowing is one strategy to increase public resource
mobilisation, but increases debt risks, which have been
rising over the past few years.

4 Financing for development and the SDGs

International transfers of resources to developing countries
in the form of Official Development Assistance (ODA) and
climate finance, designed to help fill these gaps, have proved
far smaller than promised. Despite increases, ODAODA has
only reached around halfway to the UN target of 0.7 per

cent of GDP. Too much ‘upward accountability’ to donors
often undermines the effectiveness of ODA. For example,
the ‘tying’ of aid to the use of donor firms continues to be

a major problem, reducing the effectiveness of aid and
increasing costs.

Systemic issues

Since the collapse of the Bretton Woods system in the
1970s, the international monetary system has allowed
exchange rates to be volatile. This can be very damaging for
developing countries, as it makes macroeconomic planning
difficult and adversely affects investment. Persistent trade
imbalances make the system even more unstable. The fact
that the dollar is the global reserve currency exacerbates
these problems by magnifying the impact of American
monetary and fiscal policy decisions on the rest of the
world. The global monetary system therefore has significant
impacts on macroeconomic stability in developing
countries, as well as determining underlying incentives for
international private capital flows.

Further risks to macroeconomic stability and impacts on
capital allocation arise from the global financial system.
Since the global financial crisis, a wide-ranging package of
financial sector reforms has been introduced. However it is
not clear that the reforms have fixed underlying problems,
and the risk of further financial and economic crises
remains high. The non-bank financial sector — which is very
lightly regulated - continues to grow, and now represents
more than 40 per cent of total financial system assets.
Efforts to deal with "too big to fail’ institutions have been
undercut by the continued growth of the biggest banks.

Developing countries have become increasingly vulnerable
to external financial markets and actors. Private capital
flows to developing countries have been driven by the
external economic situation, in particular the monetary
policies of developed countries. As a result, developing
country governments have been forced to transfer
significant funds to developed countries, to build reserves to
protect themselves against future crises.
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Sovereign debt crises continue to be a major feature of

the international system, with debilitating effects on the
countries that experience them. Since the 1950s, there have
been more than 600 cases where unsustainable sovereign
debt has had to be restructured. Debt risks have been rising
in developing countries, and the possibility of a wave of
sovereign debt defaults has increased significantly. A recent
study found that 116 developing countries breach one,
several or all major debt sustainability indicator thresholds.
The nature of developing country debt has also changed
significantly, with an increasingly high percentage borrowed
from private sources: the global debt of the non-financial
sector stood at 225 per cent of global GDP in 2015, two
thirds of which were private sector liabilities.

Trade growth has slowed markedly since the global
financial crisis, and is now in a period of decline. The global
production and trading system has major impacts on
developing countries’ economies, in particular by making
many low-income countries highly dependent on the volatile
price of commodities. Improving developing countries’
market access to developed countries is important, but is

a limited financing strategy for countries trying to break
out of commodity dependence. Least developed countries
(LDCs) already had tariff-free access for 90 per cent

of their exports by value in 2014. Economies that have
developed rapidly have historically made use of strategic
‘protectionist’ trade policies to support the growth of their
industrial sector — which has been a key motor for rapid
development in almost every country in the world — with
liberalisation being undertaken when strategically sensible.
Unfortunately, existing trade rules often place significant
limits on policy space, denying developing countries the
policies that have proved successful in the past.

Finally, the ineffectiveness of international tax cooperation
efforts means that, globally, countries are encouraged to
compete with each other —including in ways that erode the
tax revenue of other countries. For example, many countries
are using harmful tax practices, and tax treaties may also
reduce tax rates in developing countries without necessarily
leading to increased investment.

Global economic governance

There are an enormous variety of international institutions
that create rules or set standards in the financial and
economic sector, but coordination between them remains ad
hoc. The G20 was upgraded to a heads of state meeting in
2009 to bring greater coordination to the global response to
the crisis. However, despite an expanding work programme
it suffers from having no standing secretariat, meaning that
each year its agenda is determined by the host country, and
implementation falls to other existing agencies.

The number of important economic governance institutions
where all developing countries can participate on an equal
footing is very limited. Developing country governments
are excluded almost entirely from a number of important
institutions. For example, the OECD has taken on a major
role in standard setting on international tax issues, but out
of 35 member countries only two are developing countries.

It is neither possible nor desirable for all issues to be
decided at a global level, but there are many areas where
the weakness of global governance systems has major
negative consequences for developing countries. Two issues
stand out, both for their importance and because they have
been integral to United Nations Financing for Development
discussions: the need for an intergovernmental body on tax,
and a sovereign debt workout mechanism.

Conclusions

It is clear that, from the perspective of national level
policymakers in developing countries, different sources

of financing are interlinked, and the use of each source is
constrained by global economic issues and rules. Therefore
the most useful frame of reference when thinking of
reforms should be the national level: the key question is how
to help developing countries adopt the policies that best suit
their circumstances.

Itis also clear that reforms will need to be ambitious both
because of the scale of the issues identified above, and
because of the high level of ambition of the SDGs.

This paper ends by making recommendations aimed at
policymakers in developed countries on how they can
support changes at the international level and change
their own policies, in order to enhance the policy space for
developing countries to chart their own paths to prosperity.
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This section provides an analysis of the scale,
trends and features of different development
financing sources, examining private finance
first, then public finance. Inevitably, the quality of
data at the global level and in many developing
countries means that the following analysis
should be read as an assessment of overall
scale, trends and features of different finance
resources. For example, the available data

does not always distinguish between public and
private investment, and there are often significant
potential overlaps between what may be regarded
as international capital flows and domestic
resources. Systemic problems linked to illicit
financial flows, tax avoidance and evasion mean
that the data on international private capital flows
is particularly problematic. For example, efforts
to make use of favourable tax and investment
regimes can lead to perverse practices such

as ‘round tripping, where domestic investment

is repackaged as international to make use of
incentives, or to change its tax treatment.

6 Financing for development and the SDGs

B1: Private finance

Domestic private investment represents a large, stable
and rising share of GDP in developing countries, which
is why mobilising such investment has been a crucial
development financing strategy. By 2013 middle-
income countries had reached over 30 per cent of GDP
as domestic investment (of which around two thirds is
private investment), while low-income countries had
reached around 25 per cent of GDP.®> Most of this difference
is explained by lower levels of public investment in low-
income countries, which is heavily influenced by revenue
mobilisation difficulties in those countries — a subject we
will explore in Section B2.

In addition to not proving volatile, domestic investment in
developing countries does not appear to have been greatly
affected by the global financial crisis, having increased as
a percentage of GDP for developing countries in the years
following the crisis. This is in direct contrast to external
investment, which has been highly volatile, as we will see
shortly.® This stability and great size of domestic private
investment — it dwarfs inflows of capital for developing
countries as a whole - shows why domestic resource
mobilisation has been at the heart of the Financing for
Development agenda since the first conference in Monterrey
in 20027

Financing for domestic private investment comes

from a number of sources, but a strong banking sector

is normally the bedrock of successful development
financing strategies, and this often means significant state
involvement. In broad terms, financing for domestic private
investment can arise from the following main sources:

(a) the banking system; (b) reinvestment of earnings by
companies; and (c) capital markets and related actors,
including institutional investors. The banking system is the
bedrock of financial systems in most developing countries,
and the majority of academics emphasise the importance of
banks in domestic development finance mobilisation.® The
main reason for this is that banks are better at reducing
uncertainty, both over time — as they are more likely to hold
a balanced portfolio of safe and risky assets’ — and at a
project level, as they have a deeper relationship with their
clients, including assessing risks carefully.'

Public actors are heavily involved in the financial sector

in most developing countries, not just through regulation,
which we will discuss in Section C, but critically through the
ownership of public development banks, which account for
around a quarter of all assets in banking systems globally."
According to World Bank research, “in the European Union
[state-owned financial institutions, or SFls] represent 30 per
cent of the total financial system ... [while in] BRIC countries
alone ... the market share of SFls is substantially higher.""?
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As Figure 1 shows, the majority of the ten largest public
development banks in the world are from developing
countries. The main reasons for state involvement include:
to improve the allocation of capital within the banking sector
by directing finance to important sectors; to fill gaps in

the supply of credit; or to build demand by helping develop
bankable projects. In addition, public institutions can play

a critical role in promoting economic stability by behaving
counter-cyclically, and have the potential to drive up
standards for the banking sector as a whole."”

