The United Nations Research Institute for Social Development (UNRISD) is an
autonomous agency engaging in multidisciplinary research on the social dimensions
of contemporary problems affecting development. Its work is guided by the
conviction that, for effective development policies to be formulated, an
understanding of the social and political context is crucial. The Institute attempts to
provide governments, development agencies, grassroots organizations and scholars
with a better understanding of how development policies and processes of economic,
social and environmental change affect different social groups. Working through an
extensive network of national research centres, UNRISD aims to promote original
research and strengthen research capacity in developing countries.

Current research programmes include: Civil Society and Social Movements;
Democracy, Governance and Human Rights; Identities, Conflict and Cohesion;
Social Policy and Development; and Technology, Business and Society.

A list of the Institute’s free and priced publications can be obtained by contacting the
Reference Centre.

UNRISD, Palais des Nations
1211 Geneva 10, Switzerland

Tel: (41 22) 9173020
Fax: (41 22) 9170650
E-mail: info@unrisd.org
Web: http://www.unrisd.org

Copyright © United Nations Research Institute for Social Development.

This is not a formal UNRISD publication. The responsibility for opinions expressed
in signed studies rests solely with their author(s), and availability on the UNRISD
Web site (http://www.unrisd.org) does not constitute an endorsement by UNRISD of
the opinions expressed in them.



The Developmental Agenda in the Age of
Neoliberal Globalization

Ering YELDAN

Draft paper prepared for the discussion at the UNRISD meeting on
“The Need to Rethink Development Economics”,
7-8 September 2001,
Cape Town, South Africa.

Introduction

“Is this the end of economic developmental state?”” was the opening title of a
modeling exercise by Adelman and Yeldan in the Global Trade Policy
Analysis meetings of Odense, June 1999." Referring to the recent Asian
crisis as a point of reference, the authors utilized a smooth-functioning
neoclassical model with fully flexible commodity and financial markets to
show how the neoliberal global agenda severely restricts the autonomy of the
developing countries to pursue strategic policies to attain development
targets. Accordingly, with the recent attempts towards full liberalization of
the capital account under pressures from the US and the IMF (the so-called
Washington consensus), governments lost their autonomy in designing a
strategic mix of the exchange rate and interest rate instruments for promotion
of industrialization targets. Thus, in Grabel’s words

“these changes, coupled with the ensuing investor euphoria, led to a general
speculative appreciation of asset prices, extremely high real interest rates, and
an overall shift in aggregate economic activity toward financial trading and
away from industrial activities” (Grabel 1995: 128).

The assessment that the process of neoliberal globalization is associated with
successive financial crises has further been a recurrent theme in much of the
literature on international finance and open economy macroeconomics.
Notwithstanding the original proposition of a (Tobin’s) tax on short term
capital flows, the detrimental effects of unregulated flows of financial capital
have been the topic of active debate in Stiglitz (2000), Rodrik (1997), Calvo,
Leiderman and Reinhart (1996), Grabel (1996), Diaz-Alejandro (1985), and
Velasco (1987); and also constituted one of the main themes in all of the last
five annual Trade and Development Reports of UNCTAD.

In this paper, I attempt to address to the ideas provided in this literature and
try to deduce implications for a renewed development policy. After a brief
conceptual introduction on the distinguishing characteristics of the recent
wave of globalization in the next section, I discuss the development concept
as distinct from that of growth in the context of late 20" century financial

! The revised text then appeared in World Development (2000) 28(6): 1087-1100,
under the title “The Minimal Conditions for A Financial Crisis: A Multi Regional
Intertemporal CGE Model of the Asian Crisis”.



liberalization and market orthodoxy in section 2. In section 3, I highlight the
main mechanisms of how unfettered workings of the global financial
transactions restrict the autonomy of the states to pursue indigenous
development objectives and deprive them from the classic tools of austerity.
Finally in section 4, I sketch some concluding comments.

