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New twist – good and bad – in
trade war
The United States and Europe struck a deal to avoid escalating their
trade conflict, but will these two giants now redirect their guns on the
developing countries instead, asks Martin Khor?

There was a new twist to the global trade
war on 25 July.  The United States, which
had threatened to impose a 25% addi-
tional tariff on European cars, made a
deal with the European Union.

US President Donald Trump sus-
pended the automobile tariff plan and
may exempt the EU from the earlier US
tariffs on aluminium and steel. In ex-
change, the EU countries will buy more
soybean and energy products from the
US.  And the two giants will work to
eliminate tariffs and subsidies on all in-
dustrial products traded between them.

Trump and European Commission
President Jean-Claude Juncker also
agreed to work to reform the WTO and
to tackle China’s market abuse, accord-
ing to a Reuters report.

“If it holds, the US-EU pact could
allow both to focus on China, whose eco-
nomic rise threatens both,” added the
report.  Trump’s economic advisor Larry
Kudlow said that “US and EU will be
allied in the fight against China, which
has broken the world trading system, in
effect.”

Developing countries in the
crosshairs?

Thus, the US-EU deal appears to be
both good and bad news. Good because
there is a cooling off on one component
of the global trade war. Bad because the
traditional Western allies may gang up
to attack not only China but also the rest
of the developing countries.

The US and the EU may now jointly
pressurize China on various issues. A
bigger aim is to hinder China from its
Made in China 2025 plan to upgrade its
domestic industry in 10 high-tech areas
including robotics, autonomous and elec-
tric cars, artificial intelligence, biotech
and aviation. The Western giants don’t
want Chinese firms to emerge as world-
class champions that rival their compa-
nies.

The US, the EU and Japan last De-
cember signed an understanding to

jointly act against China on trade issues,
including steel overcapacity, technology
transfer, and the role of subsidies, state
financing and state-owned enterprises.

Over the years, the EU has turned to
some developing countries as potential
allies when it has a conflict with the US
but eventually it strikes a deal with the
US and then the two Western powers
unite and take aim at the developing
countries.

This famously happened in 2001-03
when the EU fought the US in the WTO
over agriculture subsidies. They then
reached an understanding to protect
their own subsidies while pressurizing
developing countries to open up their
agricultural markets.

Today, developed countries continue
to spend many hundreds of billions of
dollars in subsidies, as well as maintain
high tariffs, to keep their farms in busi-
ness. The US and the EU also flood the
world market with their artificially
cheapened farm goods, while insisting
that developing and poor countries open
their markets through lower tariffs for
both agricultural and industrial prod-
ucts. This hypocritical practice is at the
heart of the imbalances and inequities of
the world trading system.

Now, as part of their deal, the US and
the EU seem to want to continue this
practice of double standards. They
agreed to work to cut industrial tariffs
and subsidies to zero, but to leave alone
their agriculture tariffs and subsidies.

Moreover, they agreed to work on
reforming the WTO, without spelling out
what this means. At the WTO, the US and
the EU have recently moved to change
the way the system has differentiated
between developed and developing
countries.

Recognizing the weaknesses of de-
veloping countries, the WTO long ago
adopted the principle of special and dif-
ferential treatment (SDT) for developing
countries. Under this principle, in talks
to cut tariffs, developed countries have
to cut by a higher percentage than de-
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veloping countries, and the least devel-
oped countries (LDCs) need not reduce
tariffs at all. In various WTO rules, de-
veloping countries and especially LDCs
are mandated to take on less obligations.

However, the developed countries
are now challenging the SDT principle.
“Developing and least-developed coun-
tries are facing the worst crisis yet at the
WTO due to the sustained assault by the
US along with the EU and Japan,” accord-
ing to Ravi Kanth writing in the Geneva-
based South-North Development Monitor
(SUNS) on 4 July.

“Using Trump’s aggressive trade
demands as a pretext, some major devel-
oped countries such as the EU and Japan
have been attempting to deny the SDT
flexibilities to developing countries,”
added SUNS, quoting a trade envoy from
a major developing country.

“The entire system of the WTO is
under threat following the Trump
administration’s trade initiatives based
on reciprocal market access as well as the
attempt to foist plurilateral outcomes
without multilateral consensus, and in-
tensified moves to undermine the SDT
flexibilities by industrialized countries,
particularly the EU.”

Meanwhile, the US actions in unilat-
erally raising tariffs on aluminium and
steel, and on $250 billion of Chinese prod-
ucts, have violated the WTO’s main prin-
ciples, threatening the credibility and vi-
ability of the organization itself.

But Trump is not worried or sorry at

all.  At the beginning of July, he said: “The
WTO has treated the United States very
badly and I hope they change their ways.
They have been treating us very badly
for many years, many years, and that’s
why we were at a big disadvantage with
the WTO.”

According to the SUNS article: “In
short, the developing and least-devel-
oped countries face the prospect of their
hard-won SDT flexibilities being taken
away once and for all so as to ensure that
the US stayed at the WTO.”

When the US and the EU were
locked in a big conflict over auto tariffs,
the main enemy of the EU, China and
other countries would have been the US.
Now the EU and the US have agreed to
“reform the WTO” as part of their bilat-
eral deal. It is likely that such an initia-
tive would attempt to reduce the rights
of the developing countries, and even to
entirely remove the principle of special
and differential treatment or even the
very status of “developing countries” in
the WTO.

The trade war could thus wreak
huge collateral damage. All the more rea-
son for the developing countries’ politi-
cal leaders to pay close attention to what
is happening in the trade negotiating and
policymaking arena.      ❐

Martin Khor is adviser to the Third World Net-

work. This article was first published in The Star
(Malaysia) (30 July 2018).

New study raises red flags on tax haven
role in environmental destruction
Capital channelled through tax havens may be funding unsustainable
exploitation of  natural resources in developing countries.

by Scilla Alecci

Tax havens – and the financial secrecy
they provide – may bolster industries
tied to Amazon deforestation and the
unsustainable management of natural
resources, a new study has found.

“We need to start seeing the environ-
mental costs of tax havens” and “how
financial actors and financial flows are
shaping the planet in very profound
ways,” said Victor Galaz, a researcher at
Stockholm University’s Resilience Cen-
tre and the leading author of the report

that looked at the use of tax havens by
agribusiness and fishing companies.

The study, which started after the
unveiling of the Panama Papers investi-
gation into offshore tax havens in April
2016 and has been published in the jour-
nal Nature Ecology & Evolution, examined
jurisdictions where agri-business con-
glomerates operating in the Amazon and
fishing vessels involved in illegal activi-
ties are registered.

An analysis of Brazilian central bank

data from 2000 to 2011 revealed that at
least nine of the world’s largest produc-
ers of soy and beef, two industries con-
sidered to be main drivers of deforesta-
tion, use offshore subsidiaries to finance
their operations in the Amazon forest,
which Galaz called “a sleeping giant” in
the climate change system. Scientists
agree that deforestation is one of the
main causes of global warming as the
carbon dioxide that is typically absorbed
by trees gets released in the atmosphere
when they are cut or burnt.

The Stockholm University research-
ers found that, over the decade, about
70% of foreign capital – or about $18.4
billion – reached the operating compa-
nies in Brazil after being routed through
subsidiaries in low or zero tax rate juris-
dictions, such as the Cayman Islands.
(Central bank data is not available for the
years after 2011.)

Such routing is legal and often used
to decrease companies’ tax burden, the
report says. The lack of transparency as-
sociated with operations in tax havens,
however, makes it difficult for watchdogs
and researchers to monitor how offshore
financing may affect operations “on the
ground.”

Although the years examined partly
overlap with the highest rate of defores-
tation in the Amazon, the authors say it’s
currently “impossible” to establish a di-
rect link between capital flowing from
tax havens, land use and environmental
damage. “Direct proof of causality re-
mains elusive,” according to the report.

In response to the researchers, inter-
national grain companies including
Louis Dreyfus Company, Cargill, Bunge
and Amaggi Group have said their or-
ganizational structures and trading poli-
cies comply with the law and that they
are committed to the highest environ-
mental standards.

Taking advantage

In the past, investigations by the In-
ternational Consortium of Investigative
Journalists (ICIJ) and its partners have
shown how natural resource and
agribusiness companies often take ad-
vantage of the secrecy provided by the
offshore industry for various purposes,
including tax avoidance.

Last year, ICIJ partners Premieres
Lignes in France and Poder360 in Brazil
reported that the Brazilian Amaggi and



4 Third World Economics  1 – 15 June 2018 No 666

  CURRENT REPORTS     Tax havens

the Swiss-French Louis Dreyfus in 2009
set up a joint venture to operate in Bahia
and other areas of Brazil. According to
the investigation, the beneficial owner of
the joint venture’s Cayman Islands sub-
sidiary was Brazil’s current agriculture
minister, Blairo Maggi, who denied any
wrongdoing.

The findings were part of the Para-
dise Papers, a global investigation based
on 13.4 million leaked files which de-
tailed how wealthy individuals and cor-
porations use shell companies in tax ha-
vens to avoid or evade taxes.

In Namibia, ICIJ found that Pacific
Andes, a major fishing company, set up
a Mauritian subsidiary to manage its
operations in the country and take ad-
vantage of a treaty between the two ju-
risdictions that shielded it from taxes.
Pacific Andes told ICIJ the majority of the
fees stayed in Namibia as capital.

