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Recent years have witnessed fundamental changes in
global realities and in our perceptions and interpretations
of these realities. This also applies to the concepts of de-
velopment and finance.

Take the case of development first. In its beginnings in
the late 1940s, development was primarily seen as a state-
led process of catching-up, which was concerned with ac-
celerating economic progress in the poorer, the so-called
‘developing’ nations so as to narrow the gap between
them and the ‘developed’ countries. It was expected that
growth would trickle down, and in due course, lead to a
better life for all.

By now, this notion of development has changed sig-
nificantly. In fact, it has been expanded to take into ac-
count the lessons learned from past experience. The chal-
lenge of catching-up remains, and given the growing in-
equity in income distribution globally and nationally, it
has, in many instances, even become more urgent than
five decades ago. But development is no longer seen as a
straight, simple line leading from lower to higher levels of
growth and—quasi automatically—on to enhanced well-
being. Development today is increasingly perceived as a
challenge of combining the three concerns of growth, hu-
man development and environmental sustainability into
an integrated policy of sustainable human development
(SHD). And that challenge exists in all countries, ‘devel-
oping’ and ‘developed’, rendering this distinction in ef-
fect, quite obsolete. In addition, development is no longer
just a state-led process. Economic and political liberaliza-
tion have ushered in a multi-actor world in which policy-
making, and hence development, have become tripartite
endeavours, involving people and civil society organiza-
tions, business and the state. Moreover, there is growing
recognition that as a result of increased openness and
globalization many policy outcomes can no longer be
achieved through domestic action alone but require inter-
national, cross-border cooperation. 

The concept of finance has undergone a no less dra-
matic re-orientation. Just like development, finance was a
highly state-managed process during the first three
decades of the post-World War II era. Yet, beginning in
the mid-1970s, with the collapse of the Bretton Woods
system of fixed exchange rates, this system of managed
resource allocations was progressively dismantled and re-
placed by a more market-oriented financing system. In
fact, financial markets have expanded at such a rapid pace
that some analysts are now raising the question of
whether they have become too powerful, binding the
hands of policy makers and leading—rather than serv-
ing—the real economy. Financial liberalization has also
deeply affected the functioning of public finance. The

production of many formerly state-provided goods and
services was privatized. Fiscal prudence and restraint
emerged as a dominant concern. And the use of market-
based mechanisms such as, for example, user fees has be-
come widespread even within the domain of public fi-
nance itself.

It appears that the notion of development and that of
finance have embarked on two different policy trajecto-
ries. ‘Development’ has moved towards a reconciliation
of economic, social and environmental concerns. It calls
for efficiency and equity, and for an adequate provision of
private and public goods. Yet ‘finance’ has moved to-
wards stressing the market mechanism, and with it, con-
cerns of private returns and income expansion.

The question thus is how well development and fi-
nance are matched: Does finance support development?
Or does it fail to do so? If indeed the match is not perfect,
what could be done to achieve a better alignment?
Clearly, in today’s globalizing, multi-actor world, the so-
lution cannot be to return to the capital controls of the
past; nor can it be to cut back our development expecta-
tions to economic growth alone. The strains on the global
social fabric and on the world’s eco-systems are too high
to ignore concerns of equity and environmental sustain-
ability. But what is the way forward?

The purpose of this paper is to help in this search for a
possible new paradigm of development finance that more
optimally combines financial liberalization with sustain-
able human development concerns. No doubt, there is
considerable debate today about a new international fi-
nancial architecture. While critically important to the is-
sue under discussion here, this debate is limited to inter-
national financial markets with little discussion of public
finance issues. 

The paper is structured in three main parts. In part I,
we will review the evolution of the system of develop-
ment finance during the past 50 years. Three main eras
can be seen: the period of wide-spread financial planning
and state-control, which lasted until the early 1970s; the
subsequent era of financial liberalization, which lasted
until the mid/late 1990s; and as this paper submits, the
now emerging third phase of embedded financial liberal-
ization. Against this background, part II examines a large
array of concrete financial reform proposals. They ad-
dress three sets of issues: making financial markets work
better for development; adjusting the role of public fi-
nance to today’s realities and development expectations;
and as a part of the public-finance debate, the special is-
sue of reforming international development cooperation,
aid as well as the financing of international public goods.
Part III concludes the debate.
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In many developing countries investment has tradition-
ally depended on self-saving, meaning that savers and in-
vestors are identical. People without savings, who
needed credit to boost consumption or to invest, had to
rely on personal contacts within their local communities.
Traditional financial markets were highly isolated and
constrained. Not surprisingly, thus, to break out of these
constraints of self-financing was perceived as a major
challenge of development in its early, post-World War II
days. 

1. Phase One:
Financial Planning

In the absence of well-functioning financial markets, and
because mainstream thinking at the time did not trust
markets to do the development job well, states themselves
often assumed the task of financial intermediation. De-
velopment planning was complemented by financial
planning.  