Neoliberal Globalization and the Concept of
Development

Neoliberal globalization is the dominant mode of thinking in the
macroeconomic policy agenda at the current juncture. Broadly defined,
globalization is meant to be the process of the complete integration of the
constituent parts of the world economy with each other and with
international markets. The dual process of the liberalization of trade and
capital movements constitute globalization in its narrowest economic sense.
On a broader perception, this economic duality necessitated “... a
programme for destroying collective structures which may impede the pure
market logic” (Bourdieu, 1998). In order to sanctify the power of the markets
in the name of economic efficiency, this “infernal machine” requires the
elimination of administrative or political barriers which limit the owners of
capital in their quest for maximization of individual profit, which, in turn has
been upheld as the supreme indicator of rationality (ibid).

World capitalism has experienced two broad waves of globalization within
the last 200 years. The first one roughly dates 1870 through 1914, and was
sparked by the rapid advances following the 18" century technological
revolution. Following the cessation during the war years and the post-World
War 1II regulatory international exchange regime of the so-called Bretton
Woods system, the second wave has been initiated roughly in the 1970s to
extend to-date.

The most important phenomenon of the first wave of globalization in the 19"
century was the rapid acceleration of the rate of growth. Thus, the world
economies were almost at the subsistence level of economic activity by the
turn of the 1800s. Average rates of economic growth accelerated rapidly to
2 percent during the 19" century and rose above 3 percent over the 20"
century course of development. During this process the rate of growth
experienced by the leader of world capitalism is observed to have accelerated
at ecach new round. While the rate of growth experienced by Netherlands,
the then leader of world capitalism between 1580 and 1840, was only 0.2
percent; the upcoming leader, England, enjoyed a rate of growth of 1.2
percent during its reign 1820 through 1890. The rate of growth of the
current leader, USA, averaged 2.2 percent over 1890 to 1990.2

We know that the other side of this underlying process of economic growth
was a concomitant phase of de-industrialization of the regions which we
refer today as the “third world”. For example, India, which was the leader of
the world textile manufacturing until the 18" century, has been converted
into a peripheral economy which imports 70 percent of its textile

2 For further discussion and specifics see, Parente and Prescott, 1993.



consumption in exchange for raw cotton by the 19" century.” Thus, the first
wave of 19" century globalization was invigorated over a relatively equal
distribution of income in a world producing at roughly subsistence level of
consumption. Yet, the initial conditions of world income distribution
inherited by the second wave of globalization in the late 20" century rested
upon a deeply unequal structure.

Consequently one of the major distinguishing characteristics of the 20"
century globalization regards the uneven distribution of world income upon
which the consequent process of liberalization and deregulation are initiated.
This second globalization wave is observed to deepen the existing/created
unevenness of world income strata even further. As documented by the
1998 Trade and Development Report of UNCTAD, the world gini
coefficient of income distribution was 0.66 in 1965; increased to 0.68 in
1980; and to 0.74 in 1990. The average of the lowest percentile of world
income was 74$ in 1965, in comparison to the average of the highest
percentile which was 2,2818. This gave a ratio of 1-to-31. By 1990, the
figures for the comparable percentiles were calculated to be 283$ for the
lowest, and 17,056$ for the highest group. This meant a ratio of 1-to-60.

Concomitant to the intensified deterioration of the distribution of income
strata, the 20™ century globalization also witnessed a drastic change in the
structure of the liquidity generation mechanism across the globe. While the
liquidity mechanism of the 19" century was based mostly on the gold
standard, the 20" century monetary systems mostly utilized fiat currencies.
The fact that most of the major currencies of the world markets were based
on nominal fiat values, which were effectively off-the gold standard after
1973 meant a system where “countries give up the exchange rate as an
instrument of monetary policy up-front and must accept whatever exchange
rate the global system generates” (Adelman and Yeldan, 2000b: 102). Set
across a system of freely mobile international capital flows, flexible
exchange rates amplify the swings in the financial markets by allowing
speculation on foreign exchange markets that are excessively large;
excessively liquid; excessively volatile; imperfectly informed; and subject to
herd psychology.

