Chapter 10

HE OVERVIEW PROPOSED THAT WE LOOK at devel-

I opment in a new way: that we look at the knowl-

edge gaps between and within countries and at the
information problems that undermine markets and hin-
der government action. These gaps and these failures are
especially severe in poorer countries and work especially
to the detriment of the poor. Subsequent chapters exam-
ined these problems in detail and considered some of the
many ways in which countries around the world are ad-
dressing them. The knowledge perspective has reinforced
some well-known lessons, such as the crucial importance
of universal education, and focused fresh attention on
other needs, such as tertiary education. It has also cast into
sharp relief the need to recognize and compensate for in-
formation problems and the resulting market failures.

The general principle that institutions should act on
their comparative strengths suggests that governments
should focus on those responsibilities that the private sec-
tor is unlikely to shoulder, or to shoulder well. That is, gov-
ernments should concentrate on activities whose spillover
effects (externalities) are especially important, that have
clear public good characteristics, or that address distribu-
tional concerns. As we have seen throughout the Report,
public action is important in narrowing knowledge gaps
and addressing information problems. This final chapter
sketches a strategy for public action based on the Report’s
three main conclusions.

First, narrowing the gaps in know-how that separate
poor countries from rich—and poor people from non-
poor—can increase economic growth in developing coun-
tries, raise incomes, reduce environmental degradation,
and generally improve the quality of life, especially for the
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poor. The first section of this chapter suggests how gov-
ernments can address these issues.

Second, even if we could magically close all knowledge
gaps, developing countries would still be disadvantaged
by information failures. Therefore, addressing information
problems—such as a banker’s lack of knowledge about a
poor borrower’s creditworthiness, or a consumer’s lack of
knowledge about the quality of goods in the marketplace—
can improve the functioning of market and nonmarket
institutions, making it easier for people to partake in the
economy and improve their lives. The second section of
this chapter summarizes how governments can address
these information problems.

Third, no matter what governments do to narrow
knowledge gaps and improve information flows, these
problems can never be eliminated. Policies work best
when they are based on the recognition that knowledge is
not freely available to all, and that many markets for the
things that matter most to our well-being are far from per-
fect. The Report therefore concludes with a discussion of
policymaking amid persistent knowledge gaps and infor-
mation failures.

Formulate a national strategy to narrow
knowledge gaps

The opportunities for countries and companies to move to
better practice—for narrowing the knowledge gaps within
and between countries—are nothing short of stupendous,
and they apply not just to industry but across the entire
economy. Grasping those opportunities requires openness
to outside ideas. It also requires the right incentives and in-
stitutions. And it requires strong local efforts to acquire,



adapt, and use knowledge effectively. Strategies to close
knowledge gaps should focus on three issues:

m What policies foster the acquisition of knowledge?

m What policies enhance a country’s learning capacities?

m \What policies improve the effectiveness of communica-
tions and reduce the costs?

As countries search for the answers, competing priori-
ties will vie for attention and resources, often posing ex-
plicit dilemmas and tradeoffs: Should countries acquire
knowledge abroad or create it at home? Should education
systems extend basic literacy at the expense of investment
in tertiary education? Often the issue is balance, and the
balance shifts with a country’s stage of development and
its circumstances.

Tap global knowledge and create local knowledge
Acquiring knowledge involves a combination of tapping
knowledge from abroad and creating knowledge at home.
Because no country can create all the knowledge it needs,
learning from others is a critical component of a success-
ful strategy for all countries, even the more technologi-
cally advanced. Even low-income economies must build
the capacity to adapt imported knowledge and to create
knowledge that cannot be obtained internationally. The
precise approach will vary according to a country’s situa-
tion. Some newly industrializing economies in Asia have
stepped up their investment in original research and de-
velopment, even as they continue to learn from abroad.
Some low-income economies find that they learn most ef-
fectively from the middle-income economies. And some
economies in transition from central planning, given their
already high educational attainment, continue to pursue
advanced basic research, even as they catch up on manu-
facturing techniques.

To build their knowledge base, developing countries
should explore all the means available of acquiring knowl-
edge from abroad and creating it locally. They should:

m Find new and better ways of producing goods and ser-
vices through trade—ever more important as the struc-
ture of trade shifts from commaodities and simple man-
ufactured goods to increasingly knowledge-intensive
products

m Work with foreign direct investors that are leaders in in-
novation, spurring domestic producers to try to match
best practice and to tap potential knowledge spillovers

m Get access to new proprietary technical knowledge
through technology licensing

m Stimulate domestic innovation and get access to global
knowledge through establishing laws and institutions
for the protection of intellectual property rights
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m Attract back home talented people who have studied or
worked abroad, and

m Promote domestic R&D to make it more responsive to
the market.

