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PREFACE

This primer was compiled for the Frontiers in Development Policy course
that took place in April 2011 at the World Bank. The goal of the book is to
bring home the interlinkages in various parts of the economy and the need
for practical policy making to reach development goals while being aware of
the instabilities, complexities, and risks inherent in an economy operating
in a globalized world. The book is targeted toward change agents and policy
makers.

The book was written in light of the global crisis of 2008-09, which
brought to the forefront a plethora of economic and policy issues. There was
a reopening of discussion concerning basic economic concepts (such as the
definition of development), discussion about appropriate framework for
analysis (for example, the roles of political economy and institutions), analy-
sis of the balance between private and public sectors in the economy, evalua-
tion of how best to achieve structural transformation of economies while
ensuring human development, and exploration on managing growing risks
and crises (for example, financial and food crises) in a rapidly changing world.

The criteria for topics to be included in this book were (1) whether the
policy issue is of importance to promote strong, sustainable, and inclusive
growth in low-income and middle-income developing countries and (2)
whether the policy issue is “new and emerging” and necessitates a discus-
sion and debate among policy makers and practitioners.

The book has been divided into five parts. Part 1 focuses on clarifying the
basic concepts (that is, what are the appropriate goals of economic policy?),
the challenges of low- and middle-income developing countries, and sug-
gested frameworks for analysis.

Part 2 moves from the macroeconomic to the microeconomic; it focuses
on the private sector as the engine for growth and is balanced with
“softer” issues of the need for trust, accountability, and corporate social
responsibility.
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xii

Part 3 examines the growing consensus on the need to balance the public
and private sectors’ roles in the structural transformation of an economy.
The discussion centers on newer thinking on industrial policy and public-
private partnerships in infrastructure.

Part 4 focuses on human development policies in emerging topics, such
as investment in early childhood development, health and nutrition, and
quality of education. The discussion recognizes the roles of the state and the
private sector.

Finally, part 5 is dedicated to issues of global shocks and risks (including
climate change and financial crisis), as well as systems and institutions that
need to be in place to manage such risks, and the new thinking on social
protection and insurance to mitigate adverse shocks.

The first draft of the book was used for the face-to-face and e-learning
course based in Washington, DC. After feedback from the course
participants, the manuscript was revised to include additional topics perti-
nent to development.

The authors would like to thank the participants of the face-to-face and
e-learning course for their feedback on the book; the Korean Development
Institute for helping to organize this course and, indirectly, contributing to
this book; and Dulce Afzal for her commitment and hard work.
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SECTION 1

Overview

Raj Nallari

Genesis of the Crisis

The recent financial and economic crisis that hit the world economy had all
the markings of a “perfect storm.” As we examine the debris and isolate the
development challenges, it is instructive to look at the crisis in this light.

The ex ante global saving glut that resulted from the emergence of Brazil,
the Russian Federation, India, and China (the BRIC countries) and the
redistribution of global wealth and income toward the Gulf states because of
the rise in oil and gas prices depressed long-term global real interest rates to
unprecedentedly low levels (see Bernanke 2005). The supply of safe finan-
cial assets did not meet the demand. Western banks and investors began to
scout around for alternative, higher-yielding financial investment opportu-
nities. Brazil, China, India, Vietnam, and other labor-rich but capital-scarce
countries raised the return to physical capital formation everywhere. The
unsustainable current account deficit of the United States was made to
appear sustainable through the willingness of China and many other emerg-
ing markets to accumulate large stocks of U.S. dollars, both as official foreign
exchange reserves and for portfolio investment purposes.

The excess liquidity in the world went primarily into credit growth and
resulted in speculative bubbles in housing, stocks, and commodities (and
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not into consumer price inflation). The exact time when the home mortgage
problems surfaced can now be pinpointed to mid-2006, even though
government and market players did not fully acknowledge the housing
problem until almost the summer of 2007. By mid-2006, there was enough
evidence of housing prices beginning to decrease significantly, and default
rates were increasing in some U.S. states, such as Arizona and California.

Economic Situation in the Developing World

The developing world had experienced unprecedented growth in the
run-up to the crisis. Most countries achieved per capita growth rates of
more than 2 percent in the period 2003-07, which facilitated progress in
reducing poverty rates. Emerging market economies in Europe, Latin
America, and Southeast Asia led by almost doubling their 1990s per capita
growth rates. Some fragile states also experienced an acceleration in
growth—reflecting, in Sierra Leone’s case, the transition from conflict, and
in Angola, Chad, and Sudan, the effect of higher oil and gas exports during
the period (World Bank 2008).

Table 1.1 examines global output for advanced and developing economies
from 2007, with projections to 2013. Global output that fell heavily in 2008

Table 1.1 Global Output
percentage change

Projection
Region 2007 2008 2009 2010 2011-13
World output 5.2 3.0 -0.6 4.2 4.4
Advanced economies 2.8 0.5 -3.2 2.3 24
Emerging and developing
economies 8.3 6.1 2.4 6.3 6.6
Central and Eastern Europe 5.5 3.0 -3.7 2.8 3.8
Commonwealth of
Independent States 8.6 5.5 -6.6 4.0 4.1
Developing Asia 10.6 79 6.6 8.7 8.6
Middle East and North Africa 5.6 5.1 2.4 4.5 4.8
Sub-Saharan Africa 6.9 5.5 2.1 4.7 5.7
Western Hemisphere 5.8 4.3 -1.8 4.0 4.2

Source: World Bank 2010b, 70.
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