One critical reason that banks, including public development
banks, have been so important, is their ability to mobilise
longer-term investment. As Figure 2 shows, banks are the
single most common source of long-term finance that firms
can mobilise outside their own resources. Figure 2 uses the
common definition for long-term finance of funding with
maturity of more than one year.' However, long-term credit
tends to be scarce in low-income countries. One study found
that, “in some countries in Africa, short-term credit accounts
for up to 90 per cent of bank financing [compared to] 50-60 per
cent for developing countries as a whole."™

Figure 1: Ten largest national development banks in the world economy'®

China Development Bank

KfW Bankengrup

Banco Nacional de Desenvolvimento Econémico e Social (BNDES)
Korea Development Bank

Japan Bank for International Cooperation

Development Bank of Japan, Inc.

IDBI Bank Ltd.

Bank for Development and Foreign Economic Affairs (Vnesheconombank)

O 0 N o LA W N o

Banco Nacional de Obras y Servicios Publicos S.N.C. (Banobras)

Bank for Investment and Development of Vietnam

-
o

China 1,957,057 1,427,801
Germany 536,820 477,054
Brazil 251,14 175,098
South Korea 235,151 124,554
Japan 161,597 124,463
Japan 141171 119,056
India 55,714 32,129
Russia 53,284 28,409
Mexico 34,151 17,985
Vietnam 30,680 20,714

3,456,738 2,547,264

Source: NDB annual reports

Figure 2: Sources of external finance for purchases of fixed assets by firm size, 2006-14'"

Fixed asset purchases financed, %

Bank

Trade credit Equity Other

M Small firms (<20) B Medium firms (20-99)

Source: Calculations for 123 countries, based on Enterprise Surveys (database), International
Finance Corporation and World Bank, Washington, DC, http://www.enterprisesurveys.org.

Note: The figure shows the average percentage of purchases of fixed assets that was financed
from specific external sources—banks, trade credit, equity, and other sources—as opposed to

internal sources. Equity finance includes owners’ contribution or new equity share issues (not
retained earnings, which are counted as internal sources of finance). The “other” category of
external financing includes issues of new debt, nonbank financial institutions, money lenders,

family, and friends. Firm size is defined based on the number of employees. Calculations of the

average for each firm size use sampling weights.

B Large firms (100+)
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B: An overview of the state of development finance resources

Given that domestic banking systems — including publicly
oriented actors — are so important, it is unfortunate that so
little research is focused on this critical subject. The World
Bank's survey of public development banks, which is the most
comprehensive effort to draw together what is known about
them, concluded that, “"despite their size and importance, little
is known about [public development banks]".'® In addition,
data on the scale of not for profit financial institutions,
including co-operatives, in developing countries as a whole
does not appear to be available, but one review found that

in “...emerging markets, the share of cooperative banks

is generally lower [than in Europe], but there are several
countries where they play a non-negligible role.""”

The second major source of financing for domestic private
investment is the reinvestment of earnings by companies.
Again, state-owned enterprises often play an important
role here. In many countries, reinvestment of earnings is
the largest source of private investment. For example, a
study of data from India over a 15-year period found that:
“nearly b4 per cent of the new financing, on average, is
funded by internal savings, while external funds contribute
only 46 per cent."?® As we saw for the banking sector, there
is often considerable state involvement. UNCTAD estimates,
for example, that in developing and transition countries,
more than 40 of the top 100 non-financial multinational
corporations are state-owned.?'

Despite the prominence given to capital markets and
capital market-related actors in much current discourse,
they have tended to play a smaller role than banks, and
become important only in later stages of development.
Capital markets tend to be weak sources of financing

in developing countries as a whole. Bond markets for
company bonds are very shallow in developing countries
—they represent only around 5 per cent of GDP even for
middle-income countries.?? Government ‘sovereign’ bonds
predominate in the bond markets, but they were still only
equivalent to 30 per cent of GDP in middle-income countries
in 2010.% Stock market size tends to correlate with
development: poorer countries have weaker stock markets.
In 2010 for example, “"the depth of equity markets in high-
income countries stood at nearly 60 per cent of GDP, while
in middle-income countries and lower-income countries it
stood at only 28 per cent and 20 per cent respectively."?
Though the World Bank has promoted capital market
development, their flagship report recognised that the
poorer a country is, the less capital markets have to offer.?®

Institutional investors such as pension and insurance
funds tend to be far smaller in size in developing countries
compared to developed countries, and as Figure 3 shows
hold very low levels of assets as a share of GDP in low-
income countries.

8 Financing for development and the SDGs

Figure 3: Institutional investor assets by country income
group, 2000-112

Fixed asset purchases financed, %

Bank Trade credit Equity Other

M Small firms (< 20) Medium firms (20-99) M Large firms (100+)

Source: Calculations for 123 countries, based on Enterprise Surveys (database), International
Finance Corporation and World Bank, Washington, DC, http://www.enterprisesurveys.org.
Note: The figure shows the average percentage of purchases of fixed assets that was financed
from specific external sources—banks, trade credit, equity, and other sources—as opposed to
internal sources. Equity finance includes owners’ contribution or new equity share issues (not
retained earnings, which are counted as internal sources of finance). The “other” category of
external financing includes issues of new debt, nonbank financial institutions, money lenders,
family, and friends. Firm size is defined based on the number of employees. Calculations of the
average for each firm size use sampling weights.

International private capital flows are far smaller in scale
than domestic private investment. For example, FDIl as a
share of developing country GDP was 2.4 per cent in 2003,
rose to 3.2 per cent in 2008, and fell again after the financial
crisis to 2.1 per cent in 2012.%7 Foreign direct investment

is foreign investment where the investor is thought to take
an active interest in the management of the company -
normally assumed when they own 10 per cent or more of
the company. It is made up of three elements: equity capital,
reinvested earnings and intra-company loans. Other private
flows (see below) are smaller, more volatile, and - in net
terms — often negative for developing countries.

There are costs and benefits to foreign direct investment,
and development impacts can vary significantly, meaning
that attracting foreign direct investment should never be the
goal. The issue is how to attract the right kind of investment,
and manage it to gain development benefits. While FDI
dropped after the global financial crisis, then recovered but
fell again significantly in 2016, as the Inter-Agency Task Force
on Financing for Development notes, it “has tended to be
more stable and longer-term than the other types of cross-
border finance”. However, “there are significant differences in
the quantity and quality of foreign direct investment inflows
accruing to different regions and countries,” and “foreign
direct investment flows to LDCsand small island developing
states [are] concentrated in extractives industries, where
their development impact is limited."?® In addition, developing
countries lose a consistently large proportion of GDP to
investors repatriating profits from FDI — over two per cent of
total GDP between 2005 and 2012, for example.?
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There are three aspects to FDI's’s contribution to
development that are all important for developing countries
to manage. First, the extent to which FDI represents new
finance for productive capacity can be low, as mergers and
acquisitions can make up a significant percentage of the
total. Second, FDI can have a positive or negative effect

on domestic investment — in other words it may ‘crowd in’
or ‘crowd out’ additional investment. Third, the extent to
which FDI results in technology transfer, learning and other
beneficial effects on the local economy — such as growth of
local suppliers to FDI firms — varies greatly.

Other international private capital flows - portfolio
investment and bank lending — have proven short-term,
extremely volatile and a financial drain from developing
countries in recent years. Figure 4 shows the trends
between 2000 and 2016, highlighting that net private
financial flows turned negative in 2014. Portfolio investment
includes both purchases and sales of stocks and shares,
and hence reflects the extent to which foreign investors
increased their holdings in developing country equities.

It tends to be shorter term, and can be highly volatile,
meaning in some years it can represent a net inflow for
developing countries, and in other years a net outflow. The
UN estimates that portfolio investment has been a negative
net flow for five of the past ten years for which data is
available.®® It is important to note, as the Inter-Agency Task
Force report does,®" that these flows are primarily driven
by institutional investors, confirming that capital markets
and capital market actors should be treated with caution as
financing sources for developing countries.

‘Other investment’ has been a negative flow for the last six
years,*” and is mainly made up of ‘international bank claims’
—in other words the net total of how much foreign banks
owe or are owed in developing countries, plus what is owed
in the domestic banking system of foreign currencies. The
volatility of this flow emphasises how developing countries
can be vulnerable to external factors, as "bank flows

have demonstrated particularly high volatility, reflecting
deleveraging by a number of international banks since the
financial crisis."®

The volatility of short-term international private
investment is often driven by external factors, making it
even more difficult for developing countries to manage.
As the Inter-Agency Task Force report summarises, “to
date, private international capital flows have been subject
to volatility, driven by trends in the global economy and by
short-term investment horizons.”** For example, the main
explanatory factors for the switch in net private capital
flows noted above are external: a collapse in commodity
prices in 2015, alongside “monetary conditions and interest
rates in major advanced economies and the strength of the
dollar.”** The central role of the dollar exacerbates this trend
by magnifying the global importance of US policy, and is
discussed further in Section C.