Trade. Openness to trade is essential. One of the main
reasons the East Asian economies were able to grow so fast
for so long was their ability to build strong links with
world markets and to draw upon the technology flowing
through those markets. They did this with policies rang-
ing from trade liberalization to export promotion, some of
which offset protectionist biases favoring domestic indus-
tries. Export promotion and diversification are also valu-
able, since domestic producers, to be competitive interna-
tionally, must meet international standards and adopt
up-to-date technology. Exporters also receive much tech-
nical information from buyers and suppliers, and im-
porters get access to knowledge embodied in new goods
and services. But for trade to expand, countries also need
good standards, measurement, testing, and quality control
systems, so that domestic products and services can com-
pete in the global market. These standards need not be set
by government, as we saw with the 1SO 9000 certification
standards described in Chapter 2.

Foreign direct investment. Countries with more open
trade regimes are likely to attract competitive, outward-
oriented foreign investment, which brings efficient tech-
nology and management into the economy. Hong Kong
(China), Indonesia, Malaysia, Singapore, Taiwan (China),
and Thailand have been particularly welcoming, and their
growth spurts were closely linked to surges in foreign di-
rect investment. In contrast, Sub-Saharan Africa has been
less open to foreign trade and investment. Partly as a result,
the region has attracted only about 1 percent of worldwide
foreign direct investment to developing countries, and it
has lagged behind other regions in acquiring knowledge
and in economic growth. To attract foreign investment,
developing countries also need appropriate infrastruc-
ture—both “hard” infrastructure, such as transport and
communications, and “soft,” institutional infrastructure,
such as effective legal, financial, and educational systems.

Technology licensing. Technology licensing has become
increasingly important, since new knowledge is expand-
ing rapidly. Governments can facilitate the inflow of such
knowledge by not restricting access to technology licens-
ing or restricting the terms of such contracts. Instead, by
encouraging the creation of domestic information centers,
where local firms can obtain information on foreign tech-
nology, countries can reduce their firms’ disadvantages in
licensing negotiations.

Intellectual property rights. As the world moves toward
a knowledge-based economy, producers of knowledge are
seeking stronger enforcement of intellectual property
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rights—and that has mixed effects on the production of
new knowledge and the closing of knowledge gaps. Well-
designed intellectual property rights regimes try to balance
the private incentives for the creation of knowledge against
the social benefits from its dissemination. This balance is
difficult to achieve because most of the producers of knowl-
edge reside in industrial countries. But as Chapter 2 showed,
adequate intellectual property rights are necessary if coun-
tries are to get access to foreign technology through foreign
direct investment and technology transfers. They are also
important in stimulating the domestic creation of knowl-
edge, which in many developing countries will grow as they
strengthen their human and technological capabilities.

How should developing countries respond to the trend
toward strengthened intellectual property rights? The an-
swer is twofold. First, they should negotiate internation-
ally for intellectual property rights regimes that give ade-
quate consideration to their urgent need to narrow the
knowledge gap—while maintaining incentives for knowl-
edge producers everywhere to continue their creative ac-
tivity. Furthermore, as new technological developments
bring in new issues for negotiation—biotechnology and
information technologies, for example—developing coun-
tries will need to keep up with these trends and represent
their own interests. Second, developing countries should
establish and enforce intellectual property rights standards
that comply with international practice, because adhering
to those standards is necessary to get access to foreign tech-
nology through foreign direct investment and technology
transfer—and to get access to foreign markets through
trade.

Developing-country governments can also continue ef-
forts to negotiate for definitions of intellectual property
rights that recognize the value of indigenous knowledge
and reward those who create and preserve it. For example,
in 1990 world sales of modern medicines derived from
plants discovered by indigenous peoples were estimated
at $43 hillion. Yet only a tiny fraction of this went to the
people and groups who had preserved the traditional
knowledge of these medicinal plants or to the countries
where the plants were found. Developing countries thus
need to increase their capability to negotiate better terms
with foreign firms who would profit from this knowledge.
To do so, they must participate actively in evolving inter-
national agreements on intellectual property rights and
biodiversity.