Another report by ICIJ published in
November 2017 found that a Singapore-
based pulp and paper producer used a
web of shell companies to avoid paying
withholding tax on loans and to expand
its Indonesian operations, while alleg-

edly contributing to the destruction of the
country’s fragile rainforest. A company
spokeswoman said it “meets all tax obli-
gations in the jurisdictions where it op-
erates.”

At the time, experts interviewed by
ICIJ questioned forestry and agribusiness
companies’ practice of funding their busi-
ness through offshore subsidiaries to ex-
ploit natural resources in developing
countries.

“While profits are really earned from
tangible land-based operations, a large
portion of profits are routinely declared
in jurisdictions with low corporate tax
rates,” said Tom Picken, the forests and
finance campaign director for Rainforest
Action Network, a non-governmental
organization.

As a result, Picken said, supplying
countries may end up with a lower tax
revenue and fewer funds to implement
critical national development
programmes for health, education and
infrastructure.

The Organization for Economic Co-
operation and Development (OECD) es-
timates that about $200 billion is lost ev-

ery year by developing countries due to
tax avoidance.

The Stockholm University report
also explores the role of tax havens in
enabling and disguising illegal fishing.
Through analyzing multiple datasets,
researchers found 70% of vessels identi-
fied by Interpol as responsible for carry-
ing out illegal or unregulated fishing are
currently, or have been, flagged in a fi-
nancial secrecy jurisdiction, mainly in
Panama and Belize.

The study is part of an ongoing re-
search project that explores the relation-
ship between financial markets and
sustainability and will eventually include
other environment-impacting sectors.

To  promote  sustainability,  you
need accountability, which comes with
transparency,  Galaz  said.  Only  then
“you  have  the  power  to  change
things,”  he  said.  “Any  progress  we
can do would have environmental bene-
fits.”                                                    ❐

Scilla Alecci is an investigative reporter and video
journalist for the International Consortium of In-
vestigative Journalists (ICIJ). The above is repro-
duced from ICIJ’s “The Global Muckraker” blog
(https://www.icij.org/blog/).
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Crisis alla Turca
Its financial fragilities meant the Turkish economy was a crisis waiting to
happen, writes Yilmaz Akyüz, and worse may yet be to come.

The meltdown of the Turkish currency
over a matter of a few days in August
has elicited various reactions and inter-
pretations both at home and abroad, and
created widespread concern that it could
mark the beginning of a series of crises
in emerging economies exposed to a re-
assessment of risks by international in-
vestors and lenders as well as a rapid
normalization of monetary policy in the
United States.

Some commentators have attributed
the crisis to the sanctions imposed by a
Trump administration discontented with
the foreign policies pursued by Turkey
on many fronts. The government of Presi-
dent Recep Tayyip Erdogan has been too
happy to put the blame on “the economic
warfare launched by the United States”,
rather than years of misguided policies
that rendered the economy highly sus-
ceptible to political and economic shocks.
It has even enjoyed support from some
Western governments weary of Trump’s
errant foreign policy. Others drew par-
allels with previous crises in emerging
economies, notably the East Asian crisis,
placing particular emphasis on the role
of external debt in dollars, notably exces-
sive short-term borrowing.

Vulnerable

In reality, the Trump sanctions only
acted as a trigger as the economy was
sitting on a time bomb.  The currency was
already under pressure before the sanc-
tions came into force because of grow-
ing awareness of the fragility of the
economy. The lira had lost a quarter of
its value against the dollar between Janu-
ary and July 2018.

On the other hand, there are some
crucial differences between the underly-
ing vulnerabilities culminating in the
Turkish and East Asian crises, particu-
larly with respect to the size of current
account deficits, the foreign presence in
domestic securities, credit and deposit
markets, the extent of dollarization and
the scope for capital flight by residents.
In all these respects, Turkey has been
much more vulnerable to currency tur-
moil than were the East Asian economies

in the 1990s.
In a book published by OUP last

year, I identified Turkey as the most frag-
ile emerging economy highly vulnerable
to external financial crisis after examin-
ing, as of end 2013, various sources of
potential pressure on its currency and
drain on its international reserves in the
event of a sharp turnaround in market
sentiments and a sudden stop of capital
inflows. It was clear that in such an event,
Turkey could not at the same time fi-
nance its current account deficit, remain
current on its external debt payments in
dollars and allow a rapid exit of non-resi-
dent portfolio investors from domestic
financial markets even in the absence of
capital flight by residents. It was also re-
marked that capital flight by residents
often constituted greater pressure on the
currency and international reserves. This
was a serious potential threat in Turkey
as residents could freely buy and sell
dollars, hold forex deposits in local banks
and transfer their assets abroad.

The economy has become even more
fragile since then. The current account
deficit has remained unchecked as the
government sought consumption/con-
struction-led, debt-driven economic ex-
pansion which has added very little to
productive capacity and export potential.
Persistent deficits have been financed by
massive sale of national assets and ex-
ternal borrowing, leading to a rapid de-
terioration of the net international invest-
ment position, from around -42% of GDP
in 2013 to over -54% by 2018.

External debt as a proportion of GDP
rose from 41% in 2013 to 63% on the eve
of the crisis. A large proportion of this
debt, over 25% of GDP, had a remaining
maturity of up to one year. The sum to-
tal of short-term debt and current ac-
count deficits was more than twice as
much as international reserves. Further-
more, the presence of non-resident port-
folio investors in domestic markets be-
came more visible and capital flight by
residents remained an even more serious
source of pressure on the currency and
reserves for political as well as economic
reasons.

Sovereign external debt now ac-

counts for some 20% of the total while
the rest is equally divided between banks
and non-financial corporations. The lat-
ter have been allowed to borrow in dol-
lars both at home and abroad irrespec-
tive of their potential to earn foreign cur-
rency to service it. Such debt poses
greater threat to stability than sovereign
debt since, at times of currency turmoil,
private debtors attempt to close their
open positions by purchasing foreign
currency in order to avoid further losses
and this in turn accelerates the decline
of the currency.

Intense pressure

Turkey has thus practised an ex-
treme form of laissez faire in financial
affairs and, in effect, become a highly
dollarized, dual-currency economy. Not
only liabilities and assets are increasingly
denominated in the dollar, but an impor-
tant part of property prices, incomes and
rents, as well as government contracts in
public-private partnership projects are
also fixed in dollars.

In such an economy, a significant
loss of confidence can exert intense pres-
sure on the currency irrespective of vol-
ume and terms of external debt. With the
Trump sanctions, the lira started a freefall
primarily because of flight of residents,
both asset holders and dollar debtors,
from the currency, sudden stop of capi-
tal inflows and the exit of non-residents
from local markets.  Besides, the decline
was accentuated by speculators shorting
liras in swap operations in anticipation
of a significant drop in the currency. The
short-term dollar debt to international
creditors has not yet come into play. Still,
the outcome has been steep falls in the
lira and stocks and a hike in yields on
local-currency sovereign debt. The cost
of insuring Turkish debt (credit default
swaps – CDS) has shot up, reaching 500
basis points compared with 240bp for
Brazil and 315bp for Greece.

In view of stern opposition by the
president, the central bank avoided a
hike in lending rates, but closed its low-
cost repo funding, forcing banks to bor-
row at its more expensive overnight rate
– something aptly described as a
“stealth” tactic to hike borrowing costs.
Further, it has limited currency swap
transactions to curb speculation against
the lira.

Turkey, as most other major emerg-
ing economies, is highly averse to re-
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course to the International Monetary
Fund (IMF) for international liquidity
because of the IMF’s appalling record in
interventions in past crises in emerging
economies. As anticipated in an earlier
IPS article, Turkey thus sought help from
its close allies, securing a pledge of $15
billion from Qatar.

These measures, together with nine
days’ respite offered by the Muslim Eid
Al-Adha holiday, brought some calm to
currency and financial markets. But all
is not over yet. The underlying structural
fragilities remain unabated and cannot
be remedied overnight because they in-
volve severe balance sheet distortions
and imbalances.

Debt danger

Even if the lira remains relatively
stable from now on, the sharp decline it
has so far undergone – by some 40% since
the beginning of the year – could impinge
heavily on unhedged debtors, resulting
in serious debt-servicing difficulties and
even defaults. As Bloomberg reports, the
CDS curve is inverted – as it was in
Greece in the worst days of its debt crisis
– not only for sovereign debt but also for
the debt of some of the biggest commer-
cial banks; that is, it costs more to insure
one-year default than to buy five-year
protection. This suggests that markets
are expecting imminent debt-servicing
difficulties.

As loans and bonds mature in com-
ing months, the country may find it very
difficult to persuade creditors to roll over
debt or to replace maturing bonds with
new ones even at significantly higher
rates. An important part of syndicated
bank loans is due for renewal in Septem-
ber. The dispute with the US involving
the state-owned Halkbank over Iranian
sanctions can make the renewal process
complicated (I thank Hakan Ozyildiz for
this point). Thus, with short-term debt
coming into play, the crisis could cease
to be a currency crisis but a full-blown
debt and banking crisis, leading to a deep
and protracted economic contraction.

The crisis could also generate severe
contagion to the rest of the world. De-
faults by Turkish debtors could squeeze
some European creditors, mainly a num-
ber of banks in Spain, Italy and France
which have relatively high exposure di-
rectly or through subsidiaries in Turkey.

