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Executive Summary

This paper was prepared as a background document for a research project exploring the
potential of greater domestic resource mobilization (DRM) in sub-Saharan Africa. It
argues that DRM deserves greater emphasis in development strategies aimed at
sustainable growth and poverty reduction.

An explicit focus on domestic resource mobilization is relatively new in the development
discourse, although it has antecedents in the extensive literature on savings, investment
and growth. In the 2002 Monterrey Conference on Financing for Development, DRM
came into prominence as the first of six “leading actions” called for in the Consensus
declaration.

DRM refers to the savings and investments generated by households, domestic firms,
and governments. In contrast to mobilizing external resources (through FDI, aid, trade,
and debt relief), DRM offers the advantages of greater domestic policy ownership and
greater coherence with domestic needs. It does not suffer from the disadvantages
associated with FDI and foreign aid, which are tied to the objectives of foreign investors
and donors. But it also presents obvious challenges in poor countries, to which attracting
external resources may seem like an easier option.

We suggest that a greater emphasis on DRM can help developing countries to enhance
their growth and economic performance, contribute toward increasing their policy space
and ownership of development strategies, and reduce aid dependence. Although
ultimately the private sector plays the more significant role in the process of mobilizing
and investing domestic resources, the key policy and institutional drivers are in the
hands of governments, particularly in low-income countries. In that context, public
resource mobilization through taxation occupies a central role in building states and
shaping their ties and accountability to society. Aid donors can play a supportive role
through technical assistance but they must first explicitly recognize enhanced DRM as
an objective requiring greater emphasis.

The paper sets out a framework to consider whether and how DRM may be enhanced in
sub-Saharan Africa through: mobilizing savings and targeted investments, including in
the informal sector and through microfinance; financial sector deepening and institutional
development; changes in macroeconomic policy; measures to constrain and repatriate
flight capital; legal and regulatory reform and the informational climate; the mobilization
of remittances and Diaspora resources; and the mobilization and utilization of resource
rents.

The paper is structured as follows. Section | (Introduction) lays out the argument for
focusing on DRM. Section Il proposes a definition of DRM (for the purposes of the
project) and raises four questions that help develop a conceptual framework for
analyzing DRM. Section lll is a literature survey that focuses on situating DRM in the
international policy dialogue. Section IV lays out a broader framework of inquiry within
which our project plays a small part. Section V concludes and outlines the suggested
research direction (including preliminary research questions and testable hypotheses). In
addition to this background paper, a companion piece (shorter ‘discussion draft’) has
been prepared that further refines the research agenda
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l. Introduction: Why focus on domestic resource mobization?”

The purpose of this background paper is to prosidationale and framework for a
research project focusing greater policy attentiordomestic resource mobilization
(DRM) in developing countries. It provides the ceptual backdrop to a series of five
country studies (all in Sub-Saharan Africa) thdt explore the potential for greater
DRM in those countries, along with the relevanigotecommendations.

Resources for development can be mobilized fromesdtic or external sources. For most
countries, the bulk of resources for developmeataobilized domestically rather than
externally. The external sources can be groupedruiodr headings used in the
Monterrey Consensus on Financing for Developménttqreign direct investment and
other forms of private foreign investment; (2) estarnings from international trade;

(3) foreign aid and technical cooperation; andtl)proceeds of debts forgiven by
international creditors. Domestic resources, orother hand, stem from households,
firms, and governments. Households generate sgvings generate profits and net
earnings; and governments generate taxes andpmitbBc revenues.

However, it is argued here that the crucial diffexe between domestic and external
resource mobilization rests not only on the origiat, also on thapplication,of the
resources in question. In other words, there gieajly significant differences between
the motivations for, and impact of (for example)lF&sources compared to domestic
resources. FDI responds to the commercial profibofonities of, and retained earnings
flow to, foreign investors, while foreign aid aneld relief are often motivated by
political objectives of the donors and creditorse3e may or may not coincide with
domestic development objectives. Or to put it ttteeopway around, it would be difficult,
indeed impossible, to meet domestic developmerabioes principally through
mobilizing external resources. Not only would thenqtity of external resources fall
considerably short of the total needs of most atestbut they would also not “fit” the
needs of many sectors. For example, most low-incooneatries are agrarian; yet the
resource needs of agriculture and the rural poulare seldom high priorities for FDI
or even aid agencies.

The working hypotheses for the project are thalhéidevels of DRM (1) can facilitate
higher levels of investment and economic growth mede rapid poverty reduction; and
(2) can contribute toward reducing aid dependeand/fr dependence on FDI) and
thereby increase domestic policy space and ownerBhavailable evidence supports
these hypotheses, the project will identify the kelicy and institutional drivers of
greater DRM and associated actions to be considsrel@veloping countries. Finally,
the project will identify ways in which the donasramunity can facilitate greater DRM
in partner countries.

" The authors would like to thank Gerry Helleinemdthan Rothschild and Ann Weston in particular for
their helpful comments and suggestions on an eahtaft. Responsibility for any errors in the pnetséraft
rests with the authors.
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By way of some introductory observations, it is @hydacknowledged that economic and
social development entails a number of inter-relgi®cesses of transformation. These
processes are complex and take many decades, eneragons, to work themselves out.
Over time, the standard of living and the qualityife improve, but typically not evenly
throughout the population.

It is now commonplace to emphasize economic gr@amthpoverty reduction as being at
the heart of development—although these only capyrart of the transformational
processes involved. Moreover, each of these aldmdim@s complexities both on a
conceptual and analytical level. For example, itds/ accepted that poverty reduction
not only entails reducing income poverty, but afsyeasing access to education and
health services, and should be embedded in a frankenf rights. In addition,

formidable issues of causality and the dynamiagevelopment confront all those trying
to understand the determinants of growth and pgveduction (Easterly, 2001).

Also commonplace in the development discourse theepast decade is the critical
importance of “domestic ownership” to successfualiepment outcomes (including
higher growth rates that appreciably reduce povextgls). The principal reasons are the
failure of much externally-imposed policy conditadity during the 1980s and 1990s, the
need for broadly-based political and social supfmorthe policies adopted by developing
country governments, and the tremendous divers$ibpportunities and constraints
facing different countries. These factors speakéoneed for policies that are effective
within specific historical and geographic contexisd accordingly they suggest that
economic and social policies may vary significariilyong developing countries, even
while they share the same development objectivedriRr 2007).

The rationale of a greater focus on DRM thus sgriingm the quest for sustainable
growth and poverty reduction, and the need to ergailicy space” to accommodate
genuine domestic ownership and country diversityother words, it is hypothesized that
greater DRM can facilitate higher levels of econogriowth and poverty reduction, and
can also be a powerful means of enhancing poliagespand domestic ownership.
Although these hypotheses need to be tested atdgi@nal level and country level (in a
series of five country studies), where they mayegeate region- and country-specific
policy recommendations, this paper will adduce stimeeretical and historical evidence
to support the general arguments.

There is also a political economy rationale for@zhting greater DRM. This relates to
issues of governance and accountability. Countaied,in particular governments, that
are heavily dependent on external resources, magnie more beholden to suppliers of
those resources than accountable to their owreasizBudgets that are largely financed
by oil (or natural resource) revenues or by aidatemay reflect oil companies’ or
donors’ priorities rather than the needs of theytaion. This can be true even with
democratically elected governments. There is ewdéa suggest that higher levels of aid
dependence erode the quality of governance, asumeeblsy indexes of bureaucratic
quality, corruption, and the rule of law (Knack 0A40).
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Such political economy arguments provide additiaroglent reasons for suspecting that
greater emphasis on DRM is warranted on a numbgroainds. Moreover, there is some
overlap between these arguments and issues of toraemership and policy space, as
noted above. However, the emphasis of this paper tf@e project) is oriented toward the
more purely economic rationale of development ¢iffeaess, i.e. in achieving higher
rates of growth and development objectives thatraree attuned to each country’s
opportunities and circumstances.

By a greater emphasis on DRM it is not implied #retrnal resources for development
ought to be spurned, much less that autarky isiitiraate objective. Rather, it is
suggested that there are a number of disadvansagesiated with external resources that
are not shared by domestic resources and are @fztooked or downplayed in the
policy discourse. For example, aid receipts, exparhings and FDI inflows all exhibit
considerable volatility and uncertainty. Aid isesftassociated with intrusive
conditionality and sometimes with other negativerexmic impacts, such as Dutch
disease (currency appreciation and reduced exporirgs). FDI primarily serves the
needs of investors (e.g. natural resource extractather than the development priorities
of the recipient country (e.g. employment- and meecreating investment in agriculture
and manufacturing). Accordingly the presumptionhod paper is that most low income
countries should be expected to continue to mabbiath domestic and external
resources, but shift the mix toward DRM.

The challenge confronting enhanced DRM, particylarliow income countries, is the
obvious fact that domestic resources are scarceaiwverty is deep and widespread.
Accordingly, increasing DRM has been described ‘dsed option” when compared to
mobilizing resources through ODA and FDI (Aryeet2904). However, such a position
does not take into account the drawbacks and tfesdessociated with external
resources. Moreover, many low income countrieeaperiencing aerosionof

domestic resources due to other policies. For el@ngriff reduction (due to policies of
trade liberalization), reduced revenues from cafmtaxation (due to incentives to
promote FDI), and capital flight (which can be faiated by capital account
liberalization) should be questioned because tmelfercut DRM sometimes very
seriously (on tariff reduction see Baunsgaard aadrK 2005). Similarly, if
macroeconomic policy is heavily oriented towarcterstabilization and inflation
targeting, it may lead to high real interest ratéch constrain borrowing, investment
and growth.

The rest of the paper is organized as follows. Ady section addresses conceptual
issues related to DRM. The third section providesweerview of the DRM literature,
situates the same in the international policy djaand contextualizes DRM in Africa.
The fourth section presents a framework of inquirghort concluding section will pose
a series of questions that need to be tested fuatitbe regional and country level.
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[I. Conceptual Issues

Proposed definition of “domestic resources” and “en hanced DRM?” for the
purposes of this research project

A ‘domestic resource’ could be anything and everything from domestic financial capital, to ‘human
capital’, to ‘social capital’ to ‘natural resources’. Heuristically this is not helpful.

For the purposes of this research project we propose to define ‘domestic resources’ as
“fiscal and financial resources accruing within the domestic economy”.  This includes
private-corporate and household savings; corporate profits and retained earnings; and public
sector revenue.

The rationale for this definition is that focusing on f iscal and (both formal and informal
sector) financial resources, to a large extent capt  ures the activity, changes and
transformations taking place in other domestic reso urces (noted above) . Furthermore, this
definition lends precision to what we mean by ‘enha nced DRM’ .

By ‘enhanced DRM’ we mean one or more of the follow  ing:
1. Increased (public, private-corporate and househo  Id) savings mobilization
2. Increased and improved (i.e. more efficient) int  ermediation (savings into
investment), and greater allocative efficiency of i nvestment
3. Increased and improved public sector (non-debtd  omestic) revenue mobilization
and improved allocative efficiency of public invest ment and recurrent expenditures

In this section we outline a conceptual framewoithiw which to analyze DRM. A good
place to start would be a definition of DRM. As ebtin the introductory section and
literature survey, DRM is intuitively regarded asources originating from domestic
agents, notably households (via savings), busisgsseretained earnings) and
government (or the public sector, via taxation ewenue generation). Some of these
resources are often re-invested: household sainngsusehold enterprises (e.g. the
family farm) and retained earnings are ploughedklao firms; while governments
invest in physical or social infrastructure. Thrbdgancial sector intermediation,
households, businesses and government are alolegst in third parties, for example
banks attract household savings (and commercialgiisp and provide loans to firms and
households for investment. However, in extremelygrpmmuntries much of the population
may not be able to access banks or the finanaiabse

Four questions are posed to help define the conakframework of analysis:
Do countries with greater DRM grow faster or pearidvetter economically?

How can greater DRM contribute toward reducingdagendence and increasing
policy space/ownership?

! In situations of deep and widespread poverty, whigvails in much of sub-Saharan Africa and other
parts of the developing world, much of the housepalpulation subsists in the non-monetized economy,
and is therefore beyond the reach of banks anddiahintermediaries. Although available evidence
confirms that such households are known to genseatgs, it is primarily for precautionary purpsse
while investment takes the form of acquisitionieéstock, farm implements or education for children
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What are the key policy and institutional drivefgoeater DRM?
What role can aid donors play in facilitating gexeddRM?

Each of these questions may be unpackaged in turn.
1. Do countries with greater DRM grow faster or foem better economically?

We start with the assertion that domestically mnéd resources constitute the bulk of
the resources that most countries mobilize forstwent; the remainder comes from
external sources (e.g. aid, foreign borrowing, BY)E Therefore, countries with higher
domestic savings generally enjoy higher investmatets (see Chart comparing sub-
Saharan Africa and other regions of the developiagd).
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The contrast between savings and investment tierttie world’s two poorest regions,

sub-Saharan Africa and South Asia, is particuladggestive. Savings and investment
have declined in the former and risen in the lagiarticularly since 1980. These trends
broadly parallel GDP per capita growth trends mmttlio regions. This suggests raising

2 We would allude to the “Feldstein-Horioka puzzietiich posits that domestic savings and investment a
highly correlated within and between OECD countriaother words, higher domestic savings are
associated with higher investment and growth. Harethis does not necessarily lend support to the
implication drawn by Feldstein and Horioka, namthigt there is little international integration @fpital
markets, a proposition that has been much criticinghe literature.
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savings and investment levels is crucial for groashn in the poorest regions and while
there is significant diversity at the country lewad least part of South Asia’s better

growth performance than Sub Saharan Africa sinedl@80s can be explained by better
savings/investment performance.

South Asia vs. Sub-Saharan Africa (Savings Rate com  parison)

—— South Asia
— Sub-Saharan Africa

Gross Domestic Savings (% GDP)
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South Asia vs. Sub-Saharan Africa (Investment Rate ~ comparison)
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What follows is a very quick tour through the p@gorld War Il literature on the
relationship between savings (more specificallyestment), on the one hand, and growth
on the other, before we revert to the questionogf DRM in particular has a

strategically important role in boosting investmant growtH.

There is a considerable literature which analyhes¢lationship between investment and
growth rates; the following is an extremely curssaynmary. In the simple Harrod-
Domar model, growth is proportional to the ratesa¥ings and investment. The higher
the savings/investment rate, the higher the groatén Several problems are associated
with the Harrod-Domar model—its very simple prodostfunction with fixed
proportions between capital and labour, and itdicapon of economic instability (the
problem of “knife-edge” equilibrium)—as well as itaplication that the rate of
savings/investment is not bounded (in reality it@$ conceivable that any economy can
save and invest all or even most of its incomendloeless, it has led to an enduring
notion that countries that save and invest morgrdw faster, which is intuitively borne
out by available evidence.