Besides direct and indirect taxes and large public in-
vestment programmes, the panoply of policy instruments
used for this purpose included such strategies as the con-
trol of interest rates, foreign exchange rates and foreign-
capital movements, as well as barriers to entry into the
banking sector, and credit rationing. The latter set of mea-
sures served a dual purpose. They allowed governments
to steer investments; and they helped to raise revenue. 

Development assistance, or aid, was an integral part
of this system of financial planning. It was intended to fill
the gap between the developing country’s total resource
requirements and the resources it was able to mobilize on
its own, domestically or through foreign private borrow-
ing, if any. Aimed at supporting an annual growth rate of
about 3 %, the appropriate level of official development
assistance was calculated as 0.7 % of the donor countries’
gross national product (GNP). Although never met, this
target has ever since been upheld as a norm. When the
failure of the trickle-down theory of growth was realized,
aid was refocused and turned into a targeted means for
helping the poor and other disadvantaged groups, particu-
larly women and children. 

It was in the early 1970s that attention was drawn to the
costs and inefficiencies of using development resources in
a planned, state-controlled and state-managed way. Be-
sides serving as a means of payments and a store of value,
money ought to be seen—and treated—as a commodity, a
tradable good, to be bought and sold in markets. 

It was this widened perspective on money that al-
lowed the advocates of financial liberalization to charac-
terize the early system as financial ‘repression’, and to
make a persuasive case for financial liberalization. 

2. Phase Two:
Financial Liberalization

The literature on development, including that on develop-
ment economics, has tended to treat finance, if at all, then
just as a ‘poor relative’ of development. And with a few
exceptions only, finance experts have treated develop-
ment in a similar way. This has not changed much until to-
day.

Not surprisingly, thus, the first-generation approach to
financial liberalization, which covered the period from
the early 1970s to the late 1990s, has suffered from a seri-
ous lack in institutional support, because well-function-
ing institutions are a result of development, often quite
lengthy development. Yet financial liberalization has, in
many instances, been conceived and practiced as a simple
mirror image of financial repression. The key steps have
typically been: the freeing of official interest rates; priva-
tization of public financial institutions and the promotion
of competition in the financial-services sector; the elimi-
nation of directed credit; and the removal of foreign ex-
change controls. 

According to its proponents, financial liberalization
allows a more varied and specialized intermediation be-
tween savers and borrowers, using a multitude of institu-
tions, instruments and products, facilitating a freer flow
of money to where it can be invested best, i.e. with the
highest risk-adjusted rates of return. Just as in other mar-
kets, the ‘invisible hand’ of the financial markets is ex-
pected to know how to match supply and demand effi-
ciently. Hence, more productive use will be made of
available investment resources. 

These claims have engendered a rich series of studies
on whether and to what extent financial liberalization has
been able to deliver on its promises. Of course, the proof
is difficult, because of the multi-dimensional nature of the
process, and because countries have followed different
paths and time schedules. Interpreting the data with all
necessary caution, a number of studies find positive links
between select dimensions of financial liberalization and
market development, on the one hand, and economic
growth, on the other hand. But many studies also point to
serious negative impact. For example, they mention the
slowing of economic growth since the 1970s, compared
to the ‘golden age’ of the 1950s and 1960s. Increased fi-
nancial volatility and crisis-proneness of financial mar-
kets is another ‘bad’ associated with financial liberaliza-
tion; and so are more pronounced biases in lending to-
wards the short-term, large-scale, urban and information-
rich investors, which have contributed to increased in-
equity in the distribution of income and wealth. 

Thus, just as the system of financial planning, finan-
cial liberalization has not been able to deliver all satisfac-
tory results, neither in terms of market efficiency and
growth, nor in terms of other, social and environmental
dimensions of development.

I. THE EVOLUTION OF DEVELOPMENT FINANCE:
AN OVERVIEW OF THE PAST 50 YEARS 
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3. Phase Three:
Embedded Financial Liberalization

Especially the phenomenon of excessive financial volatil-
ity has attracted considerable academic and political at-
tention in recent times. 

Yet while the wheels of private finance have been
churning ever faster during the past two decades, govern-
ments have often been preoccupied with withdrawing
from their traditional role in finance and development.
They have focused on the removal of controls, rather than
as yet re-regulation, and on privatization of state enter-
prises, reduction of budget deficits and debt overhangs,
rather than on pro-active support for markets to promote
economic growth, and beyond that, sustainable human
development. In many instances, civil society organiza-
tions and other community groups have stepped into this
void. 

Despite these efforts and the attention accorded to fi-
nancial markets in recent years, the vast majority of the
world’s population still remains cut off from financial ser-
vices or is compelled to rely on traditional sources of
money lending. According to estimates of Women’s World
Banking, a civil society organization working in the area
of micro-finance, over 500 million of the world’s eco-
nomically active people run micro- and small enterprises.
But fewer than 2 % of them have access to financial ser-
vices other than moneylenders.   