Thus, it is this feature of the 20" century financial capital centers invited
Adelman and Yeldan (2000b) to assert that “the process of economic
development is at risk because the nature of global institutions for short term
capital flows is robbing developing countries of their autonomy” (p. 96). To
be able to better evaluate this assertion, we need to capture the essence of the
concept of development more closely.

Economic Development Defined Proper

First, let’s highlight the distinguishing characteristics of the process of
economic development proper from growth. Succinctly put, the term
“economic growth describes the process by which an economy dominated by
agricultural activities carried on with low levels of capital per laborer is
transformed into one in which industry and other non-farm activities produce
the bulk of society’s output using high levels of capital per worker”

3 See, e.g., Collins and Williamson, 1999; Landes, 1969.



(Putterman, 2001: 142). As an extended outcome of this process, the
proportion of output produced for consumption directly by the producer
declines while the share of consumption produced by others increase. This
phenomenon reflects the nature of commercialization embedded within the
modern economic growth itself.

Economic development, on the other hand, refers to that process of growth
“that translates into wide spread improvements in well-being” (ibid: 143).
Following this vision, Adelman and Yeldan (2000b) note the following five
determinants of economic development, as distinct from mere economic
growth:

1. self-sustaining growth;
structural change in patterns of production and consumption;
technological upgrading;
social, political, and institutional modernization;
widespread improvement in the human conditions.
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Accordingly, prior to World War II, today’s developing countries
experienced only cycles in economic growth, but not economic
development. These cycles were in turn very much under the discretion of
the cycles in the industrial countries through their input demands of primary
food and raw materials from the developing world.

After the end of World War II, several new elements coincided to enliven
economic development as a real possibility: (1) through a succession of
movements for independence, most developing countries attained political
autonomy; (2) this, in turn, coincided with a favourable international
environment which granted a fairly strong economic autonomy in managing
their industrialization targets.

Yet, it is precisely this economic and, by extension, political autonomy that
is under severe attack by the current stage of neoliberal global agenda,
putting the underlying policies of economic development at risk. The new
wave of globalization, with the unfettered workings of highly liquid and
volatile flows of financial capital, restricts the autonomy of the developing
countries to pursue strategic policies to attain indigenous industrialization
targets. To understand why this is the case, we must look at the
underpinnings of the current exchange rate and open capital account
regimes, and explain how the free international movement of short term
financial capital undermines the ability of countries to induce economic
development targets, depriving them of even the basic instruments of
stabilization and austerity.

The Holy Trinity

To be able to take better account of the disruptive mechanisms of this
structural fragility, we have to note the famous #7i-lemma underlying an open
economy that the international economists are fond of. In an open economy,
the monetary authority can independently choose only one of the three
following instruments: the nominal exchange rate, the interest rate, and the
stock of money, leaving the determination of the other two to the interplay of
the market forces. In fact, the interest rate and the exchange rate lose their
independent autonomy all together, and turn into a single variable whose
value is characterized by their relative magnitudes vis-a-vis each other. In



this setting, raising the net differential of the interest rate and the rate of
depreciation of the exchange rate above the world market levels triggers a
large foreign capital inflow, setting the structural foundations of a
culminating financial crisis: the increased flow of foreign capital leads to an
appreciation of the exchange rate, causing a deterioration of international
competitiveness. Exports stagnate while import demand escalates. As this
process continues, current deficit widens and foreign speculators lose
confidence in the domestic currency. This might itself signal the
confinement of the domestic asset markets to a vicious trap: in order to
overcome the rising country risk and gain International creditworthiness, the
central bank is compelled to rise the interest rates even further and start
hoarding international reserves. In fact to market the economy as an
attractive site for the international speculators, governments will necessarily
be compelled to maintain interest rates at levels higher than they otherwise
would prefer. This will set of a vicious circle of uncontrolled inflows of
foreign capital, appreciation of the exchange rate, deterioration of the current
account balance, erosion of the confidence... all of which necessitate even
higher rates of interest calling for the re-commencement of the cycle.
Elements of this vicious cycle are further studied in Kaminsky and Reinhart
(1999), Diao, Li, and Yeldan (2000), Dornbusch, Goldfajn and Valdés
(1995), Velasco (1987), Diaz-Alejandro (1985), and more recently referred
to as the Neftci-Frenkel cycle in Taylor (1998) (following Neftci (1998) and
Frenkel (1998)).