However, while the shortcomings of the Harrod-Domadel (fixed factor proportions,
unbounded savings) are remedied in the subseqoéw &nd Swan (neoclassical)
growth model, the rate of savings (and investmenly affects growth in the short run:

% Note: earlier contributors to the literature, ararly Schumpeter, made key contributions on the
importance of investment and knowledge for the psswf growth and development.

* Easterly’sThe Elusive Quest for GrowtR001) provides a much more in-depth, if very sk, survey
of the growth literature.
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increased savings (and investment) lead to highigud, but not higher growth rates.
Growth is determined exogenously by “technical pesg”. Solow’s well-known
empirical results indicated that over 87 percergrofvth in output in the U.S. during the
twentieth century was on account of technical pgegirather than increases in savings
(and labour). Under its own restricted assumpt{@ngparticular, diminishing returns)
the neoclassical model predicts that all economvidsease to grow and converge
toward “steady-state” equilibrium income, whereytell remain. Any growth in

income beyond this level will depend on “exogenagehnological progress which is
universally shared (Solow 1957).

Are the predictions of the neoclassical growth nhofieonvergence toward a steady
state, or on the transient effects of savings omdr, at odds with empirical evidence?
There is evidence of both convergence and divemanthe past six decades. On the one
hand, the experience of the East Asian countrigh,their high savings, investment and
growth rates, demonstrates a considerable degr@atsh-up” and convergence with the
industrial countries. But there is little eviderafeany convergence to the zero-growth,
“stationary state” predicted by the Solow mddel

Moreover, the poorest countries (including mosg8A) have laboured under low
savings, investment and low or negative growthsratghe 1980s and 1990s (before
experiencing higher growth in the present decadd)rave diverged from the rest of the
world—which suggests that low savings/investmetgsare constraining growth and
that they areot benefiting from exogenous technical progress. Hanehe East Asian
experience does suggest that, even if transiegit, hiigher growth rates have had an
enormous impact on reducing poverty levels. Henlesson for the poorest countries
(including most of SSA) from the East Asian expeceeis that higher savings and
investment rates are indeed critical for developnae poverty reduction. And if DRM
constitutes the bulk of savings for investmengtsigies to enhance DRM are critical for
development and poverty reduction.

With the work of Kaldor (1962), Arrow (1962), Lucék988) and Romer (1986), the
literature has moved beyond the neoclassical growattiel with exogenous technical
progress, which failed to explain continuing divemge for much of the world, and more
basically how “exogenous” technical progress occlinese have led to models of
“endogenous” growth (in which the process of techhprogress is embedded),
anticipated much earlier by Schumpeter, that arg pertinent for domestic resource
mobilization for reasons discussed below. By the @rthe 1990s, endogenous growth
theories represented the mainstream account oftgr@nticulated by Aghion and Howitt
(1998) among others.

® Krugman (1994), drawing on the work of Kim and L(a994) and Alwyn Young (1994) famously
described the “East Asian Miracle” as based morgperspiration than inspiration”, that is, on tfegid
increase in investment and employment levels rdtter on technical progress. He predicted, comgiste
with the neoclassical model, that East Asian gromtluld eventually slow down. Subsequent studieg hav
disputed this conclusion and put considerably neonphasis on technical progress in East Asia.

® Easterly (2001) disputes both the validity of 8®ow model and of the interpretation of Krugmaina(®

on East Asian growth, and goes on to concludeitivastment is a relatively insignificant driver growth.
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Essentially, endogenous growth models “embody’redi progress in the rate of
investment, instead of assuming that it falls lik@nna from heaven” as a free good for
all countries, rich and poor alikeln other words, investment continuously embodies
improvements based on new knowledge and “learnyndping” so that each generation
of capital equipment is more productive than prasigenerations. Moreover,
“investment” is much more broadly conceptualizethtdude not only capital equipment
and machines (as in the Solow model), but also kedge (investment in human
capital), and research and development, which géme@roductivity increases across the
economy. Issues of externalities and the non-apatopty of knowledge are central to
endogenous models, suggesting that markets wilidanvest at a socially optimal rate.

Endogenous theories of growth are extremely pertifee DRM. First of all there is an
intuitively clear association between the endoggradisuch growth models and the
endogenity implied by domestic resource mobilizati®econdly, they reinforce the
notion implied by the Harrod-Domar and Solow nessieal growth models that
increased savings and investment enhance growgm(@ecording to the latter, only if in
the short-term). Thirdly, they draw attention te strategically crucial role of investment
in enhancing growth through productivity increadagarticular, investments directed
toward education (investment in human capitalgraphasized by Lucas and Romer, are
key. It should be noted that mobilizing and invegtin human (as well as financial)
resources are integral to the concept of DRM asudated in the Monterrey Consensus.
Fourthly, market failure implies a pro-active réde governments to ensure that
investment will occur at a level that is closettie socially optimal rate.

Finally, we return to the key distinguishing feataf DRM from externally mobilized
resources. In the long run, external resources,(&id) cannot typically meet more than
a small proportion of any country’s overall investmhneeds and cannot do so in a
predictable or sustainable manner. Moreover loveiine countries have particular
investment needs that are typically not met byretieresources—the agricultural sector,
for example, has been neglected by aid donorsjtéebge fact that it represents the
sector in which most of the world’s poor strugglariake a living. Agriculture,
particularly for the local market, also tends tod géow priority among foreign investors
(compared, for example, to natural resource extmacimanufacturing, or services such
as tourism). Investment in agriculture includesrgtieng from infrastructure (rural roads
and irrigation), to R&D on agronomy and biotechmyipto extension services—all of
which have been relatively neglected both by exeagents and governments in low-
income countries.

To sum up, there are compelling reasons, baseddootieory and evidence, to believe
that a greater emphasis on DRM will enhance investpproductivity and growth in
poor countries, thereby making a significant cdmition to development and poverty
reduction that cannot be made to the same extenivath the same impact by external
resource mobilization.

" Technically they also allow the possibility of irasing returns, rather than diminishing returnglicit
in the Solow model. Accordingly the dynamics of egenous models avoid the “stationary state”
equilibrium that is a consequence of diminishintimes.
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2. How can greater DRM contribute toward reducind dependence and increasing
policy space/ownership?

Many low-income countries are heavily aid-depend®®BCD/DAC statistics indicate

that in 2006, the aid receipts of 22 countriesuibn-Saharan Africa and nine low-income
countries in other parts of the world exceededd@gnt of their gross national income.
The following table provides some indicators of éxéent of aid dependence in a number
of low-income countries:

Table
Aid Dependence Indicators
(percent, 2005)

Aid/GNI Aid/Gross
Capital formation

Burkina Faso 12.9 61.8
Burundi 12.8 378.2
DRC 26.9 181.2
Eritrea 36.9 182.2
Ethiopia 17.4 66.0
Gambia 12.2 50.4
Ghana 12.4 36.0
Guinea-Bissau 39.5 180.0
Haiti 12.1
Lao PDR 11.4 32.2
Liberia 54.1 270.9
Madagascar 18.7 82.4
Malawi 28.4 191.1
Mali 13.6 57.5
Mongolia 11.6 31.8
Mozambique 20.7 95.2
Nicaragua 15.4 51.3
Niger 15.2 81.8
Rwanda 27.1 119.5
Sierra Leone 29.6 191.6
Tanzania 12.5 65.8
Uganda 14.0 64.8
West Bank and Gaza 25.0 106.7
Zambia 13.9 50.3
Sub-Saharan Africa 5.5 27.3

Source: World BankWorld Development Indicator2006

Recipient countries that are so heavily dependeratic are at considerable risk of losing
their policy autonomy. Much aid is tied both astwrces of procurement (typically to
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suppliers in the donor country) or to uses (tyimgpecific projects, or constrained by
policy conditionality). By definition such restriohs can drastically reduce the policy
space and domestic ownership of the recipient eguAtl the countries in Table 1 had
ODA/GNI ratios in excess of 10 percent, and in nudgshem the ODA/GCF ratio was
well over 50 percent. That is, it could be surmideat the bulk of investment is funded
by donors in these countries. It is quite posdilét donors’ priorities dovetail neatly
with those of the recipients, but it is more likéhat they principally reflect donor
priorities on the basis of political or commeraaiteria. In the long run, dependence on
foreign aid to finance the bulk of domestic invesirnis not sustainable.

Although many aid donors now espouse untying adiranognize the critical importance
for aid effectiveness of domestic ownership, pcactias lagged behind the rhetoric (e.qg.
in the Paris Declaration). More aid is now beingedted to budget support and
program-based approaches. Although in theory shifts $n donor allocations may
accord greater domestic ownership to recipiengs; #iso engender other problems not
associated with more tied, project-based aid. kamgple, they may infringe expenditure
ceilings or lead to macroeconomic repercussions asdutch disease. For this reason,
macroeconomic policy conditionality is likely to beinforced by the trend toward budget
support.

There is also a political economy impact of a slavard greater budget support. A
greater proportion of budgetary resources finarmedonors reduces the onus on
governments and discourages mobilization of puleMenues through taxation. It also
thereby weakens the linkages and accountabilitydt recipient governments and their
taxpayers. If taxation plays a central role in &g states and shaping their ties to
society, chronic aid dependence weakens the somitact based on bargaining around
tax, and institution-building based on the revemugerative (see Brautigam, Fjelstad
and Moore, 2008).

Greater DRM leading to higher proportions of invesnt financed through domestic
savings, and a greater percentage of the governmoelget financed through taxation,
can clearly reduce the degree of aid dependencanlithereby contribute toward
widening policy space and enhancing domestic ovingghis is a central contention of
UNCTAD 2007).

3. What are the key policy and institutional drvexf greater DRM?

Enhancing DRM means generating greater domestilkicpanid private savings for
investment. This requires critical policy initiagis and institution-building on the part of
developing countries. Key policy arenas include mm@conomic policy, tax policy, the
government’s expenditure plan (including allocationnfrastructure and other public
investment), and the “investment climate”. Withemeince to the latter of these in
particular, institution-building is critical to fancial sector deepening and strengthening.

Although greater domestic savings and investmerst i@ generated by households,
government and by businesses, the principal driekeshanced DRM are in the remit of
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governments, since it is governments that mushdefnd implement policies, and create
or strengthen the institutions that are fundamental well-functioning financial sector.

Macroeconomic policy is obviously fundamental iteedishing the overall climate for
domestic savings and investment. For example, reaormmic policies that fuel high
levels of inflation (chronic fiscal deficits, moaey policies that lead to negative real
interest rates) undermine the incentive to savecagate uncertainty about the future in
the minds of investors. On the other hand, strin§iscal and monetary policies that are
excessively targeted on low inflation rates cawl leahigh real interest rates that inhibit
investment in productive capacity and hence coimsg@wth.

While monetary policy is critical in influencing\dags and investment behaviour of
households and firms, and private sector investnfisctl policy has a more direct
impact on DRM. On the revenue side of fiscal pol&jax policy. Taxes that are too low
constrain government revenues; taxes that areigfodonstrain private savings (by
reducing disposable income or retained earnings)rarestment. There are also
important administrative issues related to taxaftiGaxes may not be collected by
revenue authorities or may be evaded by taxpaYyerses collected may be vulnerable to
corruption. The tax structure may be inequitableegressive (as with poll taxes).

On the expenditure side of fiscal policy, budget@igcations to infrastructure or other
public investment obviously has a crucial impactioa productive sectors. There are also
tradeoffs. Governments that restrain taxes in cqi@lencourage private investment while
maintaining fiscal balance may also not have tlopsdo finance infrastructure, the lack
or inadequacy of which may discourage private itmesit.

More generally the “investment climate”, which lebsrefers to the conduciveness of
the environment for private firms, turns on a numifdactors besides the tax regime
already mentioned, including the regulatory systgwerning businesses, the justice
system and the enforcement of contracts, and tet ¢ corruption. Greater
accountability and transparency of governmenttsrofegarded as key to a more
conducive investment climate.

Finally, a well-functioning financial system of dem non-bank intermediaries, and bond
and stock markets can only beeatedandregulatedby governments, although in a
market-based system most of the institutions therasde.g. banks) are likely to be in
the private sector. There are important exceptiohe-Eentral Bank, the custodian of
monetary policy (and to some extent exchange-ratiey) is a key public institution, and
even if it may operate with a degree of independdram the government, it is still
accountable to the government. In addition, instits to supervise and regulate the
financial system, including bond and stock markietsn an important part of the public
institutional infrastructure.

In addition, there may be public-private or hylndtitutions, for example development
financing institutions that are owned in whole ipart by the government, whose
mandate is to lend to or invest in private sectortures, particularly small and medium-
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sized enterprises. The history of DFls, particylamlsub-Saharan Africa, is not very
edifying—in the 1980s and 1990s many succumbedtiaption or mismanagement and
were phased out as part of the economic reformstndtural adjustment programs of
that era. Nonetheless, publicly-owned developmankb continue to play a role in many
industrial and developing countries, so it is qob@ceivable that, if they are managed
properly, they could play a role in the poorestritdes of SSA as wefi.

4. What role can aid donors play in facilitatingegiter DRM?

In general donors do not seem to attach much irapoetto the objective of enhancing
DRM per se This is likely because donors are apt to assinaethe aid relationship
facilitates greater economic growth, from whichhaiitomatically follow greater
domestic savings, government tax generation, agitehilevels of domestically-driven
investment. In this sense, donors’ support to aidygrowth-oriented macroeconomic
policies can be seen as implicit facilitation of greaterNdR

Additionally, it is true that donors may indirectiycilitate greater DRM through projects
aimed at reforming tax policy or tax administrationimproving governance through
reforms of the medium-term expenditure framewor#t e budgetary process. But by
and large donors typically have other objectivesind rather than DRM.

Moreover donors may undermine DRM through theipsupof other policies, for
example, trade liberalization, which has been shtmwmdermine tariff revenues in the
poorest countries, a key source for governmenisarincome countries. Similarly
favorable tax treatment and other incentives t@eitt~DI entail an opportunity cost in
the form of foregone revenues. Other examples decthe shift of aid toward budget
support, which may have the unintended consequafimeglucing the incentive of
governments to levy and/or collect taxes from itigens.

The Millennium Development Campaign provides a gexample of how donor
strategies may unwittingly undermine DRM. Althougle time-dated economic and
social targets (including achieving universal priyneducation, including for girls;
reducing maternal and infant mortality rates, edce)the principal responsibility of the
developing countries, donors are heavily involuegupporting specific targets (e.g. the
campaigns against HIV, Malaria and TB) without gidint consideration of local
resource mobilization. Ultimately, unless natioaathorities are able to shoulder the
continuing investment and recurrent costs of theisatives, they may prove
unsustainable if aid flows are reduced.