This would also have a serious impact
on global risk appetite. A sharp reassess-
ment of risks, together with monetary
tightening in the US and Trump follies
in trade, could wreak havoc in several
emerging economies which have gone
out of bounds in the years of easy money
since 2008.

When so many policy mistakes are
committed and so much debt is accumu-
lated and assets are lost, there is no easy
way out. But, it is always possible to ease
the pain. It is not clear if the Turkish gov-
ernment will be able to move from popu-

list rhetoric to effective economic mea-
sures to address the root causes of the
crisis. On the other hand, should the cri-
sis spread globally, the international com-
munity is unlikely to be able to manage
it in an orderly and equitable way, rather
than muddling through it as in the past,
because it is no more prepared to re-
spond to such crises than it had been in
previous episodes. (IPS)                      ❐

Yilmaz Akyüz is former Director at the United
Nations Conference on Trade and Development
(UNCTAD) and former Chief Economist with the
South Centre in Geneva.

Global economy vulnerable a decade
after
The 2008-09 global financial crisis exposed serious deficiencies in the
international financial system, but 10 years on, these remain unresolved
even as new sources of  fragility confront the world economy.

by Anis Chowdhury and Jomo Kwame Sundaram

Ten years ago, deteriorating confidence
in the value of US sub-prime mortgages
threatened a liquidity crisis. The US Fed-
eral Reserve injected considerable capi-
tal into the market, but could not prevent
the 2008-09 global financial crisis (GFC).

The 2008 meltdown exposed the ex-
tent of finance-led international eco-
nomic integration, with countries more
vulnerable to financial contagion and
related policy “spillovers” exacerbating
real economic volatility.

It also revealed some vulnerabilities
of the post-Second World War US-
centred international financial “architec-
ture” – the Bretton Woods system – modi-
fied after its breakdown in the early
1970s.

Robert Triffin, the leading interna-
tional monetary economist of his genera-
tion, had long expressed concerns about
the use of a national currency as the ma-
jor reserve currency.

International liquidity provision us-
ing the US dollar required the US to run
balance-of-payments deficits, ensuring
US monetary policy spillovers to the
world economy while eroding confi-
dence in the greenback.

The Bretton Woods system was un-
der increasing strain from the late 1960s,
as US President Johnson funded the in-
creasingly unpopular Vietnam War by

issuing debt, rather than through higher
taxes. The system finally broke down
when the Nixon administration unilat-
erally cancelled the US commitment to
dollar (gold) convertibility in August
1971. What emerged was a “non-system”
for Triffin.

Since then, the US dollar, issued by
fiat, has relied on the greenback’s own
credibility and legitimacy to continue as
de facto world currency.

In 1985, Triffin identified three sys-
temic problems of the international fi-
nancial “non-system”.

First, “its fantastic inflationary pro-
clivities, leading to world reserve in-
creases eight times as large over a brief
span of fifteen years” since the break-
down of the Bretton Woods system.

Second, “skewed investment pattern
of world reserves, making the poorer and
less capitalized countries of the Third
World the main reserve lenders, and the
richer and more capitalized industrial
countries the main reserve borrowers of
the system”.

Third, “crisis-prone propensities re-
flected in the amplitude” and frequency
of financial crises such as the 1980s’ debt

                          (continued on page 10)
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IMF loan conditions: Structural
adjustment and
micromanagement
The structural adjustment conditions tied to loans from the IMF have
often unduly extended into the sovereign policymaking domain of
borrower states and proved counterproductive.

by Jürgen Kaiser

The provision of loans almost always
comes with conditions. Only among
friends, if at all, is money lent with no
strings attached. The conditioning of
loans is therefore neither unusual nor
objectionable.

A special situation arises, however,
when sovereign states experience bal-
ance-of-payments problems. In such a
setting, they need fresh loans from other
governments or international financial
institutions (IFIs). By definition, these are
crisis scenarios. The solvency of the bor-
rower is uncertain, so it needs to be safe-
guarded. Consequently, governments
asking for credit must typically agree to
comprehensive structural adjustment
measures meant to restore their eco-
nomic viability. All too often, however,
such measures have failed.

Loans to restore solvency are not
development finance. They do not relate
to a specific project, but to macroeco-
nomic exigencies. Loan conditions there-
fore do not apply to an individual project
either, but to economic policymaking in
general. Recipient governments must
strive to improve economic performance
and consolidate public budgets. Accord-
ing to the division of labour of IFIs and
bilateral lenders, the International Mon-
etary Fund (IMF) decides what these ef-
forts should look like.

In the worst cases, countries are ex-
cessively indebted. If so, their fiscal ca-
pacity to act cannot be restored through
new loans and adjustment measures
alone. Debt relief becomes a necessity. As
a precondition for debt relief, however,
lenders typically demand even more
structural adjustment.

In principle, a sufficient criterion for
conditioning would be a government’s
ability to service its debt again in the fu-
ture. After all, once contractual obliga-
tions are met, every lending agency
should respect the national sovereignty

of the borrowing country. Indeed, the
IMF does offer loans of this kind through
its “Flexible Credit Line”. However, only
a very small circle of potentially
unproblematic borrowing countries are
eligible.

In practice, adjustment programmes
are geared to many things apart from
future debt-servicing capability. The
starting point is often to examine why a
borrower has become insolvent. This
question obviously makes sense. The
problem is that it often becomes a gate-
way to demanding the restructuring of
the entire economy in accordance with
radical market orthodoxy. Therefore, the
conventional structural adjustment
programmes emphasized liberalization,
deregulation and privatization.

The leading role of the IMF has
proven problematic in many ways. Par-
ticularly in the 1980s and 1990s, when
many structural adjustment programmes
were drafted, the Fund and its
macroeconomically trained experts took
over the micromanage-ment of many
sectors which they did not properly un-
derstand. For instance, IMF economists
saw expenditure on primary education
merely as costs rather than as an invest-
ment in youth that gives opportunities
to disadvantaged communities. More-
over, the fact that inequality harms eco-
nomic growth was systematically over-
looked. Criticism of such failings has
been expressed even by the IMF’s own
Independent Evaluation Office (IEO).

Nowadays, the IMF commits to no
longer defining such granular adjust-
ment programmes. In practice, however,
it does not always seem to have stayed
entirely true to its word. The dispute it is
engaging in with critics over whether
IMF policies worsened the Ebola crisis
in Sierra Leone, Liberia and Guinea is
awkward, to put it mildly. Yes, the IMF
did force those countries to dismantle

public health systems.
Generally speaking, however, it is

evident that the IMF has accepted the
charge that many programmes were in-
herently flawed. It has also acknowl-
edged that it frequently demanded too
many adjustment measures and that
those measures were often overly com-
plex. At the start of this decade, the Fund
therefore pledged to reduce the number
of policy-related conditions per
programme. By and large that has hap-
pened. According to the latest IEO report,
the number of conditions dropped from
an average of 9.3 between 2003 and 2007
to just 6.2 between 2010 and 2017.

Main points of criticism

One of the core problems with con-
ventional structural adjustment
programmes is the disproportionate cut-
ting of social spending. When public
budgets are slashed, the primary victims
are disadvantaged communities who
typically are not well organized. Such
communities include shopkeepers,
people working in the informal sector,
unskilled labourers, small farmers and
the landless.

Only very few of them receive trans-
fers along the lines of the Western wel-
fare state model. Given that their social
protection benefits are tiny, budget cuts
must affect masses of them in order to
substantially contribute to consolidation.
The same people, however, suffer indi-
rectly when state expenditure on infra-
structure is reduced. The communities
concerned rarely have constitutional
means to fight policies that harm them.
Therefore, their reactions tend to oscil-
late between apathy and violent resis-
tance.

An almost classic criticism of struc-
tural adjustment is pointing out the dra-
matic cuts in the education and health
sectors. In many cases, governments
ended up spending less money on these
essential services than on servicing inter-
national debts. The global debt relief
movement turned this fact into an effec-
tive narrative. It helped to bring about
the debt relief initiative for Heavily In-
debted Poor Countries (HIPC), which
was launched in 1996 and enhanced at
the G8 summit of leading industrial na-
tions in Cologne in 1999.

As a matter of fact, many countries
were stuck in a debt trap at the end of
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the 1990s. This situation had been exac-
erbated by structural adjustment
programmes. Changes to economic
policy had not spurred economic growth,
but all too often hampered growth. At
the same time, ongoing debt servicing
remained unbearably expensive. It was
not until the second debt relief initiative,
the Multilateral Debt Relief Initiative
(MDRI), that the poorest countries were
able to escape this trap. The MDRI started
in 2005.

More recently, we have seen a debt
trap scenario in Greece. After 10 years of
crisis, conditionalities, bailouts and insuf-

Alternatives to IMF-style structural
adjustment

The structural adjustment programmes
of recent decades were often unsuccess-
ful or even counter-productive. There-
fore alternatives have been discussed
for many years.

Important criteria for such options
include:

● Distribution effects must be ex-
plicitly taken into account during the
design of adjustment programmes. In
case of doubt, these concerns should
guide decision-making.

● The link between structural ad-
justment and debt relief needs to be re-
defined. Whatever is achieved in terms
of adjustment must be sufficiently re-
warded through debt cancellation. And
in line with this principle, people must
see that their country’s efforts pay off
in terms of a reduced debt burden.