Recommendations:

Both its critics and its ardent advocates now agree that
financial liberalization must entail much more than
just deregulation: 

■ It requires a large amount of re-regulation and a
whole set of new organizational entities and mecha-
nisms, including new financial agencies and new ex-
pertise in policy design, analysis, implementation and
monitoring. Like any other markets, efficient financial
markets need supporting institutions, public and pri-
vate—from the rule of law and an independent judi-
ciary, to standards of financial prudence and their ef-
fective supervision, and credit rating agencies.
■ The message coming out loud and clear is the need
to embed financial markets into a supportive institu-
tional framework. This means first and foremost the
creation of synergies between the state and the market,
public and private finance. 
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Graph 1 Public and Private Investment in Developing
Countries as a Percent of GDP, 1970-1997

Source:Pfeffermann,G.,G.Kisunko and M.Sumlinski (1999),Trends in
Private Investment in Developing Countries and Perceived Obstacles
to Doing Business—Statistics for 1970-1997, IFC Discussion Paper
No.37,Washington DC: International Finance Corporation
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By now it should be clear that in this paper we look at
finance as a sub-system of development. No country, de-
veloped or least developed, can do without thinking about
its finance system—and developing it progressively so
that finance can indeed serve and support the overall
process of development. Furthermore, in virtually all
countries we are witnessing an active private sector and
civil society. Clearly, the trend is towards encouraging
private initiative and empowering people, rather than
having the state ‘do’ development for them. The days of
top-down, centrally planned development have ended.
The preference now seems to be for subsidiarity, granting
private initiative priority over state intervention. These
trends do not just reflect a political mood swing. They are
supported by past development achievements, notably
gains in human development. Hence, they can be ex-
pected to be quite durable. And therefore, we will also in
our analysis here look at markets first and then examine
what supportive, complementary role the state ought to
take on.

1. Making Financial Markets Work for All 

Four issues figure prominently in the present mainstream
debate on financial markets: preventing and managing fi-
nancial crises, or put differently, ensuring enhanced sta-
bility of financial markets; promoting market depth; facil-
itating market integration; and reducing information
asymmetries. Ensuring enhanced market efficiency is the
overriding concern. It is rare to find a debate about whom
financial markets serve—or fail to serve. To learn about
this aspect, one has to turn from the literature on formal fi-
nancial markets to that on informal micro-finance, hous-
ing mortgages, pension reform, health insurance and
other related issues. 

Managing financial crises—with a human face

Financial instability can be very costly—for individual fi-
nancial institutions, for the public budget, for the lives of
affected people, the overall development of the crisis
country, and even for the world as a whole. In some in-
stances, they have shaved off anything from more than
50% of GDP (as in Argentina in the early 1980s) to 18%
of GDP (as in Venezuela in the early 1990s). And in the
case of the East Asian crisis of the late 1990s, each of the
affected countries required bailout loans in the tens of bil-
lions of dollars. Because their effects often spread ran-
domly, crises clearly constitute a public ‘bad’. In today’s
world of openness, they even constitute a global public
bad. 

Many of the efforts undertaken to prevent, control and
manage the financial crises have so far been of a global
nature, centering in particular, around initiatives of the In-
ternational Monetary Fund (IMF). This is understandably
so, because the task at hand was typically one of address-
ing an acute problem. 

For a long time there has been little ‘social’ content in

this debate besides that enhanced financial efficiency it-
self would certainly benefit the poor and other less fortu-
nate groups, because it might improve the country’s over-
all economic prospects and reduce the poor’s risk of get-
ting caught in financial turmoil. Yet the high social costs
of the recent East Asian financial crisis have now
prompted a debate on ‘good social principles’ of manag-
ing financial crises. The expectation is that by agreeing on
such principles, and related policy practices ex ante, be-
fore a crisis occurs, the poor and other innocent by-
standers can be better protected against having to shoul-
der an unfair burden. There are two sides to this problem:
equitable burden sharing between foreign lenders and na-
tional borrowers, and between national borrowers and the
population at large. 

II. FINANCE FOR SUSTAINABLE HUMAN DEVELOPMENT 

Private Finance* Public Finance

Macro-economic policy

Market discipline
(e.g. rating agencies)

Public policy regimes
(rules, norms and standards)

Civil Society Organization (CSO)
spotlights and people`s votes

Market-support organisations
(independent judiciary, 
banking supervision, etc.)

Tax contributions

Incentive policies
(subsidies, taxes, etc.)

User fees and other
service charges

Social services and 
infrastructure

Graph 3 Borders in Flux—The Interlocking Spheres 
of Private and Public Finance

* Including finance-related activities of business,civil-society 
organizations and private households
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Prompted by this debate and growing political support
for debt relief, the IMF, World Bank and other bilateral
and multilateral donor agencies are now intensifying their
work on poverty issues. In addition, the International
Labour Organisation (ILO) has been invited to participate
in IMF deliberations. These changes are trendsetters.
They are likely also to enhance the awareness of national
financial authorities about social issues. 