For donors to play a more active and constructive in facilitating DRM, they must
first recognize it as an objective in its own rigBtich an objective is entirely consistent
with other objectives that are fundamental to dehaid programs. To begin with, a

8 These issues are discussed at greater lengtlifater paper (see: ‘Framework of Inquiry’ below)

° However, the opposite may be true to the extaaitttie macroeconomic policies supported by donors
(typically embodied in Poverty Reduction Strategipproved by the World Bank and IMF) inhibit growth
through excessively restrictive fiscal and monefaolcies.
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compelling case can be made that enhancing DRMneelsaeconomic growth and
poverty reduction. Secondly, greater DRM, by ddifam, increases the ownership of
domestic policies and development initiatives mwach more convincing way than lip-
service given by governments to policies framedfanded by donors. After all, greater
DRM means that governments, households and thatprsector are actually raising and
committing their own resources toward development.

Finally, donors should conceptualize explicit suppor DRM as part of an “exit

strategy”. In most cases, aid was never meanfi@sent an unending subsidy or transfer
of resources from rich to poor countries. At thenedime donors have hoped for, rather
than explicitly planned, their exit strategies. Begit strategies need not, and should not,
be time-dated, but more explicitly linked to enhech®RM by recipient countries. Given
growing “aid fatigue” and skepticism about the effeeness of aid programs in donor
countries, the recognition of the need to adopt ®xategies linked to greater autonomy
and “self-help” by recipient countries would likebg welcomed by taxpayers in donor
countries.

[ll. Situating DRM in the international policy dial ogue: a review of key
recent literature

Conceptually speaking ‘domestic resource mobil@at{DRM) is a broad subject.
Various strata of economic literature cover indidtlaspects of DRN This review
begins by situating DRM in the recent internatigpalicy dialogue literature, beginning
with the Monterrey Consensus literature (2002, 2@0D7a); the implementation
reviews carried out by the regional UN agencies B3RAP, 2005; ECLAC, 2007;
UNECA, 2007) and the UNDESA World Economic and &b&urvey (WESS, 2005).
Two recent contributions to the literature — UNCTAID07) and World Bank (2007,
2008) — significantly advance the DRM agenda. Tleseeviewed in greater depth.
The aim is to highlight key aspects of DRM and oegil progress on the DRM front,
towards the development of a framework of inquiry.

Monterrey Consensus literature (2002), Secretanetd’s Follow-up Report (2007) and
the High Level Dialogue (2007a)

The roots of the recent literature explicitly on lRan be traced back to the Monterrey
Consensus (MC) document on Financing for Developri802), wherein Chapter one
laid out a nearly comprehensi¥éramework for ensuring “necessary internal condis”
in order to:

Mobilize domestic savings (both public and private)

19E g. taxation, public finance and expenditure;hihaking, financial sector reforms and liberaliaati
literature; the macroeconomic policy literatureinffation targeting and exchange rate managemkaet; t
investment climate literature etc

1 Another significant recent contribution is: MawastG, eds. (200&)omestic Resource Mobilization and
Financial DevelopmenUNU-WIDER/Palgrave Macmillan. As this is a vescent contribution
(published March, 2008) it is not reviewed indivédly. Earlier versions of individual studies conging

the collection are drawn upon as needed. Seeldso{April 2008) Regional Economic Outlook for SSA
2 The shortcomings of the Consensus on DRM have aédressed elsewhere. See: Culpeper (2008)
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Sustain adequate levels of investment (public anéie sector)

Increase the capacity of domestic markets andtabksh domestic markets
where they do not exist or are too thin (including not limited to financial
markets)

Fight corruption on all levels

Increase human capacity (employment generationadoaair market policies)

In short, as per the MC framework, DRM comprises:

- Savings mobilization, investment and intermedigtion
Enhancing the efficacy, coherence and consistehoyaoroeconomic policies;
Increasing tax revenues and widening tax bases;
Increasing productivity;
Reducing capital flight (and encouraging remitta)ce
Encouraging the private sector, and
Making the best possible use of international fl¢wsluding export earning,
remittances, private investment and official depelent assistance)

The Secretary General’s Follow-up Report (2007) thedHigh Level Dialogue (2007)
expanded on this framework by emphasizing the kshierole that must be played by
public policy without which private sector DRM i&ely to be weak. The report notes
public investment in physical and social capitahgerative if private agents
(households and firms) are to elevate their savamgkinvestment levels. Such a
leadership role can only be taken if it is alsoegted that fiscal space needs to be
expanded commensurately. Current fiscal rules kbaustrained the scope for scaling up
public investment, most of all in the poorest regigsub-Saharan Africa) with critical
infrastructure needs. It is now widely acknowledgjeat “while Structural Adjustment
Programs were not specifically designed to curliputivestment, adjustment costs fell
disproportionately on public investment in infrastiure, particularly in the SSA region,
and there are reasons to be concerned on thig {tdifE, 2004)

The ‘crowding out’ thest$, formerly used to justify fiscal restraint, hasrigasingly

come to be challenged. A growing body of empirlttarature points to the critical need
for public investment in infrastructure particujaih developing countrie§. A key
discussion guestion for the project therefore aav ltan SSA countries mobilize domestic
resources for infrastructure investment?

13 The average annual infrastructure investment reduin SSA in order to meet the MDGs is estimated t
be somewhere between 13 percent (Sachs) and hpéEstache) of GDP. This is much more than twice
what Africa has spent on the sector over the paats4

4 The idea is that public spending discourages Eiirvestment through interest rate effects and by
fostering a non-competitive business environment

15 Countries that have managed to expand physiaasirficture rapidly are also the ones in which ioubl
investment in the sector has played a large andiggorole and private and foreign investment inseéteas
been stimulated (e.g. China, Vietnam), wherea®imtries that limited the public sector investmeié
(e.g. Indonesia) the share of FDI in gross capitahation also fell precipitously (Roy, Heuty, Leize,
2006). See also: (Weeks and Patel, 2003; Roy arek8y/2007; McKinley, 2005; Levine, 2005; Gupta,
Powell and Yang, 2005; Canning and Bennathan, 20@fjeron and Serven, 2004)
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In recent years UNESCAP (2005), ECLAC (2007) andB@M (2007}° have reviewed
the status of the implementation of the DRM chaptehe Consensus in the Asia
Pacific, Latin American and African regions respegy. Key issues from these reviews
are discussed below.

UNESCAP (2005); ECLAC (2007); UNECA (2007)

UNESCAP was the first to review the implementatdhe MC in the Asia Pacific
region. While the level of development of DRM prsses in the region is quite different
from that in Sub Saharan Africa (SSA), several fsoare noteworthy.

A key issue that is highlighted in the UNESCAP mep®the relationship between trade
liberalization and DRM. This is important acrosseleping countries as trade taxes still
account for the majority of tax revenues in (nosorece-rich) developing countriés.
Globalization and integration has entailed a shifaxation from ‘easy to collect’ (such
as tariffs, quotas, inflation taxes) to ‘hard tdlect’ taxes (such as VAT, income and
sales taxes). The net impact has been revenusslmsseveral low income countri&s.
Poor countries have found it hard to recover reeerost due to tariff reductidr.Yet

the impact of liberalization and transition fronasy’ to ‘hard’ to collect taxes is by no
means universal across developing regf@riherefore the impact of trade liberalization
on DRM is a key point for further discussitn.

Box.1 Discussion guestions: Trade Liberalization an _d DRM*

In what way(s) has tariff reform impacted the revenue structure in SSA
countries?

Trade taxes still account for the majority of the tax take in several (non resource
rich) SSA countries, is there a strategy in place to recover potential lost
revenues? What are the estimated effects? What are the potential distributional
and welfare impacts?

What lessons can be drawn from the impact of liberalization on DRM from other
parts of the developing world?

16 See also: Osakwe P. N. (2008) and UNECA (2088)ca and the Monterrey Consensus: Tracking
Performance and Progregfrthcoming)

" Trade taxes account for a much larger share aftax revenue in developing countries (24.9%) as
compared to developed countries (0.5%) and transitieconomies (6.2%); the percentage for Africa is
highest (33%) among developing regions (Fitzger2®d7)

18| osses are estimated at a sizable 16.9% droita#iGDP ratio (Aizenman and Jinjarak, 2006)

9 ow income countries have recovered no more tifacedits of each lost dollar due to tariff reduction
and are still dependent on trade taxes (Baunsgaatdeen, 2005)

% For instance, while low income countries in gehénal it hard to transition from ‘easy to colled¢t
‘hard to collect’ taxes, in South Asia the largergmse in revenue from ‘hard to collect’ taxes nibem
offset the drop in the revenue and increased tia tex take by 4.5 percent. Revenue from ‘easyottect’
taxes (seigniorage and tariff) fell 17.1%, but mave from ‘hard to collect’ taxes (income tax and A
increased 41.1% from 1980-84 to 1995-99

2L An obvious entry-point is the impact on taxatiow aevenue structure, but other aspects such as the
potential indirect impact on private investment @noductivity should not be discounted

2 NOTE: The purpose of the questions in boxes is to a___nimate discussion at the first working

meeting. Some of these maybe picked up as specific country-level research guestion where

applicable

Draft version: April (2008), Please do not quote wi  thout permission. 18

Address comments/questions to:
Roy Culpeper at rculpeper@nsi-ins.ca or Aniket Bhushan at abhushan@nsi-ins.ca




While not specifically a review of the implementatiof the MC, the ECLAC (2007)
study of the determinants, constraints and poliaféscting savings in Latin America
touches on several points of interest. For instaBGE.AC finds no evidence of
association between national savings and the t&hiatome (per capita GDP),
dependency ratio, domestic interest rates, ternidé, and income distribution. The
study suggests mutual causality between nationahgsand growth, and does not
indicate growth ‘causes’ or ‘drives’ savinsECLAC also finds national savings and
investment rates are highly correlated and foregyrings tend to be more volatile than
national savings. Latin America’s experience shtives excessive reliance on foreign
savings is at the center of currency and finaraiaks. The main implication of the study
is that even in a world of liberalized capital aratle flows, proximity and access to large
developed markets; domestic mobilization, interratdn and accumulation processes
are inevitably the main drivers of economic growatid transformation.

The finding which is of interest to us from the B&L report is that sustained growth
seems to require both raising national savingspaaductivity. In cases of productivity
constraints, growth (through the enhancing of ibwesit returns) would drive savings, as
distortions affecting productivity growth make aiitahal savings less effective for
accelerating growth. In cases of investment finagcionstraints, savings would drive
growth, as alleviating borrowing constraints wourdrease the financing required for
raising investment. This provides a good entry-ptandiscussion into whether
productivity or investment financing constrainte argreater barrier in SSA.

Box.2 Discussion guestions: Binding constraints
In relative terms, as far as ‘binding constraints’ are concerned, in the SSA
context are productivity constraints more important or investment constraints?
Is this is a useful analytical dichotomy?
Are constraints different across sectors (e.g. agricultural productivity; or
infrastructure investment financing)?
Do other more fundamental constraints (e.g. low levels of monetization; lack of
incentive to participate in the ‘formal’ economy; high entry barriers) present
greater challenges?

Economic Performance
Region 1960-74 1975-84 1985-2000 1960-2000

GDP GDP GDP GDP

per per per per

worker | TFP | worker | TFP worker | TFP | worker | TFP
Sub-Saharan Africa 1.80 | 0.83 -0.76 | -1.84 0.07 | -0.08 0.51 | -0.09
Latin America, Caribbean 233 | 1.44 -0.62 | -1.76 0.11 | -0.27 0.76 | 0.00
South Asia 1.82 | 0.39 2.52 1.15 232 | 1.04 218 | 0.82
East Asia, Pacific 3.83 | 1.18 3.77 0.71 4,04 | 1.58 3.89 | 1.21
Middle East and N. Africa 3.75| 1.86 2.50 0.37 092 | 0.13 237 | 0.84
Industrialized countries 3.49 | 1.75 1.15 0.01 1.70 0.80 2.33 0.96
(TEP: Total Factor Productivity)

Source: UNCTAD (2007)

% This contrasts much of the recent literature enttipic e.g. WESS (2005) reviewed below and the
influential World Bank study Loayaza et. al. (2000)
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In 2007, UNECA undertook a survey of the perspestiof African policymakers on the
implementation of the MC. Policymakers noted, ‘aligh significant progress has been
made in areas such as external debt, performanotemational trade, external and
domestic resources mobilization is far below exgon’. Savings and investment rates
in SSA improved, but only modestly, and are welbbethe region’s MDG investment
requirements.

Respondents noted national economic policies haea bmoderately supportive’ of

DRM and that while a substantial majority of coiggrhave a national development
strategy to mobilize domestic resources, almogie€g8ent stressed that implementation
has either been low or completely absent. To summahe main obstacles to DRM
noted were: weak financial infrastructure, goveggand corruption. The main obstacles
to the use of capital markets for savings mobilaratvere: limited investment
instruments, weak capital market infrastructurek laf access to information and low
expected returns. These responses are not sugpisinthey do provoke the question:
relative to other sources of finance for developtnehat is the level of priority SSA
policymakers devote to DRM?

Box.3 Discussion questions: DRM in the SSA policy a genda

Have SSA policymakers prioritized DRM as a means of development financing
(relative to say, attracting FDI or ODA)?

What national strategies are currently in place with regards DRM?

What are the main reasons behind lack of implementation?

What is (or should be) the role of the state and its development partners (regional
e.g. AfDB, multilateral e.g. IFls, and bilateral donors) in financial market
infrastructure development?

What role could private sector participants (in particular, foreign banks and non-
banking financial institutions operating in SSA) play in financial sector
infrastructure development?

Given the constraints of SSA financial markets, what are the kinds of investment
instruments that would be relevant, both in terms of mobilizing and pooling
savings, and risk diversification?

What is the realistic potential of alternatives and innovations, such as micro credit
in consolidating the otherwise highly fragmented financial markets in the region?
Are there structural limits to what can be achieved (e.g. market density, income
levels, financial education levels, urbanization levels, real returns and risk
perceptions)? How can these be overcome?

African Development Bank, High Level Report (2007)

The recent AfDB High Level Report, “Investing inrifa’s Future”, highlights the
continent’s laudable performance over the pastaktand articulates a bold vision for
2030. This vision is one of significant poverty uetion through the development of both

%4 See graphs (next page). In addition, external dabtleclined from 65% of GDP to under 20%; thet deb
service ratio has improved from over 20% to justrdd¥6. Strong macroeconomic performance is also
reflected in poverty impact: for the first timeahleast a quarter century the number of poor geiopESA
has not increased
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physical and ‘soft’ infrastructuf in a strong, stable and well integrated contirveitti
thriving domestic economies (AfDB, 2007).

Real GDP Growth (SSA)
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However, the AfDB report also notes that big chadles lie ahead of SSA; continental
averages disguise wide variations across couraridgncreasing disparities within
countries. Progress in many countries remainsl&adfi substantial and coherent efforts
are not made in order to harness the present ugdasvards deeper structural
transformation, today’s progress would be rementbasgust another phase in another
commodity boom-bust cycle’ (AfDB, 2007).