● The legitimacy deficit of the IMF
should be addressed. The Fund is the
decisive actor in the definition of ad-
justment policies but its lack of demo-
cratic legitimacy is reflected in its poli-
cies. It drafts programmes that over-
indebted countries cannot reject.

Several steps would boost the le-
gitimacy of the IMF:

● The Fund could gear decisions
more stringently towards reducing in-
equality. Doing so would improve the
lot of the poorest people relative to both
local elites and international lenders.

● Developing and newly industri-
alizing countries should be given more
of a voice inside the IMF. In its present
governance structure, it is being domi-

nated by the G7 major industrialized
countries.

● The IMF should step back from
its current triple role as lender, mo-
nopolist of mandatory evaluations and
primary author of reform programmes.
The quality of reform programmes
would benefit from such a step. They
would no longer exclusively be drafted
by an institution that is focused on en-
suring the servicing of its own loans
and that also has a monopoly on inter-
preting countries’ need for debt relief.

Pioneers of proposing alternative
adjustment strategies are the UN Eco-
nomic Commission for Africa, Oxfam
and the ILO. The UN Economic Com-
mission presented its African Alterna-
tive Framework to Structural Adjust-
ment Programmes for Socio-economic
Recovery and Transformation (AAF-
SAP) as early as 1990. Oxfam developed
the concept of “structural transforma-
tion”, putting forward suggestions
from a civil society perspective. The ILO
formulated the notion of “adjustment
with a human face”. Various proposals
for pro-poor growth are also relevant.
– Jürgen Kaiser/D+C                            ❐

Sources

Jolly, R., 1985: Adjustment with a human face.
In Jolly, R. (ed.): Milestones and Turning Points
in Development Thinking. Palgrave Macmillan.

UN Economic Commission for Africa, 1990:
African Alternative Framework. http://
repository.uneca.org/handle/10855/5670

ficient debt relief, EU lending countries
have demanded that Greece generate
budget surpluses until the year 2060 so
it can service its debt. Such policy ideas
systematically overestimate what struc-
tural adjustment can achieve. At the
same time, they underestimate how
much public spending on infrastructure
and social policies contributes to growth.
To some extent, these ideas remind one
of ancient debt slavery. It is commend-
able that the IMF no longer supports such
policies with regard to Greece.

More or less inequality?

The G8 summit in Cologne in 1999
launched the enhanced HIPC initiative
and decided to modify adjustment
programmes. While the conventional
adjustment goals were not changed, they
were supplemented with the demand
that the countries concerned had to draft
a Poverty Reduction Strategy Paper
(PRSP).

This approach led to real success sto-
ries in many places. One example is Bo-
livia, where the people were involved in
designing policies. In cases like this,
power relations within society changed.
However, a recent study (Sembene, 2015)
found that the PRSP approach hardly
made a difference in sub-Saharan Africa.
Neither absolute poverty (assessed by the
income of the poorest fifth of the popu-
lation) nor inequality was reduced there.

The conventional structural adjust-
ment approach of the 1980s assumed that
a certain degree of inequality would
boost economic performance and thus
drive growth. While giving partial evi-
dence of individual incentives, the afore-
mentioned study shows that great in-
equality actually inhibits growth. In mac-
roeconomic and socio-political terms,
excessive inequality is definitely harm-
ful.

In the meantime, the IMF has modi-
fied its discourse. While it still insists on
cutting too broadly conceived social
spending, it now wants the savings to be
used for two purposes: Fiscal consolida-
tion is first, but the second is better-tar-
geted social programmes in support of
the most vulnerable people.

Better-focused social policies actu-
ally make sense. The truth is that social
spending all too often primarily benefits
middle classes and the elite. One example
is fuel subsidies, which especially ben-
efit those who use a lot of energy – such
as the owners of large cars. However,
official statistics are unreliable in many
countries, so the IMF can hardly demon-
strate the efficacy of more targeted so-
cial services.

The IMF has certainly learnt some
lessons from its mistakes. However, there
are alternatives to its policies (see box).
Both civil society organizations and mul-
tilateral institutions like the International
Labour Organization (ILO) and the UN
Economic Commission for Africa have
suggested other approaches. While ap-
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preciating that deficiencies in a country’s
governance and its social and economic
policies can cause problems and lead to
excessive debt, the alternative ap-
proaches emphasize that these problems
could be solved by other than market-
orthodox measures.                                     ❐

Jürgen Kaiser coordinates the German civil soci-
ety organization Erlassjahr.de – Entwicklung
braucht Entschuldung, which focuses on debt is-
sues. This article was first published in D+C (De-
velopment and Cooperation) (August 2018,
www.dandc.eu).
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Why universal basic income costs
far less than you think
Providing a basic income for all is not as expensive as conventional cost
estimates make it out to be, explains Elizaveta Fouksman.

Want to get rid of poverty, lessen inequal-
ity and provide financial stability in a
world of precarious work? Well, why not
simply give everyone enough money to
ensure basic sustenance?

This is the deceptively simple solu-
tion proposed by advocates of universal
basic income (UBI). Just transfer enough
money to everyone, every month, to
guarantee a basic livelihood. The policy
is universal and unconditional (you get
it no matter who you are or what you
do).

This means no bulky bureaucracy to
administer the programme, or onerous
reporting requirements on the poor. Nor
do you have to wait to file paperwork to
benefit: whether you lose your job, de-
cide to strike out on a new career path or
take time away from work to care for a
family member, the money is already
there.

But the UBI movement has a major
problem: both critics and even many sup-
porters don’t understand how much the
programme would really cost. To calcu-
late the cost, most people just multiply
the size of the monthly income (say,
$1,000) by the population (it’s universal
after all) and – voilà! – a number that
seems impossibly expensive.

But this is not how much UBI costs.
The real cost – the amount of money that
actually needs to be taken from someone

and redistributed to someone else – is just
a small fraction of these estimates.

The key to understanding the real
cost of UBI is understanding the differ-
ence between the gross (or upfront) and
net (or real) cost. Here’s a simple ex-
ample: imagine a room with 15 people
who want to set up a UBI for the room of
$2 per person. The upfront cost of the
policy would be $30. The 10 richest
people in the room are asked to contrib-
ute $3 each towards funding it. After they
each put in $3, raising the total $30
needed, every person in the room gets
their $2 universal basic income. But be-
cause the 10 richest people in the room
contributed $3 and then got $2 back as
the UBI, their real, net contribution is in
fact $1 each. So the real cost of the UBI is
$10.

Estimates that just multiply the size
of the UBI by the population of a coun-
try do the equivalent of claiming that the
cost of UBI in the room above is a whop-
ping $30. But the real cost in this scenario
– the money redistributed from the
wealthy – is only $10.

The billionaire’s dilemma

It’s important to understand who
will be gaining money through a UBI and
who will be contributing to it. The com-
mon mistake is to double-count the net

contributors. Yes, they get a UBI, but in
contributing to the UBI pot they first re-
turn their UBI, and then throw in some
money on top of that. So it’s incorrect to
count them when calculating the true
UBI cost.

This is a fundamental point that of-
ten gets missed: those that are taxed to
pay for the UBI will get some of that cost
back – by getting their UBI. You can also
think about it in reverse: while the UBI
goes to everyone, the rich in effect give it
back in the first chunk of taxes they pay,
so you don’t need to count their UBI in
cost estimates.

This also resolves UBI’s “billionaire’s
dilemma” – why give someone like Bill
Gates a basic income? The answer is that
Gates would simply return that UBI
through his taxes – and help pay for oth-
ers. But if Gates becomes suddenly des-
titute, the UBI will still be showing up
for him to use every month. And since
his tax bill will drop, he’ll become a net
beneficiary rather than contributor.

Any UBI estimate that just multiplies
the size of the UBI by the population is a
red flag that the cost has been over-in-
flated. A true cost estimate will always
discuss who the net beneficiaries will be,
who the net contributors will be, and the
rate at which we gradually switch people
over from being beneficiaries to being
contributors as they get richer (this is
sometimes called the claw-back rate, the
withdrawal rate or the marginal tax rate
– which is not an overall tax, but simply
the rate at which people start to return
their UBI to the communal pot as they
earn more).

Cost estimates that consider the dif-
ference between upfront and real cost are
a fraction of inflated gross cost estimates.
For instance, economist and philosopher
Karl Widerquist has shown that to fund
a UBI of $12,000 per adult and $6,000 per
child every year (while keeping all other
spending the same), the US would have
to raise an additional $539 billion a year
– less than 3% of its GDP. This is a small
fraction of the figures that get thrown
around of over $3 trillion (the gross cost
of this policy). Widerquist’s simplified
scheme has people slowly start contrib-
uting back their UBI in taxes to the com-
mon pot as they earn, with net benefi-
ciaries being anyone individually earn-
ing less than $24,000 a year.

This point still holds if you’re rais-
ing money for UBI from other sources
than income or wealth taxes. If you use a
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corporate or data tax, or a natural re-
source or carbon tax to finance a UBI, you
are still redistributing money that would
otherwise ultimately be profits that go
to Google shareholders or BP executives.
And you’re taking less away from them
than you would think – because they too
get a UBI. So the money they end up los-
ing through the new tax is offset by the
UBI they receive. The same holds if
you’re paying for a UBI by reshuffling
your budget.