Figure 4: Cross-border net financial flows to developing countries and economies in transition, 2000 -2016 ($billions)®

800
= TOtal net flows
600 - = Direct investment
400 | R cherﬂows
including
cross-border
200 | bank loans
0 - — Portfolio
investment
-200 -
-400 -
-600

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Source: IMF World Economic Outlook database, October 2016, and UN/DESA calculations.
Note: The composition of countries is based on the country classification located in the statistical annex of the United Nations World

Economic Situation and Prospects.
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External private borrowing, and hence debt, has increased
in recent years, which increases macroeconomic risks for
developing countries even further. Overall external debt
levels in developing countries increased from US$1.8 trillion
in 2000°%7 to US$6.9 trillion in 2016,% as shown in Figure 5.
According to the World Bank, “the composition of external
long-term debt stock, viewed from the borrower perspective
was unchanged, with public and publicly guaranteed debt
accounting for 51 per cent and private non-guaranteed debt
49 per cent, a consistent pattern over the past five years."%’

Figure 5: External debt stock of developing countries
2010-16 (US$ billions)

8,000
1Ll
- gHN

2,000

2010 2011 2012 2013 2014 2015 2016

Short-term debt Private non-guaranteed M Public and publicly guaranteed

(including IMF)

Source: World Bank Debtor Reporting System.

The volatile nature of much international private capital,
and the fact that it is often driven by external factors,
means that it is centrally important for developing
countries to protect themselves from external shocks
transmitted through the international financial system.
However, doing this has had very high costs for developing
country governments. As we will see in Section C,
developing countries have been lending to developed
countries on an enormous scale, to build reserves to protect
themselves against future crises. This is a significant use of
domestic public resources, which could be far better used

if the international system had effective ways of preventing
and managing crises.

10 Financing for development and the SDGs

These increasingly high costs fall onto developing
countries because of failings in the international
governance system, which we will explore in Section D.

In particular, the fact that developing countries remain
reluctant to use IMF financing and accept the policy change
conditions attached — which can prove controversial and
significant —=*° means that countries have turned to self-
insurance to play this role instead. This trend to significantly
increase reserves to avoid having to turn to the IMF was
given significant impetus by the perceived failure of the IMF
in the East Asian crisis at the end of the last century.”

All these points underscore why domestic strategies for
managing private investment are critical for ensuring high
quality investment and protecting against risk, yet such
strategies have not been the focus of most discussion of
private investment at the international level. Successful
developing countries have directed domestic investment into
productive sectors, while carefully managing international
private finance. The focus of discussion should therefore

be on how to support developing countries to do this,
including by reinvigorating interest in banking systems and
national development banks, shifting the focus away from
capital markets, and reducing emphasis on multilateral
development banks and the bilateral development finance
institutions (DFls) controlled by developed countries which
have been the centre of discussion at international level.

As we shall see in Section C, it would also mean changing
global rules on trade, tax, investment and debt in order

to allow developing countries the policy space to manage
private investment — both domestic and foreign — effectively.

Developed countries could support developing countries
to manage these flows by implementing significant
improvements to transparency standards that affect
international private investment. This would be very
important for improving oversight and regulation of the
financial sector, as discussed in Section C, reducing
international tax avoidance and evasion, as discussed

in Sections B2 and C, and for improving transparency of
donor-backed projects and blended finance instruments, as
discussed in sections B2 and D.

In addition, there are an increasing number of international
standard-setting mechanisms that are supposed to influence
the quality of cross-border private financial flows, but as yet
enforcement mechanisms are very weak. A recent review

of 14 leading responsible financing standards mechanisms
sponsored by international institutions, including the UN, OECD
and World Bank Group, showed they all relied on voluntary
compliance mechanisms, apart from the Performance
Standards of the International Finance Corporation (IFC, the
private sector lending arm of the World Bank Group) which,
however, only apply to projects the IFC funds.*? Furthermore,
weaknesses were identified with each initiative, with
limitations in either the actors or issues covered.
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B2: Public finance

Domestic public finance is a major development resource,
but the revenue bases and tax collecting capacity of
developing countries — particularly in low-income
countries — are more limited than developed countries.
Upper middle-income countries tend to raise consistently
more than other categories of developing country, raising
over 20 per cent of GDP as government revenue in total in
2011, compared to lower middle-income and lower-income
countries, which managed less than 15 per cent.”® However,
the gap between different categories of country is to an
important extent structural. This is why, according to a
thorough review of the evidence, "the tax share in GDP of
today’s developing countries looks very similar to what it
did a century ago in the now-developed economies of the
world.”* As one study points out, the reasons for this are
all linked to the facts of development: poorer countries have
large informal sectors that are hard to tax, and tend to have
weaker institutions.*® The issue of weak institutions has
sometimes been reduced to issues of the technical capacity
of revenue authorities, but in fact goes far beyond that,
including, “...fragmented polities, and a lack of transparency
due to weak news media,” for example.*®

Due to difficulties in collecting other sources of revenue,
trade taxes are particularly important in lower-

income countries, but their ability to collect these has
been curtailed through interaction with international
institutions. The reason that lower-income countries tend
to rely more on trade taxes, as Figure 6 shows, is that these
are relatively easy to collect, and because other revenue
sources, particularly income tax, tend to be small owing
to the large informal sector and the difficulties of levying
income tax on populations with very low levels of income.
However, during the 1990s conditionalities from the IMF
and Word Bank promoted a significant shift away from
trade taxes in favour of VAT.*’ In addition, international
trade negotiations and trade treaties also seek to reduce
trade taxes. This is not to suggest that trade taxes should
be higher in developing countries, but rather that they

are an essential policy option, and one which Nobel
laureate Joseph Stiglitz and others have suggested do not
necessarily have the negative consequences that the IMF
and others have claimed.“®

Figure 6: Income taxes versus trade taxes, for countries with different levels of income*’
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on the x-axis (as of 1999) for countries that were high-, middle-, or low-income in 2000.
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Given that corporate taxation plays a key role in
developing countries’ revenue bases, tackling the
significant tax losses to multinational tax avoidance and
evasion is particularly important. Corporate taxes account
for 21 per cent of developing countries’ tax take, compared
with only 11 per cent in developed countries (see Figure 7),

helping to compensate for the difficulties in raising other
taxes noted above. The use of offshore financial centres,
intra-company operations within multinational corporations
and financial secrecy allow multinationals to transfer
financial resources out of developing countries.

Figure 7: Composition of government revenues®
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The scale of the problem is, by its nature, impossible to
quantify precisely, but all available figures suggest there is

a significant loss of resources by developing countries, both
in terms of lost resources for investment or consumption
expenditure, and lost tax revenues. For example the Report
of the High Level Panel on lllicit Financial Flows from Africa
found that the "amount lost annually by Africa through illicit
financial flows is ... likely to exceed US$50 billion by a significant
amount.”® UNCTAD found, “an estimated US$100 billion
annual tax revenue loss for developing countries is related
to inward investment stocks directly linked to offshore
investment hubs"' — only one aspect of the problem of tax
losses through opaque multinational corporate structures.
Tax losses to money already transferred to offshore financial
centres have been estimated at US$190 billion per year.’? The
IMF estimates that around US$200 billion in revenue is lost
to developing countries annually because of the ‘spillover’
effects of tax policies in other countries.®®

GComposition of tax component only
Share of total taxes (%)

Income tax component

@ Corporate income tax International
. trade
Personal income tax
@ Goods and services [ Others

revenues” includes grants (these are very small, at 1.5 per cent of total government revenues in developing economies). In the right-hand graph, income taxes
(corporate and personal) reflect the IMF category “taxes on income, profit and capital gains” (“payable by corporations and other enterprises” and “payable by
individuals”). The residual category “others” includes taxes on payroll and workforce, taxes on property and other taxes. Data with (*) subject to very limited
coverage. Full details on data sources and methods provided in annex I.
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In addition, the ‘race to the bottom’ on tax incentives,
driven by international tax competition, is eroding the
corporate income tax base in many developing countries.
For example, ActionAid estimates that statutory corporate
tax exemptions alone cost developing countries US$138
billion per year.*® However a report by the IMF, OECD, World
Bank and UN found that, “tax incentives generally rank low
in investment climate surveys in low-income countries, and
there are many examples in which they are reported to be
redundant - that is, investment would have been undertaken
even without them."®®

Another IMF study found that domestic “taxation is not a
significant driver for the location of foreign firms in sub-
Saharan Africa, while other investment climate factors, such
as infrastructure, human capital and institutions, are."®’

In other words, public investment is a far more important
driver of longer-term FDI than lower domestic taxes, but this
investment is itself harmed by lower tax revenues. However,
as we shall see in Sections C and D, international rule
setting on tax, and the lack of participation of developing
countries, facilitates rather than suppresses this problem.

