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Acronyms
BEPS

Base Erosion and Profit Shifting

CIT

Corporate Income Tax

CPA

Country Programmable Aid

CSO

Civil society organisation

DAC

Development Assistance Committee (OECD)

DTT

Double Taxation Treaty

Eurodad

European Network on Debt and Development

FAs

Foreign Affiliates

FDI

Foreign direct investment

FfD

Financing for development

FTT

Financial Transaction Tax

GDP

Gross domestic product

GFI

Global Financial Integrity

GIF

Global infrastructure facility

GNI

Gross national income

ICIJ

International Consortium of Investigative Journalists

IMF

International Monetary Fund

IFF

Illicit financial flow

ILO

International Labour Organization

LATINDADD Latin American Network on Debt, Development and Rights
LIC

Low-income country

LMIC

Lower middle-income country

LSE

London School of Economics

MNC

Multinational corporation

MSME

Micro, small and medium-sized enterprises

NGO

Non-governmental organisation

ODA

Overseas development assistance

ODI

Overseas Development Institute

OECD

Organisation for Economic Co-operation and Development

SDRs

Special Drawing Rights

SPE

Special Purpose Entity

TJN

Tax Justice Network

UMIC

Upper middle-income country

UN

United Nations

UNCTAD

UN Conference on Trade and Development

UNDESA

UN Department of Economic and Social Affairs

UNECA

UN Economic Commission for Africa

UNEP

UN Environment Programme
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Executive summary
Eurodad’s report The State of Finance for Developing Countries 2014 provided the
most comprehensive review of the quantity of different financing resources available
to developing countries, and how these have changed over the past decade. It showed
that the international economic and monetary system is stacked against developing
countries, with losses of financial resources by developing countries proving to be more
than double the inflows of financial resources since the 2007-08 global financial crisis.
This paper draws key conclusions for policy makers based on the evidence presented
in that report, and other major analyses that have been published in the run up to the
United Nations’ third Conference on Financing for Development (FfD), which takes
place in Addis Ababa in July 2015.

This paper does not shy away from the scale of the problem. Instead it recognises that
fundamental changes are needed in the global financial and economic system. It shows how
proposals that have been on the table in the run up to Addis can help to create a system that
supports, rather than undermines, development.
It highlights four key challenges facing policy makers, and proposes lasting solutions.

Challenge 1: Stem the loss of tax revenues
Developing countries lose very significant, though currently poorly quantified, tax revenues
every year, due to failings of the international system. This happens for three main reasons:
International tax evasion. This includes that motivating or resulting from illicit financial
flows (IFFs), though there are, as yet, no estimates of the tax lost to IFFs. Tax losses to
money already hidden in tax havens are estimated at $190 billion per year. Other estimates
for international tax evasion are still needed to fill in gaps in data.
International tax avoidance, where multinationals subvert the spirit, if not always
the letter, of the law to avoid tax. Global estimates of the cost are only just beginning
to emerge. For example, the United Nations Conference on Trade and Development
(UNCTAD) estimates one tax avoidance method alone costs developing countries
between $70 billion and $120 billion per year. International Monetary Fund (IMF)
researchers estimate that developing countries lose more than $200 billion per year. Some
governments assist multinational tax avoidance in order to capture a part of the tax base
from activity that, in reality, remains in other countries.
International tax wars, which describes the unhealthy competition between countries
to capture private investment, by reducing tax rates, offering incentives or negotiating
unfair treaties resulting in sub-optimal outcomes. Again, the evidence on the extent of this
problem is only beginning to emerge, although the existing figures suggest the scale may
also be very large. For example, ActionAid International estimates that statutory corporate
tax exemptions alone cost developing countries $138 billion per year. Ultimately, tax wars
fuel a race to the bottom, with governments competing to destroy their tax base, rather
than cooperating to fairly tax multinationals.
This is a global problem, affecting all countries. It therefore requires a much greater level of
global cooperation and a revision of global tax standards to ensure that the interests of all
countries, including developing countries, are represented. Unfortunately, the current global
standards are full of loopholes and shortcomings. In many cases they are also clearly not
designed to work in countries with low capacity, and in some cases they are outright biased
towards the interests of developed countries. This is unsurprising, as they are created by the
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Developing countries lose hundreds of billions of tax
dollars every year due to failings in the international
system

Organisation for Economic Co-operation and Development (OECD), a developed country
grouping, which also includes many of the countries that are major causes of the problem,
and whose secrecy makes it a prime target for lobbying by accountancy firms, multinational
corporations and others who benefit from the system. This is why it is time for a truly
representative, transparent, effective global tax body, placed under the auspices of the UN to
ensure that all countries have a say, with the mandate and resources to tackle these serious
problems.

Challenge 2: Reduce the risks of private investment and actively manage it to
maximise benefits
International private flows have not been rising as a share of Gross Domestic Product (GDP)
in developing countries; they remain small compared to domestic private investment. Foreign
private financial flows to developing countries offer opportunities to support development,
but they also come with substantial risks, which ought to be at the centre of discussions on
financing for development. The risks includes volatility – inflows and outflows of private capital
can be very destabilising to developing countries, and are often caused by factors outside the
recipient country’s control. Recent research shows how developing countries have become
more integrated into global capital markets and so are more vulnerable to crises caused by
external factors than ever before. In addition, the degree of benefits that developing countries
receive can vary widely, with, for example, extractive industry investments typically having
relatively low employment impacts, and often high social or environmental costs.
However, policy debates on private finance and development have been dominated by how
to ‘leverage’ more international private capital flows to developing countries using public
institutions and public financing or guarantees, even though existing mechanisms do not have
a great track record. It would be better to focus attention on measures that are needed to help
developing countries reduce risks and manage foreign investment to maximise its development
potential, including removing obstacles found in trade and investment agreements that prevent
developing countries from managing private capital flows to reduce risks, and embracing a
new international initiative on responsible financing standards, with strong implementation
mechanisms.

Challenge 3: Provide more and better international public resources
Public financing has a unique role to play in supporting development, including in financing
essential services and ensuring universal social protection floors. Domestic resources are large
and can provide the lion’s share of the funding needed, and would be bolstered by efforts to
stop tax dodging. However, there is still a significant public expenditure gap, particularly in
the poorest countries. By 2013, donors were less than half way to their decades-long target
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International private financial flows come with
substantial risks, which should be at the centre of
discussions on financing for development.

to provide 0.7% of Gross National Income (GNI) as Official Development Assistance (ODA),
reaching only 0.29%. Progress towards other commitments, particularly the provision of $100
billion in climate finance by 2020, has been similarly slow.
A better source of additional international public finance could be innovative taxation, such as
financial transaction taxes, although efforts to raise this have so far been limited. Significant
additional public resources could be mobilised simply by adopting the UN’s proposals to issue
new international reserve assets (known as Special Drawing Rights or SDRs) and to allocate
these to developing countries.
Major improvements are also needed in the way donors and international institutions deliver
international public finance, to solve the key problems of: donor bad practices that reduce the
real value of aid; continued donor dominance, which reduces developing country ownership;
and a lack of transparency and accountability. Major new efforts to improve both the quantity
and quality of international public finance are needed, with strong timetables, starting with the
untying of all aid.