Poverty and financial-market issues have never—at
least, not since a long time—been closer together than
they are now. Protecting the poor against the harsh conse-
quences of financial crises is a big, important step toward
enhanced compatibility between finance and develop-
ment. But what about the consensus to extend to them the
benefits of financial liberalization? 

Promoting market depth—and breadth

Market differentiation enhances competition among mar-
ket agents, instruments and products, and hence, effi-
ciency. Yet in many developing countries, banks still dom-
inate financial markets. Some experts therefore emphasize
the need to gradually develop bond and stock markets. By
contrast, the development of financial instruments and ser-
vices, which would respond to the financial needs and in-
terests of ‘ordinary’ people, especially lower-income
groups, have received much less attention. The question of
old-age security and the privatization of pension funds is
an exception. Demographic factors, such as the ageing of
societies, have compelled policy-makers the world over to
address this challenge. But other demographic and eco-
nomic factors have also changed people’s financial condi-
tions. For example, increased mobility has reduced their
ability to rely on friends and relatives in situations of need.
Privatization of social services, such as health, is calling
for new solidarity, or insurance, arrangements. And in-
creasing job insecurity also requires new types of insur-
ance, commercial or public, or at least, enhanced access to
financial services, savings and credit, to allow people to
better cope with periods of unemployment. 

People in industrial and developing countries have
growing needs for income smoothing. Yet many in the
North, and probably, a majority in the South, will not be
able to find an appropriate product, even if they could af-
ford it. Innovative financial products for the poor are seri-
ously under-researched and under-developed. The em-
phasis here is on ‘innovative’. Some schemes that were
initially introduced in developing countries have exacer-
bated, rather than ameliorated, disparities between the
rich and the poor, and urban and rural populations. The
many micro-credit projects that have been set up are a
case in point. By offering easier access to credit to the not-
so-poor (for understandable reasons of project sustain-
ability), they have at times led to an increase in the inter-
est rates the poorest of the poor have to pay to informal
moneylenders. Obviously, public action would be re-
quired to correct this undesirable outcome.     

Progress in terms of making financial markets more
responsive to people’s needs could yield many benefits.
Besides improving people’s financial security, it could
encourage savings, which, after all, are the main source of
investment in many developing countries. And it could

obviate some of the present need for public welfare and
social security programmes. Part of the public funds thus
freed could be invested in research and development
(R&D) for such new financial instruments. Instead of tak-
ing care of people, people could be enabled better to take
care of themselves.

Facilitating market integration—
and overcoming distance

Financial markets are increasingly integrated across bor-
ders. But many developing countries represent as-yet-to-
emerge markets. And the sharpest dividing lines probably
exist domestically, between informal and formal financial
markets. This lack of integration has a number of reasons.
One is the ‘home bias’of industrial-country investors, no-
tably pension funds. But this trend seems to be slowly
changing. According to some estimates, an additional $50
billion in terms of pension-fund money could annually be
flowing from North to South in about two decades. If de-
veloping countries were able to tap into this pool of funds,
all sides could gain: the developing countries would have
increased resources for investment; and Northern in-
vestors could gain from portfolio diversification. Yet in
order to tap these funds, countries have to improve their
capacity to borrow, which, in turn, depends on national
capacity-building and development. In today’s world the
key concept of development finance is no longer just
‘need’. 

Similar observations can be made with respect to do-
mestic market segmentation and the integration of do-
mestic market actors. But in this respect, probably more
so than in respect of international market integration, a
further factor matters: distance. 

Transaction-cost considerations discourage private fi-
nancial institutions from reaching out to rural areas, to
small and unknown customers, or to customers without
collateral. As a result, many potentially profitable pro-
jects fail to receive funding; and savings remain trapped
in illiquid, non-transferable and non-interest-bearing as-
sets. People deprived of financial services may become
dependent on public poverty alleviation programmes.
They not only fail to contribute to growth, but they also
place a burden on society. 

Financial liberalization has left this—highly ineffi-
cient—situation virtually untouched. The problem lies
on the side of public policy. Living in a rural area may
not be a matter of choice, but fate. Being female and hav-
ing no property rights, or only limited rights, are not free
choices either but discriminatory practices. Being born
into poverty and being able to save only modest amounts
or afford small loans is not a sign of particularly risky,
untrustworthy attitudes but often bad luck. In all these in-
stances public action could assist actors, who happen to
possess these market-unrelated characteristics, in re-
maining permanently barred from accessing formal fi-
nancial marketplace and the opportunities it offers—op-
portunities which greatly exceed those of the informal
markets. 
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Recommendations:

The literature on micro-finance suggests a number of
possible ways to correct such market-external, social
distortions—without interfering with the functioning
of the market itself:
■ One avenue is for public actors to support the cre-
ation of infrastructure needed for formal-market actors
to reach out. The suggested mechanisms range from
developing a system of postal banks, i.e. using an ex-
isting network to save transaction costs, to providing
incentives to commercial banks for down-scaling, or
supporting informal-sector institutions in up-scaling
and developing second-tier institutions. 