People. A final important channel for the acquisition
of knowledge from abroad is expatriate nationals. Today
more than a million students from developing countries are
enrolled in higher education programs abroad, and many
will stay where they have studied. Many of the best-trained
at home, finding few opportunities to use their new knowl-
edge in their own countries, will also end up emigrating.

This continuing brain drain has led some developing
economies to establish programs to encourage expatriates
to return. Korea and Taiwan, China, offered well-trained
expatriates good job opportunities and strong financial and
tax incentives to return home to teach or work. China,
India, and Taiwan, China, have tapped the expertise of
their overseas nationals without bringing them back, by of-
fering special opportunities for trade and investment.

Are all modes of knowledge transfer equally conducive
to domestic learning? Probably not. The most appropriate
form of know-how is that which matches the sophistica-
tion of the technology with domestic capabilities. Licens-
ing coupled with a strong domestic technological effort
may be appropriate for firms in a newly industrializing
economy, whereas foreign direct investment may be a
more suitable approach for a lower-income economy. The
East Asian economies drew on the full range of possibili-
ties, the precise mix differing with the base of capabilities
and the technological vision of government. Their experi-
ence shows that there is more than one solution, and that
the most effective strategies make the most of all available
channels for tapping global knowledge as well as creating
it locally.

Creating knowledge at home. Developing countries, in
addition to taking advantage of the large global stock of
knowledge, should develop the capability to create knowl-
edge at home. We saw in the Overview how agricultural
knowledge had to be adapted to local conditions for the
green revolution to take hold. Even in manufacturing,
knowledge from other countries must often be adapted to
differences in climate, consumer tastes, and availability of
complementary inputs. And some types of knowledge
must be built from the ground up. Examples include
knowledge of the local environment and social customs,
often vital for effective policy. For these and other reasons,
a balanced strategy for narrowing knowledge gaps must
include the capacity to create locally the knowledge that
cannot be obtained from abroad.

Governments can encourage research either directly
through public R&D or indirectly through incentives for
private R&D. Direct government R&D includes that fi-
nanced at universities, government research institutes, sci-
ence parks, and research-oriented graduate schools. In-
direct support for R&D includes preferential finance,
tax concessions, matching grants, and the promotion of
national R&D projects. For most developing countries,
however, local research should focus on essential needs.
And maintaining core strengths in basic science and tech-
nology may be necessary not only to maintain access to
the global pool of knowledge but also to adapt that
knowledge to local uses.

Many public research institutions lack either informa-
tion on the needs of the productive sector or incentives to



respond to those needs. That is why Brazil, China, India,
Korea, and Mexico have launched vast programs to re-
form their public R&D laboratories and focus them on
the needs of the productive sector, as Chapter 2 discussed.
The measures include restructuring the labs so they be-
have like corporations, capping the government contribu-
tion to their budgets to provide incentives for researchers
to seek corporate sponsorship, improving the pay and
recognition of researchers, and giving firms direct incen-
tives to place research contracts with them.

Only a few developing economies—Kaorea, Singapore,
and Taiwan, China, among them—have provided the
right incentives for significant private R&D, and allowed
their publicly funded R&D institutes to focus on more
basic precommercial research. But continuing strong gov-
ernment support is essential in some other crucial areas,
such as research to adapt international advances in agri-
culture and health to a country’s circumstances.

Increase people’s capabilities to absorb knowledge
An effective strategy to narrow knowledge gaps must in-
clude measures to increase people’s capacity to use knowl-
edge. Ensuring universal access to basic education is the
crucial first step, but it is not enough. Countries must also
ensure that they have enough highly trained personnel, in-
cluding engineers and scientists. This requires strong sec-
ondary schools and universities, especially for engineer-
ing and science. And it means providing opportunities
for lifelong learning after students complete their formal
education. To meet these needs with a limited budget, all
countries, especially the poorest, must obtain the best pos-
sible return for their educational dollar.

To address these problems, governments should con-
sider the following possibilities:

m Decentralize education to give more power to those
with the most information about educational needs and
how to meet them: students, parents, teachers, and lo-
cal school administrators

m Focus public resources on those who need them most,
for example by targeting subsidies to the poor and to girls

m Provide support for higher education, especially in the
sciences and engineering, while ensuring access for the
poor, and

m Use new learning technologies to improve the quality
of education and to broaden access.