Some people get confused and ques-
tion whether UBI is really universal if
only a portion of the population actually
ends up with extra income, while another
portion pays for it. But any policy that is
universal yet redistributory works this

way. Public transit, roads and schools are
all universal benefits, but some people
pay a lot for their funding through their
taxes, while others enjoy them for free
or at a lower cost.

In light of the huge benefits avail-
able from a UBI, it’s a waste of time to
argue over wildly inflated cost estimates.
The numbers are out there – we can pay
for a basic income.      ❐

Dr Elizaveta Fouksman received her doctorate in
International Development from the University of
Oxford in 2015, where she was a Rhodes Scholar.
She is a Leverhulme Early Career Fellow at the
University of Oxford, based at the African Studies
Centre at the School of Interdisciplinary Area Stud-
ies. The above article was originally published on
The Conversation (theconversation. com).

crisis causing developing countries’ “lost
decades”.

Other critics have identified further
flaws.

First is the “recessionary bias”, due
to the asymmetric burden of adjustment
to payments imbalances. While deficit
countries are under great pressure to
adjust, especially when financing dries
out during crises, surplus countries do
not face corresponding pressures to cor-
rect their own imbalances.

Second is the cost of the perceived
need of emerging and developing coun-
tries to “self-insure” against the strong
boom-bust cycles of global finance by
building up large foreign exchange re-
serves and fiscal resources, especially
after the 1997-98 Asian financial crisis.

Such precautionary measures en-
abled emerging market economies to
undertake strong counter-cyclical mea-
sures during the GFC. But they have
huge opportunity costs as such reserves
are generally held as presumably safe,
liquid, low-yielding assets, such as US
Treasury bonds.

Hence, Triffin complained that “the
richest, most developed, and most
heavily capitalized country in the world
should not import, but export, capital, in
order to increase productive investment
in poorer, less developed, and less capi-
talized countries ... [The] international
monetary system is at the root of this
absurdity.”

Reform appeals

There were renewed calls for reform
of global economic governance in the
wake of the GFC, especially by the 2009
UN Conference on the World Financial
and Economic Crisis and Its Impact on
Development.

Governance reform of the Interna-
tional Monetary Fund (IMF) and the
World Bank should ensure fairer, more
equitable representation of developing
countries. This should improve the ac-
countability and credibility of the Bretton
Woods institutions, enabling them to
better address current financial and eco-
nomic challenges in the world.

The UN also called for a “multilat-
eral legal framework for sovereign debt
restructuring”. Without a fair, legally
binding, multilateral sovereign debt
workout mechanism, developing coun-
tries remain vulnerable to private credi-
tors, including vulture funds.

There were also renewed hopes for
trade multilateralism and early success-
ful completion of the Doha Development
Round of the World Trade Organisation
(WTO), giving developing countries bet-
ter access to external markets, seen as
vital for balanced global recovery and
development. The promise to keep inter-
national trade open echoed G20 leaders’
unfulfilled commitment to eschew pro-
tectionism.

However, only a few of the modest
promised reforms have been imple-
mented, with limited changes in interna-
tional financial governance, still domi-

nated by the G7 leading industrial econo-
mies. After all, every financial crisis is
followed by appeals for reforms, with
complacency setting in with hints of re-
covery.

Less coping capability

Most developed-country govern-
ments are now more heavily indebted
than in 2008, when they bailed out large
financial institutions but failed to
sustainably revive the world economy.
Major monetary authorities do not have
much policy space left after long pursu-
ing unconventional expansionary poli-
cies.

Meanwhile, developing countries
have been subject to increasing interna-
tional integration, e.g., through global
value chains, foreign financial institu-
tional investments and increased short-
term capital flows induced by the uncon-
ventional monetary policies of the US
Federal Reserve, European Central Bank
and Bank of Japan, while debt-
sustainability concerns for some are
growing again.

These vulnerabilities have been
compounded by growing trade protec-
tionism and dwindling precautionary re-
serve holdings of many developing
economies as global trade has slowed.
Even before President Trump’s election,
developed countries had effectively
killed the Doha Development Round, not
least by opting for bilateral and
plurilateral instead of multilateral free
trade deals.

Trump’s more explicit rejection of
multilateralism in his efforts to eliminate
major US bilateral trade deficits is now
expected to further set back prospects for
world economic recovery. Despite pious
declarations to the contrary, most na-
tional policymakers typically turn from
rhetoric about international cooperation
to focus on domestic issues.

It has not been different this last
time. A decade after the worst economic
downturn since the 1930s’ Great Depres-
sion, the world economy remains vulner-
able. (IPS)      ❐

Anis Chowdhury, Adjunct Professor at Western
Sydney University (Australia), held senior United
Nations positions in New York and Bangkok. Jomo
Kwame Sundaram, a former economics professor,
was United Nations Assistant Secretary-General
for Economic Development, and received the
Wassily Leontief Prize for Advancing the Fron-
tiers of Economic Thought in 2007.
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The pitfalls of  private infrastructure financing
The G20 major economies grouping aims to mobilize private financing for infrastructure projects by turning
infrastructure into a tradable asset class. Jesse Griffiths and María José Romero doubt whether this plan will

ensure that essential infrastructure gets built in the developing countries which need it most.

There is little doubt that investment in sustainable infrastruc-
ture must be significantly ramped up if we are to achieve the
Sustainable Development Goals (SDGs). Growing economies
need “economic infrastructure”, such as railways, roads and
ports, sanitation, communication networks and energy grids,
as well as “social infrastructure” including schools and hospi-
tals. Sustainable infrastructure can support the SDGs, promote
environmental stability and encourage inclusive growth.

However, badly designed and poorly implemented infra-
structure projects can damage the environment, displace popu-
lations, lead to human rights abuses and lock countries into a
high-carbon future. They can also create excessive fiscal bur-
dens on the public purse, which in turn can lead to cuts in
government spending. Many countries have suffered a history
of “white elephant” infrastructure projects stemming from
corruption, lack of transparency and poor monitoring – all of
which undermine democratic accountability.

“Private finance first”

In recent years, the World Bank Group (WBG) and others
have argued that levels of infrastructure investment are too
low, and that this cannot be fixed by traditional financing meth-
ods. Instead, “reinvigorating the supply of infrastructure
within the developing world requires supplementing tradi-
tional sources of official finance with new resources of equity
and debt finance.”

Towards this end, the WBG has been promoting a “pri-
vate finance first” approach. This “cascade” approach, as it is
known, encourages private financiers by “de-risking” infra-
structure investment. This means changing the policy and regu-
latory environment to create more favourable conditions for
private investors while providing subsidies, guarantees and
various other risk-mitigation instruments through public in-
stitutions. While the cascade approach is currently focused on
infrastructure, the WBG expects to expand it to other sectors,
such as finance, education, health and agribusiness.

Taking its cue from the WBG, the G20 group of major
economies has been promoting similar ideas. Infrastructure
was put on its agenda under the 2010 Korean presidency of
the group, and was a major theme under the Australian G20
presidency in 2014, when the G20 established the Global In-
frastructure Hub. “Infrastructure for development” is a prior-
ity under Argentina’s current presidency. In March 2018, G20
finance ministers agreed in their communiqué that mobiliz-
ing additional private capital was needed to meet global infra-
structure needs. “To achieve this,” they said, “we agree to pro-
mote the necessary conditions to help develop [economic] in-
frastructure as an asset class.”

An asset class is a group of tradable securities or invest-
ments – for example, equities or bonds. Transforming infra-
structure into a tradable asset class would mean repackaging

money invested in an infrastructure project into a number of
standardized financial instruments which are easy to buy and
sell, and which provide an attractive revenue stream. The ar-
gument – set out in the G20’s “Roadmap to Infrastructure as
an Asset Class” and endorsed by G20 finance ministers – is
that “private savings in the hands of institutional investors
[such as pension or insurance funds] are currently at an all-
time high [of] $80 trillion in assets under management”, and
that “harnessing” this large pool of cash can help fill the infra-
structure investment gap.

Infrastructure assets such as shares in infrastructure com-
panies, government infrastructure bonds and specialist infra-
structure investment funds are by no means new. However,
the concept of grouping financial infrastructure assets together
to form a distinct class is relatively recent. The promotion of a
tradable infrastructure asset class can be seen as part of a drive
by multilateral institutions such as the WBG to attract private
investors to specific projects, as well as to infrastructure devel-
opment in general.

Both the G20 Roadmap and the WBG cascade approach
are attempts to present private capital – particularly from in-
stitutional investors – as the solution to the perceived infra-
structure financing gap. The Roadmap aims to “address com-
mon barriers to the emergence of infrastructure as an asset
class, including the heterogeneous nature of infrastructure as-
sets, the lack of a critical mass of bankable projects and insuf-
ficient data to track asset performance.” It proposes two solu-
tions to promote greater standardization:

(i) “Improved project development” includes develop-
ing standardized contracts and financial models, improving
project preparation and providing better data.

(ii) “Improved investment environment” promotes fi-
nancial engineering and regulation change to reduce risks for
institutional investors.

The G20 has set up seven workstreams to ease the way
forward for an infrastructure asset class:

(i) Contractual standardization;
(ii) Financial standardization;
(iii) Project preparation;
(iv) Bridging the data gap;
(v) Financial engineering, risk allocation

and mitigation;
(vi) Regulatory frameworks and capital

markets; and
(vii) Quality infrastructure.
Although none of the workstreams is truly new, the com-

bination of them all, and the G20 and WBG coordinated push,
are new features. This agenda – if successful in all workstreams
simultaneously – would represent a major global shift in how
infrastructure is financed. Unfortunately, as argued below, there
are three compelling reasons why the plan is fundamentally
flawed.