The intention behind all these suggestions is to over-
come distance. Not everybody can live in towns, nor
should they. But why should we expect people in rural 
areas, notably the poor, to pay for a well-balanced spatial
distribution of the population? Markets, including finan-
cial markets, should be public domains. This could be
achieved by equalizing the spatial relation between dif-
ferent groups of customers and their financial institu-
tions. 

Reducing information asymmetries—
and shedding light on the poor

Financial markets suffer from a large number of informa-
tion asymmetries and hence from problems of moral haz-
ard and adverse selection. For example, borrowers know
better than lenders whether they are willing to repay a
loan. Similarly, because they may be guided by social
stereotypes, lenders may reject projects of potentially
high return, contributing to sub-optimal resource alloca-
tion. The more information is available to market actors,
the lower their risks and transaction costs will be, and the
higher the likely returns. 

Information is so vital to financial-market actors that
an information market has developed to cater to their
needs. Private credit rating agencies are an important part
of that market. But for smaller actors, including poorer
countries, obtaining a rating or collecting information on
a potential business partner or buying market analyses
may be too costly a proposition and block them from par-
ticipating in financial markets. Publicly available and
easily accessible market information could make a differ-
ence to the ability of poorer actors to succeed in markets. 

Another key issue of information is enabling poor
people and as-yet-to-emerge markets to prove their cred-
itworthiness. As regards countries, assisting countries in
obtaining credit ratings might be a worthwhile cause and
save the country a multiple of the aid spent on such an ini-
tiative later on in terms of lower borrowing costs. Some
aid agencies, such as the United Nations Development
Programme (UNDP) have begun to offer assistance in
this area.

As regards poor people, affording them feasible op-
portunities to save is a first important step towards devel-
oping a financial history. But it depends on tackling the is-

sue of distance, discussed before. Various micro-finance
institutions, notably Accion International, have experi-
mented with progressive lending: if a poor borrower is
able to repay on time a loan, let us say, of 10 currency
units, she gains an entitlement to borrow 20 units next
time, 30 thereafter and so on. Major credit card compa-
nies, including American Express, follow much the same
approach. Group lending, as for example, pioneered by
the Grameen Bank of Bangladesh, is a further way for a
financial institution to deal with unfamiliar, asset-less
customers. As Accion International and others have
shown, these approaches can be reconciled with a hard-
nosed commercial approach to banking. They would be
even more manageable, if there were some modest public
support available for this purpose. 

Obviously, making financial markets work for all peo-
ple is a daunting challenge. It requires a double-embed-
ding of financial markets: one set of institutions for effi-
ciency, and another for equity. Private financial services
can—and do—contribute to this process through self-reg-
ulation and by realizing that 1.5 billion poor and another 1
to 2 billion not-so-poor are a market that cannot be ig-
nored. Civil society organizations and the poor them-
selves have also given important impetus towards
change, especially towards the progress in micro-finance.
But the main responsibility for creating the needed insti-
tutional support for financial markets, without doubt, lies
on the side of the state. Nobody else but governments can
ensure rule of law; governments have it in their hands to
include representatives of social and environmental con-
cerns into financial negotiations, especially inter-govern-
mental financial negotiations. 

Recommendations:

Most people do not have access to financial services,
even if they are good potential clients, and even if they
are the ones, like the poor, who could benefit most
from competitive interest rates for loans. How to
change this situation? 
Sure, markets are no instruments of social policy, espe-
cially not financial markets. The solution, therefore,
cannot lie in the markets. People have to arrive at the
market as more equal persons. This could, for exam-
ple, be achieved through such means as:
■ Granting all persons, male and female, equal legal
status and property rights;
■ Ensuring more equal access to education, financial
training and information;
■ Providing publicly supported  infrastructure to re-
duce the transaction costs of commercial financial ser-
vices for outreach to outlying, notably rural areas;
■ Facilitating through appropriate regulation and 
supervision as well as other means the up-scaling of
micro-finance institutions; 
■ Subsidizing ‘villagers’ coming to the market; 
■ Providing public support for the evaluation of
small-scale investment proposals in overcoming the
‘handicap’ of being able but to afford a modest loan;
■ Assigning social workers to commercial banks to
help the poor with forms and in building up a credit
history;
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■ Providing public support for financial intermedi-
aries to bundle—and unbundle—the credit needs of
micro-finance institutions and take them to the formal
financial markets;
■ Allocating aid for supporting as-yet-to-emerge
markets to obtain credit ratings.
As this list of measures shows, it is often not the mar-
ket that fails the poor but the state.

2. Adjusting the Role of Public Finance

Understandably, issues of financial markets and private
finance dominate the present debates on development fi-
nance. As graphs 1 and 2 show, the attention they capture
mirrors their importance in real life. At least so one might
think at first glance. Yet where the complement of public
policy and finance is lacking, development may easily go
astray. 