Challenge 4: Reduce and resolve finance and debt crises
Finance and banking crises have become a recurring feature of the international economic
system since the breakdown of the post-war Bretton Woods system in the early 1970s heralded
an end to strict international control over capital flows and exchange rates. There has been a
failure to tackle these issues seriously at international level, with perhaps the biggest problem
being the lack of effective mechanisms for preventing damaging sovereign debt crises. Existing
mechanisms, where they exist, are dominated by creditors, helping to explain why debt
restructuring often takes a long time, rarely leads to reduction of debt to sustainable levels, and
often comes with damaging conditions. The UN has started a process that provides a unique
opportunity to set up a multilateral legal framework for sovereign debt, an important step
towards a fair and development-friendly solution to sovereign debt problems. This will require
the creation of a Debt Workout Institution, independent of creditors and debtors, to facilitate
debt restructuring processes.
2015 is a unique year for global development, with three crucial UN summits promising
agreements on Financing for Development, a new set of Sustainable Development Goals to
replace the Millennium Development Goals, and a new climate treaty. However, it is clear that
flaws in the way the global economic system is managed are fundamental blocks to progress.
This paper shows, however, that clear proposals are on the table to deal with some of the
biggest development challenges of our generation: now is the time to put these into action.
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Challenge 1
Stem the loss of tax revenues
Developing countries lose very
significant, though currently poorly
quantified, tax revenues every year,
due to failings of the international
system that allow international
tax evasion and tax avoidance.
The system also promotes an
unhealthy fight between countries
to capture private investment, by
reducing tax rates, or to outright
capture taxes from other countries,
which can be best described as
‘tax wars’.
For all these reasons, a sea change
in international cooperation is
needed, with the establishment of
a truly representative, transparent,
effective global tax body, under
the auspices of the UN, which has
the mandate and resources to
tackle these serious problems.

Figure 1 summarises the incomplete picture
of the scale of the tax losses suffered by
developing countries caused by tax evasion,
aggressive tax avoidance, and tax wars. It
highlights the fact that the scale is likely to
be very large – at least in the hundreds of
billions of dollars – but that international
institutions have not, until recently, devoted
resources to attempting to estimate it. Hence
Figure 1 shows partial estimates. There will
be some overlap, but more importantly, in all
three categories there are significant areas
for which no figures currently exist.

International tax evasion
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Figure 1: Estimates of tax losses by developing countries to global problems1
Method

Type

Estimated
annual tax loss
(rounded)

International tax
evasion

TOTAL ESTIMATE

Not known

Source (see text below for
details) and notes

The figures below show partial estimates of parts of the problem. There are significant areas for which
no figures currently exist.

International
tax avoidance
(largely involving
multinationals)

International tax
wars

Illicit financial flows (paying less tax than they
ought to owing to their illicit nature.)

Not known

Other international tax evasion

Not known

Tax evaded on income on assets illicitly hidden
in tax havens

$190 billion

TOTAL ESTIMATE

Not known

Tax Justice Network (TJN)
Gabriel Zucman (London
School of Economics – LSE)

The figures below show partial estimates of part of the problem. There will be overlap and there are
significant areas for which no figures currently exist.
Total amount, including all methods and all
countries

Not known

Estimate examining only one method – artificial
routing through financial centres

$70-120 billion

UNCTAD

Partial estimate for profit shifting

$210 billion

IMF (estimated long run
impacts)

‘Base capture’ - governments assisting multinational tax avoidance

Not known

NB: this is also a major part
of issue 3

TOTAL ESTIMATE

Not known

The figures below show partial estimates of part of the problem. There are significant areas for which
no figures currently exist.
Unfair tax treaties with rich countries

Not known

Statutory corporate tax exemptions

$140bn

Other tax deals for multinational corporations
(MNCs)

Not known
globally

Race to the bottom on tax rates

Not known

Such illicit flows inevitably involve tax
evasion, even if this may not be their
Illicit financial flows – money that has been
primary motivation. Illicit flows are caused
illegally earned, transferred or used – have
by a variety of factors, and by a variety of
long been recognised as a major problem.
actors, ranging from wealthy individuals to
Eurodad’s calculations, based on figures from
multinational corporations. It is fair to assume
Global Financial Integrity (GFI) suggest that
that little or no tax has been paid on these
34
IFFs from developing countries were $6
flows, and a portion of IFFs are also directly
2
billion in 2011, or 4.3% of their GDP. Lowmotivated by tax evasion. This is likely to
income countries lost a higher proportion of
cause a substantial loss of tax revenue to
their GDP than middle-income developing
developing countries, although there are
3
countries. Of course, given the nature of
as yet no concrete estimates for the size
these flows, this can only be regarded as
of these losses. In addition, it is important
an indication of scale, though GFI, which
to remember that IFFs also imply a loss of
provides the data, believes it to be an
resources that otherwise could have been
underestimate. The recent High Level Panel
used for private domestic consumption
on Illicit Financial Flows from Africa estimates
or investment, boosting the economy of
that IFFs make Africa a net creditor to the
developing countries.
rest of the world, despite being the poorest
4
continent in terms of GDP per capita.

ActionAid International

The accumulation of wealth transferred out
of developing countries and hidden in tax
havens means that tax revenues are not just
lost in the year the wealth is transferred. The
Tax Justice Network (TJN) estimates that, as
of 2010, between $21 trillion and $32 trillion
of global financial wealth from a sample of
139, mostly developing, countries has been
invested “virtually tax free” through secrecy
jurisdictions.5 Using a conservative method,
based only on taxing the income from that
wealth, they estimate that this has resulted in
$189 billion in lost tax revenues annually. 6
Research by London School of Economics
(LSE) Professor Gabriel Zucman estimated
the annual tax lost on wealthy individuals’
financial assets only held in offshore financial
centres is $190 billion, based on a lower
Financing for development: Key challenges for policy makers

UNCTAD examined the costs of tax
avoidance dodges based on financial
routing using both classic ‘tax havens’ and
countries such as the Netherlands, which
have introduced tax avoidance opportunities,
according to UNCTAD, “due to a favourable
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International Tax Wars
The unhealthy fight between countries to
capture private investment, by reducing
tax rates, or to outright capture taxes from
other countries can best be described as ‘tax
wars’. The term ‘tax competition’ does not
adequately imply the significant damage
that can be caused in terms of lost revenues,
misallocation of revenues and investment,

However, there are a number of limitations
to the study, which again suggest that it is
Figure 2: Numbers of tax treaties signed
a significant underestimate of the true total.
by developing countries15
First, they excluded resource-rich developing
% to GDP
countries, “since they will likely have distinct
3000
drivers and reflect a variety of distinct tax
design choices”. Second, they focussed on
2500
examining the impact of classically defined
tax havens – those small jurisdictions that
have made facilitating tax avoidance a major 2000
part of their economic strategy, and as a
1500
result may not fully take into account the
impacts of other major economies, such as
the Netherlands and Switzerland, which are
1000
also major facilitators of tax avoidance, as the
UNCTAD study recognises.
500
Finally, as the recent LuxLeaks exposés
have shown, many countries are actively
assisting in international tax avoidance,
and undermining the tax base of other
countries, through agreeing special deals
with multinationals. The LuxLeaks scandal
produced a significant amount of detail,

0

2010

In 2015, UNCTAD released a study, which
later formed part of its flagship World
Investment Report.9 This attempted to
estimate both the amount of tax paid by
multinationals and how much might have
been avoided. This exercise proved difficult
because “most [multinationals] do not report
taxes and other financial information at the
level of their FAs [Foreign Affiliates]”.10 This
is one reason why Eurodad has been calling
for rules to make multinationals report key
economic data publicly for every country in
which they operate, known as country by
country reporting.