Decentralize to give power to those with the most informa-
tion. Achieving educational goals often does not mean
spending more, but rather improving the quality and deliv-
ery of education. Although increasing spending to reduce
class size, for example, would almost surely improve educa-
tional quality, equivalent improvements are often possible
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even within existing budgets, by increasing efficiency and
reforming the way education is provided.

Education systems confront complex information prob-
lems, and addressing these problems can help improve
educational quality. One way to do this is to move from
a top-down to a more client-driven approach, placing
power in the hands of those closest to the education
process and thus with the most information. As Chapter
3 showed, the many experiments under way throughout
the developing world offer a great opportunity to learn
what works and what does not. For example, in El Sal-
vador, teacher absenteeism has declined in community-
managed schools, even in the poorest communities, be-
cause parents closely monitor teacher performance.

Focus public resources on those who need them most. De-
spite the high private returns to education, many people
cannot take advantage of educational opportunities be-
cause they cannot pay the cost. Education requires consid-
erable private resources, even for education that is “free” in
the sense that no fees are charged. Time spent in school is
time not spent on other tasks: working for a wage or in a
family enterprise, or caring for younger siblings, a task that
often falls to girls. For the poor, these opportunity costs
may make education unaffordable, especially when access
to credit is lacking. Governments can alleviate these prob-
lems through a variety of mechanisms: higher subsidies to
schools in poorer areas, direct stipends for disadvantaged
students (like those recently provided to girls in Ban-
gladesh), and student loans for higher education.

Support tertiary education, especially in engineering and
the sciences. Many low-income economies have programs
of tertiary education that prepare workers for scarce civil
service positions but do not improve technical skills. Often
it is more effective to focus public resources on the prepa-
ration of engineers and scientists capable of absorbing and
adapting advanced technology. Korea achieved universal
primary enrollment before its economic takeoff, and it
moved quickly to expand tertiary education and train its
own scientists and engineers. Today its enrollment shares
in mathematics, computer science, and engineering are
similar to those in many OECD countries. Strengthening
tertiary education need not require more government
spending, especially in the long run. Because advanced
training confers significant benefits on those who receive
it, governments can often increase tuition charges while
still ensuring access for low-income students, for example
through expanded student loan programs.

The transition economies face special problems. They
need to improve the content, delivery, and funding of ed-
ucation to respond to market demands and tight budgets,
especially in science and engineering. Some of the transi-
tion economies had first-rate scientific and engineering es-
tablishments, now threatened by underfunding and a brain
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drain. Maintaining quality and redirecting research and
teaching to reflect the new reality will prove a challenge.

Use new learning technologies to improve quality and
broaden access. New technology for teacher training and
distance education has greatly increased the opportunities
and reduced the cost of adult learning outside traditional
campus settings. In China half the 92,000 students who
graduate with degrees in engineering and technology each
year are taught through distance learning provided by tra-
ditional universities. The African Virtual University is try-
ing to increase university enrollments and improve the
quality and relevance of instruction in business, science,
and engineering throughout the Sub-Saharan region. So
far it has installed 27 satellite receiver terminals, and to
compensate for the dearth of scientific journals in African
universities it has developed a digital library.

In sum, an effective education system is crucial to in-
creasing people’s capacity to absorb knowledge. Reform-
ing education systems to achieve this goal involves more
than simply spending more from the public purse. Gov-
ernments must apply their resources to the array of insti-
tutions and activities associated with lifelong learning:
preschool programs, basic formal schooling, higher formal
schooling, formal training programs, on-the-job learning,
information dissemination programs, and informal educa-
tion. The most effective public actions will be those that
focus directly on the information problems that underlie
market failures—or that address distributional concerns.

Build the capacity for people to communicate

The new information and communications technologies
let people share knowledge today at an ever more afford-
able cost. The potential is thus great for developing coun-
tries to take advantage of the new technologies to upgrade
education systems, improve policy formation and execu-
tion, and widen the range of new opportunities for busi-
nesses. To realize this potential, countries need to make
the effective use of information technologies a key thrust
of their national development strategies, as Malaysia has
done. Countries should:

m Ensure competition and appropriate regulation, to un-
leash private initiative to provide communications infra-
structure and services and expand the use of new tech-
nologies, and

m Ensure that services are extended to remote areas and
the poor, by moving away from traditional cross-subsidy
schemes, and working instead in partnership with the
private sector or end-users to determine the required
government support.