Box.4 Discussion questions: Harnessing the present

How can the recent upswing in many SSA countries be harnessed to enhance DRM
institutions and processes?
Where does public investment fit into an agenda that seeks to enhance DRM?
What role can (and should) the state play in financing the generation of economic,
social and physical infrastructure?
Is it realistic to think that an appreciably greater proportion of resources for
investment in infrastructure sectors can be mobilized domestically in SSA? What
strategies (e.g. holding companies) and models (e.g. public-private partnerships)
might work, and how should these be structured?

The Monterrey Consensus framework, the regionalempntation review literature and
the AfDB High Level Report have helped situate DRV wider international policy
dialogue context. While the impact of the ongoingis in global capital markets (in
particular credit markets) on developing countead access to finance for development
remains to be investigated, the prevailing gloliat@te further strengthens the case for

focusing on DRM in developing countries.

% E.g. social and economic institutions
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UNDESA, World Economic and Social Survey (WESS,®00

The United Nations Department of Economic and Sddfairs (UNDESA) devoted its
2005 World Economic and Social Survey (WESS) thapter by chapter review of the
six Monterrey actions. The review takes a globaspective and provides a useful
discussion of some of the key theoretical issueepinning DRM.

The relationship between savings, investment aodthris at the center of the DRM
agenda. WESS (2005) notes that raising the savaigavas formerly seen as necessary
to achieve economic take-off, however more recealyais has emphasized investment,
innovation and productivity improvements. Raisiagiags and directing them to
productive investment is crucial but should notheemain focus of a DRM strategy.

In contrast to ECLAC (discussed above), WESS (20@%jitively states the direction of
causality flows from growth to savings. Growth aaaisavings, rather than the reverse,
therefore policy recommendations should concentmatie broad determinants of
growth?® WESS finds most investment in developing countigegdriven by domestic
savings and experiences in mobilizing externalrggszhave varied greatly. Much of the
report emphasizes capital market development apdomement of the domestic
investment climate in developing countries.

An essential part of improving the investment clienid improvement of physical
infrastructure and a focus on production sect@tatjies. Similarly, macroeconomic
stability is critical to the investment climate,thihe concept must also take into account
real stability in output and employment (as it doeadvanced economies). WESS
(2005) suggests that investments in the improvemiethite legal and regulatory
framework, in particular labor regulation and sbpiatection, can be viewed as an
investment in the improvement of the investmenhate.

Capital markets play a key role in intermediatiagisgs into investment and as signals
of the investment climate. Development of capitarkets can contribute to financial
stability’” and can play an important role in enhancing tHeme and quality of DRM.
Measures to encourage bond markets can also enB&ide® However institutional

% This is consistent with the much cited World Batikdy Loayza, Schmidt-Hebbel and Severn (2000);
Elbadawi and Mwega (2000) similarly find that in&S&ausality runs from growth to investment (and
perhaps to savings), and a rise in savings causeg@ease in investment. The same study argues the
reasons for low-savings in the region are low @pia income, higher young-age dependency and high
dependence on aid; for an explanation of why saviates are much higher in India compared to other
developing regions despite low per-capita incongelsEayaza and Shankar (2000); see also Rodrik 2000
on savings transitions

%" This of course cuts both ways as volatility ism@merent feature of capital markets. But it is fdeathat
development of capital and other asset marketslsanact as de facto ‘inflation curbs’ especiatly i
periods of rapid transition from low to high levelsmonetization and from non-financial to finaricia
savings. The recent experience of China (and e&sdia) are good examples of this (see: WESS, 2005
and Watanabe, 1998)

% Domestic bond markets are at a nascent stagevefafement in SSA. One recommendation is the
development of regional bond markets that overctiraescale and diversification problem (Kahn, 2005).
Encouraging signs of change can be found recemsyeay. at least three African countries and onafe
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factors, governance issues and concentration indfporate sector affect the
development of capital markets in developing regidnterestingly, WESS (2005) finds
that the financial sector tends to become morecgotical with liberalization. There is
merit therefore to thinking about forward-lookirgr@visionary) and discretionary
counter-cyclical measures, and the preconditiogsired to make these possible in
developing countries.

A number of issues covered in WESS (2005) have kaisad in the literature discussed
above and together these lend themselves to avrarkdor analyzing DRM which we
discuss in Section IV (A framework of Inquiry).

The aim of the discussion to follow is to help @xtialize DRM in the SSA region. The
next two sections discuss in greater detail kengsahat emerge out of two significant
contributions to the DRM literature specifically 8&A. The first ‘Reclaiming Policy
Space’ is the output of a three-year UNCTAD researoject (2006 — 2009f. The
second, ‘Making Finance Work for Africa’ (World Bar2007) makes a significant
contribution to our understanding of the factofeeting the financial system in the
region.

UNCTAD (2007)

UNCTAD began a three-year project on DRM in Subg8ah Africa in 2006. The
project, still ongoing, is aimed at developing aa#l level strategies in order to mobilize
non-debt creating domestic financial resourceslémelopment.

The key message of the study is that the necessgmgdients are in place in African
countries to tackle their developmental challenggisin the framework of a
“developmental state® The report provides an interesting comparison betSSA and
East Asia, particularly with reference to the rofeéhe state in enhancing DRM. It is
notable that this question — of the potential fer €mergence of ‘developmental’ states in
SSA — has received renewed attention in much ofebent development literatute.

bank have been able to raise local currency defriseas (see: ‘On Safari’ Dec,"2007 Economist print
edition and also Euvin Naidoo, ‘Africa as an invesht’

http://www.ted.com/talks/view/id/154

% A key deliverable of the project is the UNCTAD H#mok on Enhancing the Role of Domestic
Resources in Development. The North-South Instisitmordinating efforts with UNCTAD in order to
extend the handbook series to the case-study ¢esimrour project. This will provide an important
dissemination platform for the research findings

® This is based on recent achievements in the dnemcroeconomic stability and a newfound democratic
dispensation across several SSA countries

31 Sindzingre (2007) notes: the developmental stastrong not because it owns and controls, butuseca
it has the capacity to make credible commitmentsr{jises as well as threats), to change propertysig
and to provide incentives for both private and puagents, albeit in a coercive manner. In perggnta
terms, there is little difference between East Asiad SSA countries as far as public sector revenue
concerned (tax/GDP). However, an important featdirksian developmental states was that they tiged t
avoid a prolonged use of foreign aid and techrasalstance (which are more volatile than domestic
revenues and which tend to erode domestic incestiuetures, political institutions and state leg#cy).
See also: Mkandawire (2001); Ndikumana (2006); &iti(2007); on volatility of domestic revenue =il
flow see: Bulir and Hamann (2003; 2005) and Khaio@
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The UNCTAD report focuses on several key aspecBRifl; these are reviewed below
in a thematic fashion under the following headings:

Savings

Formal financial sector performance

Impact of liberalization and reforms

Banking sector and capital markets

Public revenue

Capital flight

Savings
Raising savings rates from present levels is arortapt issue in the SSA context.

However gross savings rates are not necessairidplkelindicators of domestic resources
available for investment, because savings figuredemtative as they are derived as a
residual in the national accounts from expendituré production data that are
themselves quite unreliable (Aryteetey and Udr@d®ONotwithstanding this, it is clear
that household savings dominate savings in Afilit@avever, these are not sufficiently
channeled into investment, in part because nomdiahassets account for the majority
of household assets in rural areas and often asseltsas livestock, goods, grains and
construction materials offer a higher return orestment that available financial assets
(UNCTAD, 2007; Aryteetey and Udry, 2000).

Corporate savings has received less attention Mda® to lack of sufficient data. Firm
and sector level surveys do however suggest thge lems are much more likely to
obtain credit. Access to credit and the cost ofliti@e major impediments. As a result,
firms depend on retained earnings to fund not @rdyking capital but also new
investment. This constrains firms from evolvingnfremall-medium and micro

enterprises into large complex operations. Lacgredlit and insurance means savings are
kept in a highly liquid form and therefore not nedsted by the financial sector.

Formal financial sector performance

Africa has one of the lowest rates of access tm&bfinancial services of any developing
region. Only about 20 percent of households hageszscto formal financial services.

The formal financial sector is performing poorlyotB in terms of liquid liabilities to

GDP (32 percent) and private sector credit to GE8Ppercent) SSA lags far behind other
developing regions such as South Asia (49 peragahB8 percent) and East Asia (100
percent and 107 percent).
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Basic Indicators of Depth and Intermediation

A Ligquid liabilities to GDP, 2005 B. Prvate sector credit to GOP, 2005
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Source: UNCTAD (2007), Honohan and Beck (2007)

Financial Performance Indicators (2006)

Domestic credit to | Interest rate spread
private sector (% | (lending rate minus
of GDP) deposit rate)
East Asia & Pacific 99.67 5.73
Latin America & Caribbean 31.55 7.42
South Asia 43.36 6.66
Sub-Saharan Africa
(including South Africa) 43.99 9.61
High Income 161.77 4.40

Source: World Development Indicators

Banks are concentrated in urban areas and thay loftee incentives, rules and
procedure¥ that prevent poorer households and small busisdes®m gaining access to
their services. Relative to large economic and @conomic shocks, and idiosyncratic
risks linked to borrowers, banks’ risk managemepiacities are very limited.

Impact of liberalization and reforms

In part to remedy these problems, many African toesunderwent financial sector
reforms starting in the mid-1980s. These includedrfcial liberalization and institutional
reforms to prudential regulation systems and dised government-owned banks
(Brownbridge and Gayi, 1999). It can be argued hawnéhat where reforms succeeded
in their first objective of limiting the scope obgernment intervention in the financial
sector and strengthening prudential regulatiory treve failed with respect to deepening
and diversifying the financial sector. It is thescend aspect of financial sector reforms
that should now be the starting point for discussgpecifically from the perspective of
developing the financial sector to enhance DRM.

32 Such as minimum deposit and balance requiremientsjeposit rates, and high collateral requirersent
and interest rates for loans
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Reforms, still ongoing in many countries, as a gaineonsequence have made the
financial sector more responsive to the applicatibpurely commercial principles. As a
result development banking (DBs) and developmewinice institutions (DFIs) have been
the main casualties of the process, increasingpresn the long term credit front. There
is a need to bring fresh thinking into the rold¢le# formal financial sector in integrating
domestic economies in SSA and widening accessamdial services by developing
linkages with institutions such as microfinance WMAD 2007; Garson, 2006;
Ndikumana, 2006%3

As reforms are part of wider macroeconomic staiion programs it would be

premature to pronounce definitive success or failuiewed from the bird’'s eye view of
aggregate growth rates, inflation rates, debt serand fiscal deficit containment it is
possible to argue that the effect of the refornsiieen positivd* On the other hand it is
hard to deny that the financial sector is still bieato respond to the developmental needs
of SSA countries. Persistently low savings leveld excess liquidity in the banking
system are particularly worrying (see next section)

The DRM implications of financial sector liberalimm in SSA have recently been
explored in the empirical literature. Serieux (2p@Bd Serieux and McKinley (2008)
compare the performance of 19 countries for theogdyefore liberalization or ‘financial
repression’ (1965-1985) and that afterwards (199@52 using regression analysis to
identify impacts on private and public savingsyate investment, the liquidity ratio,
credit to the private sector, and economic growth.

Serieux (2008) concludes liberalization has moglestiuced the substitutive relationship
between public and private savings and increaseddlrelation between private credit
and investment. Liberalization is negatively catet with both liquidity and private-
sector credit expansion and has had no effectantr In short, the overall effect of
liberalization on resource mobilization has beeiigoous and marginal. These results
point to the need for deeper structural changes-e#ikfinancial-sector policies—in
order to substantially improve resource mobilizatio sub-Saharan Africa.

It is also important to highlight that over the g&&SA countries have been subjected to
reforms based on all manner of intellectual pelsmagxcessively deflationary policies
have placed SSA countries on a low growth path whas discouraged investment, trade
diversification and undermined the investment-grongéxus (Mkandawire 2005).
Monetary policy has been excessively focused datioh targeting to the detriment of
growth objectives. As mentioned, significant pragréas been made on the short-term
macroeconomic stabilization front in several SSArdaes, the focus of monetary and
fiscal policy must now widen to include long-termogth and structural change
objectives.

% See alsoRethinking the Role of DFIs in Post-Liberalizat®8A UN Finance for Development website:
http://www.un.org/esa/ffd/msc/ffdo.htm

34 For more on this view, see: ADI, 2007; BBC Newsied, 2007; AfDB, 2007. However the question is
to what extent growth, inflation and deficit perfmance is a product of reforms and to what extent a
consequence of high global growth, low global itifla, and strong demand for African resources
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Banking sector

Despite significant reforms banks still prefereéad to established firms and foreign
affiliates in SSA® Post-liberalization, access to financial serviceson-urban areas has
deteriorated® The sale of government debt to finance the budgeins that most banks
hold their assets in government paper (treasulg)bihich carry virtually no risks. Lack
of competition in the financial sector largely eaipk very high real interest rates (despite
low and falling inflation) and high spreads. Famr being a settled issue this is an
important point of debat¥.The lending—deposit rate spread in Africa is highan in
other developing regiori8.These factors have combined to create a pecutiamg: the
majority of the population lacks access to crati, private sector is credit constrained
and the financial system is highly uncompetitive arefficient; yet, bank liquidity ratios
in some cases are upwards of 150 percent and dhe tdast competitive banking
sectors in the world is also the most profitable.

Asset Composition of Banks across Regions
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Source: Honohan and Beck, 2007

% The reasons are fairly obvious: high default s&mming from lack of collateral and lack of credit
history of most local enterprises, weak legal agltatory systems that render foreclosure arduods a
time consuming

% The somewhat ironic exception here is that libeasibn seems to have been beneficial for the micro
finance industry, which has in part picked up sahthe slack. See: UNTAD (2007) and World Bank
(2007)

37 Additional reasons given for high spreads areédficiency and high overhead (admin and monitoring)
costs in the sector (Honohan and Beck, 2007).

% Demirguc-Kunt, Laeven, and Levine (2004) analystedctural factors that drive interest rate
differentials in less developed financial systemd #found the most important factor was ‘quality of
property right protection’ (which leads to higheomitoring costs), followed by inflation and bankesi
Higher administrative costs explain the majorityttod differential in SSA; small size, macroeconomic
instability, lack of competition, very high leved$ concentration were also important determinantsum,
the major factors relate to the informational eoriment, systemic risk and lack of scale. See also:
McKinley, 2005 on the growth impact of interestegtand UNCTAD, 2007 on the impact of high interest
rates on microfinance (p.37) and on fragmentatidimancial markets and corporate credit (Chapjer 2
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Bank profits by comparison

Return on Return on
Region/bank Assets (%) Equity (%)
Africa 2.1 20.1
Sub-sample of Foreign
Banks in Africa 4.7 43.2
Rest of World (ROW) 0.6 8.5
Foreign Banks in ROW 0.9 8.6

Source: Honohan and Beck, 2007 (Original authoicutation using BankScope)

Bankers admit that in a remarkable number of Africauntries it is not by a lack of
mobilized funds that they are constrained. Afribanks are highly liquid, but investment
is low. Excess liquidity coincides with limited metization: the population is unwilling
to save in monetary forlmnd banks are unable to lend out even the limiteduess that
they have. Some of this trend reflects capitakvestiring of failed banks which saw their
loan book written down or removed. But it cleariglicates either a problem with
generating sufficient satisfactory loan businesa m@sponse to perceived liquidity risk.
The banking sector generally points to the fornmet @@mplains about the lack of
“bankable” demand for credit.