The reason for this increased crisis-proneness of our
lives appears to be an underprovision of public goods. But
recent trends have profoundly changed the nature of some
public goods and the provision strategies of others,
adding to the neglect of public goods confusion about
how best to address them. But according to standard eco-
nomic theory, public goods constitute one of the main ra-
tionales for state intervention. 

Re-stating the case of public policy 

Public goods are best defined by contrasting them to the
opposite, private goods. These are goods bought and sold
through the market. Private actors are prepared to reveal
their preferences for them, because private goods carry
with them clear property rights. They are excludable. And
fortunately so, because often they are also rivalrous in
consumption. For example, a loaf of bread can only be
eaten once.

Public goods, by contrast, tend to be non-rivalrous in
consumption and often also non-excludable. An example
is a traffic light: A person’s crossing a street on green does
not cause the green light to dim. Rather, if she crosses
safely, other pedestrians can conclude from that the traffic
rules are being obeyed. They can cross with even more
confidence than the first person. 

But few goods are actually purely public or purely pri-
vate. Often it is a matter of policy choice how private or
how public a good is. So far, health care and old-age secu-
rity were largely state-provided. However, as markets, and
notably financial markets become more developed, as
people become more educated and financially literate, and
as their opportunities for private savings increase (due to
increased wealth), the time may indeed be ripe to transfer
these responsibilities back into the private domain.

There exist different types of public goods: norms,
standards and other regimes; goods, such as roads, or
other infrastructure, which require lumpy initial invest-
ments too large or too risky to attract private investors;
and last but not least, the provision of incentives—or dis-
incentives, in the case of negative externalities—to en-

hance the motivation of private actors to contribute to-
wards agreed-upon, common goals.

None of these types of goods must necessarily be to-
tally state-provided. The private sector has its own norm
and standard-setting; and so do civil society organiza-
tions. Governments however have a monopoly of power
and enforcement. Roads, once constructed, can be handed
over to a private authority with the right to collect tolls.
Basic education and health services can be out-sourced,
as long as government ensures quality control. And the
purchasing power of individual consumers may be as
much an incentive for business as government taxes or
subsidies. This is what makes it so difficult in the present
multi-actor world to define the role of the state. Yet what
is clear is that it is increasingly the state’s regulatory
power and the incentives it offers to private actors that
matter most. States are increasingly withdrawing from
the direct ‘doing’, or production of goods and services.

Encouraging the private provision of public goods

Goods with large externalities, positive and negative,
constitute a well-known case of market failure. The rea-
son is that private actors do not include externalities in
their cost calculations. As a result, goods with high posi-
tive externalities tend to be under-supplied; and goods
with high negative externalities (public bads) tend to be
oversupplied. 

Recommendations:

The challenge of public incentive policies is to make
private interests better overlap with the community’s
concerns: 
■ For example, tax concessions for ‘clean’ technol-
ogy can prompt firms to switch from more to less pol-
luting equipment. The availability of subsidies could
encourage workers in ‘sunset industries’ to seek re-
training and maintain levels of competitiveness. Simi-
larly, governments could offer tax concessions to peo-
ple who take out private health insurance, a measure
which would add to financial market development and
promote human security. 
■ The list of possible incentives is long. However, it
is important to carefully assess each one in terms of its
economic desirability and technical feasibility. For ex-
ample, energy use can be reduced through tax mea-
sures or through tradable pollution permits. Each op-
tion has pros and cons; and the preferred course is not
always easy to identify. Also, it is important to deter-
mine who benefits: How do different population
groups prioritize public goods?

Clearly, effective incentive policies can attract large
amounts of private funding to projects with high social re-
turns, and conversely, discourage projects that would gen-
erate public bads. They also would allow governments to
get out of correcting bads down-stream: providing educa-
tion grants rather than building prisons; trading ‘goods for
guns’ rather than healing gun-shot wounds; preventing fi-
nancial crises rather than just alleviating poverty.  
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Recommendations:

There exists no integrated system of development fi-
nance today. Certainly, there are many pieces to the
puzzle. If finance is to better serve development, all
these elements have to be integrated into one system of
development finance. 
■ This integrated system should cover public and pri-
vate finance, domestic and foreign capital. Rather than
looking at each of these components as watertight—or
worse, conflicting—elements, they should act like in-
terlocking wheels in a watch, supportively nudging
each other towards enhanced efficiency and equity.
■ The ‘hooks’ to join the wheels could, as shown in
graph 3, be of many types. But essential is for each to
make sense—economic sense to business interested in
the bottom line; sustainability sense to environmental
advocates; life-cycle sense to the young and the old;
and political sense to governments.  
■ To work out the ‘right’ incentive structures, it is im-
portant to take a close look at the particular good or
service to be provided and financed: at the exact mix of
its public and private properties, at the expected pri-
vate returns of individual actors and those of society.
There are many projects with high positive externali-
ties, which are close to reaching private profitability
but are not fully there. It is on these projects that public
incentive policies should focus, so as to achieve a high-
leveraging, or multiplier, effect. Conversely, govern-
ments may want to discourage projects that have large
negative externalities but high private rates of return.
Financial disincentives could, in this case, easily per-
suade private actors to abandon such projects. 
■ Past development has turned more and more goods
into mixed goods with public and private benefits. No
actor alone can produce them as well as public-private
partnerships can. 

