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Why is Capacity Building Crucial?

The Doha and Monterrey processes, as well as regional
initiatives such as NEPAD, bear witness to the emerging
global partnership between OECD and developing countries.
The hallmarks of this partnership are a more intense co-
operation based on national development strategies, an
increased effort by OECD countries to facilitate the
achievement of the Millennium Development Goals and
greater involvement of developing countries in international
rule-making. Progress has been made in all of these areas,
indicating that the goal of all stakeholders is to make
globalisation more inclusive — both among and within
countries. However, the new responsibilities assumed by
developing countries to spearhead their national
development and to contribute to shaping the global
economy are — especially in poor countries — not matched
by adequate public and private capacities to meet them.
The emerging global partnership between OECD and
developing countries will thus have to focus on the twin
objectives of supporting these countries in overcoming the
challenges of globalisation while strengthening their
adaptive capacity.

It is well understood that building capacity is a result of
development itself. When economic growth helps to increase
tax revenues and profits, the government and the private

sector are able to strengthen institutions and invest in better
infrastructure as well as productive capital. However, a
certain level of public and private capacity is a precondition
for making development happen. This latter aspect was
the focus of the Development Centre Programme of Work
in 2003-2004. The lessons learnt from the analyses carried
out in the framework of this Programme are summarised
in the subsequent pages. The Annex provides the written
output on which this summary is based.

What Can OECD Countries Do?

In a globalising world economy, OECD and developing
countries interact in a multi-layered way. There are
macroeconomic linkages, resource flows in both directions
(FDI and migration), trade linkages and development co-
operation activities. In all these areas, OECD countries can,
directly and indirectly, support developing countries in their
efforts to participate in the international division of labour
and to achieve a sustainable development path. The Centre
has highlighted in particular four areas where OECD
countries can make a difference: maintaining a stable
macroeconomic environment with affordable interest rates;
helping to mitigate risks; enhancing trade opportunities
through improving the coherence of their own policies;
and increasing financial flows for achieving the MDGs.

The opinions expressed in this paper are those of the author and do not necessarily reflect those of the OECD,
the Development Centre or their member countries.
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To Avoid Emerging Market Crises

Macroeconomic interdependence between the OECD and
developing economies today is much less unidirectional than
only a decade ago, mainly thanks to the catch-up which
took place in Asia, in particular in China and India. The
growth pattern of these countries could have a profound
impact on global activity. At the same time the building of
foreign exchange reserves by Asian countries in the
aftermath of the Asian financial crisis could influence
interest rate and exchange rate volatility. Nonetheless,
business cycles in OECD countries as well as their exchange
and interest rate policies are still important in determining
international real interest rates and access to and volatility
of international financial flows. In this respect high fiscal
deficits in the United States coupled with an accommodating
monetary policy could prove to be an explosive mixture for
OECD and developing countries alike.

To Mitigate Risks of Natural Disasters

There is obviously little OECD countries could have done to
prevent such natural disasters as the Tsunami tidal wave
in South-East Asia, the earthquakes in Iran (and earlier
Turkey) or hurricane Mitch in Central America. An analysis
of these events shows, however, that an early adoption of
pro-active measures could at least have saved many lives
in the disaster stricken areas. Early warning systems,
building codes and emergency planning can go a long way
to mitigate the consequences of natural disasters in terms
of human lives. OECD countries can play an important role
in implementing such preventive measures by providing
appropriate technologies and helping developing countries
to finance the necessary investment. Likewise, there is a
role for OECD countries not only in providing emergency
relief but, more importantly, in supporting the
reconstruction phase. Poorer people especially cannot save
and do not have access to adequate insurance coverage,
but are often disproportionately affected by natural
disasters. Therefore OECD countries should not only
allocate ODA to help these people during reconstruction;
they should also engage in co-operative schemes involving
the private sector and international financial markets to
allow poor people to obtain affordable insurance coverage
against shocks originating from natural disasters.

To Enhance Trade Opportunities

If developing countries are to catch up with advanced
countries they will need to integrate themselves much more
into the world economy and strengthen their trade capacity.
An important precondition for this closer integration is access
to the markets of OECD countries as was acknowledged in
the context of the Doha Round. The capacity to trade is,
however, not only a challenge related to tariff and non-tariff
trade barriers. In the era of globalisation, factor movements
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are an integral part of international economic relations.
Policies in OECD countries that encourage e.g. FDI in
developing countries can help to strengthen the trade
capacity of these countries and reinforce the positive effects
of trade liberalisation. The point to make here is that different
policies of OECD countries can be mutually reinforcing in
their beneficial effects on developing countries. The Centre
has demonstrated these policy interlinkages in the context
of the East Asian experience.

The countries of this region have been able to develop
rapidly since the impact of OECD countries’ policies was
significant and largely positive in terms of growth stimuli
and incentives and the countries themselves put in place
the policy framework and institutional as well as human
capacity to respond. OECD countries have been fostering
policy coherence for development by:

¢ Helping to maintain political and macroeconomic
stability conducive to private sector-led growth.