The initial bonanza of debt-financed public (e.g. Turkey) or private (e.g.
Mexico, Korea) spending escalate rapidly, and severe the fragility of the
shallow financial markets in the home country. Eventually the bubble bursts
and a series of severe and onerous macro adjustments are enacted through
very high real interest rates, sizeable devaluations, and a severe
entrenchment of aggregate demand, while the short term “hot money” flows
have already rushed out of the country leaving it broke and deprived of the
traditional tools of adjustment and austerity. Conversely, setting the net
differential of the interest and the exchange rates bellow the world market
levels set the stage for capital outflow, directly triggering the crisis.

In short, countries that are dependent upon capital inflows need to adopt or
maintain contractionary monetary policies in order to secure investor
confidence and international creditworthiness. Thus, the governments of the
emerging markets who seek to attract and maintain inflows of foreign capital
are severely constrained in the ex ante sense to adopt a set of restrictive
monetary and fiscal policies (Grabel, 1996). In this environment portfolio
investors become the ultimate arbiters of national macroeconomic policy
(Cizre-Sakallioglu and Yeldan, 2000; Frieden, 1991).

As an example of the magnitude of adjustments involved through the
workings of the Neftci-Frenkel cycle outlined above, I refer to data from
Turkish post-capital account liberalization episode. In Table 1, I portray the
elements of this process. The net return on “hot money” is reported in
column 1. This return is calculated as the rate of difference between the
highest (nominal) interest offered in the domestic economy and the rate of
(nominal) depreciation of the TL. It yields the net return to a foreign
portfolio investment, which switches into TL, captures the interest income
offered in the domestic economy and switches back to the foreign currency
at the end-of-period exchange rate. The difference between interest earned



and the loss due to currency depreciation is the net earnings appropriated by
the investor.

Table 1. Speculative Short-Term capital (Hot Money) Flows and Financial Indicators, Turkey

1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

Banking Sector

(Millions USS$)

Foreign Credits
Current
Return on 1) %) (3) BOP Errors and ~ Net Short Term Reserves at Account
Hot Money" Inflows  Outflows Omissions® Capital Flows" CB Balance®
-0.073 515 -2,281 2,307 1596
0.236 971 -584 4,831 961
0.293 -468 3,000 5,972 -2625
-0.038 43,186 42,523 948 -3,020 4918 250
0.154 64,767 62,363 -1,190 1,396 6,116 -974
0.045 122,053 118,271 -2,222 3,054 6,213 -6433
-0.315 75,439 82,040 1,769 -5,127 7,112 2631
0.197 76,427 75,626 2,354 3,713 12,391 2339
0.329 8,824 8,055 -1,781 5,945 16,273 -2437
0.278 19,110 18,386 -2,755 1,761 18,698 -2638
0.254 19,288 19,225 -1,985 2,601 19,721 1984
0.298 122,673 120,603 1,899 759 23,177 -1364
0.073 209,432 204,691 -2,677 4,035 18,820 -9,500

Sources: Central Bank Balance of Payments Statistics;

a. [(14R)/(1+E)-1]; R: The highest rate of return offered in the domestic market; E: TL Rate of Depreciation.
b. Inclusive of luggage trade after 1996.

SPO Main Economic Indicators.

The inflows show high sensitivity to whether or not the domestic rate of
return is positive. Except for 1990 values, the net flows are observed to be
of the expected sign. Net flows fluctuated widely, especially between 1993
and 1995, and caused drastic business cycles with 1994 being the worst
It has to be noted,
however, that one has to be aware of the gross magnitudes of such flows

economic crisis of the post-War Republic history.
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