12 Third World Economics  1 – 15 June 2018 No 666

  Analysis

This article aims to advance the ongoing debate on infra-
structure financing by focusing on the G20 Roadmap’s spe-
cific proposals, in the context of the broader discussion on de-
veloping an infrastructure asset class.

Reason 1: The G20 plan ignores the main issue: how to
increase and improve the quality of  public investment

Historically, infrastructure projects in developing countries
have been almost exclusively financed through public invest-
ment. A previous World Bank background paper for the G20
found that, in developing countries, “private capital has con-
tributed between 15 and 20 per cent of total investments in
infrastructure” – meaning that public investment has been 80-
85% of the total. Private investment is even lower in some coun-
tries and regions with fast economic growth – for example,
one study found that “in China, almost all infrastructure fi-
nancing is undertaken by the public sector, with private fi-
nancing as a proportion of GDP close to zero.” In Asia as a
whole, the Asian Development Bank found that “The public
sector currently finances around 92% of the region’s infrastruc-
ture investment.”

There are very good reasons why it is difficult to persuade
private investors to invest in infrastructure. The International
Monetary Fund (IMF) itself acknowledges that public financ-
ing is normally the preferred option, arguing that:

• Infrastructure investments are often large, capital-inten-
sive “natural monopolies”;

• They tend to have significant up-front costs, with the
returns only apparent over many years or even decades; and

• The positive social outcomes are often more important
than the returns generated for a private operator.

Opportunities for purely commercial infrastructure
projects are limited and most require significant public invest-
ment by default. Rural roads and sewage, for example, would
not provide attractive returns for a private investor, especially
in developing countries – meaning there is no commercially
viable model for delivering them. As the Inter-Agency Task
Force (IATF) 2018 report on Financing for Development says:
“For example, investments in ecosystems will largely be pub-
licly financed due to the public good nature of the sector [and]
the use of private finance is more challenging in areas where
equity considerations and large financing gaps reduce profit
prospects, such as water.” For instance, water and sanitation
infrastructure investment in Asia in 2011 was entirely publicly
financed, and transport more than 90%. Energy had a higher
proportion of private financing but was still mainly funded
publicly. The only sector with a majority of private finance in-
vestment was telecommunications, and even then only in up-
per-middle-income Asian countries.

Public-private partnerships (PPPs) – heavily promoted by
the World Bank and others – may actually saddle the public
sector with significant costs. The Organization for Economic
Cooperation and Development (OECD) defines PPPs as “ar-
rangements whereby the private sector provides infrastruc-
ture assets and services that traditionally have been provided
by government … [which] … should involve the transfer of
risk.” There are two PPP funding models:

• User-funded PPPs, where a private partner charges the
public a fee for using the facility, sometimes subsidized by
government or local authorities.

• Government-funded PPPs, where a private sector com-

pany builds and runs infrastructure and receives regular pay-
ments from the public partner based on the level of service
provided.

Both models can – and often do – ultimately weigh heavily
on the public purse: government-funded PPPs rely heavily on
public expenditure, while even user-funded PPPs may entail
costs for the government through subsidies. PPPs can lead to
high public costs for infrastructure in three main ways:

• Higher direct costs from higher interest rates (the cost
of capital), a high expected rate of return for the private opera-
tor, and higher construction costs.

• Higher indirect costs from limited competition and costs
of negotiating complex contracts, including high fees from
consultancy firms, and renegotiating of contracts – the IMF
estimates that more than half of all PPPs are renegotiated.

• Hidden costs, either because of accounting methods that
keep PPPs off the government’s books, or because of high lev-
els of contingent liabilities.

For these reasons and many others, Eurodad (the Euro-
pean Network on Debt and Development) has repeatedly called
on the World Bank and others to stop promoting PPPs until
they are radically reformed. PPPs should be included in na-
tional accounts, i.e., they should be registered as government
debt rather than being off balance sheet; and budgeted trans-
parently, so as to fairly compare them with alternative options.
The cost-benefit analysis that supports the decision to go for a
PPP, and the contracts, guarantees and contingent liabilities
must be fully disclosed. Unfortunately, experience shows that
mobilizing private capital for PPPs often results in high public
costs, and unless this lesson is learnt, a similar outcome for the
new infrastructure asset class seems inevitable.

Encouraging private investment in challenging infrastruc-
ture sectors often entails significant public costs in the shape
of subsidies or risk guarantees. Major public investment is of-
ten necessary in order to attract private investment in infra-
structure sectors with limited commercial returns, either to
offset the risks of long-term, uncertain projects or to ensure
that the benefits reach the whole population, not just those
who can afford them. In Latin America, for example, the World
Bank has noted that “while PPPs account for about 40 per cent
of Latin America’s infrastructure investments, they depend
heavily on government support: about a third of their financ-
ing comes from public sources, and about half of all deals re-
ceive some type of government guarantee. In other words,
constrained public finance also means constrained private fi-
nance for infrastructure.”

Public subsidies are inevitable to meet the SDGs’ pledge
to “leave no one behind”. The SDGs include many commit-
ments which require physical infrastructure such as clean water
and sanitation (SDG6), affordable and clean energy (SDG7),
and health centres and hospitals in urban and rural areas
(SDG3). It is clear that universal access in many developing
countries will only come about with significant public invest-
ment – for example, the World Bank’s State of Electricity Ac-
cess Report notes that “in Africa, unsubsidized connection costs
often exceed the country’s monthly income per person, and
households have to pay these plus fees for inspection and ap-
plication, security deposits, internal wiring, and equipment
costs.”

There is no evidence that “traditional” funding sources
cannot fill the “infrastructure investment gap”. Analysis of the
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“investment gap” in global infrastructure financing comes
mainly from a series of papers by the McKinsey Global Insti-
tute, the latest of which estimates that “the world needs to
invest about 3.8 per cent of GDP, or an average of $3.3 trillion
a year, in economic infrastructure just to support expected rates
of growth [and] emerging economies account for some 60 per
cent of that need. But if the current trajectory … continues, the
world will fall short by roughly 11 per cent, or $350 billion a
year.” In global terms, therefore, these figures do not suggest
that a major change is needed, but rather a relatively modest
increase from 3.8% to 4.2% of global GDP. However, the re-
port goes on to quote the UN Conference on Trade and Devel-
opment (UNCTAD), which estimates – also partly on the basis
of McKinsey data – an additional $1.1 trillion per year of infra-
structure investment is needed to meet the SDGs. Although
not insignificant, that would raise the requirement to only
around 5% of global GDP.

Several countries already spend significantly more than
McKinsey’s estimate. For example, China – where infrastruc-
ture is largely publicly financed – invested an average of
around 8.8% of GDP between 2008 and 2013. McKinsey’s own
data suggests Chinese spending is significantly more than nec-
essary to fill their domestic infrastructure gap between 2016
and 2030. China’s challenge is the quality, not the quantity, of
its infrastructure investment, which undermines the argument
that traditional sources of investment are inadequate for the
scale of the task. As McKinsey itself notes, public finance and
direct corporate investments make up about three-quarters of
private finance, and “the vast majority of infrastructure will
likely continue to be financed by the public and corporate sec-
tors.” Despite this evidence to the contrary, the G20 Roadmap
assumes that the infrastructure gap cannot be filled by tradi-
tional forms of investment, and argues that “Given the magni-
tude of the infrastructure gap, the G20 must adopt a new col-
laborative approach to crowd in private capital in order to
harness the large pool of private savings looking for long-term
investment.”

It is clear that the scale of the infrastructure financing gap
is being used by financial institutions, and the governments
backing them, to justify political choices. Research suggests
the World Bank’s policy response has often been to promote
an expanded role for private capital in financing development
projects, rather than increasing and strengthening the public
financing of development. This trend may be driven by wealthy
institutional investors seeking stable and profitable returns.

Developing countries would have significantly more
money that they could spend on infrastructure if rich nations
met their official development assistance (ODA) commitments
– in 2017, just five countries met the ODA target of 0.7% of
gross national income. Public infrastructure investment would
be even further increased if steps were taken to tackle illicit
financial flows and tax havens effectively. Developing coun-
tries are losing very large amounts of development finance
due to multinational corporations taking advantage of the cur-
rent global tax system. UNCTAD estimated in 2015 that one
type of corporate tax avoidance alone is costing developing
countries around $100 billion per year, meaning that the total
loss can be assumed to be significantly higher. This is why the
establishment of a UN global tax body to combat international
tax dodging remains a top priority of developing countries
and civil society campaigners.

Faced with these rather powerful arguments, some World
Bank researchers concluded in a recent paper on infrastruc-
ture funding and financing: “by making public finance more
efficient, some reforms symmetrically reduce the need for pri-
vate finance, showing that strong public sectors with an abil-
ity to raise taxes and spend efficiently are clearly an effective
solution to infrastructure finance.”

Priority should be given to improving the quality of infra-
structure, rather than channelling more money into infrastruc-
ture in countries with poor track records. McKinsey estimates
that “Up to 38 per cent of global infrastructure investment is
not spent effectively”. Furthermore, the G20’s assumption that
improved project design will somehow solve infrastructure
problems in many countries is bordering on the naïve and fails
to take into account the deep-seated political, economic or ca-
pacity problems which often arise. Attempting to radically re-
design the fundraising model is not likely to address these
problems, and indeed may exacerbate them by increasing com-
plexity whilst reducing transparency and accountability.