There are significant public resource shortfalls for basic
services and social protection, particularly inLDCs, which
are partly caused by low tax bases, and tax losses due

to tax competition, tax avoidance and evasion. Public
expenditure is vital for delivering basic social services,
including health and education for all. However the range
of public goods that require public expenditure is broader
than this. The 2030 Agenda for Sustainable Development
includes the provision of social protection ‘floors’ (minimum
expenditure levels), including pensions, unemployment

and disability payments, for example. As the Inter-Agency
Task Force report notes, “financing social protection
generally comes from the budget: thus tax revenues are
first and foremost the basis of financing.” These shortfalls
have gendered implications, as women's health needs and
socially constructed caring roles mean they are particularly
reliant on public services and social protection.

In addition, the infrastructure ‘investment gap’ is primarily
due to these shortfalls in public finance. In developing
countries, “three quarters of infrastructure is financed by
the public sector.”® This has been the case historically, and
will continue to be the case in future as many infrastructure
investments, particularly in low-income countries, are not
profit-making propositions, or are too high risk for private
investors. In China, for example, one study found that,
“almost all infrastructure financing is undertaken by the
public sector, with private financing as a proportion of GDP
close to zero."

While private finance is vitally important for development,
it is a mistake to suggest that it can be a substitute

for these shortfalls in public expenditure, including in
infrastructure. In fact, as we have seen, insufficient public
expenditure is a significant barrier for investment. As the
Inter-Agency Task Force putit, “... public investments in
basic infrastructure, health and education and many other
areas provide the preconditions without which markets
cannot function.”®® This is why the push by the World Bank
Group and others to increase the use of public-private
partnerships (PPPs) in infrastructure has been misguided:
too often there is no revenue stream to repay the private
sector investment, so the repayments are made by the
government. PPPs have too often proved expensive, and
because they can be used to keep government expenditures
off-budget, have resulted in hidden debts.*!

Borrowing is one strategy to increase public resource
mobilisation, but increases debt risks, which have been
rising over the past few years. Public external borrowing
has increased in recent years, but rises in GDP mean the
external debt stock to GDP ratio had fallen until 2011, when
it started rising again. Short-term debt has also been
increasing as a share of the total.® Annual debt service

on external debt has risen to US$575 billion.®® The nature

of developing country debt has also changed significantly,
with an increasingly high percentage borrowed from private
sources, domestic as well as external.®* This commercial
debt has higher interest rates and can prove difficult to
restructure rapidly if it becomes unsustainable, for example
when a crisis hits.

In addition, domestic borrowing from domestic capital
markets, banks and other sources has been increasing
overall, though it varies between countries. According to the
IMF, “domestic public debt increased from 14 to 19 per cent

of GDP from 2007 to 2014 [in emerging markets], compared
to a stable ratio of 13 per cent of GDP for the average low-
income country.”® The implications of rising levels of public
debt and the shift towards borrowing from private sources are
increased risks of debt crises, which are explored in Section C.

International transfers of resources to developing
countries in the form of ODA and climate finance, designed
to help fill these gaps, have proved far less than promised.
ODA doubled in real terms, from US$71 billion in 2000 to
US$143 billion in 2016, but ODA as a percentage of GNI

rose from 0.22 per cent for OECD Development Assistance
Committee (DAC) members to 0.32 per cent over the same
period, less than half of the UN target of 0.7 per cent.®
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In addition, the OECD DAC definition of ODA allows for a
significant portion of the money to be spent in the donor
country itself. This issue has hit the headlines in recent
years because of a spike in one category of in-donor ODA
expenditure: costs associated with the arrival of refugees.
As the OECD DAC notes, "between 2015 and 2016, ODA for
in-donor refugee costs rose by 27.5 per cent in real terms,
from US$12.1 billion to US$15.4 billion, and its share of total
net ODA increased from 9.2 per cent to 10.8 per cent.”’

Country Programmable Aid is a subset of ODA, which the
OECD DAC has designed to be, “much closer to capturing the
flows of aid that go to the partner countries than the
concept of ODA."®8 Country Programmable Aid stood at just
US$103 billion in 2015, the last year for which figures are
currently available.*

Promises to provide US$100 billion annually in new

and additional climate finance appear to have resulted

in little additional public finance transfer. In 2009, at

the Copenhagen UNFCCC summit, developed countries
committed to “... a goal of mobilising jointly US$100 billion
dollars a year by 2020 to address the needs of developing
countries”’? from a mix of sources. The OECD estimated that
bilateral public climate finance was around US$23 billion
per year in 2013 and 2014, but that 84 per cent of this was
accounted for by ODA.”

In countries where ODA is a significant resource, it can have
a major economic impact on the extent to which it supports
successful national strategies, but too much ‘upward
accountability’ to donors often undermines this objective.
ODA is a major addition to domestic resources in many low-
income countries. In 2010, for example, it represented more
than 10 per cent of GDP in 37 countries.”? Perhaps the best
example of the problem of upward accountability is in the
current discussion about the use of ODA to support private
investment. In broad terms, international development
cooperation has three main impacts on private investment,
each damaged by the tendency for upwards accountability
to donors:

1. Spending power to procure goods and services. There is
significant potential for a "double dividend' from ODA if
more could be spent in the recipient country, boosting
demand for goods and services from local suppliers.
However, the potential for this double dividend is damaged
by the continued practice of many countries of ‘tying’

ODA - using it to support firms from the donor country.
Development actors have long been committed to untying
aid, starting with a recommendation from the OECD

DAC in 2001, and reinforced by successive international
agreements including the Addis Ababa Action Agenda.”
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However, in 2015, 16.5 per cent of aid within the scope of
the DAC's 2001 recommendation was still tied — almost
US$5 billion.” In reality, the levels of tying may be much
higher than reported, as the majority of bilateral aid
falls outside the scope of the DAC's recommendation,
and much ODA reported as untied may still be tied in
practice, through informal barriers that prevent firms
outside the donor country from competing. Of the aid
contracts reported to the OECD DAC in 2014 that fell
under the scope of the DAC recommendation on untying,
46 per cent by value were awarded to firms in the donor
country.”® In addition, tying aid dilutes the sustainable
development focus of ODA, and increases the costs of
projects by an estimated 15-30 per cent.”

. Impacts on economic growth of investments in public goods.

As we have seen ODA, which supports investment in

public goods and services such as health, education,
water, sanitation and infrastructure, can help stimulate
private investment, which depends on the provision of
these goods. This has long been a traditional focus of ODA.
However, the current switch by many donors away from
these modalities towards the use of ODA for subsidies to
businesses (known as ‘blending’ in donor parlance) is likely
to reduce the amount available for public investments:
there is an opportunity cost to such a switch.””

. Subsidies to businesses. Though the above two impacts

of ODA on private investment are arguably the most
important, it is this third that is dominating discussion

in many international forums. The use of subsidies to
promote private investment in key sectors can be a tool of
industrial policy, but needs to be carefully managed within
a national strategic framework, as discussed above.