Ensure competition, private provision, and regulation.
Chile, Ghana, the Philippines, and dozens of other devel-

oping countries are privatizing their telecommunications
industries. Their experience shows that access to services ex-
pands much faster in privatized markets where competition
prevails. Governments should speed their efforts to priva-
tize and, more important, to introduce competition along
with privatization to avoid private monopolies replacing
public ones. For example, competition among international
suppliers of telecommunications services can ensure that a
large part of the gains from technological progress in the
communications industry accrues to the countries hosting
those international suppliers. But all too often, developing
countries rely on one international supplier.

Access also expands rapidly when government encour-
ages the emergence of new private providers, particularly in
value-added services and cellular phones. Sri Lanka licensed
four private cellular companies and has seen access explode.
Malaysia and the Philippines have about one cellular phone
for every two traditional wire-based lines, which is five
times the ratio for France or Belgium. Cellular phones are
proliferating in many other developing countries as con-
sumers see them as a good substitute for hard-to-get or
poorly working traditional telephone service.

Although competition is increasing in telecommunica-
tions, it is still far from perfect. Even the United States,
with one of the most competitive telecommunications in-
dustries in the world, does not yet have enough competi-
tion to put regulation aside. Developing countries need
strong regulatory authorities, not to choke competition
but to enhance it. In Poland, poor regulation so thwarted
the benefits of liberalization that of the 200 or so new
telecommunications licenses awarded since 1990, only 12
were in use in 1996. The reasons included unfavorable
terms for revenue sharing between new licensees and the
dominant state operator, limited access to the state opera-
tor’'s network, slow negotiation of agreements for inter-
connection with that network, and prohibitions against
new licensees setting up their own transmission facilities.
An important new role for regulation is to ensure that a
dominant operator—¥be it public or private—does not en-
gage in anticompetitive practices, for example by with-
holding essential technical and commercial information
needed to price interconnections.

Regulation will take different forms in countries at
different stages of development and with different needs,
but there is much to learn from Chile, Ghana, Poland, and
the United States. One task of the regulatory authority is
to help competing operators reach a reasonable agreement
when they cannot do so themselves. For instance, Guate-
mala requires the regulator to choose among the parties’
final offers for connectivity charges. If one party stub-
bornly maintains an unreasonable position, the regulator
is likely to choose the other’s price. (If a country’s regula-
tory skills are scarce, this task can be outsourced.) State-



owned operators must also be deprived of the sovereign
immunity that protects them from legal action.

Monopoly power is a concern not only in telephone
service but in the mass media as well. Some countries are
troubled about concentration of ownership of television
stations, or of print and broadcast media more broadly.
Another worry is that privatizing state-controlled media
may curtail cultural diversity. Providers who compete for
a mass market tend to offer similar products, leaving those
with more specialized interests lacking adequate service.
(This is one of the reasons behind public radio and tele-
vision.) Fortunately the new information and commu-
nications technologies can enhance diversity: cable and
satellite television can deliver far more stations at low cost
than conventional broadcasting ever could. One private
company, for example, is about to launch three satellites,
one each to cover Africa, Latin America, and Asia, to
beam a variety of world-class programs to low-income
consumers.

Provide access to rural areas and the poor. In many
developing countries entrepreneurs have brought tele-
phone access even to the poorest. Senegal in 1995 had
more than 2,000 privately owned “telecenters,” each with
a pay phone and a fax machine; this was four times the
number just two years before. In many instances, how-
ever, providing access to the rural poor requires govern-
ment support. South Africa’s multipurpose community
information centers suggest a model. Its Universal Service
Agency, established in 1996, provides each center with
two years’ worth of startup costs, plus field workers to
offer technical support. A 1997 survey of these centers
found that 67 percent had a telephone, 31 percent a com-
puter, and 8 percent Internet access.

As Chile’s auctions of telephone subsidies show, mar-
ket-like mechanisms can determine the extent of required
government support and help allocate public funding. In
1994 the government established a special fund to award
subsidies competitively to projects providing telephone
service to small towns and remote areas. The fund is
achieving its objectives in a cost-effective way because
many private providers have requested less subsidy than
assumed—and in many cases no subsidy at all. If the
fund’s performance is maintained, 97 percent of Chileans
will have access to basic telecommunications services by
the end of 1998.