In the second official study, IMF researchers
examined data for 173 countries over 33
years, to try to estimate the impacts of
tax avoidance techniques on developing
countries’ tax income. They concluded that
the long-run revenue losses to developing
countries due to profit shifting could be
$212 billion per year in the long run, and
$105 billion per year in the short term. Over
the long term, this means that developing
countries are likely to lose almost three times
as much, relative to their GDP, as OECD
countries.13

2000

This has become a front page issue in recent
years, fuelled by investigative journalists
using leaked information to expose the scale
of the problem. Unfortunately, despite the
fact that civil society organisations, including
Eurodad, have campaigned on this issue for
a number of years – and the fact that the
launching of the Base Erosion and Profit
Shifting (BEPS) initiative by the OECD shows
that policy makers are aware of the issue –
very few efforts have been made by official
agencies to research and examine the extent
of the problem. This is slowly beginning to
change, but the main official studies, one by
UNCTAD and one by IMF researchers, each
only provides a very partial picture.

This type of behaviour shows that some
governments are effectively aiding and
abetting multinationals that want to
artificially structure their companies to avoid
tax. This is therefore directly related to tax
wars, to which we now turn.

1990

Unacceptable tax avoidance occurs when
multinationals creatively structure their
operations to avoid tax, undermining the
spirit, if not always the letter of tax laws.
This causes very significant tax losses to
developing countries, although international
institutions are only just beginning to
calculate these.

However, the UNCTAD study11 is limited in
scope, estimating tax losses to developing
countries due to just one particular kind
of tax avoidance activity by multinational
companies – the use of financial centres
to route foreign investment related flows
in order to avoid tax. Although this is one
aspect of the problem, there are many other
methods that multinationals also use to
avoid tax. One serious example is transfer
mispricing12 – where multinationals artificially
manipulate the payments made for goods
and services between subsidiaries in order
to be able to falsely claim to make the most
profits in the jurisdictions with the lowest tax
rates.

albeit only covering one small country,
Luxembourg, about what had previously
been a hidden practice: the complicity of
some governments in the erosion of tax
bases of other countries. LuxLeaks was an
exposé by the International Consortium
of Investigative Journalists (ICIJ), which
released hundreds of tax rulings on
multinational corporations that Luxembourg
had made. ICIJ argued that, “Big companies
can book big tax savings by creating
complicated accounting and legal structures
that move profits to low-tax Luxembourg
from higher-tax countries where they’re
headquartered or do lots of business. In
some instances, the leaked records indicate,
companies have enjoyed effective tax rates
of less than 1 percent on the profits they’ve
shuffled into Luxembourg.”14

1980

International tax avoidance

tax and investment regime, typically granted
through the option to operate by means of
Special Purpose Entities (SPEs)”. UNCTAD
estimates that this single tax avoidance
mechanism costs developing countries
between $66–122 billion in tax per year.

1970

estimate of the total amount of offshore
wealth of $7.6 trillion in 2013.7 Zucman argues
that his method “probably delivers a lower
bound” estimate, and that there is no way to
currently estimate the value of other assets
that may be held offshore to evade tax. He
notes that “registry data show that a large
chunk of London’s luxury real estate is held
through shell companies, largely domiciled
in the British Virgin Islands, a scheme that
enables owners to remain anonymous and to
exploit tax loopholes”.8

1960

“

A global tax body could mandate a global crack down on tax havens
and tax dodging and, because all countries have a say, ensure effective
global implementation of the changes needed.

1950
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New DTTs
 ew DTTs involving at least one country not high
N
income

Developing countries can lose out partly
because they usually have far more limited
negotiating capacity than developed
countries, but also because the OECD model
used for taxation treaties is part of the
problem. One tax expert summarised it thus:
“By signing an OECD model treaty, a
signatory accepts separate company
accounting (which enables shell
corporations), arm’s-length transfer pricing
(a battle of the experts),21 and permanent
establishment (a limitation on tax jurisdiction
over companies doing business). The OECD
model treaty—the accepted international
standard—is the ultimate source of the
problems.”22

While the benefits are disputed – or as one
IMF expert put it “economists, including at
the IMF [are] generally sceptical”28 – the
losses caused can be enormous. Based on
extrapolating from a study of 16 countries, a
research report by ActionAid International
estimates that “over $138 billion is likely
given away by governments every year,
just in statutory corporate income tax
exemptions”.27 They called this the ‘tip of
the iceberg’ as it only examined one form of
tax of the five that the study highlighted, as
shown in Figure 3.

Type of investment tax
incentive

9

Proportion of countries
offering incentives in...
1980

2005

Tax holidays

45%

69%

Reduced CIT rates

10%

51%

Investment allowances

59%

56%

Incentives for exports

10%

28%

Free zones

3%

46%

Investment code

31%

74%

Figure 4: Corporate tax rates in decline30
%
50
45
40
35
30
25

Time for a global tax body

Loss of tax revenues is a global problem,
affecting all countries, which requires a much
Finally, it is worth noting that the supposed
greater level of global cooperation and a
benefits of such treaties are highly
revision of the global tax standards to ensure
questionable, with one academic study
that the interests of all countries, including
finding “double taxation treaties have
developing countries, are represented.
no effect on FDI from developed to less
Unfortunately, the current global standards
developed countries”.23 In fact, in recent
are full of loopholes and shortcomings. In
years, developing countries have increasingly many cases they are also clearly not designed
begun to suspend or renegotiate such
to work in countries with low capacity, and
treaties, in recognition of the fact that the
in some cases they are outright biased
treaties can help to encourage rather than
towards the interests of developed countries.
reduce tax avoidance.24
This is unsurprising, as they are created by
the OECD, a developed country grouping,
Second, taxes on multinational corporations
which also includes many of the countries
have been significantly reduced in developing that are major causes of the problem, and
countries through the proliferation of tax
whose secrecy makes it a prime target for
breaks, tax deals and other tax ‘incentives’
lobbying by accountancy firms, multinational

Low income

2012

2008

2004

2000

1996

20

1992

Third, corporate tax rates have declined
significantly in developing countries in recent
years, partly due to countries competing to
attract or retain multinational enterprises, as
Figure 4 shows. Countries comparing their
corporate tax rates with other countries, or
reducing them to levels that are appropriate
for their national circumstances is not per
se a bad thing. However, in light of the huge
problems identified above, the pressure on
countries to slash their corporate tax rates –
which, given that effective tax rates across
the economy have not declined in developing
countries in recent years, implies a rise
in other tax rates to compensate29 – is so
intense, it can end up as a race to the bottom
where no country benefits.