Asset-liability and maturity mismatches add a fartdimension of complexity. In terms
of deposits, most banks attract only short-termodip which can not be used to fund
long-term investments, particularly in risky enviroents. Mismatch in the term structure
of savings and investment requirements implies ntaytries have difficulty
transforming savings into investment. As short-t@aper dominates debt markets in
Africa — three month bills account for nearly 5@qent of the debt stock — governments
roll over half the debt four times a year. The ager maturity for African countries is
only 231 days, compared to 720 days for Mexico 51@8&ys for Brazil and 3050 days for
India (Christensen, 2004).

Public revenue

The other side of the DRM coin is public sectorerave. The main determinants of the
tax/GDP ratio in SSA have been found to be pertaapcome, trade levels and the
shares of agriculture and mining in the economgg8t and WoldeMariam, 1997,
UNCTAD, 2007). Per capita income has been fourtaktpositively related to higher tax
ratios (though this has been decreasing in recsantsydue to trade liberalization); trade
levels are found to be positively correlated withher tax ratios; the share of agriculture
is negatively correlated with the tax ratios; amel $hare of mining has also been found to
have a negative effect on taxes (Stosky and Wodekarl997).

Using more recent data Mills (2007) finds a numifeé8SA countries have made major
improvements in revenue collection in recent yéamgills (2007) finds only a weak
positive correlation between per capita incomeraveénue mobilization, which can be

39 During the 1994 to 2002 period, Nigeria’s domesgieenue increased by 17.7% of GDP, Mauritania’s
by 14.6% of GDP, Equatorial Guinea’s by 10.7% offG@ameroon’s by 9.3% of GDP and Rwanda’s by
9.9% of GDP - all significant improvements. White ffirst four can be explained by oil revenue ssyge
Rwanda'’s case is explained by strong economic mrgaand tax reforms
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explained by widespread tax evasion, weak tax adimations, and high inequality.
There was a clear negative relationship betweestiaee of agriculture and revenue
mobilization?® Aid is found to have a negative effect on DRM.

Income per capita vs. Domestic
Revenue (2002)
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“0 Explained of course by the fact that countriehwétlatively low agrarian bases by definition haigher

service and industrial bases, which are easientoftirthermore, several low agrarian share cosrgdie
also resource rich
“1 But one must be mindful that aid generally flowshe poorest countries which require additional
assistance to finance government expenditure. ThBRM literature is reviewed later in this survey
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Agriculture vs. Domestic Revenue
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High revenue SSA countries derive the majorityh&iiit revenues from non-tax sources
(e.g. royalties); international trade taxes arediiminant source of revenue for more than
half of the countries and taxes on goods and ses\account for the main source of
government revenue in a third of the countffes.

However, the key finding is that for non resourich countries the most important
determinant of revenue level is the developmerat wkll-functioning and implementable
tax system with an efficient tax administratiSnWhile revenue surges, such as in Ghana,
Uganda and more recently Tanzania are encouragiigncing DRM is not simply

about raising revenue, but equally about ‘how’ teses are mobilized and the ‘quality’

of the resource. Revenue growth, desirable asytleashould not come at the cost of
regressive taxation, which has been the case oé sdbitine recent tax reforms

(particularly VAT).

There are other constraints to tax mobilizatiore $bcial contract on which taxation is
based is absent in many SSA countries. Majoritthefpopulation has low taxable
capacity that is costly to collect especially inaluiareas. Even where citizens are willing
to pay taxes, perceptions of misuse of funds bytae create an atmosphere of distrust
(Fjeldstad and Rakner, 2003; Fjeldstad, 2006).

*2 3outh Africa is the only exception which derivesrmthan half of its public revenue from directeax
*3This is based on a case study of Ghana and Ug&itma’s revenue level nearly quadrupled from 1981
to 2005, Uganda’s revenue level doubled from 1@88003 following major tax administration reform in
both countries
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Not only taxation, but how the population is taxedlso important. Reforming revenue
collection is a priority. There is evidence that/loompliance is related in part to forms
of coercion (Fjelstad and Semboja, 20tf1Jhe need is to build consensual tax systems.
While reforming the tax system is an essential pannproving DRM, it is unlikely to
succeed in the absence of more profound chang#at-society relations.

Tax issues have been relatively absent from thiigadlagenda in the developing world.
As a consequence governance has suffered asot isated in domestic policy demand.
Many governments do not need to make much taxtdfarause they have large non-tax
incomes from oil, gas and mineral exports or frameign aid. The long term
consequences are detrimental to good governarate. 8ites are less responsive and
accountable to citizens and may have less incetdibeild up the political and
organizational capacities of the state. Thereftates end up simultaneously arbitrary
and weak (Moore, 2004; Moore, 2007).

It is imperative that we develop a deeper undedstanof the linkages between taxation
(and other sources of public revenue) and DRM. Sprakminary questions that emerge
are as follows:

Box.5 Discussion points: Public sector revenue enha ncement

Will increasing taxes in poor countries lead to greater revenue mobilization?
Should SSA countries prioritize enhancing DRM through increased taxation?

If so, what kinds of taxes or which sections of the tax base should to be targeted?
Rather than increasing tax levels, how can the tax base be broadened in order to
enhance revenues?

Conclusive answers are complicated by the pau€itglevant data. On a more
fundamental level however, given the high percemtageconomic activity in the
‘informal economy’ in most poor countries, it istiealy possible that an increase in tax
rates might push further sections of the produatisenomy into the ‘informal’ sector

and thus out of the tax base altogether (UNCTAD,72Mabla-Norris, Gradstein,
Inchauste, 2008). On paper, the average totaliebusiness in SSA is already one of the
highest in the world®> However this does not translate into higher ctites and a
significant share of revenues is lost to capiightl and uncollected taxes.

Capital flight
Capital flight denies SSA anywhere between 5 per@gayi, 1997) and 7 percent

(Salisu, 2005) of GDP. Capital flight can be segthe ultimate reflection of a country’s
failure to mobilize and retain its domestic finalaesources (UNCTAD, 2007). As
capital flight is essentially a decision to holdets abroad rather than within the country
it is responsive to macroeconomic and politicatabdity, financial market depth,

“4 Brautigam, Moore et al. (2008) provide the exangilthe notorious “poll tax” as a coercive, ineqbie
and much detested form of coercive taxation in nfa8% countries, which undermines the willingness to
contemplate new or additional taxes

> Estimated at 68 percent of profit compared to ditent in S. Asia and 46 percent in the OECD
(Everest-Phillips, 2008)
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investment climate and other factors affecting adiusted returns. However, much of
the capital flight has taken the form of ill-gottgains by an assortment of individuals
rather than rational portfolio behavior. Addressihig form of ‘illegal capital flight’
requires greater transparency by offshore finarcg@aters where all non-resident deposits
and investments are held. This would help ideraify distinguish illicit capital from the
magnitude of ‘rational’ capital flight® Given the significant magnitudes involved and
ambiguity surrounding immediate policy responsagijtal flight is an overarching DRM
constraint in SSA.

Offshore Bank Deposits

Regional Distributions
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Sample size: 132 countries
Tima pariod: 2004
Sourca: Financial Structure Database, 2006; BIS, 2006

(Plots the minimum, maximum and median of rati@®$hore to domestic deposits; shaded area is
interquartile range. Outliers omitted. Data: 20@&jurce: Honohan and Beck, 2007

Strategies aimed at addressing capital flight aedficient domestic allocation of capital
would go a long way in both building confidence aai$ing productivity"” They might
also help turn around the domestic investment ¢ém@ne approach would be to
conduct a preliminary SWOT analy&i®f the investment climate at the country level.

Box.6 Discussion points emerging out of UNCTAD (200 7)

How reliable are data on domestic savings and how may they be improved?

What kinds of supplementary data would be useful and what sources could be tapped?
What are SSA policymakers’ priorities with regards to macroeconomic orientation and
financial sector development?

What form should financial sector development take if the goal is to enhance DRM for
development? Given past experiences with financial repression, crises, elite capture of

“5 This issue is take up again in the next section

" From 1960 to 2000, average total factor produtstigiowth in Africa declined from a relatively high
value of 2 per cent per annum in the 1960s (theesasrthe world average) to negative values in #1©1
2000 period (Collins and Bosworth, 2003 in UNCTAIDQ7). As a result, annual growth of output per
worker in Africa grew by only 0.6 per cent over tieriod, well below the world average of 2.3 pertce
“8 Strengths, Weaknesses, Opportunities, Threatxmatri
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the financial system and the recent experience of financial liberalization, what realistic
and strategic options do experts, resource persons, policymakers and researchers see
before them?

How might donors, AfDB and private sector partners contribute to the development of
such an agenda?

What explains high real (lending) interest rates in SSA?

Are high lending rates constraining credit to the private sector? If so, to what extent and
how do we know? What is known about private sector ‘credit-demand’?

Are interest rates constraining (long-term) growth?

Is inflation-targeting the ‘correct’ macroeconomic orientation in the SSA context?
What are/should be the priorities as far as capital market development is concerned?
What is the potential for developing regional bond markets as some have suggested?

Making Finance Work for Africa (2007); Finance fait (2008)

Two recent World Bank studies by Honohan and BE®BQ7) and Demirguc-Kunt,
Honohan and Beck, (2008) make a significant couatitims to the literature on access to
credit and financial services in developing cowsriThe former focuses on SSA while
the latter focuses broadly on the importance drfoe in the development process.

While it is difficult to summarize these broad sts] two key points emerge from
Honohan and Beck (2007):
Africa needs not only funds, but also a more efecand inclusive means of
channeling funds (including financial instruments @ervices) to where they can
be most effective.
The agenda for financial sector reform and stresgtiy is a long one. Some
reforms require preconditions in the wider econoamd political environment,
without which they will be ineffective or even cdarproductive. A practical
strategy would take into account implementationst@ints. Therefore the main
issue is prioritization.
Growth is the surest way to sustainable povertyegdn and this requires focusing on
the more formal parts of the financial system.# same time however, given the
fragmented nature of SSA financial markets and kigggree of informalization, efforts
are also required to widen low income householdséss to the formal financial system,
in a way that complements growth objectives.

In addition to low-savings rates four similaritiesn be generalized across SSA:
- Scale: small size of economies, even smaller fihsectors and sparse

populations (low economic density)
Large degree of informality
Governance: affects credibility and stability ofipg (both revenue mobilization
and expenditure/investment)
High degree of vulnerability to economic and poétishocks (both idiosyncratic
and systemic; and internal and external)

A major focus of the study is on the role microfina can play in widening access to
financial services and bridging highly fragmente&tiASinancial services markets. Some
of the experiences reviewed in this area includeditinnovations such as credit
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associated with contract farming, salary loansgmssive housing micro-loans, small
enterprise relationship lending, insurance andmskagement innovations, deposit and
payment innovations such as mobile banking, snadscand cell-phone banking and
innovations in the area of remittance mobilizafton.

Thesé® provide a good entry point for a systematic ingirito the role of institutional
and instrumental innovations in (a) linking thermad and semiformal/informal economy
and (b) increasing overall savings and investmateist While there is considerable
incidental, anecdotal and case-specific informatiormicrofinance and technological
innovations, there is a lack of systematic analgéitie potential of such micro-level
financial innovations to influence overall saviraygl investment rates. The research
agenda would make a significant contribution byradsing this deficit.

Box.7 Discussion question: Macro-potential of micro finance and technological
innovations

What is the macro-level impact (savings and investment rate) of micro-financial and
technological innovations, if any; and what are the projected future effects of these
innovations?

It is important to point out that both the Worldriestudies reviewed here cover one
(albeit crucial) aspect of a broader set of issuekrelationships we see comprising
DRM, which is ‘improving access to financial seest We are in agreement with the
studies in the sense that improving access tootmedl financial system well beyond the
present 20 percent levels across Africa is vitalefwant to see improvements in
aggregates such as capital formation, savings aatg$or that matter tax collection, as
these measure primarily formal financial sectoivétats. However ‘access’ cannot be
isolated from the wider set of issttand a host of ‘overarching factors’ that affect\dR
potential in SSA. We highlight a number of theseravching factors in the next section
of this paper and conclude the present discusgitredBank studies with some of the
recommendations that are of interest to the project

Honohan and Beck (2007) address another key prgjegtion from our point of view:
What role can donors play in enhancing DRM in AdfidHere their recommendations are
falrly straightforward and uncontroversial:
First of course, donors can bring technology, huarashfinancial expertise (as
they are doing already)
Second, they can exploit their independence frarallmterest groups to act as
agencies of restraint. Ideas such as loan guaraokesmes are increasingly
popular?

“9See in particular, Chapter 4, Finance for All

* See also Demirguc-Kunt, Honohan and Beck (200&)aiticular Chapter 4: Government’s Role in
Facilitating Access

*1 Such as those raised in UNCTAD (2007) and to ttxeidit also in World Bank (2007, 2008)

*2 |t is important that they do not turn into de faaiterest subsidies to projects with high, but
unacknowledged, default risk (Honohan and Beck,;7200
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Donors can forge links between private sector padnts, promote farmers’
associations, offer technical farm extension adwacel provide basic business
development services

By funding set-up costs they can help avoid thetrdamaging distortions
Finally, donors need to look at conditions in th@im countries, notably with
regard to international remittancés

As far as recommendation go, there are a numbevestaps between UNCTAD (2007)
and World Bank (2007; 2008). For example, bothiswitlighlight the importance of
microfinance. In SSA, the World Bank (2007; 200eacly sees some microfinance
enterprises growing into banks, and some largesénkluding development banks and
DFIs) increasingly tapping into microfinance neti®to extend their reach to lower
income household¥.

Secondly, an important message of the World Bamtiss, following from its
acknowledgement of implementation constraints &edeed for prioritization, is that
SSA policymakers need to look for “shortcuts” whtrey are available. In this regard,
there are at least two relatively low-cost and enpéntable goals (which are also
recommended by UNCTAD). One, given the frequenkistence of high liquidity and a
credit crunch, improving conditions that will heticrease the flow of credit to the

middle market can be set as the top priority. Bogstredit by strengthening registries
and simplifying court procedures could be an imgairstep in easing access to credit and
financial services. Two, with the levels of reforfesy. banking and financial sector) and
innovations (e.g. micro-finance and technologied#i@¢ady taking place, SSA countries
need to concentrate on establishing independeseirgigmon. In contrast to UNCTAD
(2007) where the “developmental” role of the s market maker was highlighted
the World Bank studies (2007; 2008) clearly ardw the role of the state in the
financial sector in SSA should be one that fadésamarkets rather than participates in it.