Finally, it is worth stressing that infrastructure as an asset
class does not help address the fundamental problem of the
funding source – as opposed to the financing mechanism – of
infrastructure. As we shall see, mechanisms that attract pri-
vate financing can enable projects to get built, but they do not
necessarily solve the problem of who funds the operating costs
and repayments to lenders and investors, and liabilities should
things go wrong or take longer than planned. These are costs
which can often end up falling on the public purse. Although
these problems occur in both public and private sector invest-
ments, touting an infrastructure asset class as a solution to the
financing gap ignores them.

If the G20 is truly committed to delivering more and bet-
ter infrastructure services, it must put delivering and improv-
ing public financing of infrastructure centrestage. It must take
actions at international level to support higher levels of public
investment in developing countries, including stemming public
revenue losses by clamping down on tax dodging; dealing with
unsustainable debts through a debt resolution mechanism;
meeting ODA commitments; and getting behind new sources
of public financing such as the UN’s proposal for annual re-
serve assets for developing countries.

Reason 2: It is likely to prove very costly for
the public purse and for citizens

The direct and indirect costs of developing an infrastruc-
ture asset class are enormous. These costs will fall on the pub-
lic sector – and therefore on the citizens who pay for it through
taxes and who benefit from it through services. As the G20
Roadmap notes, “The viability of infrastructure as an asset class
requires that these risks are addressed, mitigated and allocated
to relevant stakeholders” (emphasis added). There are several
reasons why allocating some risks to the public sector and citi-
zens could result in significant financial and other problems.

“De-risking” for the private sector in order to generate
more attractive returns for private investors could mean trans-
ferring some of the risks to the public sector. One way to de-
risk is through a public sector guarantee that a project will be
completed even if the private sector fails. PPPs commonly in-
clude public sector guarantees which, if triggered, increase the
already high cost of private financing.
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According to the G20 Roadmap, de-risking is “an adequate
diversification of financial instruments [which] provides a va-
riety of tools which, alone or combined, have the potential to
de-risk infrastructure assets.” “De-risking” is highly mislead-
ing in this context. It is of course possible to de-risk invest-
ments by improving their quality, but the G20’s risk list covers
just about every aspect of a project, many of which are diffi-
cult to reduce, including “construction, completion, currency,
revenue stability, environmental, and demand fluctuation.
Other risks arise as a result of a project’s jurisdiction, includ-
ing risks stemming from the macroeconomic, political and
regulatory environment.”

Many of these risks are unavoidable – in fact, the G20
Roadmap itself admits they can only be mitigated and allo-
cated to “relevant stakeholders.” In other words, in order to
make an investment attractive to institutional investors, oth-
ers have to accept these risks. Some investors may take a
gamble by taking on the more risky slices of a project, but all
too often, it falls to the public sector or public institutions such
as multilateral development banks (MDBs) to guarantee them.
Of course, guarantees are not always called in, but when
projects do run into trouble, it is the public sector which has to
pick up the pieces – especially since high public expectation
and political considerations make it difficult for public authori-
ties to abandon infrastructure projects once underway.

Finally, it is worth noting that highlighting foreign ex-
change risks as being of “particular importance” suggests the
G20’s aim is to mobilize international or foreign private capi-
tal investment in infrastructure.

Reducing risk for private investors by subsidizing – or
“blending” – their investment with public funds is another
potential problem. The Roadmap says that “mechanisms such
as blended finance can also provide a base to effectively crowd-
in private funding and enhance risk mitigation.” Blending com-
bines concessional public finance or development aid with non-
concessional private finance. However, several problems arise
from this effective subsidizing of commercial companies en-
gaged in development-related work.

Firstly, there’s the opportunity cost – without an overall
increase in aid or other concessional public finance, blending
means less concessional public finance for public services or
other essential help for people living in poverty. As a recent
Eurodad paper argued, the commercial imperative that must
accompany blended aid makes it unlikely to help achieve the
SDG pledge of leaving no one behind.

Secondly, the theory that blending encourages the private
sector to be more development-friendly is unproven in prac-
tice – it is very hard to measure whether the same outcomes
would not have happened anyway. A 2016 evaluation of Euro-
pean Union blending between 2007 and 2014 found that in
almost half of the cases examined, blending added no clear
value.

Thirdly, it is likely that local development needs will come
second to the interests of the private sector in donor countries.
The OECD has yet to agree on mitigating the risk that blend-
ing will lead to an increase in tied aid (the use of aid to subsi-
dize firms in the donor country), a practice that is widely rec-
ognized as bad for development effectiveness.

Guaranteeing revenue from infrastructure asset class
bonds could create extra public sector debt. In theory, bonds
would be repaid using income from a project, but because in-

frastructure projects often take a long time to complete, repay-
ments would need to start well before income begins to flow.
In addition, many projects such as rural roads, water or sani-
tation will yield little or no commercial income, leaving the
state to pick up the bill for repayments.

The G20 proposals are likely to shift the risks and costs
onto the public sector and infrastructure users. Standard con-
tracts may be good for the private sector but could threaten
infrastructure quality by reducing essential public oversight
and weakening environmental and social standards. “Greater
standardization of contracts and documentation in the bidding
and procurement stages of an infrastructure project life cycle”
may sound sensible or even innocuous. But standard contracts
governing multi-year infrastructure investments will necessi-
tate assigning the many risks and costs of changes that will
arise during the lifetime of the project, and cautious institu-
tional investors will look to the public sector to take on these
risks.

Again, PPPs should serve as a warning. The World Bank’s
attempts to standardize PPP contracts – which are supposed
to balance risks, rights and responsibilities carefully between
the public and private sectors – have, according to a recent
legal analysis, resulted in “proposals which are often skewed
to favour private interests to the prejudice of the public enti-
ties that are ostensibly the beneficiaries of the projects and ser-
vices being contracted for.” Furthermore, legal analysis of the
2017 edition of the Guidance on PPP Contractual Provisions
concludes that “the Guidance does not take an equitable ap-
proach to balancing public and private interests … the Guid-
ance neglects the long-term and legitimate interest of devel-
oping countries. As a result, the World Bank Group’s client
countries and their citizens are potentially ill-served by the
Guidance.”

The current focus on standardization included in the G20
Roadmap panders to the longstanding demands of private in-
vestors. The 2016 McKinsey Global Institute report stresses that
“capital markets for infrastructure assets remain relatively
complex, non-standardized, and illiquid,” and argues that lim-
ited standardization increases transaction costs. By the same
token, following the February 2018 G20 Infrastructure Financ-
ing Seminar, the CEO of the Global Infrastructure Hub made
clear that standardization means “the creation of plug-and-
play contracts, documentation and risk allocation for public-
private infrastructure transactions.” Significantly, he added:
“If we want to scale up private infrastructure investment, we
have to move to standardized products,” which in his view
“reduces barriers to entry and cuts costs.”

Ultimately, the goal of creating an asset class is to create
safe, high-return products for institutional investors, while the
tasks of planning, implementing, assessing and mitigating so-
cial and environmental costs and dealing with unforeseen prob-
lems will fall to others. To ensure that the tradable assets pro-
duced are seen as safe by investors will require strong guaran-
tees that risks will be underwritten by the public sector and
that revenue streams (returns on assets) will be guaranteed
even if the project meets major difficulties.

Furthermore, private infrastructure investment frequently
lacks transparency and accountability. Firstly, infrastructure
as an asset class requires standardized investment products
which bundle multiple infrastructure assets with unknown
risks, often involve offshore structures and vehicles, and bias
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risk and return in favour of investors. Financial products are
engineered to disconnect investment performance and return,
thus guaranteeing investors a healthy return regardless of the
performance of the investment asset.

Secondly, democratic accountability is undermined be-
cause many layers separate the asset manager from the citi-
zens who pay road tolls or water tariffs. According to one analy-
sis, “much of the $3 trillion plus that is invested by private
investors in infrastructure is one step or more removed from
direct holdings in actual bricks and mortar.”

Thirdly, most asset managers and investment funds lack
the ability or desire to ensure that the products they trade sup-
port sustainable development and climate goals. Institutional
investors – who have a duty to protect their clients’ interests –
often view government rules to protect the public interest as
obstructive.

Lack of transparency and public scrutiny of deals regu-
lated by commercial and competition laws can tend to foster
corruption. PPP projects are especially vulnerable. In Austra-
lia, for example, an Independent Commission Against Corrup-
tion found that ministers at the state level unlawfully inter-
fered with a decision on a water PPP with the aim of siphon-
ing off A$60 million of state money to one of the ministers, his
family and associates. In Brazil the construction giant
Odebrecht paid bribes to government officials in countries
throughout Latin America. The Economist revealed in early 2017
that the main method for the company to win contracts was to
make low bids and “then corruptly secure big increases in costs
through addenda – in some cases when the ink on the contract
was barely dry”. According to the report, 22 contract addenda
caused the cost of a PPP road linking Brazil and Peru to rise
from $800 million to $2.3 billion.