1988

Although the stated aim of many of these
treaties is to avoid ‘double taxation’ – where
a company might have to pay tax for the
same activity in two different jurisdictions
– the impact can be extremely unfair, with
developing countries being the biggest
losers. For example, a recent study17 found
that “one estimate… is that treaties with the
Netherlands led to foregone revenue for
developing countries of at least EUR 770
million in 2011”, while the IMF has produced
“very rough calculations [which] suggest
that US tax treaties cost their non-OECD
country counterparts perhaps $1.6 billion
in 2010”.18 The Latin American Network on
Debt, Development and Rights (LATINDADD)
estimates that Ecuador lost $223 million
in tax revenues as a result of its 14 double
taxation agreements between 2009 and
2011.19 These problems led the IMF to
conclude “… that countries should not enter
treaties lightly … but with close and welladvised attention to the risks that may be
created”.20

An IMF study found that, although tax
incentives may have an impact on the
amount of foreign direct investment received,
this did not necessarily translate into benefits
for the countries, as “lower corporate income
tax rates and longer tax holidays are … not
[effective] in boosting gross private fixed
capital formation or growth”.26

Figure 3 – the rise in tax incentives in
Sub-Saharan Africa25

1984

First, many tax treaties unfairly disadvantage
developing countries. Developing countries
have signed a large number of tax treaties
with developed countries, and with each
other in recent years. Figure 216 (previous
page) shows the dramatic rise of Double
Taxation Treaties (DTTs), which are treaties
between two or more countries.

offered by developing countries to
multinational companies. Developing
countries have a right to offer such
incentives, which can be a sensible part of
their development strategies. However, very
often these are secret deals that developing
countries may be under significant pressure
to sign, and the true costs may not be fully
estimated.

1980

and damage to international cooperation.
There are four main issues at play here.

Upper middle income

Lower middle income

High income

corporations and others who benefit from
the system.
Given the scale of the problem, and the
fact that, as we have seen, the OECD has
proved to be a poor choice of forum for
resolving it, the time has come for a global
intergovernmental UN tax body, placed under
the auspices of the UN, to ensure that all
countries have a say, with the mandate and
resources to tackle these serious problems.
Civil society organisations (CSOs) have
published a briefing setting out the rationale
for the body,31 and Eurodad has produced
ideas about how it would work in practice.32
The establishment of such a body is on the
agenda for the Addis Ababa FfD conference
and beyond. Such a body would help to
foster cooperation rather than a race to the
bottom on tax rules. It could mandate a
genuine global effort to crack down on tax
havens and tax dodging and, by ensuring
that all countries have a say, ensure effective
global implementation of the changes
needed.
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Challenge 2
Reduce the risks of private investment and
actively manage it to maximise benefits

Domestic investment dominates
As recent Eurodad research has shown,
domestic private sector investment is far
greater than foreign private investment
for all categories of developing countries.
Figure 5 shows how domestic investment
reached over 30% of GDP in recent years for
developing countries as a whole, and has
been increasing steadily for all categories of
developing countries. Although the figures
do not allow a detailed breakdown into
public and private investment, they suggest
that the majority is private investment.33

Before examining the risks associated with
foreign investment, is important to note
that there can be a significant variation in
its contribution to development, indicating
the need to manage it carefully to maximise
benefits. Foreign private finance has the
capacity to create decent jobs, facilitate
technology transfer, and generate domestic
resources through taxation. However, we
have seen in chapter 2 that developing
countries are earning far less in tax than they
could from developing countries, in part
because of special tax deals multinationals
negotiate before they invest.
The employment impacts of foreign
investment can also vary greatly. Extractive

Figure 5: Domestic Investment Trends
(%GDP)34

Figure 6: Foreign Direct Investment (%
GDP equivalent)36
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% GDP equivalent
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Contrary to popular wisdom, private
capital flows to developing countries have
not increased relative to the size of their
economies in recent years. It is true that
there has been an increase in international
private capital flows in absolute dollar terms.
However, developing countries’ overall GDP
has grown faster than private inflows. This
means, as Figure 6 shows, foreign direct
investment (FDI) actually decreased as
a share of GDP in developing countries
as a whole in recent years. Although FDI
has grown faster than GDP in the poorest
category of developing country (low-income
countries), this is caused by a very small
number of resource-rich countries.35

Figure 7: Portfolio equity (%GDP)37

2004

Significant risks of foreign private
capital flows mean quality is
paramount

2003

Insufficient attention has been
paid to the need for developing
countries to manage the significant
risks associated with international
private capital flows, through for
example removing barriers to risk
management that are currently in
trade and investment agreements.
Too much attention has been paid
to the use of public institutions,
finance and guarantees to leverage
increased private investment,
at the expense of a focus on
improving the quality of those
flows to maximise development
benefits.

Total developing country

industries, which dominate foreign capital
flows to many developing countries,
employ relatively few people despite large
investments. According to recent research,
extractives account for 60–90% of FDI to
low-income countries, yet generate only
1–2% of total employment.38 The resource
extraction sector can also have huge social,
environmental and human right impacts, and
may increase problems of macroeconomic
management. For example, economies
that become dependent on a small number
of commodities are highly vulnerable to
changes in commodity prices, as we shall see
in chapter 4.
Foreign capital flows to developing countries
offer opportunities to support development,
but they also come with substantial risks. The
main risk is volatility, with stops and starts
or major outflows of international private
finance linked to either investors’ perceptions
of risk in the recipient country, or factors
entirely outside the control of the recipient.
Short-term capital flows, or those that can
quickly leave the country, such as ‘portfolio
equity’ investments in stocks and shares, are
regarded as the most risky, and can be highly
volatile, as Figure 7 shows.
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However, FDI can also be volatile and driven
by external factors. For example, FDI inflows
to developing countries fell from $491 billion
in 2008 to $354 billion in 2009 due to the
global financial crisis.39 Although they have
subsequently recovered, this recovery is in
part also driven by external factors – low
interest rates in developed countries driving
investors to ‘search for yield’ elsewhere.
When interest rates begin to rise again in the
coming years, developing countries could
face significant shocks in terms of reduced

“

Since 2008, the repatriation of profits from developing
economies by foreign investors has exceeded new
foreign direct investment going in.

Figure 8: Repatriated profits exceed
new FDI inflows40

changes in exchange rates, or in the opinion
of international investors, can spell disaster.
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FDI and other private flows.41
In addition, one reaction to the global
financial crisis appears to be that FDI
has become much more extractive. Since
2008, the repatriation of profits from
developing economies by foreign investors
has exceeded new FDI going in, as previous
Eurodad research42 and Figure 8 shows. This
would suggest that foreign investors are
seeking to take a larger amount of profit out
of their investments in developing countries,
perhaps to compensate for their difficulties
in developed markets.
Developing countries have become more
integrated into global capital markets and
so are more vulnerable to crises caused by
external factors than ever before. A recent
research report from the intergovernmental
think tank, the South Centre, finds that
international private capital flows to
developing economies in recent years means
that both their financial assets (that they
own overseas) and liabilities (that foreigners
own in their countries) have grown in
the past decade. The effect of this is that
they are now “closely integrated” into “an
inherently unstable international financial
system”.
This can offer benefits, of course, but the
South Centre points out that the way this
is happening is causing significant risks,
with “almost all” developing countries
now at risk of financial crisis. According to
their research, there are now two types of
developing countries. The first type looks
familiar to students of previous financial
crises. They have “bubbles in domestic
credit and asset markets” and are heavily
dependent on external financing – so