However, evidence suggests that the promotion of
subsidies (or ‘blending’, ‘catalysing’ or ‘leveraging’)

by donors will result in greater use of their own
development finance institutions, which have not
traditionally been integrated into national strategies.
This brings an increased risk that decisions will be tied
to the interests or perspectives of the donor country. For
example, a recent study of the European Union’'s blending
projects found that four main development banks used
to implement projects were all European, including

two bilaterals, the European Investment Bank and the
European Bank for Reconstruction and Development.’®
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In addition to an increased risk of tying, the promotion
of ‘blending’ - the use of ODA to subsidise private
investments — has significant opportunity costs, and
carries significant development risks that need to be
recognised. The most obvious opportunity cost is that
blending is a mechanism better suited to middle-income
rather than low-income countries, and is not well suited
to sectors or regions where commercial returns are

low, such as the provision of public services.”” This also
means it is difficult to imagine blended finance making an
important contribution to the ‘leave no-one behind’ agenda
that underpins the SDGs.2° The UN Secretary General

has previously elegantly summarised the various risks
and problems with blending when reporting to the UN's
Development Cooperation Forum:

“Lack of clarity about additionality and purpose; limited
influence of donors and recipients on investment design

and implementation, diminished transparency and
accountability, misalignment of private sector and country
priorities, danger of increased debt burden; inattention

to small- and medium-sized enterprises; the opportunity
cost incurred when use of public money to mobilise

private resources does not have the same or a larger
development impact than if it had been devoted directly to a
developmental purpose; and the risks of misappropriation.”’

Improving the quality of aid through implementing
internationally agreed aid effectiveness principles should
once again become a key focus of ODA reform, including
through reforms to technical assistance, which should
focus on becoming demand-driven. Commitments to
improve the effectiveness of aid have been set out in detail
and agreed at the international level at a series of summits
in Paris, Accra and Busan, and most recently discussed

at a High Level Meeting of the Global Partnership for
Effective Development Cooperation in Kenya in 2016. Though
progress has been made, the monitoring report for this
meeting® showed that there is still a lot of work to do, and
this agenda needs to be re-energised.

In addition to the issue of untying aid raised above, one key
area for reform would be the use of ODA to support capacity
development through technical assistance (also known as
technical cooperation). At the Accra High Level Forum on
Aid Effectiveness in 2008, aid providers agreed that their,
“support for capacity development will be demand-driven
and designed to support country ownership.”® This was
partly in response to a series of critical reports by civil
society organisations® and the OECD DAC.®°

Since then, little attention has been paid to this critical aid
modality, despite it accounting for a significant proportion of
ODA, particularly in certain countries. A recent study found
that, “In 2014, Germany, France and Japan...channelled 54
per cent, 41 per cent and 33 per cent respectively, of their
real bilateral assistance into [technical cooperation].”®

The findings of this study led the chair of the Reality of Aid
global network of CSOs to conclude that, “..to date it seems
that technical cooperation remains largely insulated from
donors’ efforts to improve the quality and effectiveness

of their aid, largely ignoring the principles of democratic
ownership and partnership.”®’

A recommitment to putting aid effectiveness back at the
centre of the debate where it belongs could begin with a
commitment to genuinely untie all ODA, and the launch of
a renewed drive to make sure that technical assistance
becomes truly demand-driven.
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As we have seen, the financial resources available to developing countries and how they can be used
are constrained by the position of developing countries within the international monetary, financial and

economic systems, to which we will now turn.

International monetary system

Since the collapse of the Bretton Woods system in the
1970s, the international monetary system has been prone
to significant swings in exchange rates. The current
international monetary framework is not really a ‘system’

at all; it has evolved haphazardly since the collapse of the
Bretton Woods system. Though exchange rates are often
described as ‘freely floating', there are in practice a wide
variety of different arrangements in place. Some countries
peg their currencies to a hard currency such as the dollar

or a basket of currencies, but this means of course that

their macroeconomic framework follows that of another
country. This can build up significant problems, as Argentina
discovered at the beginning of this century. In reality, the size
of the foreign exchange market, which dwarfs global GDP,
means that government efforts to manage exchange rates
can always come unstuck.

This has meant that exchange rates can be volatile, which can
be very damaging for developing countries. Figure 8 below
shows IMF estimates of exchange rate volatility in the decades
leading up to the financial crises. This level of volatility creates
significant risks, particularly for the poorest countries, making
macroeconomic planning difficult and adversely affecting
investments. Investments that could be profitable with stable
exchange rates may become unprofitable when risks are
accounted for, or may be avoided by risk-averse investors.
Exchange rate volatility also increases debt and balance of
payments risks, as devaluations increase the cost of servicing
foreign debts and make imports more expensive.
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Persistent trade imbalances make the system more
unstable. Risks have altered in recent years. The slowdown
in world trade and the collapse in commodity prices,

which we will discuss later, have contributed to developing
countries switching from a consistent current account
surplus in recent years to a deficit in 2015, which reached
close to US$100 billion in 2016.87 This contributes to the
rising debt levels that we will discuss later, as this deficit

is normally financed by capital imports: by borrowed
money. Globally, current account imbalances remain at
relatively high levels of GDP, though lower than the peak that
contributed to the global financial crisis. The composition of
the imbalances has shifted as shown in Figure 9.
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Figure 9: Current account balances 2002-16 (% GDP)?°
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The fact that the dollar is the global reserve currency
exacerbates these problems. The dollar’'s central role
allows the US to borrow cheaply and continue borrowing
indefinitely, as it can always ‘print more dollars’. This
means that American monetary and fiscal policy decisions
impact on the rest of the world. For example, the recent
appreciation of the dollar has a significant impact on
commodity exporters as, "most commodities are priced

in dollars and most commodity contracts are settled in
dollars.””" In addition, there can be enormous systemic risks
arising from the dollar’s position.

The huge scale of borrowing by the US government,
financed in large part by China and other emerging
countries eager to buy US securities to build their reserves
in the decade before the global crisis, allowed the US
government to maintain low interest rates, fuelling the
disastrous private sector borrowing bubble that was one of
the key causes of the crisis.

The global monetary system therefore has significant
impacts on macroeconomic stability in developing countries,
as well as determining underlying incentives for international
private capital flows. Further risks to macroeconomic
stability and impacts on capital allocation arise from the
global financial system, to which we will now turn.

Global financial system

At the request of the G20, the Financial Stability Board
and related institutions have, since the global financial
crisis, coordinated a wide-ranging package of financial
sector reforms. These have included work on bank capital
requirements (‘Basel lll'), financial sector compensation,
over the counter derivatives, resolution mechanisms for
insolvent financial institutions, and regulation of shadow
banking institutions.”” The reforms have had significant
impacts on the global financial sector, in particular by
increasing the amount of capital that banks are required to
hold, and increasing the proportion of this capital compared
to the amount they lend.”®

However it is not clear that the reforms have fixed
underlying problems, and the risk of further financial

and economic crises remains high. The non-bank financial
sector — which is very lightly regulated — continues to grow.
As the Financial Stability Board (FSB) notes, "non-bank
financial intermediation, including by insurance companies
and pension funds, has grown in several advanced
economies....and [emerging market and developing
economies] since the crisis, and now represents more
than 40 per cent of total financial system assets.””* The FSB
has a "narrow measure” of shadow banking, focusing on
activities “that may give rise to financial stability risks.” This
“grew 3.2 per cent to US$34 trillion in 2015... equivalent to
69 per cent of GDP” of the 27 jurisdictions studied.”

Efforts to fix 'too big to fail' banks have focused on
improving their ability to shoulder losses, and on regulators’
mechanisms for resolving insolvencies to prevent problems
of one institution (or several) spreading around the system.”
However, IMF staff have estimated that, "the balance

sheet size of the world's largest banks at least doubled,

and in some cases quadrupled, over the ten years prior

to the financial crisis... [and] their size has been relatively
stable since."”” This is problematic, as the same paper

notes that large banks have “lower capital, fragile funding,
more market-based activities, and more organisational
complexity” than smaller banks.”®

Finally, as we have seen, private debt levels have risen to
record levels: the global debt of the non-financial sector

stood at 225 per cent of global GDP in 2015, two thirds of
which were private sector liabilities.””
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As the FSBnotes, “... the financial crisis has slowed down,
but not reversed, the long-term trend toward higher
global financial integration,”'® and developing countries
have become increasingly vulnerable to external financial
markets and actors. Private capital flows to developing
countries have been driven by the external economic
situation and policies of other countries —in particular

low interest rates and quantitative easing policies in the
developed world, which has encouraged capital to flow to
developing countries in search of higher yields. At the same
time, there has been a “significant increase in the presence
of foreign investors and lenders in domestic financial
markets of [developing countries] as well as the presence of
their residents in international financial markets, rendering
them highly vulnerable to global boom-bust cycles
generated by policy shifts in major financial centres.””!

The monetary policies used in response to the crisis have
also created issues for financial markets, which may cause
significant problems in the future. For example, they have
pushed the interest rate for government debts into negative
territory, affecting the pension funds that buy most of these
assets. This may be one reason why so much attention has
recently focused on how to help such actors invest more

in developing countries. However, as we have seen, this
strategy does not have a strong development rationale,
particularly for low-income countries, and would connect
developing countries even further to unstable international
capital markets.