Creating an asset class for infrastructure could trigger
macroeconomic risks including increased likelihood of finan-
cial crises, and a shift of investment from other sectors. Focus-
ing the financing of infrastructure on creating asset classes for
international capital markets makes it vulnerable to damag-
ing financial crises and increases the likelihood of such crises.
As the 2018 IATF report said: “Developing this asset class has
to be done with care, as it is creating liquid instruments on
illiquid assets. This could attract investors with short-term in-
vestment horizons, with the potential of creating short-term
bubbles that could impede rather than help long-term sustain-
able development. Indeed, many of the financial market crises
over the past 25 years involved some form of mis-pricing of
liquidity.”

The G20 should learn from the experience of trying to use
PPPs to attract private finance to infrastructure. An operational
note released by the World Bank in 2014 lists many different
examples where the performance of PPP projects reflects mac-
roeconomic crises. In the late 1990s, several Asian countries
suffered from the regional financial crisis which transformed
PPP contingent liabilities into immediate obligations. Accord-
ing to the World Bank’s note, “all PPP road projects in coun-
tries affected by macroeconomic crisis (Greece, Portugal, and
Spain recently, and previously Malaysia and Mexico) simulta-
neously suffered demand challenges (and faced bankruptcy
risk) creating a systemic risk”. An economic crisis can reduce
demand for a PPP service (the so-called demand challenge),
which in turn causes a knock-on effect in the public sector. An
additional unintended consequence of creating an attractive,

risk-free infrastructure asset class could be that institutional
investors shift large amounts of capital from other sectors, but
thus far the G20 has not assessed the trade-off of such a shift.

It is not hard to work out what may really lie behind the
G20’s push for an asset class for infrastructure. One of the G20’s
priorities is economic and employment growth through trade
and investment, especially in the context of the financial crisis
and bank bailouts. The G20 also faces pressure from institu-
tional investors who have seen low returns from traditional
assets for many years, and who are keen for governments to
create higher-yielding alternatives whilst relieving them of the
risk burden. According to the World Economic Forum (WEF),
institutional investors holding trillions of dollars under man-
agement and seeking a diversified portfolio of infrastructure
assets with attractive returns have exerted pressure to launch
several infrastructure funds. As the WEF argues, institutional
investors believe “infrastructure project risk-return profiles
present an attractive alternative investment – especially with
real fixed income returns being near zero in the wake of the
global financial crisis.”

The G20 should pause its radical plans for reinventing in-
frastructure financing and consider whether private financiers
are really interested in delivering infrastructure which “leaves
no one behind”. Poorly thought-out policies will not only
hinder the 2030 Agenda for Sustainable Development but could
actually undermine the SDGs. As the Heinrich Böll
Foundation’s Nancy Alexander rightly warns, attracting pri-
vate investors through financing vehicles “can create vast in-
equalities as they could privatize gain and socialize loss on a
massive scale.”

Reason 3: An infrastructure asset class would
be a dangerous leap in the dark

The push to develop an asset class for infrastructure is a
huge leap in the dark as private investors have not been in-
creasing their investments in developing countries’ infrastruc-
ture. Despite the G20’s energetic championing of private in-
vestment in infrastructure for nearly a decade, “private par-
ticipation in infrastructure has fallen each year since the Addis
Agenda [on financing for development] was adopted in 2015”,
according to the IATF report. The Center for Global Develop-
ment (CGD), using the World Bank’s own figures, suggests that
infrastructure investment with private participation fell from
$211 billion in 2012 to $76 billion in 2016.

In fact, institutional investors are currently tiny players in
infrastructure financing. Infrastructure investment by pension
funds in the seven largest markets is currently close to zero.
According to the IATF, “investment in infrastructure still rep-
resents less than 3 per cent of pension fund assets, with the
majority in advanced economies,” while a 2018 World Bank
report reveals “the contribution of institutional investors is
minuscule, at only 0.67 per cent of the total global PPI [private
participation in infrastructure] investment (comprising 0.4 per
cent of the total debt and 1.3 per cent of the total equity).”
When it comes to insurance companies, a recent World Bank
blog reported that “insurance companies still allocate less than
2.5 percent of assets under management to infrastructure in-
vestment.”

A 2018 report from the Overseas Development Institute
(ODI) explains that “most traditional institutional investors
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have a strong bias towards fixed-income securities (55-60 per
cent of investments), frequently government bonds and other
highly rated, low-yield, long-term bonds, with most of the re-
maining assets allocated to publicly traded equities.” Security
of investment is paramount: “the great majority (87 per cent)
is invested in high-income countries, while only 11 per cent is
directed toward upper-middle income countries and very little
to other markets.”

There are very good reasons why institutional investors
don’t put money into infrastructure. According to the World
Bank, the “challenges to institutional investor flows to infra-
structure” include:

(i) Lack of a “sizeable” project pipeline;
(ii) Limited resources for setting up specialized infra-

structure teams;
(iii) High risk/low returns;
(iv) Challenges due to the inherent nature of infrastruc-

ture projects: projects do not yield returns during the construc-
tion phase etc;

(v) Differing mandates and lower risk appetite of insti-
tutional investors;

(vi) Unpleasant past experiences;
(vii) Information asymmetry.
Against this, the IATF points out that institutional inves-

tors favour liquid assets which are easy to buy and sell, and
are subject to fewer government regulations.

The G20’s plans are unlikely to work because of the fun-
damental contradiction between private investors’ need to
maximize profits and th e generally low returns of infrastruc-
ture investment. Reliable data on the actual performance of
investments is hard to come by, and returns vary widely ac-
cording to country, sector, timing and the way a deal is struc-
tured. Nonetheless, analysis suggests that targets are fairly
ambitious. According to the Preqin infrastructure database of
private equity, infrastructure funds typically target an aver-
age net return of 15.8% (12% for developed markets and 19.3%
for emerging markets) – although the returns in Africa are ex-
pected to be far higher at 30%. The reality, however, is that
developing countries find it difficult to develop a pipeline of
projects to provide investors with attractive risk-adjusted re-
turns over the project life cycle without creating a heavy bur-
den on the public purse. Getting an attractive credit rating on
a bond guaranteed by an infrastructure project, for example,
could itself increase the cost of the project.

The G20’s agenda is unsuitable for low-income countries
where capital markets tend to be small and banks provide the
majority of non-firm private financing. The Roadmap notes
that “steps to ensure that domestic capital markets are deep
and liquid will also support the development of infrastructure
as an asset class.” Though the World Bank has promoted the
development of capital markets, it recognizes that the poorer
the country, the smaller the capital market. Institutional inves-
tors such as pension and insurance funds also tend to be far
smaller in developing countries, and low-income countries
have very low levels of assets as a share of GDP.

The G20’s solutions are therefore unsuitable for fragile and
low-income nations which face the biggest infrastructure fi-
nancing gap, because these are precisely the countries where
international private capital is least likely to invest. The most
profitable projects – especially telecommunications – will al-
ways attract private investment, but desperately needed wa-

ter and sanitation infrastructure struggles to attract any pri-
vate money at all. A 2015 World Bank working paper points
out that “only 24 out of the world’s poorest 56 countries had a
single infrastructure project with private investment in the five
years between 2011 and 2015, and one country (Laos) ac-
counted for one third of the total.”

The G20’s drive to mobilize private investment encour-
ages major regional infrastructure plans and mega-projects that
can be socially and environmentally damaging. Given their
size and complexity, mega-projects tend to be financed by for-
eign private investors, to the exclusion of domestic players,
and there are concerns that corridors of mega-infrastructure
projects exacerbate regional inequalities. Evidence suggests
that many infrastructure projects currently being financed
favour specific regions and geographic areas by “agglomerat-
ing” cheap labour and capital.

Conclusion

If the G20 is serious about increasing and improving in-
vestment in infrastructure, then it needs to stop putting pri-
vate finance first and start focusing on how to improve and
deliver publicly financed infrastructure. Creating an asset class
is not the way to ensure that essential infrastructure gets built
in those developing countries which need it most. The G20
must resist the siren calls of private investors who are con-
cerned more about profit than “leaving no one behind”.

This article has presented a compelling case for the G20 to
rethink its infrastructure financing proposals, and offers three
key critiques of the G20’s approach. Firstly, the approach ig-
nores the main issue of how to increase and improve the qual-
ity of public investment. Secondly, it is likely to prove very
costly for the public purse, and thus will have a negative im-
pact on citizens. Finally, an infrastructure asset class would be
a leap in the dark – an unnecessary, extremely difficult and
potentially dangerous development which will not deliver for
the world’s poorest and most vulnerable.

Public financing is less costly and more accountable, but
it is also being starved of funds because of a lack of action at
international level. Clamping down on losses of public re-
sources through tax dodging, dealing with unsustainable debts
through a debt workout mechanism, increasing levels of in-
ternational concessional resources including through meeting
ODA commitments and creating new sources of public financ-
ing would all be a better contribution to bridging the global
infrastructure gap and thus achieving the SDGs.

Transparency and accountability must be radically im-
proved to avoid the damage caused by badly designed or
implemented infrastructure. Climate change must be taken
seriously – which means meeting longstanding commitments
to properly finance adaptation and mitigation in developing
countries and discouraging investment in carbon-based infra-
structure projects. Recognizing that the “infrastructure financ-
ing gap” is in fact a public financing gap, and that no amount
of wishful thinking will allow private financing to replace
public financing for critical kinds of infrastructure, would be
the logical place to start.             ❐
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