Previous Eurodad research has also
highlighted that the debt vulnerabilities
faced by developing countries have
increased in recent years, driven in part by
increases in private debt levels, including
international private debt.43
Finally, the small size of many developing
country economies adds additional burdens
to dealing with the risks of international
private investment, as investments in single
sectors or projects can have a major impact
on the overall economy. For example, a
study of FDI to low-income countries found
that “it has been quite volatile in eight
countries, reflecting peaks in oil investment
in Cameroon, Chad and Gabon, large
individual projects in Gambia and Mali, and
political instability in Bolivia, CAR [Central
African Republic] and Togo”.44

Allow developing countries the
tools to maximise the benefits of
foreign private capital
Policy debates on private finance and
development have been dominated by how
to ‘leverage’ more international private
capital flows to developing countries,
even though existing mechanisms do not
have a great track record. For example, a
recent study for the European Parliament,
which Eurodad co-authored, detailed the
limitations of efforts to incentivize and
subsidise private capital flows to developing
countries. These included:

• “Difficulties in designing programmes that

work for MSMEs [medium, small and micro
enterprises] in low-income countries;

• Little success in generating ‘additional’

private sector investment, with external
evaluations showing that many publiclybacked investments replace or supplant
pure private sector investments;

• Unproven performance in leveraging

private investment in developing countries;

• Low developing country ownership over

the institutions and programmes of DFIs
[development finance institutions];

• Significant problems in providing

adequate transparency and accountability;

• Increasing debt risks, and very expensive
financing”.45

Creating any significant increase in the
relative scale of private capital flows to
developing countries is likely to require
an unprecedented change in investors’
behaviour. For example, the World Bank’s
recently launched global infrastructure
facility (GIF) has as its main long-term
purpose, “…to help in the development
of [emerging and developing economy]
infrastructure as an asset class attractive
to the full range of private investors”.46
However, the World Bank has also found that
institutional investors “…have only around
one percent of their portfolio exposure in
infrastructure”,47 so the scale of change
required in their current behaviour would
be massive. An OECD paper on institutional
investment in infrastructure lists some of
the reasons why persuading these investors
to radically change their portfolios will be
extremely difficult:
“…the longer time horizons over which
agency problems and related weaknesses
can materialise, the greater uncertainty
regarding investment returns, the particular
illiquidity of long-term investments, …
insufficient investor capacity to manage
longer-term assets, and potential problems
with investment conditions and market
infrastructure.”48
It would be better to focus much more
attention on measures that are needed to
help developing countries reduce risks and
manage foreign investment to maximise its
development potential.
The minimum that is needed is to recognise
that tools to regulate international capital
flows – known as capital account regulation
– are fundamental parts of the policy toolkit
for all countries, but for developing countries
in particular. Emerging markets have tried
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to use the G20 as a venue to tackle the
issue of their vulnerability to the financial,
monetary and economic policies of rich
countries. Initially, they had some success,
forcing the IMF to change its position49
and to accept that capital controls can be
a useful part of their policy toolkit, as they
can be used to prevent sudden exits of
capital, or to discourage the entry of risky
capital in the first place. However, the IMF’s
position is limited, and many trade and
investment agreements constrain the use
of these vital tools: they should be reviewed
and these constraints should be removed.
A comprehensive review, mandated by the
UN, of all trade agreements and investment
treaties would also help to identify other
areas where they may limit developing
countries’ ability to prevent and manage
crises, and regulate capital flows to
maximise development impacts.
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A more proactive and positive agenda
towards improving private investment would
also embrace a new international initiative
on responsible financing standards. The
UN would be the natural place to lead such
an initiative, given that the Human Rights
Council in Geneva agreed in June 2014 to
establish a working group to prepare an
instrument introducing legal obligations for
human rights for transnational corporations.
A new initiative like this could pull together
existing frameworks and proposals, and
help ensure that standards are properly
implemented. The main international
initiatives and proposed frameworks include:
the UN Environment Programme (UNEP)
Principles for Responsible Investment;
UNCTAD’s Principles on Responsible
Sovereign Lending and Borrowing; the
OECD’s Guidelines for Multinational

Enterprises; the International Finance
Corporation (IFC)’s Equator Principles for
banks; and the UN Guiding Principles on
Business and Human Rights. Eurodad has
proposed a framework in our Responsible
Finance Charter,50 which proposes an
alternative set of stronger principles, noting
that existing initiatives tend to be voluntary,
focussed on a ‘do no harm’ approach with
poor tools to monitor compliance, and leave
large swathes of finance unaffected by them.
Finally, the use of public finance to subsidise,
guarantee or leverage additional private
finance should be carefully evaluated
– a review led by developing country
stakeholders would be a good start – not
just because of the track record of such
efforts highlighted above, but also because it
reduces the public finance available to spend
in other areas, a topic we will now turn to.

Challenge 3
Provide more and better international
public resources
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and the accessibility of infrastructure to all
groups.

2011

2010

2009

2008

2007

2006

fund essential social services and social
protection themselves. However, it should
Despite developing country
be noted that the ODI estimates are based
efforts to increase domestic
In addition, protecting global public goods,
on a limited conception of social protection,
public resources, fulfilling the
such as the oceans and the climate, requires
not the internationally agreed definition
human rights of everyone on the
additional public expenditure, and the cost
(see Box A) and a limited expectation of
of this should not fall unduly on developing
planet cannot happen without
essential services, focussing on free basic
countries. This is particularly the case in areas healthcare and primary and secondary
increases in international public
such as climate change, where developed
education. Therefore these estimates should
finance. The most obvious source
countries have historically accounted for the
be regarded as underestimates, and the real
of international public finance
lion’s share of the greenhouse gas emissions
financing gap is likely to be considerably
is that provided by rich country
that have caused the problem.
larger. DFI and Oxfam, for example, estimate
governments, but they have largely
that, in addition to allocating domestic
failed to live up to their promises:
resources better, $1 trillion per year of
Domestic public resources are
additional international public finance is
renewed efforts are needed
large, but not sufficient
needed.53
to meet their commitments,
Domestic public resources are large but are
with firm deadlines. In addition,
relatively low as a percentage of GDP in
Other international sources
efforts to increase innovative
the poorest countries. As Figure 9 shows,
of public financing need to be
upper-middle income developing countries
public financing, such as financial
have
been
consistently
mobilising
around
mobilised
transaction taxes, should be part of
20% of their GDP as government revenue.
The quantity of aid that is actually available
the solution. Significant efforts are
However, although low-income countries
to developing countries has consistently
also needed to improve the quality
have improved their revenue-raising capacity
fallen short of the promises donors have
of international public resources,
in recent years, as the graph shows, they
made to provide 0.7% of GNI to developing
starting by fully untying all aid.
lag considerably behind, reaching less than
countries. In 2014, the OECD Development
15% on average by 2011. For comparison,
Assistance Committee (DAC) estimated
developed countries mobilised 24% of GDP
that its members provided $135 billion in
as government revenues in 2012.
Overseas Development Assistance (ODA, or
Public expenditure has a unique
‘aid’)54 or just 0.29% of their GDP. However,
Losses of tax revenues, particularly to tax
role to play
dodging, help to explain part of the problem, the best measure of aid that actually
Public financing has a unique role to play in
but many developing countries simply do not reaches developing countries is what the
OECD defines as Country Programmable
supporting development. This is true for a
have the resources to meet even minimum
number of reasons. For example, the nature
requirements to finance basic public services Aid (CPA), which was only $64 billion in
2014. CPA is a subset of ODA, removing
of poverty means that poor people are simply and social protection. Chapter 2 details
items that are: unpredictable by nature;55
unable to afford many of the amenities
how developing countries lose significant
entail no cross-border flows;56 do not
needed to ensure their basic human rights. A tax revenues to international evasion and
form
part of cooperation agreements
recent report by Development Finance Watch avoidance, and other tax issues. In addition,
and Oxfam prioritises seven sectors where
servicing debts sucks an increasing share of
public finances have a critical role to play: “… government expenditure, as chapter 4 shows.
agriculture and food, education, environment, It is also true that problems of misallocation,
Figure 9: Government revenue (excluding
health, social protection, water/sanitation/
grants) % GDP57
corruption and poor financial management
51
hygiene (WASH), and women’s rights.” Box
can reduce the effectiveness of government
% GDP
A gives further details on why this is the case spending, although in part these are
30
for social protection expenditure, which is a
symptoms as well as causes of development
critical area in which public funding has been problems.
25
sorely lacking, damaging global and national
However, the best estimates show that, even
efforts to eradicate poverty.
20
if developing countries were to raise the
However, public financing also has a crucial
maximum amount possible through domestic
role to play in other areas. For example,
15
taxation, and spend it effectively, they would
the World Bank estimates that 80–85% of
still face a significant public financing gap.
infrastructure investment in developing
ODI examined resources available for social
10
countries over the past decade has
services and social protection in developing
been publicly financed.52 This is because
countries, and estimated a financing gap
5
infrastructure investments can have long pay- of $84 billion per year. ODI’s estimates are
off periods, and the benefits often extend
based on an assumption that developing
0
to the whole of society rather than just to
countries collect as much as they can,
the private investors. Relying on private
based on their tax capacity, and that they
investment alone would result in sub-optimal allocate half of their total resources to the
Low income
Upper middle income
levels of infrastructure investment, which
social sectors. In other words, they assume
would damage growth, poverty reduction,
L