Outlining an appropriate role for the state infikke case-study countries whereby the
state enhances DRM in a way that fosters sustarabg-term growth, poverty

reduction and structural transformation is ineMijabkey objective of the project (see
Box 3). In agreement with UNCTAD (2007) and othéing, state in SSA countries has an
important role to play in preparing the groundwtskenhanced DRM, particularly with
reference to financial sector institutional devehgmt. However, it is hard to ignore the
pitfalls that many such forays (DFIs) encountetedugh the 1980s and 90s across the
region, as the World Bank studies recount (2008widan DFls and development banks
be reconstituted and reconsidered to play a manstagctive role in financing long-term

>3 For instance, the European Commission has be@essfal in driving improved international retail
payments technologies and in ensuring lower conspniees for these payments in the context of the
European single currency. These ideas could ba@atkto remittances toward Africa

** The experience of microfinance in South Asia aatiri_ America, where the scale of the industry is
greater, confirms this trend

% See also: Ajakaiye (2005), The Role of the Stateinancial Sector Development in Sub-Saharan Afric
FONDAD
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development objectives is thus a key project qaesfiBeyond DFIs however, the scope
and potential of stock markets and private boncketar and the role of the state in the
institutional support structure required to devellop same, is another aspect that requires
attention. Pension funds and insurance compangeshajor players in the process of
institution building, and the potential role thesrild play in implementing DRM

strategies should also be considered.

Below we put forward a broad ‘framework of inquighd discuss a number of
overarching factors that affect DRM in SSA. Thesmprise a wider research agenda
within which we see our project playing a smalltp@he intention is to extend the
literature surveyed above and structure debatbesetissues towards the finalization of
a more ‘refined’ country-level research protocdieTaim is not to engage in a
comprehensive discussion but to raise key poinggldition to those already raised. It is
anticipated that further issues affecting DRM imAS&Il be brought up, both by way of
comments received on this paper and at the figgepr working meetingwhile it is not
expected that the project will be able to addressagh of these issues, we do hope that
the discussion will help spark key country level reearch questionsThe framework
can be summarized as follows:

Savings structure
o Public sector savings
o Private-corporate savings
0 Household savings
Structure of the ‘financial economy’
Structure of the ‘real economy’
Structure of the ‘informal economy’
Series of “overarching” factors affecting DRM inls8aharan Africa

V. A framework of inquiry

The discussion below extends the literature suarel/sketches a broader research
agenda within which our project forms a small p&dme of the key questions embedded
in the discussions are highlighted and could ba&imetl as country-level research
guestions.

Saving structure

Much of the literature as we have seen places gawdhthe center of DRM. In general,
the high degree of correlation between domestimgavand investment suggests
significant external borrowing constraints and dlsat in developing and emerging
economies productive investments are largely dapadist financed. Low savings rates,
smaller proportion of monetized savings and finahassets (relative to informal and
non-financial savings), behavioral characteristigsh as ‘precautionary’ as opposed to
investment driven motivation behind savings, togetireate a structural savings trap in

* This issue is taken up again in the next sectiteuthe heading ‘Financial market institutional
development’
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poorer countries which invariably affects produityiy’ investment and ultimately
growth.

It is further apparent that the debate about trecton of causality (from growth to
savings or visa-versa) is far from concluded. Thegipal lesson for our purposes
however is that high-performing economies (e.gt Baga, more recently South Asia led
by India, and mainland China) pursue dynamic sgrateof rapid capital accumulation
and growth which enable them to adopt policieseslio their own circumstances and
relatively free of the conditionality associatedwinternational Financial Institutions,
donors and other external actors.

Intertemporal effects across the three main sadegsors (public, private-corporate and
household) have important DRM implications. Therefib is essential to get a deeper
understanding of the differential impact of pubjcivate and household savings in SSA.

Public sector: revenue side/expenditure side (@apital expenditure)
On the revenue side, the relative weight of ‘domesgs. ‘external’ sources of public
sector revenue must be examin€lde relative weights of ODA, tariff revenue,
external borrowing and other external sources wouldheed to be decomposed
Similarly, the relative weight and composition @indestic tax revenues (direct/indirect
taxes) would be clarifietf On the expenditure side again external (e.g. intesé
payments) and domestic facets would need to be degeosed Proportion of public
sector recurrent vs. capital expenditdrgould be estimated, with reference to impact on
DRM. For instance, fiscal deficits are likely firmad by domestic borrowing (from the
private sector); estimating the impact on privaetgr DRM (savings and investment
rates, investment climate and macroeconomic ejfeatisld be a suggested starting
point.

Private-corporate savings: revenue side/expendisige (inc. investment)
The literature on private-corporate savings in $S#cantThe research agenda could
make a valuable contribution by suggesting novel aoaches to understanding
private-corporate savings characteristics in S& and by shedding greater light on the
relationship between factors such as macroeconpaticy orientation, fiscal stance,
factor productivity, rate of return (and perceptadrrate of return on investment) and the
investment climate.

*"When national savings are too low, capital perkepalso remains low; in low-income countries calpit
per-worker declines further due to expansion ofldlheur force and depreciation of existing capstack.
By implication it is possible output per worker@ideclines, and ultimately workers are worse off in
income terms (McKinley, 2005)

%8 Two issues of particular interest that should igialighted are: the impact of tax-incentives (both
revenue and investment promotion) and the capszityobilize public revenues (or the ‘implementaili
of the tax schedule)

%9 Of particular interest is the role of the pubkx®r in financing infrastructure investment anel th
potential for models such as holding companieslipyiivate partnerships (PPP) and build-operate-
transfers (BOT)
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Household savings: revenue side/expenditure side ifivestment)
Household savings have received greater attenitimel extant literature. Low levels of
monetization, high non-financial asset holding, eeess to formal financial services,
precautionary and high liquidity preference arel\webwn characteristics of several
individual SSA economies. But equally, it is wetidwn that the financial sector aided by
a conducive policy and institutional framework, gday a significant role in mobilizing
household savings and enhancing intermediation.v&ngrapid rise of the financial
sector in China and the critical role it has playethe enormous transformation in the
savings structure (from public to household sedwpprtly a consequence of key policy
and institutional initiative&® Similarly, despite low income levels and low acces
formal financial services, India has managed tonta& relative high savings rates
compared to other developing regions (driven mdnyiyiousehold savings). Key policy
initiatives in the area of rural branching playesignificant role in preparing the
economy for the growth (led in large part by theaficial sector) that the country is
presently witnessin@. It is vital therefore to develop a practical undersanding of
local constraints facing SSA economies, but to do $n a way that highlights
opportunities that may exist just beneath the surfae

Structure of the financial economy

The literature on financial sector development poderty reduction is vast. More
recently however, DRM and financial development @gun to receive particular
attention (Mavrotas et. al, 2008)The experience of financial liberalization in muath
the developing world shows that transforming tmacttire of an economy is a complex
process that assumes deep understanding of thadtite between the financial sector
and the real economy. Evidence suggests finaneialdpment can accelerate growth by
improving capital allocation. However, in a devalgpcountry context ‘financial
development’ must be broadly defined (beyond fimgrdepth) to include improvements
in the efficiency of financial sector institutionscluding: the banking sector;
microfinance; capital markets; legal, regulatorgmtoring and information/signaling
institutions — such as credit rating agencies agistries. Deepening and improving the
efficiency of the financial sector is becoming gonaevelopment issue. Policies that

% The share of public and corporate saving in tsa&ings fell from 59.1 per cent in 1978 to 19.6 qant

in 1995 in China, while the share of householdrsgitcreased from 12.8 to 51.2 per cent over theesa
period of time. An important factor driving thisarige has been the propensity to keep savings in the
domestic financial system and confidence in tharfaial sector (Watanabe, 1998; WESS 2005; Modiglian
and Cao, 2004)

®1 Between 1977 and 1990, the Reserve Bank of Indiadated that a commercial bank could open a new
branch in a location that already had bank branohdsif it opened four in locations with no bramsh
Studies that review the effect of this policy aminpare the same across time periods suggests that
availability of a bank branch is poverty reduciagen where the branch has been opened only aslaoks
the policy. Regression results imply that ruralnfofaexpansion during the policy period may have
accounted for 60 percent of all rural poverty reaucduring the period, largely through an increise
nonagricultural activities, which experienced higtreturns than in agriculture, and especially tigfoan
increase in unregistered or informal manufactudatyvities (Demirguc-Kunt, Honohan and Beck, 2008)
%2 Mavrotas G, eds. (2008) ‘Domestic Resource Madiiin and Financial Development’, UNU-
WIDER/Palgrave Macmillan is an important (and vezgent contribution — published March, 2008) to the
literature. The collection represents the outputBU-WIDER’s research program on ‘Financial Sector
Development for Growth and Poverty Reduction’
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attempt to foster better financial institutionsrg&se the confidence of savers, encourage
competition and provide a broader variety of sasimgtruments — and are thus vital to
enhancing savings mobilization and DRM. Mavrota30@) highlights;while there is
extensive literature on financial sector developmedrand savings levels in developing
countries, there does not seem to be enough satdtfary work on the above nexus

for SSA countries’. Addressing this gap would be aajor contribution of the present
research project. In this effort, particular attemtwill need to be devoted to elucidating
the linkages and operational interrelationshipsvben the financial sector and the real
and informal economy at the country level in theezatudy countries.

Structure of the real economy

Effective DRM strategies will be rooted in and cagmt of the particularities of the
structure of the real econonihis includes presenting a clear picture of the reltive
size of the agriculture, manufacturing and servicesector; and their differential
consequences for DRMi.e. their interactions with the financial sectionpact of the
prevailing tax structure and sectoral savings ardstment trends). Similarly the
employment structure (across sectors) has impdicatior fiscal revenues (relative
weight of consumption vs. direct payroll, propeaityd capital gains taxes) and for
household savings ratehe DRM impact of level of urbanization (i.e. conslidation

of economic activity) needs to be elucidatedractor productivity, expected rates of
return and the overall investment climate influesagings and investment behavior
(Eifert, Gelb, Ramachandran, 2005). It would beuwlde get a picture of the
interrelationships between these factors at thatcplevel. Furthermore, as seen in the
literature review, trade composition (import/expotensity) and promotion (particularly
through tax incentives) has DRM implications whieed to be understood at the
country level.

Structure of the informal economy

The vast majority of economic activity in SSA tak#sace in the ‘informal economy’ and
by definition this is problematic to account forowever, the issue has received attention
in the savings literature (Aryeetey and Udry, 2080J in broader cross-country
comparisons (Schneider, 200Fhree issues warrant particular attention at the

country level: (a) mapping the share of employmenticome from the informal
economy (to the extent possible), (b) estimating éhdynamics of financial market
fragmentation and mapping the primary institutions in the informal economy and

(c) developing an understanding of the interactiofetween the informal (and semi-
formal) economy and the formal economy (particulary the formal financial

secton).®® The existing literature has developed appreciably interesting directions
that should be referred to as starting pointsrsgtutional analysis of market
fragmentation (Nissanke and Aryeetey, 2006) anddbent literature on determinants of
informality and ‘hiding out’ (Dabla-Norris, Gradste Inchauste, 2008).

%3 Recent contributions to this literature are inséirgg and provide a good starting point. See itiqaar:
UNCTAD (2007, p.23-25 for a good discussion of infial and semi-formal economy); Honohan and Beck
(2007); (Nissanke and Aryeetey, 2006)
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Overarching factors

Global growth and investment climate
The need to strengthen DRM in SSA partly stems frioenfact that the international
financial architecture has not been able to addhessredit constraints faced by less-
developed countri&sand the numerous problems associated with exténaaice such
as aid, direct investment and private capital floWse paradox that sees ever larger
amounts of capital flowing across the globe in geaf superior returns, and yet the
financing needs of poor countries are largely unmainlikely to be resolved as far as
one can predict (Addison, 2005). In recent yeaswth in the SSA region has benefited
from a benign global investment and inflation cltenal he fallout of the ongoing crisis
on DRM in SSA is an unexplored (and perhaps preraptssue. However, given the
small size and nascent state of development (péatlyg of the financial sector) in most
SSA countries, the external economic climate hias greater impact (both positive and
negative) than in other developing regions (Mckyn2005).To what extent and in
what ways the global demand (particularly for African commaodities), investment,
interest-rate and inflationary climate affects DRMin SSA economies is an
important question.

Commodity price and terms of trade volatility
Much in line with the above, it is apparent thatiéd's recent high growth performance
was driven mainly by robust global demand for Adnaccommodities and high
commodity prices (UNECA, 2008; Osakwe, 2008). Hogregudden changes in external
flows present issues of macroeconomic and monetanagement and demand
improvements in intermediation capacity. Sustainedease in such flows implies that
the rest of the economic system will need to adjusty variables include real interest
rates, income, and exchange rates. While the doaboetary and credit policy is
adjustment without inflationary impact, the sizeldime-lag of adjustment depends on a
series of factors (Honohan and Beck, 200T)is imperative therefore to take into
account the potential for Dutch Disease effects, seequent monetary policy
responses and their impact on DRMWe discuss this issue with particular reference to
the ODA-DRM relationship below.

Aid dependence and DRM
Aid, in one form or another, represents a signifiqgaroportion of the national economy
(and government revenue) of four out of the fivej@ct case-study countries: Burundi,
Ethiopia, Mozambique and Tanzardakey project question is: how can we conceive
of a DRM strategy that is also an exit strategy fron aid dependenceAs the Paris
Declaration recognizes, aid effectiveness requiraspartner countries exercise
ownership and leadership over their developmewrities and strategies. In other words,
aid needs to be placed into broader developmeategies at the national level (Culpeper,

% See: The North-South Institute, “Southern Perspeson the Reform of the International Development
Architecture Phase-I1” (various contributions), ioel at:
http://www.nsi-ins.ca/english/research/progressidy .