Developing countries have been transferring funds to
developed countries on an enormous scale, to build
reserves and protect themselves against future crises
arising from the global monetary and financial system.
This has largely taken the form of buying assets in
developed countries and, “in the first quarter of 2016, 64
per cent of official reported reserves were held in assets
denominated in US dollars”'® It is a misconception that
this is driven only by a small number of large developing
countries: the phenomenon has been widespread. For
example, 16 developing countries, including three low-
income countries, invested more than five per cent of their
GDP in building reserves between 2011 and 2012.1%
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It is clear that efforts to reform the global monetary and
financial system must have far higher ambitions if the
risk of another major global or regional crisis is to be
averted. In the aftermath of the global financial crisis there
were numerous calls for a ‘Bretton Woods 2’ conference

to redesign the system to prevent global crises in the
future. This would still be merited, but the political will
generated by the last crisis did not prove sufficient, and

it may unfortunately take another crisis before sufficient
momentum gathers behind an ambitious global redesign of
the monetary and financial system.

In the meantime, progress can be made across a

range of issues, including through the UN’s Financing

for Development process, as set out in Section E. It is
clear, from the perspective of developing countries, that
international efforts to reduce the risks caused by global
financial markets are extremely important, which is why
itis so important to reform the governance of the FSB and
related institutions so that they take all countries’ interests
into account and end the dominance of existing financial
centres in rule-setting (see Section D).

Reforms that help developing countries better protect
themselves from destabilising private capital flows should
be promoted. Countries such as China and India have relied
heavily on strict capital controls — which regulate both
capital inflows and outflows. Emerging economies used the
G20 to shift the IMF's position on this issue,'’ so that it now
accepts that free movement of capital is not the desired
end-point, and that capital controls can be a useful part of
their policy toolkit.

In addition to supporting developing countries to take a
more active approach in managing their capital account

to prevent destabilising financial flows and promote

longer term investment, additional resources could be
created to bolster their reserves, increasing their ability to
protect themselves while reducing the fiscal cost of these
measures. The UN has already put such a proposal on the
table, suggesting a form of global ‘quantitative easing’ with
the annual issuance of new Special Drawing Rights (SDRs, a
kind of global reserve asset issued at the IMF), which would
then be allocated to developing countries. The UN proposes
that new SDRs would be allocated each year, with US$100-
167 billion going annually to developing countries.'®
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Sovereign debt crises

Sovereign debt crises continue to be a major feature of
the international system, with debilitating effects on the
countries that experience them. Since the 1950s, there
have been more than 600 cases where unsustainable
sovereign debt has had to be restructured.’®

Debt risks have been rising in developing countries, and
the possibility of a wave of sovereign debt defaults has
increased significantly. Thanks to economic growth and
international debt relief initiatives, developing country debt
levels had previously fallen, but have increased significantly
since the global financial crisis. On average, sovereign debt
as a share of GDP in emerging markets and developing
countries has increased by 12 percentage points since 2007,
and by 2016 these economies on average had government
debt equivalent to 47 per cent of GDP.'”

In September 2017, the IMF assessed only 11 out of 67 low-
income countries to be at low risk of debt distress, while 30
would breach critical thresholds if there were an external
shock, 20 will breach them under the IMF's baseline
scenario, and six are already in debt distress. A recent study
found that 116 developing countries breach one, several or
all major debt sustainability indicator thresholds.'%®

The nature of developing country debt has also changed
significantly, with an increasingly high percentage
borrowed from private sources, external as well as
domestic.””” This commercial debt has higher interest
rates and can prove difficult to restructure if it becomes
unsustainable, for example when a crisis hits.

Debt levels are also reaching record highs globally.

As we have noted, the global debt of the non-financial sector
stood at 225 per cent of global GDP in 2015."% As the FSB
has noted, “robust growth in bond market issuance, induced
by a decline in yields over the past years [see graph below]
has pushed the amount of outstanding debt securities to
record levels."™

Trade and investment rules

Trade growth has slowed markedly since the global
financial crisis, and is now in a period of decline. There
was a 10 per cent fall in value terms in 2015, and again
in 2016, affecting all regions."? The IMF points to the
slowdown in investment growth as a key factor, while the
trade slump also contributes to reduced investment,'
showing how financing for development is closely linked to
trade issues.

‘Free’ trade agreements (FTAs) concluded outside the World
Trade Organization also increasingly include measures

that go well beyond trade tariffs, in particular reducing

or ‘harmonising’ regulation in order to facilitate foreign
investment. Free trade agreements also often include entire
chapters concerning conditions and protections for foreign
investment, which have attracted considerable criticism

for constraining policy space in signatory countries. This is
reflected in the Addis Ababa Action Agenda, (AAAA) which
commits governments to designing “trade and investment
agreements with appropriate safeguards so as not to constrain
domestic policies and regulation in the public interest.”"™

The global production and trading system has major
impacts on developing countries’ economies, in particular
by making many low-income countries highly dependent
on the volatile price of commodities. As the Inter-Agency
Task Force report notes, “...the rise of global value chains...
requires specialised production capabilities at a demanding
level of quality and quantity...which largely confine least
developed countries’ participation in value chains to
upstream activities such as raw material provision.”"® Many
LDCsremain heavily dependent on commodities, and hence
are vulnerable to volatile commodity prices. Commodity
prices collapsed in 2015, wiping out the gains of the
previous decade.'"®

In addition to creating major macroeconomic volatility,
including of the exchange rate, and significantly impacting
on investment levels," this has an obvious major impact

on public resources. Falls in tax revenues associated with
declining export volumes (particularly for LDCs which, as we
have noted, are likely to be more dependent on trade taxes),
and losses associated with balance of payment problems
can result in far reduced protections against further shocks.
For example, according to the IMF, “there were seven
commodity exporters with reserve levels of less than three
months of prospective imports in 2014, a number set to
reach 15 (out of 26) by end 2016,"""® making these countries
extremely vulnerable to crises as they are perilously close
to being unable to finance imports in the near future.
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C: An analysis of key systemic issues

Improving market access for developing countries to
developed countries, particularly LDCs, is important,

but is a limited financing strategy for countries trying to
break out of commodity dependence. The Addis Ababa
Action Agenda gives the example of fishery subsidies that
encourage over-fishing globally, including in developing
countries’ waters. Fisheries are important for both
livelihoods and nutrition across the developing world,"?

and the scale of global over-fishing makes this an issue of
global importance. Progress towards eliminating all harmful
subsidies would be welcome. However, LDCs already have
tariff-free access for the vast majority of their exports — 90
per cent by value in 2014 for example'® — though UNCTAD
estimates that non-tariff barriers are “substantial” on
typical least developed country exports.’?’ The volatility and
low value added of commodity exports explains why, even at
the peak of the commodity boom, LDCs' share of total global
exports reached only 1.1 per cent.'?

For developing countries to make use of trade to help
finance their development, they need significant ‘policy
space’ to tailor trade rules to support their industrial
strategy, and to suit their own particular circumstances.
Economies that have developed rapidly have historically
made use of strategic ‘protectionist’ trade policies to
support the growth of their industrial sector — which has
been a key motor for rapid development in almost every
country in the world — with liberalisation being undertaken
when strategically sensible.'?®

In addition, as already noted, given limited tax bases,

trade taxes are often an important source of revenue: for
example UNCTAD estimates that trade taxes account for

an average of 25 per cent of government revenue in sub-
Saharan Africa.”” This is why developed country positions
on trade negotiations, which normally see liberalisation

on both sides as the key endpoint, are mistaken and are
likely to reduce rather than increase trading opportunities,
insofar as they damage developing countries’ opportunities
for development. For example, UNCTAD estimated that, if
Cape Verde were to liberalise tariffs in line with a trade
agreement it was negotiating in 2011 with the EU, it would
lead to a 16 per cent drop in overall government revenue.'?®

Unfortunately, existing trade rules often place significant
limits on policy space, denying developing countries

the policies that have proved successful in the past.

For example, the WTO does not allow companies to apply
subsidies linked to sourcing domestically, or on export
performance. Meanwhile, the proliferation of bilateral trade
and investment agreements restrict the use of procurement
and competition policy to promote domestic industries, and
the increasing power of investor-state dispute provisions in
these treaties gives multinationals the power to challenge
governments’ efforts to promote domestic industry. 2
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Developing countries have, for the most part, resisted
developed country efforts to use the WTO to further limit
their policy space, but this is an ongoing issue, with the
digital economy emerging as a key battleground. For
example, the intergovernmental organisation of developing
countries, the South Centre, has raised serious concerns
about the United States’ WTO submission on e-commerce,
many elements of which have received support from the EU
and Japan. The submission can be seen as a major effort,
driven by the interests of large technology companies, to
force open markets in developing countries.'”’