Responding to the fiscal squeeze

As we saw in section I, financial repression in many coun-
tries generated a considerable amount of revenue; and so
did trade restrictions. Liberalization swept these revenue
sources away. Other factors, too, have made it more diffi-
cult for governments to raise taxes, or to prevent tax eva-
sion: the growing number of transnational corporations,
electronic commerce, people’s enhanced mobility, as well
as the trend towards more informal employment. A fur-
ther complicating factor is tax competition among states
themselves. 

At the same time demands on public finance are in-
creasing. Openness and market-orientation require new
institutions; enterprises and workers have to adjust to
trade competition; market integration calls for adjust-
ments, not only in policies and legal norms, but also in in-
frastructure. Sustaining environmental quality calls for
research and development as well as new incentive struc-
tures. The emerging knowledge society demands new ap-
proaches to education. As mentioned before, financial
crises, too, can place major burdens on public budgets.
Add the debt burden and it becomes evident why so many
countries feel financially squeezed. 

The fiscal squeeze often poses a serious dilemma: to
run a deficit and be ‘punished’by the financial markets; or
to cut spending and run the risk of fraying the social fabric
and jeopardizing competitiveness.

Recommendations:

The way out could essentially be fourfold: 
■ to strengthen inter-governmental cooperation on
taxation issues so as to reduce the risk of tax compe-
tition among states; 
■ to re-order expenditure priorities (and a ‘favourite’
candidate here could be military expenditure which in
some countries is still extremely high); 
■ to explore new sources of revenue as an integral
part of the public-policy incentive scheme; 
■ or to promote the marketization of public services.    

But the message emanating from the literature is that
cost-sharing arrangements should be driven by policy ob-
jectives, not by considerations of resource mobilization,
lest equity suffer. Equity and efficiency losses are shown
to be endemic in the introduction of compulsory fees—
particularly when such reforms are applied to primary
and secondary schooling/health. This, because user fees
tend to be regressive. However, if they are designed in a
progressive fashion, they can help expand the coverage
of the service in question. For example, public hospitals
can offer ‘private beds’ against a surcharge, which ex-
ceeds the actual costs of a private room. Or, instead of
charging fees for tertiary education, a ‘graduation tax’
could be levied. 

If implemented without a proper rationale, all these
steps will look like petty bureaucratic measures. Yet when
considering the mixed, public-private nature of the goods
in question, they are often just the right response: forging
a public-private partnership where no actor alone could
achieve a better result. Public and private today are inter-
twined. 

3. Placing International Development 
Cooperation in the Financing Equation

The purpose of aid is to assist poor countries in their de-
velopment. If we accept this definition and then look at
the activities being today undertaken in the name of aid,
we realize that we crowd more than conventional aid into
the development assistance portfolio. A growing number
of ‘aid’activities concern global development challenges,
or global public goods, such as the risk of climate change,
the thinning of the ozone layer, preventing the spread of
diseases such as HIV/AIDS, or controlling financial
crises.

No discussion on development finance would be com-
plete without considering the role of aid and the question
of financing the new, expanded agenda of international
cooperation, notably the support for global public goods.
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Leveraging aid 

The literature on aid effectiveness is vast. But it is often
astonishingly silent about the role aid could play in assist-
ing recipient countries in moving out of aid dependency.
This, although aid is provided, because countries are in-
come-poor and unable to mobilize on their own all the re-
sources they need, domestically or internationally. Aid is
often used as a substitute of other funds rather than as a
means to help the country overcome its resource con-
straints.

Yet, it does not cost much to respect contract law or to
put in place other elements of an enabling environment
for private actors, such as, for example, an independent
judiciary. And hence, there is in most countries no reason
not to place the development of the system of finance on
top of the aid agenda. To do so is particularly urgent in
highly aid dependent countries.    

What role is aid really expected to play: Is it to aug-
ment the recipient country’s own resources, a gap-filler?
Or, is it an incentive policy? Aid is always measured in
terms of the donor countries’ gross national product
(GNP), not in terms of the developing countries’ resource
needs. The target of 0.7% was linked to the developing
countries’ growth requirements. But it has never been at-
tained. Aid hovers around 2-3% of the donor countries’
GNP. Should we not bring aid in line with the present
‘Zeitgeist’ and explore systematically how it could func-
tion if it were deliberately used in this way? How would it
work as an incentive that donors offer to recipient coun-
tries? And how, within the recipient country could it in
turn be employed for incentive purposes and for the types
of public-private partnerships we have discussed in the
foregoing points?  