% E.g. marginal propensity to import out of increh@mome, the price elasticity of imports, and the
interest sensitivity of money demand
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2007). ‘Aid dependence’ has received a signifi@Ganbunt of attention (Azam,
Devarajan, O’Connell, 1999; Wangwe, 2007). Equdhg, corrosive impact of high aid
levels on taxation mobilization and other DRM itwgibns has also been explored in
detail from various academic perspectives (Bird)2Moore, 2007; Moss T and Arvind
Subramanian, 2005; Moss T, Pettersson G and vavialle N, 2006). Focus has shifted
from project/program based aid to budget suppostidver to what extent this represents
an evolution as far as moving out of aid depend@&ncencerned is questionable (World
Bank, 2006). There is now a significant ‘fiscalpesse’ literature on the impact of aid
on DRM (particularly in SSA§® For instance, Martins (2007) shows in the case of
Ethiopia aid flows had a significant ‘displacindest’ (particularly with regards
domestic borrowing). Evidence also suggests aidglare more volatile than domestic
revenue sources (Bulir and Hamann, 2003; 2005 drahK2007). Recent experience in
Mozambique, Uganda and Tanzania points to thefgignt sterilization challenge
volatile aid flows present and the resultant impacDRM via high and volatile interest
rates and unpredictable real exchange rates (Aiigg, 2006; Mohanty and Turner,
2006)%" High and volatile aid-flows comprise an importamerarching DRM constraint
and their effect on DRM needs to be elucidateti@country level.

As to whether or not enhanced DRM can contributeatds an exit from aid-
dependence, there are at least two examples thuttp@ positive response to this
guestion. Hang (2007) for instance shows how Vietmaent from a highly aid-
dependent country to one that is aid independantlypon the back of effective aid and
donor management led by a relatively strong pu®itor, and partly on the back of a
leading public sector role in infrastructure invesnt that facilitated the emergence of an
export-investment nexus. Similarly, Botsw&hstands out as an SSA country that has
become aid-independent through a mix of enlightenidemanagement and resource rent
mobilization for investment in domestic developm@iangwe, 2007; Leith, 2005).

Non-economic shocks
The frequency of non-economic shocks associatddaminflict, famine, and politico-
societal collapse as well as with external fact®esstimated at one per decade per

€ See: Martins (2007), p4-8 for a good survey

®”In Uganda, where donor support of one kind or l@oaccounts for nearly half the government’s
expenditure, interruptions in aid flow were vergrdiptive to the budget and costly to the broadenemy.
Large aid-funded increases in expenditure equivate8 percent of GDP occurred from 1999-2000 while
domestic revenues rose by barely 2 percent of Glitthgi-Ego, 2006). As a result between 1997-98 and
2001-02 Uganda'’s fiscal deficit more than doubked 2.8 percent of GDP. As large deficits were fo®h
via budgetary support, this presented a majorligi@ion challenge for the Bank of Uganda, as ugwar
pressures on both the real exchange rate andshtates increased. The Bank of Uganda was forced t
resort to aggressive open market operations (18882001) sending the 91-day yield skyrocketingrro
7.1 to 13.8 and the Ex-post real yield from -2.3 1 percent (Aitingi-Ego, 2006; Mohanty and Tugner
2006).The Ugandan experience is not an isolatethpbeaof the major sterilization challenge posedlay
flows. Tanzania (July 1999-April 2000) and Mozamlt#dJuly 2000) experienced similar spells of
aggressive open market operations in order to gottia inflationary impact of increased aid inflovithe
91-day yield in Tanzania jumped from 7.3 to 13.€cpat (the real yield went from -1.1 to 13.9 petren
and in Mozambique from 12.6 to 22.9 percent (in tetlans from 1.8 to 10.4 percent) (Mohanty and
Turner, 2006)

% Admittedly there are significant ‘non-genralizalfectors at play (low population, relative poliic
stability and significant resource wealth — dianh&n
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country. Coupled with micro or ‘idiosyncratic’ leesk for individual households near

or below the poverty line and for small farms amoh§, non-economic shocks can have a
disrupting effect on long-term DRM strategies (Hban and Beck, 2007). How can such
factors be taken into consideration is an issuertfaits attention in the development of
a country-level research agenda.

Capital flight
Capital flight is an issue that has received carsidle attention, with reference to
developing countries in general and SSA in paricUtstimation and adequate definition
of ‘capital flight’ (such that it is not inflatechd confused with broader resident capital
outflows) presents statistical and empirical chegks (Schneider, 2003a; 2003b). Recent
exploration of capital flight from SSA has helpddridy some of these issues (Salisu,
2005; Ndikumana and Boyce, 2003; UNCTAD 2007, 20b68)adly speaking
econometric analysis reveals that external borrguarpositively and significantly
related to capital flight, suggesting that to ayéaextent capital flight is debt-fueled
(Ndikumana and Boyce, 2003). Policy recommendatiomesponse to capital flight are
thus two-fold: prevention based (from strategieprtumote growth, deepen financial
markets, improve governance, and reduce debt ovgri@ curbs on de facto
privatization of public assets, tax-regimes andadey capital controls); and repatriation
oriented (primarily tax amnesties and limited téxabon repatriated capital over
specified periods)lo what extent is capital flight constraining the IRM base (and in
what ways), how should estimates be measured (mettaogy) and what are the
data issues involved, are important questions thatould need to be addressed in the
discussion surrounding the research protocol.

Macroeconomic policy orientation
It is widely accepted that macroeconomic stabgitpngly influences the long-term
growth performance of an economy. However, macnoeeuc stability should be
understood in broader terms entailing more thahgreserving price stability and fiscal
balances, but also avoiding large swings in econ@uiivity, employment, external
accounts and the real exchange rate. As noted tloeeecent past SSA economies have
fared well on the stabilization front (defined aflation containment). However, there is
now a significant base of theoretical and empiritaiature that raises critical questions
of the prevailing and dominant “inflation-targetingrthodoxy, with particular reference
to experiences in the developing woHdChere is an urgent need for developing
countries to enhance the space for counter-cyghakties by improving the institutional
framework for macroeconomic policymaking. Vos, Ie@and Sanchez (2007) suggest
three steps that are worth mentioning: first, agrappropriate institutional setting for
fiscal policy would strike a balance between figualdence and fiscal flexibility in a way
that ensures both policy credibility and fiscaltausability. Setting targets that are
independent of short-term growth fluctuations cduddeffective in establishing an
effective counter-cyclical policy stance. Secondegain degree of discretionary space
should be retained; this has been lost in the n@\eiles-based’ macroeconomic policy

% See in particular the wide ranging analyses uailert by the International Development Economics
Associates ofinflation Targeting: issues and alternative¥arious titles and authors, available online:
http://www.ideaswebsite.org/feathm/oct2007/ft03ldtibn_Targeting_Index.htm
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and the somewhat single-minded pursuit of inflatEmgeting’® At the country level, the
impact of macroeconomic orientation on employmert growth objectives would need
to be explored. Third, one of the lessons of thet Baian experience is that
macroeconomic policies should be well integratetthwther areas of economic
policymaking and as such ultimately macroeconomientation is part of a wider
development strategy.

Financial market institutional development
The link between institutional development and DRiMVparticular private sector DRM
through an efficient financial system) as mentignge@n issue that is only beginning to
receive due attention in the SSA context. The agraknt and deepening of the financial
sector in China and India stand out as two exangdlése range of possibilities (in a
fairly short time-frame) in a developmental contartl the significant impact financial
development has on smoothing the transition frommanily public to private sector led
development. In both cases, the state playedieatnible first in establishing and
creating financial markets and then populating tharkets and regulating the entry of
private actors over time. The rapid transition imr@ from public to private sector led
savings mobilization is nothing short of remarkalble is the improvement of the
efficiency of capital allocation in the domesti@aomy (Watanabe, 1998; WESS 2005;
Modigliani and Cao, 2004; Hasan and Zhou, 2006 p®ficular interest in the case of
India is the salient truth that though the cousstily has one of the lowest rates of access
to formal financial services rates in the worldsithe financial sector that is in many
ways at the helm of the rapid transformation thairesently underway. Over the years
Development Finance Institutions (DFIs) have plageniucial role in financial market
development in Indi&* With financial liberalization, DFIs moved away finatraditional
roles (such as principal sources of long-term foeamslands of expertise and signaling
agencies) to newer areas (like supporting the dpwe¢nt of corporate bond markets,
addressing sectoral financing gaps created by ditsgn and influencing corporate
governance — particularly during the liberalizatpmocess). The main lesson of the
Indian experience is that where DFIs have beentalitansform themselves into ‘free
market DFIs',it is clear several developmental tasks remain anbFIs are uniquely
placed to perform them(Varma, 2004; Malshe, 2004).

O For a good contrast see: Ben S. BernankeRérspective on Inflation TargetihgRemarks at the Annual
Washington Policy Conference of the National Asatich of Business Economists, Washington, D.C.
March 25, 2003. Bernanke describes the policy fraonk of Inflation Targeting as “constrained
discretion”. Constrained discretion attempts tiketa balance between the inflexibility of strictligy
rules and the potential lack of discipline and ctinee inherent in unfettered policymaker discretion
“Constrained” in the sense the central bank mushta@iaa a commitment to keeping inflation and infbet
expectations under control and “discretionary’Ha sense that the central bank is free to do #stbe
stabilize output and employment in the face of sham disturbances, with the appropriate cautiomud
our imperfect knowledge of the economy and of tifiecés of policy. Bernanke dispels three mythst tha
inflation targeting involves mechanical rule-likeligymaking, that it ignores output and employment
objectives and that it is inconsistent with mainiag financial stability

" And one might also consider those in the UniteateSt (Fannie Mae and Freddie Mac), Japan (Long
Term Credit Bank), Germany (KfW), Brazil (BNDES)dKorea (KDB) among others.
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Legal and regulatory framework reform; and improwsof the ‘informational

climate’
Analyses of DRM in SSA, beginning from a varietyitellectual perspectives seem to
converge on the need for legal and regulatory nefand improvement of the
informational climate. UNCTAD (2007) argues that froor endowment of SSA
economies in “informational capital” has inducedtcosts and economic inefficiencies
which have stunted financial sector developmentklaf reliable information on the risk
profile of borrowers is perhaps the most imporfaotor constraining lending to poorer
households and small firms. Given that settingngbraintaining comprehensive
borrowers databases may not be in the interestyiralividual financial institution,
these costs could be at least partly borne byttie &onors and development partners
could play an important role here). Similarly, treation of ‘fast-track’ courts to speed
up settlement of investment disputes could helpave the overall investment climate.
The legal and regulatory framework could help ptize investment in basic
infrastructure, remove unnecessary bureaucratitelbsuiand simplify tax systems by
adopting fewer but differential tariff lines for ports of capital or intellectual goods, and
fairer taxes by relying more on direct taxationeThain issue for our purposes however
is to elucidate at the country-level the ways inclHegal, regulatory and ‘informational
deficits’ are constraining DRM and the potentialippresponses to the same. Part of the
analysis would also need to focus on transparendyaacountability of public finances
as confidence in the public sector is critical tahbsuccessful legal/regulatory reform and
improvement of the investment climate.

Mobilization of remittances, Diaspora investmendl &iaspora bonds
The key policy issue with respect to remittanceasoisonly how to increase them but also
how to encourage use of formal channels and ineraléscation to investment rather
than consumption. While in balance-of-payment teremsittances are ‘external’ flows,
as both UNCTAD (2007) and World Bank (2007, 2008w remittance mobilization
can and should be considered part of DRM as horaatopallegiances and family ties
are important motivating factors driving the saifiee Diaspora is also uniquely placed
as a potential direct investment source; givead intimate knowledge of the
particularities of the home-country and experieoeerseas. A recent World Bank study
estimates that SSA countries can potentially réiseo $3 billion by reducing the cost of
international migrant remittances, $5 to $10 biillwy issuing Diaspora bondsand $17
billion by securitizing future remittances and oth&ure receivables (Ratha D,
Mohapatra S, Plaza S, 2008).

Mobilization and utilization of resource rents
Several countries in sub-Saharan Africa are riagmaitural resources, including oil and
various minerals, but in most countries resourdeaeon has not yielded the

"2 Diaspora bond is a debt instrument issued by atcpu-or even by a sub-sovereign body or a private
corporation—to raise financing from its overseaadpira. This relatively unexploited instrument caine
investments from international migrants for ecorodevelopment in the home country. The Diaspora
from India and Israel have raised $11bn and $2Bbpectively in recent decades. Philippines has
announced that it will sell a Diaspora bond to seas Filipino workers in 2008 to raise funds for
development projects. Ghana has begun marketinGtteen Jubilee Savings Bond to the Ghanaian
Diaspora
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developmental benefits enjoyed by other resouedeveloping and industrial
countries. Indeed, windfalls from oil and otherurat resources are regarded “more as a
curse than a blessing”, feeding corruption, undemgi political and social institutions,
generating debt, and fuelling Dutch disease, chftight and macroeconomic instability
(Gelb 1988). Few countries in sub-Saharan Africgides Botswana have established the
economic management and the political and soclalreuthat is required for a more
appropriate stewardship of natural resource rentsefptions include Nigeria’'s oil-
revenue management strategy, Zambia’s copper-rev@amagement and Tanzania’'s
newfound mineral wealth management). Domesticatmntes alone are unlikely to

resolve these issues. International cooperatioth (@source extracting firms and their
home countries) is needed to make headway agamshatural resource trap”, through
greater transparency and justice in allocatinguesoconcessions, establishing royalties
and determining related government expenditurediéc@007).

In the brief concluding section we suggest prelemiresearch questions’ and
hypotheses to be tested at the country-level.

V. Conclusions and Suggested Research Direction

In this paper we have tried to achieve four inletssl objectives: first, we introduced
domestic resource mobilization (DRM) as a develapnfieance strategy, and argued
there are compelling reasons why DRM is bettergado serve the goals of development
finance, compared to alternatives (such as FDIpggarnings, ODA etc.). Second,
given DRM is a broad topic, we raised four basicaaptual questions that we think help
articulate DRM for the purposes of this projectirhwe situated DRM in the recent
international policy dialogue and reviewed the kegent literature on the subject. The
emphasis of this part of the paper was on contéxing DRM in Sub Saharan Africa,
providing a backdrop for discussion and settingfthumdation for a preliminary
framework of inquiry. Fourth, we outlined a frameWwaof inquiry comprising the savings
structure, the structure of the financial, real arffdrmal economy and a series of
important overarching issues that we think arecalito the potential for DRM as a
development finance strategy in SSA. This should bémulate additional country-level
guestions.

Inevitably, there will be modifications before tresearch protocol is finalized (which

will include a discussion of methodology and datailability). However, following from
the above discussion, we would like to suggest somekminary research directions. As
noted beforgit is anticipated that further issues affecting IRM in SSA will be

brought up, both by way of comments received on teipaper and at the first project
working meeting. While it is not expected that theroject will be able to address

each of these issues in sufficient detail, we dogmwthat the discussion will help

spark key country level research questiondVe conclude with some basic propositions
and questions that could be tested at the couene}.|

Basic propositions to be tested and preliminary cautry-level questions
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The preceding discussions in this paper have besmadtbased and have touched on a
number of aspects of DRM. In order to obtain a ngaahle research agenda and one that
produces useable results and policy recommendatiandistill our framework into five
thematic areas, each comprising a number of testaiotheses: ‘fundamentals’ (DRM,
growth and inflation); ‘policy space and ownershipscal factors’; ‘informal sector
factors’; and ‘legal-regulatory, institutional amdormational factors affecting the
investment climate’. We do acknowledge that somghefpropositions may not be
applicable in specific country circumstances. Tfareethe following should not be seen
as an exhaustive laundry list, rather as a suggestenenu from which to pick and
refine testable propositions that are relevant to @auntry-level circumstances It is
expected that the 2day meeting in Entebbe willifate this process of refinement
towards the finalization of a research protocoldach of the 5 case-study countries.