Finally, many trade and investment treaties have been
criticised for affecting developing countries’ policy choices
in a broad set of areas that reach well beyond trade

tariffs. As one analysis of trends in trade agreements put

it, these include “regulatory harmonisation, investment and
competition policy and intellectual property rights,”’?® all of
which are critical aspects of developing countries’ strategies.

International tax cooperation

The ineffectiveness of international tax cooperation
efforts means that, globally, countries are encouraged

to compete with each other, including in ways that erode
the tax revenue of other countries. This is often called the
‘race to the bottom’, and adds to the problems of revenue
losses caused by tax avoidance and tax evasion described in
Section B.

Many countries are using harmful tax practices, including
special deals with multinationals, which erode the

tax base of other countries. Harmful tax practices can
help multinational corporations avoid paying the official
corporate income tax rate in the countries where they do
business. These practices include providing ‘patent boxes’
and other generous tax incentives, often cemented through
secret tax deals between governments and corporations.

Developing countries have also been encouraged to grant
multinationals tax incentives that significantly erode

the corporate income tax base, without commensurate
benefits in terms of investment. As noted, ActionAid
estimates that statutory corporate tax exemptions alone
cost developing countries US$138 billion per year,'?’

while the evidence that these are important for attracting
investment is weak.

Tax treaties between developed and developing countries
may also reduce tax rates in developing countries

without necessarily leading to increased investment. IMF
researchers note, “one estimate, for instance, is that treaties
with the Netherlands led to foregone revenue for developing
countries of at least EUR 770 million in 2011."3% An
extensive review of the evidence of the impact of tax treaties
found that, “evidence about positive effects of tax treaties on
the volume of FDI is, at best, inconclusive."™



D: Can the global economic governance system deliver?

There are an enormous variety of international institutions
that create rules or set standards in the financial

and economic sector, but coordination between them
remains ad hoc. The United Nations Economic and Social
Council (Ecosoc), established by the UN Charter™? in

1946, was intended to be the coordination mechanism

for global economic institutions. It also has the power to
convene conferences and submit conventions and other
recommendations to the General Assembly. However, Ecosoc
has not proved to be as powerful as its sister organisation,
the Security Council, and most of the more powerful
institutions under its mandate,'* including the IMF and World
Bank, have in practice operated as autonomous agencies.

In addition, there are a number of important bodies that fall
outside the UN system, in particular the WTO.

The Financial Stability Board, also outside the UN system,
brings together a number of other standard setting bodies.”*
The G20 was upgraded to a heads of state meeting in 2009
to bring greater coordination to the global response to the
crisis. However, despite an expanding work programme, it
suffers from having no standing secretariat, meaning that
each year its agenda is determined by the host country, and
implementation falls to other existing agencies.

Given the major problems of the global economic, financial
and monetary systems highlighted above, it is clear that this
fragmented architecture makes coordinated and significant
reform more difficult, which is why the UN's commission of
experts on reforms of the international and monetary system
sensibly proposed the G20 be replaced by a Global Economic
Coordination Council elected by all members of the UN.

The number of important economic governance
institutions where all developing countries can
participate on an equal footing is very limited. Universal
membership and ‘one member one vote’ applies to

many UN bodies, such as the United Nations Industrial
Development Organisation (UNIDO), with policymaking
bodies elected by the membership.”®® However, a number
of bodies, in particular the World Bank Group and the IMF,
have a constituency system that limits developing countries’
representation. As Figure 10 below shows, developed
countries maintain the vast majority of voting shares

at these institutions, which is particularly problematic
given that the impacts of any decisions made occur
overwhelmingly in developing countries.

Figure 10: Share of voting rights at IFls of developing countries, 2000 -2016 (%)'¢
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D: Can the global economic governance system deliver?

Developing country governments are excluded almost
entirely from a number of important institutions. For
example, the OECD has taken on a major role in standard
setting on international tax issues, but its 35 country
membership contains only two developing countries: Turkey
and Mexico, which are both upper-middle income countries.”’
Developing countries have been encouraged to join the
OECD's Inclusive Framework, but this requires a membership
fee and a commitment to implementing the Base Erosion and
Profit Shifting (BEPS) standard, which was negotiated without
the full participation of developing countries.

More worryingly, this skews decision-making on tax towards
many of the countries that are intimately linked to the
problems of tax avoidance and evasion. For example, the
Financial Secrecy Index list contains 12 jurisdictions that
are OECD members or territories linked to OECD members
in its top 25."%® Similarly, the Financial Stability Board's
membership is comprised of G20 countries plus smaller
countries that are problematic financial centres, including
Switzerland, Singapore and the Netherlands.” In addition,
several important institutions including the International
Accounting Standards Board and the credit ratings agencies
are private bodies.

It is neither possible nor desirable for all issues to be
decided at a global level, however there are several issues
where the lack of global governance has major negative
consequences for developing countries. For example, the
international community has largely given up on efforts to
help commodity producers stabilise their export income
and capture a greater share of the global value chain. The
collapse of the International Coffee Agreement in the mid-
1980s led to producer countries’ share of total income from
coffee sales plunging from around half to just 10 per cent,
and it has not recovered since.'*?

Two issues stand out both for their importance,

and because they have been integral to Financing

for Development discussions: the need for an
intergovernmental body on tax, and a sovereign debt
workout mechanism. An intergovernmental body on tax to
provide a platform for international tax cooperation was
centrally important to negotiations in Addis Ababa in 2015,
and was the main demand of the G77 group of developing
countries, but a minority of developed nations blocked it.'*

22 Financing for development and the SDGs

Political commitments were made to prevent debt

crises or resolve them quickly where prevention failed
at the three Financing for Development conferences in
Monterrey, Doha and Addis, and important progress has
been made at the UN on defining the scope of the task.
These commitments include promoting responsible lending
and borrowing, producing better data and assessments
of debt and debt sustainability, and protecting developing
countries against litigation by predatory vulture funds.

In recent years, UN bodies have significantly stepped up
efforts to prepare the ground for an effective and fair debt
workout mechanism:

e In 2015, UNCTAD released its Roadmap and Guide for
Sovereign Debt Workouts, which establishes principles for
debt workouts and proposes a Debt Workout Institution.'*?

* In 2014, the UN General Assembly passed a Resolution that
mandated an ad hoc committee to negotiate a multilateral
legal framework for sovereign debt restructurings.'

« In 2015, the UN General Assembly adopted Basic Principles
on Sovereign Debt Restructuring Processes,'* which built
on principles defined earlier by UNCTAD. The Resolution
also contains a mandate for a follow-up process.

Finally, public transparency is weak in many international
financial institutions. One important initiative that

would apply to both public and private actors is the Open
Contracting Global Principles, which were developed

by the Open Contracting Partnership in October 2013 in
consultation with governments, the private sector and civil
society organisations. In practical terms, transparency
includes full disclosure of contracts and of pre-studies, bid
documents and performance evaluations, among others.
They correctly argue that the proactive disclosure of
documents and information relating to public contracting,
including public-private partnerships, is key to enabling
“meaningful understanding, effective monitoring, efficient
performance and accountability for outcomes”.“® The
public arms of the World Bank Group have shown that a
transparency policy based on the presumption of disclosure
of all documents with limited exceptions can work.'*



E: Conclusions and recommendations

Itis clear from the above analysis that, from the perspective
of national level policymakers in developing countries,
different sources of financing are interlinked, and the use of
each source is constrained by global economic issues and
rules. Therefore the most useful frame of reference when
thinking about reforms should be the national level: the

key question is how to help developing countries adopt the
policies that best suit their circumstances so they can chart
their own paths to prosperity.

This recognition is at the heart of the Addis Ababa Action
Agenda, which says that, “cohesive nationally owned
sustainable development strategies, supported by
integrated national financing frameworks, will be at the
heart of our efforts.”’*’ It is also central to the means of
implementation for the SDGs, which commits governments
to “respect each country’s policy space and leadership to
establish and implement policies for poverty eradication
and sustainable development."'*8

Itis also clear that reforms will need to be ambitious both
because of the scale of the issues identified above, and
because of the high level of ambition of the SDGs.