ower
middle
income
High income
that countries do as much as they can to
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between governments;58 or are not country
programmable by the donor.59According to
the OECD, “CPA is much closer to capturing
the flows of aid that go to the partner
countries than the concept of Official
Development Assistance (ODA).”60
Figure 10, from Eurodad’s State of
Development Finance 2014 report, shows
that the poorest developing countries are
particularly dependent on this source of
revenue, reflecting the fact highlighted
above that they simply do not have the
minimum domestic public resources they
need.
The other major promise that developed
countries have made to developing
countries is to provide $100 billion in new
and additional climate financing by 2020,
but public climate financing disbursements
remain low, and largely represent double
counting of aid commitments. The
exact amount of current climate finance
expenditure by donor countries is disputed,
with the OECD estimating the 2013 figure
at $37 billion, but Oxfam arguing that it
is closer to $17.3 billion.61 However, both
figures are based on estimates of the
amount of ODA that is earmarked as climate
finance, not the ‘new and additional’ money
promised.

Box A: Why a social protection
floor requires public funding
What is a social protection floor?
In 2012, the International Labour
Organization’s (ILO) 185 member
countries approved an international legal
instrument68 to promote national social
protection floors, extending basic social
security coverage with adequate benefits
to all. Social protection floors include:
pensions for all older persons; cash
transfers for children; and benefits and
support for people of working age in case
of maternity, disability, work injury and
for those without jobs. Social protection
is a key instrument for reducing poverty
and inequality, as well as for promoting
human development.
Why public funding is needed
Despite the fact that social security is
a human right, according to Articles
22 and 25 of the Universal Declaration
of Human Rights, only 27% of the
world population has adequate access,
according to the ILO.69 To expand social
protection to the remaining 73% of
the world population, to ensure that
all older people receive a pension, that
all people who are sick, unemployed,
severely disabled or who have children
receive adequate support, public funding
is essential. Current provision for social
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A better source of additional international
public finance could be innovative taxation,
although efforts to raise this have so far
been limited. Eurodad examined current
proposals in The State of Finance for
Developing Countries 2014, and found the
following:

• Financial Transaction Taxes (FTTs).

In a
sample of just seven G20 countries, the
IMF has estimated that FTTs are already
raising $15 billion per year, although this
is not allocated to development.63 In 2011,
the European Commission estimated
that an EU-implemented FTT across all
asset classes could raise “between €16.4
billion and €400 billion depending on
assumptions on decrease in volume, the
scope of products covered and the tax
rates (0.01% for the first estimate and 0.1%
for the second).”64

Figure 10: Country Programmable Aid (%
GDP equivalent)66
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• An airline ticket levy: is already in existence
in nine countries, with the proceeds from
most countries earmarked for the global
health initiative, UNITAID. It raised over
$1 billion for UNITAID between 2006 and
2012.65 If expanded to more countries, or
increased in scope, the potential raised
could increase significantly.

protection floors is woeful. Though
there has been huge progress in setting
up national frameworks, with “by 2012,
the majority of countries [having]
social security schemes established
by law covering all or most areas [of
social protection]”, unfortunately “…
in many cases [these are] only for a
minority of their population.”70 This
means that actual access to the social
protection floor does not exist for
many. For example, worldwide, 48%
of people over pensionable age do
not receive a pension, and only 12% of
unemployed workers worldwide receive
unemployment support.71
Social protection can be provided
through social insurance, tax-funded
social benefits, social assistance services,
public works programmes and other
schemes. With the exception of social
insurance, based on contributions, the
rest require public funding. If social
protection floors are to be universal,
public financing is needed to cover the
many billions of people that are poor, or
have low and erratic incomes and cannot
contribute to social insurance.
How much is needed?
A recent analysis carried out by the ILO
on nationally-defined social protection
floors in 90 developing countries shows
that the resources needed to operate

• Developed country carbon taxes: A 2011

joint report by the IMF, World Bank and
OECD estimated that a tax of $50 per
tonne in developed countries would yield
about $450 billion per year, or $250 billion
($25 per tonne) or $155 billion ($15 per
tonne.)67 If a tax of $25 per tonne was

social protection floors (cash transfers
and administrative costs) amount to
2.9% of their GDP, on average.72 This
cost varies greatly, however, among
countries and regions. For example, in
Asia and the Pacific region, the cost is
estimated at 2.6% of GDP, on average,
while in sub-Saharan Africa the cost
is estimated to represent 5.5% of GDP,
on average. It is clear that developing
country governments can do much more
to fund social protection floors. The ILO
highlights eight options for expanding
the ‘fiscal space’ to adequately fund
social protection. However, several of
these are dependent on changes we
have highlighted in this paper; the need
to curtail tax losses and increase aid, for
example.73
Estimates of the financing needs for
social protection floors for developing
countries vary depending on the
methodology used. An Overseas
Development Institute (ODI) estimate
of $84 billion is based on a very narrow
understanding of social protection,
not the universal floors that have been
internationally agreed by all world
countries. A Development Initiatives
study concludes that Least Developed
Countries face a finance gap equivalent
to 88% of the cost of the social protection
coverage needed to end extreme poverty
by 2030.74

levied on aviation and bunker fuels and
taxes paid by developing countries were
rebated, the same report estimates that
$22 billion per year could be raised, or $14
billion if the rate was $15 per tonne.

gains: they must be used wisely. Given that
the focus of this paper is on global financing
for development challenges, we will not focus
on the efforts at country level to improve
public expenditure and fight corruption,
although these are, of course, vitally
important.

greatly weakening the likelihood that impacts
will continue after the donor leaves.