¢ Promoting an open and predictable international
marketplace for goods and services on a multilateral
and non-discriminatory basis, as well as orderly
movement of people, complemented by trade-related
assistance.

¢ Strengthening the governance structure for
international investment and finance to facilitate the
flow of capital and technology in developing economies
and help maintain financial stability.

¢ Increasing the effectiveness of aid from both bilateral
and multilateral donors through aid and harmonisation
alignment with a focus on economic growth and
capacity building, both human and institutional.

To Increase Financial Flows for Achieving
the MDGs

It is commonly understood that current financial flows from
OECD to developing countries are not sufficient to help
achieve the MDGs by 2015. Policy makers in OECD countries
have reacted to this challenge by focusing on two options:
increase the volume and effectiveness of aid and suggest
alternative approaches to funding the MDGs. The Centre
has contributed to the debates on both issues. A reallocation
of ODA flows towards the production of public goods could
make ODA more effective in reaching the MDGs without
jeopardising traditional development co-operation with poor
developing countries. And, there are non-distorting options
to increase financial flows that are additional to ODA, in
particular in the area of financial engineering such as the
International Finance Facility (IFF) or public guarantees.
The latter appear to be very promising since they would
foster a sense of ownership in recipient countries and allow
the allocation of scarce resources to projects with
potentially high returns. However, current discussions
among 6-8 countries do not seem to indicate a lot of
common ground on this question.
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An obstacle to finding politically acceptable solutions to
provide the necessary funding for MDGs is low public
awareness of the MDGs and their implications. As long as
only 12 per cent of all Europeans are familiar with the
goals, there is hardly enough public pressure on politicians
to come to an agreement. The Centre is, therefore, helping
information officers from DAC Member countries to collect
relevant data and to co-ordinate awareness campaigns in
support of a better funding of MDGs.

Where Developing Countries Need
to Take the Lead

Creating the capacity to embrace new opportunities and
to initiate broad-based development is, of course, first and
foremost a challenge for the institutions and policies of
developing countries. They themselves have to design
appropriate strategies to increase the competitiveness of
their economies, mobilise the private sector, build
institutions that can guide and strengthen market
transactions, improve infrastructure, and tackle poverty.
OECD countries can support national efforts by know-how
transfer and financial assistance, but the initiative needs
to come from developing country stakeholders in order to
create ownership and responsibility. In this context, the
Centre has focused on capital costs in developing countries,
barriers to building competitive capacities and institutional
prerequisites for poverty reduction.

To Promote Investment

Lowering domestic interest rates and, thus, the cost of
borrowing is a priority to promote investment and economic
growth. The rand zone (Lesotho, Namibia, Swaziland and
South Africa) provides an example for designing policies
that can help to reduce capital costs in the whole Southern
African region as local currency interest rates in these
countries are driven by rand-denominated transactions.
Therefore, reducing the level and volatility of the rand
premium has an impact on interest rates in all countries of
the region. A lower and more stable rand premium would
require enhancing financial market liquidity; easier access
to South African financial markets for African entities;
domestic saving capacity; and the improvement of
international perception of the rand. With such policies in
place, Johannesburg could become a financial “hub” for
the region, channelling cheap resources to its neighbours.

To Build Competitive Strength

Raising manufacturing productivity is of central importance
to the developing world and an essential element of policy
making. Productivity growth results from improvements in
infrastructure, physical capital, education and aggregate
efficiency. These factors, when multiplied together, give a

true picture of a country’s situation in the productivity
“league table”. More than a simple comparison, this ranking
system allows the identification of the key elements in each
particular national or regional case which require most
attention. The analysis shows that the main barriers to
competitiveness in sub-Saharan Africa are the limited
availability of infrastructure, in particular energy supply,
and the low level of educational attainment. Such results
do not mean, however, that other areas can be totally
neglected; one of the main points for policy making is that
all five elements have to be dealt with, if they are not to
impact negatively on each other and, thus, hamper
productivity gains that could contribute to the reduction of
poverty and attainment of several of the MDGs.

For many poor countries in Africa and in other regions,
commodity dependence is considered to be an obstacle to
growth of manufacturing and export diversification. The
Centre has shown, however, that natural resources are
not necessarily a “curse” — that they do not condemn low-
income countries to underdevelopment but can provide
rather a basis for sustained export-led growth. Natural
resource-based sectors have potential for export
diversification. The OECD “mirror” trade data suggest that
many different routes to diversification exist, including
resource-based manufacturing and processing of primary
products. However, these opportunities are not being
exploited in many low-income countries. This is because
export diversification is typically a slow process, and this
process needs to be sustained by an appropriate and
coherent strategy, characterised by a combination of vision,
co-ordination and management of conflicting interests.
Moreover, the analysis of trade support services in two
African countries points to a mismatch between private
sector needs and the services available to them as well as
to a limited institutional development of the trade and
investment support network. Though important to Africa,
these lessons for trade capacity building are also relevant
for other low-income countries in Asia and Latin America.