Using the same structure as the paper, we will

now summarise the key conclusions and suggest
recommendations that are aimed at policymakers in
developed countries, focusing on how they can support
changes at the international level to enhance the policy
space of developing countries, and change their own policies
to improve opportunities for developing countries. Where
the proposed reforms may have a medium-term time
horizon, practical next steps have also been identified.

Private finance — supporting development strategies
and reducing vulnerability

Domestic finance, both public and private, will continue
to provide the lion's share of investment, while foreign
investment needs to be strategically managed to support
this and ensure knowledge transfer. Ensuring that
investment is directed to productive uses and aligned

to a coherent national strategy is the key challenge for
developing country policymakers. To support developing
countries to pursue such strategies, in the short term,
developed country policymakers could:

« Shift the focus of donor discussions towards supporting
national development banks, and recognise the risks,
limitations and opportunity costs of blended financing
mechanisms.

+ Commit to implementing open contracting principles in
publicly controlled entities and support their adoption
across the private sector, as a key step towards ensuring
that foreign investors can be effectively held accountable.

We have seen in recent decades that developing countries
have become deeply integrated into the global financial
system: this makes them more vulnerable to crises caused
by external factors than ever before. Supporting developing
countries’ efforts to protect themselves from the volatility
and crisis risks of international capital flows should be the
primary focus of international discussions, while initiatives
that involve increasing developing countries’ integration into
the global financial system should be treated with caution.
Important steps that developed countries could take to
support this agenda include:

« Support developing countries’ use of capital controls
and capital account regulation as a fundamental policy
tool to protect countries from destabilising international
capital movements, and agree to the removal of any
obstacles to these important policies from all trade and
investment agreements.

» Practical next steps would include funding a full
review, led by experts from the global South, of trade
agreements and investment treaties to identify all
areas where they may limit developing countries’
ability to prevent and manage crises, regulate capital
flows, protect human rights and ensure sustainable
development. This could be funded as a contribution to
the next Financing for Development forum by a single
donor country, or a grouping, and overseen by a multi-
stakeholder steering group.

» Support the idea that the next Financing for Development
conference should focus on deeper reforms to help
create a more stable global monetary and financial
system. This could be kicked off by funding the UN to
develop a full plan for how their proposals to issue
new international reserve assets and allocate these to
developing countries could be implemented.

» Recognise that proposals to further integrate developing
countries into global financial markets, such as through
shifting institutional investors’ funding towards
infrastructure, come with significant risks attached, and
that private financing options may entail risks for the
public purse.

« Practical next steps could begin by persuading the World
Bank Group to refrain from promoting public-private
partnerships, and instead support developing countries to
objectively compare the public borrowing option, or other
alternatives, to the true costs and benefits of a public-
private partnership (PPP) over the lifetime of a project,
taking into account the full fiscal implications over the long
term and the risk comparison of each option.
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E: Conclusions and recommendations

Public finance - filling the finance gap with stable, predictable funding

The main source of finance to help developing countries
increase and improve basic services, social protection,
environmental protection, infrastructure and other vital
public investments will always be domestic tax revenues,
which is why it is critically important to stop the tax
avoidance, evasion and tax competition that is undermining
tax collection.

« Longer-term work towards a fairer international tax
system could be kicked off by undertaking a rigorous
study, jointly with developing countries, of the merits, risks
and feasibility of more fundamental alternatives to the
current international tax system, such as unitary taxation,
with special attention paid to the likely impact of these
alternatives on developing countries.

* Inthe shorter term, the EU currently has the chance to be
a leading player in transparency to prevent tax avoidance
and evasion by:

— Implementing effectively its commitment to publicly
accessible registries of the beneficial owners of
companies, in the context of the revised Anti-Money
Laundering Directive, and extending this to all trusts
and similar legal structures in the future.

— Adopting full country by country reporting for all
large companies, and ensuring that this information
is publicly available in an open data format that is
machine readable and centralised in a public registry.
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Low-income countries in particular face severe domestic
public financing shortfalls owing to low tax bases, and
would benefit if the international public finance they
received were increased to promised levels, was not tied to
donor priorities, and became more predictable. Developed
countries should:

« Setout clear timetables for meeting their 0.7 per cent
Overseas Development Assistance commitment, with
sufficient resources directed to LDCs and lower-middle
income countries where public financing needs are greater.

» Push the OECD DAC to undertake a process leading to the
untying of all Overseas Development Assistance both in
policy and in practice, and calling for all revisions to the
rules on Overseas Development Assistance to be driven
by development effectiveness principles.

« Agree to stop counting in-donor costs against the 0.7 per
cent commitment, and seek to ensure as much Overseas
Development Assistance as possible can be programmed
by developing countries to support their priorities, using
Country Programmable Aid as a benchmark.

* Meet climate financing commitments by providing public
climate finance that is not double counted as Overseas
Development Assistance, but instead is adequate, new
and additional.

« Support demand-driven capacity development, including
by pledging the finance necessary to support developing
country capacity building plans, in a way that is fully
untied, predictable, coordinated and channeled through a
host country managed fund.

» Longer-term efforts to increase the scale of public fiscal
transfers to developing countries could be helped by
reinvigorating plans for the mobilisation of innovative
public finance to contribute to filling the public financing
gap, including through the introduction of a financial
transactions tax, with revenues committed to financing
international sustainable development.



E: Conclusions and recommendations

Improving global rules to allow more policy space
for developing countries

Itis clear that a host of developed country economic policies
—including trade, tax and monetary policies — have major
impacts on financing for development: the ‘policy coherence
for development’ (PCD) agenda remains as relevant as ever.
This agenda means ensuring that all government policies
align with development objectives, including the SDGs.
Policy coherence for development is also in the interests

of developed countries who would benefit from a more
prosperous, stable world. Important steps that developed
countries could make include:

» Recognise that existing rules and agreements often
undermine policy coherence for development.

* Practical next steps could include funding a full review,
led by experts from the global South, of all intellectual
property rights regimes’ impacts on developing countries
through FTAss, to identify any adverse impacts on public
health, the environment and technology development,
among other areas. This could be funded as a
contribution to the next Financing for Development forum
by a single donor country, or a grouping, and overseen by
a multi-stakeholder steering group.

* Move to a different approach to negotiating bilateral
or regional treaties with developing countries. For
example, if negotiating or renegotiating tax treaties with
developing countries, governments could:

— Conduct and publish a comprehensive impact
assessment to analyse the impact on the developing
country and ensure that negative impacts are avoided.

— Fully respect source country rights to tax the profits
generated by business activities in their countries,
and stop reducing withholding tax rates.

— Ensure full transparency around every step of treaty
negotiations.

+ Change domestic laws and policies to support policy
coherence for development, for example by following the
lead of the UK, Ireland, France and Belgium in enacting
laws to stop vulture funds from undermining debt
restructuring processes.

Reforming global economic governance to increase
the influence of developing countries

The system of global economic governance is not working
well enough to deliver the SDGs, in large part because
developing countries often have a limited role in, or are
excluded from, decision-making. Supporting the G77 to lead
a push for major reforms before or at the next UN Financing
for Development conference will be critically important.
Reforms that are of paramount importance are:

* The establishment of an intergovernmental tax body
under the auspices of the UN with the aim of ensuring
developing countries can participate equally in the global
reform of international tax rules. This should become the
main forum for international cooperation in tax matters
and related transparency issues. The tax body should be
adequately funded and allow full access to observers,
including civil society and parliamentarians. One of the
key priorities of the commission should be to negotiate
and adopt an international convention on tax cooperation
and related transparency.

» The creation of a Debt Workout Institution within the
UN system, independent of creditors and debtors, to
facilitate debt restructuring processes.

* The Reform of voting at the International Financial
Institutions, primarily extending the use of double
majority voting at the IMF — requiring relevant majorities
of both votes and countries for all decisions.

» Practical next steps could include implementing
genuine equality in voting shares between borrowing
and non-borrowing countries at the World Bank Group
in the next round of reform, as a first step towards more
significant reform.

» Setting up a process to establish a Global Economic
Coordination Council at the UN to assess developments
and provide leadership on economic issues while taking
into account social, human rights and ecological factors.

« Single countries can also contribute to progress, for
example by:

— Supporting UN leadership on improving debt resolution
by mobilising long term funding for the UN agencies
that are undertaking the crucial work in this area.

— Mobilising independent, long term, predictable funding
to support developing countries to develop their own
proposals for global governance reform.
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