Donors can also often dominate aid
objective-setting and allocation, both
reducing developing country ownership,
Finally, significant additional public resources
and often leading to sub-optimal outcomes.
could be mobilised simply by adopting the
Two brief examples highlight this tendency.
UN’s proposals to issue new Special Drawing Instead we highlight three key problems that The first is the European Commission’s
Rights (SDRs, a kind of global reserve asset)
stem from failures at donor and international promotion of the use of aid to ‘blend’ with
and to allocate these to developing countries. level: donor bad practices that reduce the
private finance and their selection of donorSDRs are an international reserve asset held
real value of aid; continued donor dominance, dominated mechanisms and institutions to
at the IMF by all member governments. The
which reduces developing country
do this, as previous Eurodad research has
main proposal is to agree regular additional
ownership; and a lack of transparency and
shown.82 The second is a recent study by
Development Initiatives, which found:
allocations of SDRs – in effect to create new
accountability. As ODA is the best studied
reserve assets. In 2009, a G20 agreement led and largest international public financing
“…the evidence shows that development
to the issuance of $250 billion in extra SDRs,75 resource, we will focus on this, but the
cooperation agencies with a clear mandate
showing that such ‘global quantitative easing’ lessons apply to other resources, including
to end poverty are much more effective
is possible. The UN Department of Economic climate finance.
at targeting their allocations towards the
and Social Affairs (UNDESA) suggests annual
poorest countries. Agencies that have a legal
Many donor bad practices reduce the real
allocations of $100 billion to $250 billion
76
mandate for ending poverty allocate over
value
of
aid,
the
most
obvious
one
being
aid
per year and, if the majority of new SDRs
80% of their ODA to countries with an above
tying. Many donors continue to tie the use
went to developing countries this would
average poverty rate. In contrast, agencies
of their aid to the purchase of goods and
yield between $100 billion and $167 billion
without poverty reduction as an explicit goal
services
from
their
own
companies.
Aid
tying
annually.
allocate just 31% of their ODA to countries
increases the costs of projects by 15–30%,
with an above-average poverty rate.” 83
This is particularly important as developing
according to the best estimates.78 Aid tying
also undermines the ownership of developing
countries, in order to insure themselves
Transparency and accountability, particularly
countries, because key decisions on how aid
against the risks of financial crises, have
to affected peoples, is the best guarantee of
is spent are determined by the donor.
invested enormous amounts of money
aid effectiveness. One indicator of this, which
in building their own reserves, by buying
Eurodad research suggests that the majority is measured by the OECD, is the percentage
safe assets, particularly bonds from richer
of aid is spent through public procurement
of aid that is reported in government budgets
countries. In effect this means that poor
that are subject to parliamentary scrutiny.
countries have been lending to rich countries contracts. The majority of these are won by
companies from donor countries, thanks
By 2013, only seven countries had reached
on a colossal scale. Over the five years
to
informal
tying:
the
use
of
procurement
the agreed target of 85% of aid appearing in
between 2008 and 2012, close to $2.5 trillion
rules to favour companies from developed
national budgets,84 although there had been
was lent by developing countries to the
79
some improvement since 2010.
countries.
developed world, in particular to the USA.
However, as a Eurodad report pointed out,77
Other loopholes in the aid reporting rules
it entails significant opportunity costs in
A renewed global effort to improve
include allowing donors to report in-donor
terms of revenues that could have otherwise
the quantity and quality of public
student and refugee costs as aid – money
been invested for development. The reasons
finance
that never reaches any developing countries
that developing countries have to pay this
– inflating aid by an estimated 3.4 billion
It is clear that stronger timetables are
price are because of the risks of international
euros in the European Union alone in 2013,
needed if developed countries are to be
private capital movements (see chapter 2),
according to one estimate.80
held to account for their commitments on
and because developing countries do not
aid and climate finance, and that these two
have faith in existing global institutions and
Ultimately, aid is only likely to have lasting
commitments need to be monitored and
mechanisms of global economic governance, development benefits if it is truly owned by
accounted for separately. Innovative taxation
particularly the IMF.
the developing country that receives it. This
can provide an excellent additional source
principle of ownership has been the basis of
of financing, particularly if disbursement
Improving the quality of public
all global agreements on aid effectiveness
mechanisms are based on development
over the past decade. However, the latest
resources is as important as
effectiveness principles and ensure strong
monitoring report on progress towards
increasing the quantity
developing country ownership with high
agreed commitments showed that, in 2013,
levels of transparency. In addition, a renewed
While a significant share of the responsibility less than half of aid for the government
effort is needed to improve the quality of aid,
for improving the quality of international
sector used national public financial
starting with a commitment to untie all aid. A
public finance spending lies with developing
management and procurement systems, and
major new international effort is needed that
countries, major improvements are also
that there had been no improvement since
ensures that untying happens both in policy
81
needed in the way donors and international
2010. In addition, donors continue to set up
(de jure) and in practice (de facto) across all
institutions deliver finance. Additional
parallel systems for administering aid, not
aid within the next few years.
international public resources do not
only undermining government systems, but
automatically translate into development
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Challenge 4
Reduce and resolve finance
and debt crises
The international system has
proven to be prone to finance
and debt crises, which can
seriously hinder development.
The international system has no
effective systems for dealing with
these crises: the most glaring gap
is the lack of a sovereign debt
workout mechanism.

Figure 11: Proportion of countries with banking crises, weighted by their share of world
income85
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The international system is prone
to crises
Finance and banking crises have become
a recurring feature of the international
economic system, as Figure 11 shows, since
the breakdown of the post-war Bretton
Woods system in the early 1970s heralded an
end to strict international control over capital
flows and exchange rates.
Such crises often result in sovereign debt
crises, as governments are forced to
intervene to stabilise their banking sectors,
or protect their currencies. Figure 12 shows
just how high the fiscal costs of banking
crises can be, reaching over 50% of GDP in
Indonesia during the Asian financial crisis at
the end of the last century.
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as Figure 13 shows, making them very
vulnerable to changes in commodity prices,
which tend to be volatile.87 Like financial
crises, falls in commodity prices can trigger
balance of payments or currency crises, and
these in turn can lead to sovereign debt
crises. Balance of payments or currency
crises can be triggered by other factors such
as stock market collapses, for example.

in major western economies the share of the
banking sector accounted for by the biggest
three banks (the ‘bank concentration ratio’)
continues on an upward trajectory.
Similarly, since the expiration of the system of
international commodity agreements in the
1980s, there have been no major international
efforts to tackle the problem of commodity
price volatility seriously.