Budgeting for the provision of global public goods

We noted before that public goods provide the main ratio-
nale for government intervention; and that some public
goods have changed their nature and moved from being
purely public to a mixture of public and private, encour-
aging, and often even necessitating, joint public and pri-
vate provision strategies. This has not been the only
change that public goods have undergone. Due to global-
ization, traditional global public goods, such as the ozone
layer, have ‘gone national’: they now require for their
maintenance national-level policy actions and outcomes.
At the same time, a growing number of traditionally na-
tional public goods have ‘gone global’: they can no
longer be adequately provided through domestic actions
alone, but depend on international cooperation. Some ex-
amples of such goods are market efficiency, including fi-
nancial stability, and health. 

Recommendations:

International cooperation in support of global public
goods can take several forms: 
■ Policy harmonization among countries is one
modality. In this case, each country has the responsi-
bility to take necessary follow up action to interna-
tional agreements within its own jurisdiction. 

■ Another modality is to assist poorer countries in
making their national contribution to agreed-upon
global priorities. In a way this is aid, but also not just
aid of the conventional type. 
■ Then there are market-based mechanisms, includ-
ing: offsetting arrangements such as the Clean Devel-
opment Mechanism; or the reimbursement of incre-
mental costs that countries incur when providing
global development services (as practiced within the
framework of the Global Environment Facility). 
■ Countries may agree to share the costs of interna-
tional facilities, such as the United Nations or other
global and regional agencies and programmes. 

Whatever the exact formula and mechanism chosen to
finance international cooperation, the money has to come
from somewhere. And not much private money will flow
into international cooperation, unless governments lever-
age it through public finance. Incentive policies and other
public-private partnerships are internationally even more
important than nationally. So, the main financing respon-
sibility rests with governments.

Although governments face a mounting volume of in-
ternational obligations, few have as yet systematically an-
alyzed how they will manage this interdependence, and
how to incorporate ensuing expenditures in their budgets.
There are some exceptions. For example, Denmark has
allocated some 0.5 % of its GNP for global environment
purposes, over and above its aid allocations. While other
countries have taken similar steps, notably in the area of
peacekeeping and humanitarian affairs, it is at present vir-
tually impossible to know how much the international
community spends on global purposes. One of the main
reasons is that no distinction is made in national budgets
between expenditures that are to be used nationally, and
expenditures that will be made abroad. This distinction
exists only with respect to aid, because aid is usually han-
dled by a designated entity within the government. Global
public goods lack such focal points, and hence, defined
budget lines. It is therefore not surprising to see that some
global-public-good expenditures have moved into the tra-
ditional aid budgets, crowding out expenditures for more
traditional aid purposes. 

Recommendation:

It could be useful in future to adopt a two-track budget-
ing approach: to differentiate between expenditures
that are to be effected domestically and expenditures
intended to support international cooperation. If this
distinction were introduced, it would be possible to re-
port the total amount of cooperation expenditures to
the Development Assistance Committee (DAC) of
OECD. And DAC could then consider breaking down
official development assistance (ODA) into ODA(C),
ODA for country allocations, and ODA (G), ODA for
global—and regional—purposes. 
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It is now the time to return to our original question: How
well are finance and development matched? On the
whole, the answer must probably be: Not too well - as yet.

However, there are many signs that we may have just
entered a new era of development financing, namely that
of embedded financial liberalism. This would be the third
era since the 1940s. The first was the one of financial
planning, which, in its ‘purest’ form, lasted until the early
1970s. But in many developing countries it endured much
longer. It was followed by an era of radical, first-genera-
tion financial liberalization, which, as is being argued
here, is now giving way to a new phase of more public-
private partnership. 

The emerging distinguishing feature of the new way
of financing is that there will be less competitive finan-
cing, less parallel financing and more mutually reinforc-
ing support for development, defined here as sustainable
human development. As summarized in graph 3, the hall-
mark of the new period will be publicly-leveraged private
finance. But determining the priorities is not a one-way
street, as we saw. Business, notably through credit rating
agencies, civil society and the public at large keep close
checks on governments’ behaviour. Development, and as
a part of it, financing of development has become a joint
tripartite endeavour, functioning like interlocking wheels. 

But how to facilitate a full breakthrough to such a sys-
tem of embedded financial liberalization?    

At present, there exists no system of development fi-
nance. But there are many isolated bits and pieces that
could be pulled together. Just think of the debates and ef-
forts aimed at: a new international financial architecture,
the development of micro-finance or new health and un-
employment insurance schemes, pension reform, educa-
tion financing, e-commerce and ‘distance’ banking, re-
sponsible business and so on. 

Recommendations:

Two steps seem, in particular, important:
■ Pulling together the different—and so far, quite
separate literatures and debates on all these topics of
development finance;
■ Fitting the various pieces together, putting each
through a test of compatibility with sustainable human
development before inserting it into the overall frame-
work. Such an effort would reveal how—embarrass-
ingly—easy and feasible it could be to achieve an inte-
grated system of public-private financing compatible
with sustainable human development, and how unnec-
essary it often is to allow high development priorities
to go under-funded.

III. CONCLUSION:TOWARDS A PARADIGM 
OF EMBEDDED FINANCIAL LIBERALIZATION 
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