Fundamentals

Sustained growth, accompanied by structural transiton of the domestic economy
plays a fundamental role in poverty reduction. Aoy level ‘growth diagnostic’ or
identification of the binding constraints to grovahuld provide a good starting point
(Hausmann, Rodrik and Velasco, 2005; Filipe andi\.2108).

AERC's “growth project”, in particular O’Connell driNdulu (2000) and O’Connell
(2004) provide a good background to the sourcédrafa’s growth. For instance, a
striking feature of African investment data is théiten measured in constant
international prices the figure is much lower thdmen measured in current national
prices. One reason is the comparatively large iteplacontent in African investment.
Investment tends to be much more expensive (relaGDP) in Africa than
internationally (O’Connell and Ndulu, 2000). Théselings are worth reviewing as a
starting point to country-level research.

Some of the findings of O’Connell and Ndulu (20@t8t are relevant to DRM are briefly
discussed here. One issue is defining ‘structuaalsformation’. Kenny and Syrquin
(1999) developed a method of assessing ‘structtamasformation’ along the reference
point of a predicted path, which could serve aseful guide.

A long-standing issue in terms of comparative pectipes on Africa’s growth record has
been explaining Africa’s growth shortfall compatedther developing regions. Various
reasons are cited: the impact of tax and tax-ldecges in generating inefficient
aggregate investment (Adam and O’Connell, 1999ggreeral bias against private sector
accumulation (Mkandawire and Soludo, 1999); slowemoent of factors of production
out of agriculture (Cherney, 1975); geography aaditional factor in African growth,
either in undermining the health status of worla@rs imposing high transaction costs
that discourage market integration (Sachs and Wai887 and Bloom and Sachs,
1998). Other factors include falling capacity a8liion, high rates of depreciation of
physical capital attributable to poor maintenancputblic infrastructure and at times also
donor bias against recurrent spending, climatekshtiat undermine total factor
productivity in agriculture, and civil strife. Thegactors and the associated literature
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should be drawn upon given the complex relationbleigveen growth and DRM
variables such as public revenue, savings, invetdtared efficient intermediation.
Generally speaking, it is important to estimate lana to what extent African growth
performance and DRM levels are converging withrés of the world.

Hoeffler (1999) employs the augmented Solow moddlsuggests feedback from
growth to investment. These findings can be reviefee likely endogeneity problems.
The augmented Solow model treats technologicalrpesgas exogenous and does not
model policy effects, on savings or other paransetdow should these effects be
modeled in an endogenous growth framework for tirpgses of this project? This is a
key question for the first research meeting.

Recent years have witnessed interesting advanthe endogenous growth literature,
focusing specifically on locating ‘domestic savingghin an endogenous growth
framework. This strand builds on and significartiffers from the statistical Granger
causality tests between growth and the savingsasate Carroll and Weil (1994) and
Attanasio, Picci and Scorcu (2000). The new stragefpcus on medium term effect of
savings on growth (as opposed to the contemporarsuart-term relationship); models
the relationship between lagged savings and growitrolling for initial productivity (as
opposed to simple Granger-correlation estimates);facuses on the differential effect
of lagged savings on growth in poor vs. rich co@st{Aghion, Comin and Howitt;
2006). Draw on this strand of the endogenous grdiwetature to ascertain when and to
what extent does domestic saving matter for ecoagnawth.

The recent growth literature has returned to sohtkeo’old ideas’ of development
economics such as linkages, complementarity, aréiéed ‘superstar effects’. Jones
(2008) builds a model with links across sectorsypl@mentary inputs, and highly
substitutable consumption. This accounts for mddh@aggregate income difference
between rich and poor countries. The main findiagsthat linkages between firms
through intermediate goods deliver a multiplierigamto the one associated with capital
accumulation in a neoclassical growth model. Trereslbf intermediate goods in revenue
is high. Just as a chain is only as strong asetkest linkages, problems at any point in a
production chain can reduce output substantialiygtits enter production in a
complementary fashion. High elasticity of subsiitntassociated with final consumption
delivers a superstar effect whereby GDP depengsapsrtionately on the highest levels
of productivity in the economy.

These findings provide preliminary support for therking hypothesis that enhanced
DRM (as we have defined it above) is critical tavg@dy reduction and sustained growth.
Domestic savings are better placed as an ‘investaisburce’ than available alternatives
with the impact on growth operating through produtst (as suggested by Aghion,
Comin and Howitt; 2006). Jones (2008) and Aghioalef2006) should be referred to as
starting points for country level hypotheses tegtin

In a recent paper Rodrik and Subramanian (2008 hasipe the fact that developing
countries live in a second-best world, which mehas they suffer from multiple
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distortions and constraints. While some nations begeverely constrained by
inadequate access to finance, others—and perhajpgoaity—are constrained primarily
by inadequate investment demand, due either tstmaal returns or to low private
appropriability. Rodrik and Subramanian make treedhat some economies can be
considered ‘savings-constrained’ while others aree'stment-constrained’. In the former
profitability of investment projects is high relaito current cash flow, leaving firms in
need of external finance; while in the latter piaddility of investment projects is low
relative to cash flow, leaving firms not in needeafernal finance. The key difference is
that financial conditions, and in particular markeerest rates, will not be a major
determinant of the volume of aggregate investmeliité second case. They argue that an
improvement in financial intermediation, which essdomestic saving and enhances
access of firms to domestic finance in an investrgenstrained economy, the direct
effect of this on aggregate investment will beanismall. But an increase in economy-
wide saving does have an effect on the real exaheatg, which is the crucial
intermediating variable. The key point is that ther a crucial difference between
domestic and foreign finance: improvements in tivener depreciate the real exchange
rate, while improvements in the latter appreciat®esearchers should be mindful of
these findings as they further lend support torapleasis on DRM.

Testable hypotheses:
Low DRM levels constrain sustained growth and ptwezduction in Africa

Greater reliance on non-domestic resources exptaingergence-
with/divergence-from other developing regions aadrtries (test and explain,
with particular reference to Sub Saharan Africa 8ndth Asia)

Higher domestic savings can lead to higher growth
Higher domestic savings are associated with prodtyctmprovements

Higher domestic savings are associated with higgvals of FDI inflows and
equipment imports

Inflation is another fundamental issue, and inflatcontainment as a macroeconomic
objective has a significant impact on policy spireDRM. Building on this line of
thinking, O’Connell and Ndulu (2000) show, inflatiappears to exert influence on
growth in part through investment. Greater macroeaac uncertainty at high inflation
levels, particularly about policy intervention, leawnportant implications in terms of the
feasibility of DRM strategies.

Providing a better explanation of the impact ofahbn and inflation targeting on the
potential for DRM policies on the one hand and estainable growth on the other, is a
key priority of the proposed research project. Goulevel policymakers, donors,
regional and multilateral institutions need to wstend the implications of targeting low-
inflation as the main macroeconomic anchor. Orotieehand low inflation is essential to
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reduce the ultimate cost of capital, but on thepttand there are costs associated with
achieving low inflation rates which could have firecisely opposite effect on growth
(through higher interest rates).

Inflation needs to be modeled and factored interatogenous growth framework in
order to estimate country-level thresholds. Theneaw a vast literature on this subject
and this will be provided as reference. Researdterald approach the issue as a ‘cost
benefit analysis of maintaining low-inflation’ dtet country level (what are the real
economy costs, if any, in terms of employment, &oldal future expenditure, policy
credibility and other social and developmental ¢atlors). Providing estimates of the
trade-offs associated with targeting low-inflatianthe country-level could be a valuable
contribution of the project.

Policy space and ownership

The rationale for focusing on DRM springs from theest for sustainable growth and
poverty reduction, and the need to create “polmgace” to accommodate genuine
domestic ownership and country diversity. Reasonghis include the failure of policy
conditionality, diversity of opportunities and cénasnts, and the need for broad-based
political and social support (or ‘buy-in’) for poir options to work.

As we have argued above, the crucial advantagerogdtic over external resource
mobilization goes beyond the issue of the origithefresource and is more important on
the application front. If it is hypothesized thabloilized external resources (e.g. aid and
FDI) do not ‘fit’ the need of several priority secs in poor countries, then for this
proposition to be accepted there should be someaition domestic resources would
play a quantitatively and qualitatively differenie. We suggest testing the following
hypotheses (and welcome other potential indicaibiscreased policy-
space/ownership).

Greater reliance on domestic resources facilitaigiser investment in sectors
neglected by external actors, e.g. agriculture

Initiatives funded primarily with the help of dontiesresources show better result
in terms of implementation as compared to thosdddriargely by external
resources

Investment priorities in higher DRM countries difeubstantially from those in
low-DRM countries (other things equal)

Fiscal factors

There are two sides to what we have termed ‘fitazbrs’, the receipt or revenue
mobilization side and the expenditure side. Thdrakrssues on each side are likely
going to be different. On the receipt side, for th&ority of countries the main issue is
widening the tax-base. The expenditure side howeaeibe further subdivided into
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recurrent government expenditure and public investrexpenditure. On the recurrent
expenditure side as well as the public investmigl®, sransparency, accountability and
efficiency of expenditure is the crucial issue.

How reliable is existing country-level fiscal dathat steps can be taken to
strengthen data collection?

What steps can policymakers take to expand the simrtax base?

Is there room for rationalization and simplificatiof the tax structure? Could this
contribute to widening the base? What reforms @asuggested?

Is there scope for institutional reform/developn®efitor instance creation of an
independent ‘Revenue Authority’ is a model that @smed to work in a number
of countries — e.g. Ghana, Uganda, Zambia, Rwanda).

What capacity building needs can be identifiechim éxisting tax or revenue
authority?

How effective is coordination between the tax attiipthe Ministries of finance,
planning and development, the Central Bank andgmaent (or PMO or
Presidential offices)?

What is the system of checks and balances as favasue mobilization and
expenditure transparency and accountability is eored?

How can we determine the productivity and efficign€ government recurrent
expenditure? (Similarly, investment expenditurégtree to private sector
productivity and efficiency)?

What steps can be taken to improve the transparmemityaccountability of public
expenditure?

Ultimately, SSA countries need to increase fiseglacity, both in order to wean
themselves away from external resources and irr dodeuly own their national
developmental agendas. To do this the fiscal sfpaogeework needs to move to one that
is development centered from one that is groundedgurely fiduciary logic.

Informal sector

Majority of the economic activity in a number ofr&fan countries takes place in the
informal economy. Yet, by definition less is knoaimout these activities than about the
formal financial sector (at least in terms of quiative indicators). There is no reason to
believe that a transition to an increased rolaHerformal sector is inevitable or desirable
but the extant literature does stress the impoetafinter-linkages between the informal
and formal financial economy (UNCTAD, 2007; Worldrik, 2007, 2008).
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Map the informal and semi-formal economy (to depeddramework for this, as a
starting point see: Steel, Aryeetey, Hettige, Nigea 1997; Aryeetey and Senbet,
1999; Aryeetey and Udry, 2000; Aryeetey, 2004; ik and Aryeetey, 2006)

How does intermediation efficiency in the infornagd semiformal financial
sector, compare with the formal financial sector?

How do the informal and formal financial sectorsngare in terms of rate of
return?

What are the main linkages between the informabsemnd the formal financial
sector?

How can we model the ‘macro-level’ (i.e. savinggéstment in GDP) impact of
micro-level initiatives (like microfinance and cig@

What are the gender implications of scaling-up oraitiatives?

What factors drive informality? For instance, isrénevidence of ‘hiding-out’
(see: Dabla-Norris, Gradstein, Inchauste, 2008)?

Legal-regulatory, institutional and informationaldtors affecting the investment climate

Key issues to consider here are: the impact ofmesdahat have recently taken place (e.qg.
financial sector liberalization); the political emamy of tax mobilization; and the

political economy of access to formal financiahvsegs. On the first point (reforms and
liberalization), as much of the literature notes ithhpact on access to formal financial
services has been detrimental in a number of ciasngimilarly private credit off-take
has slowed and persistently high lending-deposéasys in the commercial banking
sector have produced a ‘credit crunch’ type sitmatFurthermore, it has been suggested
that reforms have further constrained discretiomericy space, as a result development
finance and banking institutions have sufferedartipular.

The issues in the area of tax mobilization havenlmesered in fiscal sector section
above, but there may be additional ‘informatiorsatbrs’ that might be important to look
into such as the potential for incentivizing thérgmwf firms into the formal sector
through tax policies, greater and more effectivecmnication with the commercial
sectors.

Finally, there is an urgent need to analyze anttllawareness of the ‘informational
needs’ of the private financial sector and investhoimate widely. A number of credit-
information issues need to be delved into, such as:

How to improve borrower information? Would a crelitreau model work?
What would this require?
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How can risk management be improved? Can signaistgutions such as credit-
rating agencies be developed locally (where theytddready exist)? What steps
does this require? What steps can be taken to wephe risk profile of so called
‘unbankable’ middle market?

What roles can development finance and developivamking institutions play?
The recent literature suggests a ‘Finance + apgrdlat envisions a proactive

business developmental model for DFIs that is stipy@oof the domestic private
sector.

What is the scope for public-private partnershipz tnight stimulate the local
private sector? Which sectors are most interesting?

Other important regulatory questions might include:

Are unnecessarily burdensome regulatory requiresnestistraining the potential
widening and deepening of the financial sector?

Are regulatory requirements constraining commeiagadk lending?

Does the regulatory structure prevent the use ¢andequently deepening) of
domestic capital markets?

What steps can be taken to improve the investnienaie to attract ‘portfolio’
capital flight? What steps are required to reptaridlicit’ flight capital from
offshore havens and what steps do external adgtansiding development
partners) need to take to address this issue?

We would like to emphasize that without doubt theme several other important
guestions that may need to be addressed at thérgdewel, emerging from country
particularities. The above mentioned should bentasesuggested starting points.

There are a number of important areas that theewaork — comprising fundamentals,
policy space and ownership, fiscal factors, infdregctor factors and legal regulatory
and informational issues — does not explicitly aaipeit were covered in the earlier
sections of this paper). These include the impaoba-economic shocks, remittance
mobilization, and harnessing resource rents amtmy® Some of these issues are
receiving attention in ongoing research projeats, iawould be useful for the research
teams to link-up with these directly. To the exteossible we will aim to develop
synergies with complimentary research taking placgher institutions.

DRM is too broad a topic to be satisfactorily addesd by any singular research project
in isolation. The objective of the above discussias been to carve out specific areas
that the present project could focus on. We ar@ e¢peomments and suggestions on
further refining the research agenda.
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