Such financial crises are not the only
recurring feature of the system. A very large
number of developing countries, particularly
the poorest, are commodity dependent,

There has been a failure to tackle these
issues seriously at an international level.
For example, in recent years, in response to
the global financial crisis, the G20 and the
Financial Stability Board have prioritised
tackling the problem that many banks are
‘too big to fail’. However, as Figure 14 shows,

Figure 12: The fiscal cost of banking crises86

Figure 13: Commodity dependence, global map88

However, perhaps the biggest global
governance failure has been in tackling
sovereign debt crises, which is why we focus
on this issue in the remainder of this chapter.
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Figure 14: Increase in bank concentration
ratios, major western economies89

A recent report by Development Finance
International and Oxfam argues that the
failure to increase international public flows
(see chapter 3) has meant that deficits have
been financed through borrowing, increasing
debt burdens, as Figures 15 & 1693 show.
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Sovereign debt crises are a serious
factor hindering development
As a recent Eurodad report has shown,
“sovereign debt can undermine the
sustainable development of a country in two
different ways. First, debt crises can provoke
economic recessions and humanitarian crises.
Second, debt overhang – when the debt
stock of a country exceeds its future capacity
to repay it, making its debt unsustainable
– can force governments to dedicate a
very large share of their revenues to debt
service”.90
Although debt cancellation did reduce
sovereign debt levels in developing countries
in recent years, debt problems persist for
many developing countries. According to the
World Bank and IMF, by May 2015, there were
three low-income countries in debt distress,
with 14 at high risk of debt distress and a
further 30 at moderate risk.92

This creditor dominance has two damaging
effects. First, debt restructuring often takes
a long time and rarely leads to reduction of
debt to sustainable levels. The IMF’s failure
to help reduce debts to sustainable levels
was highlighted by a recent Eurodad report,
which found that 20 of the 22 countries with
IMF programmes that the report examined
had previous arrangements with the IMF
within the previous ten years, and the
majority within the previous three years. The
report concluded that “the repeated need
to provide IMF loans suggests that the IMF
often lends into situations of actual sovereign
insolvency [where a country cannot pay back
its debts], rather than limiting its assistance
to situations of temporary sovereign
illiquidity [where a country has a temporary
problem meeting debt repayments], as its
mandate would suggest.”96 The failure of
existing institutions and mechanisms to deal
with unsustainable debt has most recently
been shown in Greece, where, despite debt
restructuring in 2012, the public debt to GDP
ratio increased from 130% of GDP in 2009 to
175% in 2013.97

Figure 16: How were the deficits
financed?98

Figure 15: Budget Deficits
(excluding grants)91
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The creditors’ desire to focus on policies that
reduce fiscal costs and ‘balance the books’
may make sense from their desire to ensure
governments have the resources to repay
the loans, but cutting government spending
during times of crisis is normally a disastrous
policy for the countries themselves.
A recent Eurodad briefing100 has highlighted
other major flaws of the existing system:
Fragmentation: Certain creditor-based
forums tackle certain kinds of debts – for
example, the Paris Club deals with debts
owed to the Club’s member governments.
However, other kinds of debt, such as
multilateral debt, have no such forum,
and there is no single place where all
kinds of debt can be considered together.
This facilitates the behaviour of hold-out
creditors, and has given rise to the problem
of vulture funds, where unscrupulous
investors buy developing country debt at a
significant discount, then sue the poor debtor
country for the full amount.
Legitimacy: As the report highlights,
“Creditor institutions, and in particular
the IMF, have a crucial role to play when
dealing with debt crises. They are, however,
not impartial in their decisions, since they
are judges and creditors at the same time,
looking to get reimbursements from debtor
states.”
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Existing debt restructuring mechanisms are
controlled by institutional creditors, centred
on the IMF, even in the case of developed
European countries, where the IMF has been
part of the ‘troika’ with the European Central
Bank and the European Commission. It is also
important to remember that the IMF is itself
controlled by rich countries, with developed
economies holding over 50% of the votes94
and 15 out of 24 board seats.95

Second, in order to avoid debt write-offs,
institutional creditors provide bail-out
loans and consistently attach significant
conditionality to these loans, insisting on
major changes to economic policies as
a precondition of their loans, often with
damaging consequences. Eurodad research
found that the IMF has actually increased
the number of policy conditions per loan in
recent years, despite promises to ‘streamline’
conditionality. Eurodad also found that
there is “widespread and increasing use of
controversial conditions in politically sensitive
economic policy areas, particularly tax and
spending, including increases in VAT and
other taxes, freezes or reductions in public
sector wages, and cutbacks in welfare
programmes including pensions.”99 The most
dramatic recent example has been in Greece,
where creditor imposed austerity policies
have contributed to the dramatic collapse
of the Greek economy – and consequently
increased rather than decreased debt to GDP
ratios.

Inefficiency: The fragmentation of the
process, and the creditor dominance and
insistence on economic reforms as a price
of restructuring, have tended to make debt
workout processes very long, and have often
resulted in approaches that do not solve the
underlying debt sustainability problems, as
noted above.

Loans
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No regard for impacts on human rights
or sustainable development: Countries
are often forced to prioritise spending on
servicing loans over spending on essential
services, or investments to promote
development.

It doesn’t have to be this way:
the promise of a debt workout
mechanism
In September 2014, the UN adopted
a resolution that aimed to establish a
“multilateral legal framework for sovereign
debt restructuring processes”.101 This is a
major step towards filling this gaping gap
in the international economic governance
architecture.
Eurodad believes this is a unique opportunity
to create a fair and development-friendly
solution to sovereign debt problems, by
creating a multilateral legal framework and
a Debt Workout Institution, independent
of creditors and debtors, to facilitate debt
restructuring processes that:

• Prevent debt crises by promoting

compliance with responsible lending and
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borrowing principles, and is mandated to
monitor such compliance and sanction
non-compliance.

• Deal with the whole sovereign debt

stock of a country in one single and
comprehensive process, and ensures fair
burden sharing among different creditor
categories.

• Can invoke an automatic standstill on debt
payments in times of crises or overhangs,
and ensure sufficient legal protection from
vulture funds.

• Ensure that debt sustainability analyses
based on financing needed to meet
sustainable development goals guide
decision-making throughout the whole
debt restructuring process.

• Act in a transparent and accountable

manner, makes all relevant information
public, and gives all relevant stakeholders
the right to be heard.

Conclusions and
recommendations

19

2015 is a unique year for global development, with three crucial UN summits promising
agreements on Financing for Development, a new set of Sustainable Development Goals to
replace the Millennium Development Goals, and a new climate treaty. However, it is clear that
flaws in the way the global economic system is managed are fundamental blocks to progress.
This paper shows that clear proposals are on the table to deal with some of the biggest
development challenges of our generation: now is the time to put these into action:
Help stem the loss of tax revenues through a truly representative, transparent, effective
global tax body, placed under the auspices of the UN, with the mandate and resources to
tackle these serious problems.
Reduce the risks of private investment and actively manage it to maximise benefits, by
removing obstacles found in trade and investment agreements that prevent developing
countries from managing private capital flows to reduce risks, and embracing a new
international initiative on responsible financing standards, with strong implementation
mechanisms.
Provide more and better international public resources by making major new efforts
to improve both the quantity and quality of international public finance, with strong
timetables, starting with the untying of all aid.
Reduce and resolve finance and debt crises by establishing a transparent and
accountable Debt Workout Institution, independent of creditors and debtors, to rapidly
and fairly restructure debt.
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