Finally, governance systems are — for various reasons
described below — a major determinant of the volume and
allocation of investment in developing and emerging
economies. Scrutinising existing institutions of governance
is, therefore, an important aspect of building and
strengthening the international competitiveness of an
economy. African countries have well understood this
relationship and have introduced the African Peer Review
Mechanism under the umbrella of NEPAD. A related effort
is the African Economic Outlook, jointly prepared by the
African Development Bank and the Centre. The Outlook
provides a comparable analysis of external and internal
drivers of development for all major African countries. It
thus gives African institutions and African policy makers a
yardstick for judging the effectiveness of policies
implemented in different countries and an argument for
promoting policy reform. To be credible, such an instrument
of analysis needs to be owned by African institutions while
OECD countries can help to build the required capacity.
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To Strengthen and Adapt Institutions

It is by now generally understood that institutions have an
important role to play in promoting economic development
and making it pro-poor. Formal institutions and governance
systems provide the framework for a functioning market
economy and the supply of public goods. In developing
countries there is however another layer of more informal
institutions that should be taken into account if development
is to become sustainable. These include family and kinship
structures, traditions, as well as civil and social norms that
are often summarised under the heading “culture”. In the
context of increasing competition and more frequent inter-
cultural exchanges these traditional social institutions can
help or they can hinder the emergence of new economic
and social opportunities.

One such aspect of culture is how societies treat women.
The Centre has shown that there are strong inter-regional
disparities. On average, gender discrimination is less
pronounced in East Asia and Latin America compared with
sub-Saharan Africa, South Asia and the MENA region.
Secondly and more importantly, religion is not the major
determinant of gender inequality, suggesting a degree of
freedom within leading religions to define the role of
women differently. Finally, and not surprisingly, an
institutional framework that disadvantages women hinders
development because it governs the possibilities of half of
the population for participation in economic activities.

Adapting social institutions to the challenges of economic
development requires the willingness of the government
to challenge traditions and privileges that have been in
existence since centuries. A successful improvement of the
situation of women is not possible by focussing solely on
improvements in female education, health care and access
to credit markets. These measures are important, but they
need to be accompanied by changing discriminatory habits
and practices, both at the national and the community levels.
If girls are traditionally not allowed to leave the house, a
girls’ school will hardly be of much help.

How informal and formal institutions are intertwined and
can determine the outcomes of policy reform has also been
demonstrated with respect to regional decentralisation of
policy making. Decentralisation is receiving increasing
international attention as a potential tool for poverty
reduction. However, the Centre did not find a clear link
between decentralisation and poverty reduction. On the
contrary, in some of the poorest countries characterised
by weak institutions and political conflicts, decentralisation
could actually make matters worse. Two important policy
lessons emerge from this finding: First, in an environment
where the central state hardly fulfils basic functions and is
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not interested in giving more power and resources to local
tiers of the government, decentralisation should not be a
priority for donors as it could be rather counter-productive
with respect to the objective of poverty reduction. Secondly,
in countries that fulfil basic prerequisites, decentralisation
could be a powerful tool for poverty reduction. Pro-poor
decentralisation requires a clear understanding of the key
factors influencing the process itself, i.e. the informal
institutions governing behaviour at sub-national levels.

However, not only informal and formal institutions are
interrelated; the same also holds for relations among
formal institutions. One such important example is the
mutual interdependence of corporate and political
governance. Corporate governance has a crucial role to
play in today’s developing, transition and emerging market
economies. In poor countries as in middle-income countries,
in countries that have few companies with widely traded
shares as in countries that have many, corporate
governance is needed to help increase the flow and lower
the cost of the financial capital that firms need to finance
their investment in real assets, to enhance liquidity in the
country’s economy as a whole and to achieve long-term
productivity growth. Forces working in favour of improved
corporate governance include corporations whose extra-
firm financial needs have grown, and major institutional
investors, especially pension funds and other long-term
investors, based in OECD countries and, increasingly, in
the developing, transition and emerging-market economies
themselves. Forces working against significantly improved
corporate governance include many dominant shareholders
and other corporate insiders — operating in the private and
public sectors alike — who often constitute entrenched
distributional cartels. Particularly problematic is also the
extent to which cross-shareholdings, multiple share-
classes, and especially pyramidal corporate ownership
structures are used to generate corporate-control rents.

The importance of distributional cartels in developing
countries, as obstacles to development as well as to
improved corporate governance, and the heightened risk
of regulatory capture in countries with clientelistic
relationship-based systems of governance only reinforce
the fact that good corporate governance requires good
political governance, and vice versa. Development requires
moving from the rule of persons to the rule of law, in the
institutions of corporate and political governance together.
The objective must be to create a governance culture that
facilitates the production and sharing of trust, power and
information for the benefit of all. Achieving this objective
requires a process of rule setting and institution building
which, especially in poorer developing countries, may best
be sustained in the context of public focal monopoly
governance systems as an intermediate step.
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