Address information problems to foster markets

A sound national knowledge strategy requires that govern-
ments seek ways to improve information flows that make
a market economy function better. But governments, like
every actor in every economy, are themselves subject to
information failure. So policymakers must consider the
strengths and limits of government capabilities relative to
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those of the market. This echoes one of the key findings of
World Development Report 1997: The State in a Changing
World, namely, that when deciding the scope and nature
of public action, policymakers must balance the market
failure they seek to address against the government’s ca-
pacity to address it.

Part Two of this Report spelled out the need to address
information problems in finance, the environment, and
assistance to the poor—three areas of special relevance to
developing countries. Here we consider three types of ac-
tion that cut across these and all other parts of the econ-
omy, and the role of government in each:

m Provide and elicit information to verify quality

m Monitor and enforce performance to support market
transactions, and

m Ensure two-way information flows between citizens
(especially the poor) and government.

Advanced economies tend to have much better devel-
oped mechanisms for each of these actions than do devel-
oping ones. As economies grow more complex, requiring
sophisticated transactions over long distances, traditional
information mechanisms such as local reputation to estab-
lish quality or reliability become inadequate. The lack of
alternative institutions can lead to serious inefficiencies and
even to the breakdown of markets. Governments thus have
to ensure that information crucial to markets but otherwise
unavailable is collected and shared. They must decide case
by case whether to address these problems directly—for
example, by inspecting products and certifying quality—or
to create mechanisms for other players, such as firms, vol-
untary associations, and citizen groups, to address them.

Provide and elicit information

For some products and services, markets alone are suffi-
cient. A person can easily decide whether a haircut is worth
the price, and the economic loss from a bad haircut is small,
temporary, and mostly confined to the customer. Some-
times, however, buyers cannot readily determine quality,
and the damage from a wrong purchase may be lasting or
widespread. That is true, for example, when buyers cannot
determine the wholesomeness of food, the soundness of
banks, or the profitability of a company offering shares on
the stock market. In such cases governments can greatly im-
prove market outcomes by providing and eliciting infor-
mation that would not otherwise be available. They can:

m Establish product standards to ensure, for example, the
quality of food and promote exports

m Make information available and set standards for ser-
vices such as education

m Set standards for accounting
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m Establish disclosure requirements for banks and firms

m Create self-revelation mechanisms—systems of incen-
tives that lead firms and individuals to reveal informa-
tion they would otherwise keep hidden, and

m Ensure the transparency of public institutions.

There are compelling reasons for governments to be
active in these areas. Often the information in question is
a public good or has important spillover effects, so that
the private sector by itself will not invest enough in col-
lecting and disseminating the information. As in other sit-
uations, governments should focus their limited resources
in areas where the market is least likely to provide ade-
quate solutions, and where government action has the
greatest potential to improve outcomes.

Establish standards for product quality. In most coun-
tries with weak institutions and poorly developed mar-
kets, only the government has the authority and the cred-
ibility to define and enforce standards, so that quality can
be recognized and rewarded in the market. This Report
has presented many examples of such direct government
action. In India the National Dairy Development Board
defined and monitored standards in the milk market, to
the benefit of both consumers and producers (Chapter 5).
Government action can also ensure the quality of a wide
range of exports, enhancing the ability of firms to com-
pete in the global marketplace, as Malaysia has done with
its promotion of international quality standards.

In other cases government can encourage private qual-
ity standards instead of trying to develop and impose its
own. An example is the 1SO 9000 standards of product
quality, developed and publicized by the private sector.
These standards provide buyers with important informa-
tion about the quality controls in place during production.
Adherence to such standards is particularly important for
developing-country exporters seeking to establish a reputa-
tion for quality in competitive import markets. Because
the private sector has already developed the standards,
governments need only publicize them and encourage ex-
porters to use them. Similarly, private credit rating agen-
cies can complement government supervision. Drawing on
publicly provided information, they perform an important
service by processing it and disseminating their findings.

Make information about educational options more acces-
sible. How do parents know the quality of instruction
being offered by schools? Governments can help by re-
quiring schools and training programs to disclose overall
test scores and summaries of placement records of their
students. They can also accredit schools directly, after in-
specting and evaluating them, and they can release infor-
mation about school performance. Sometimes govern-
ments can encourage private voluntary accreditation
agencies to provide the information instead, as in the
Philippines. Many countries rely on a combination, using

mandatory government accreditation for basic education
and voluntary private accreditation for higher levels. In the
United States, for example, university accreditation is han-
dled almost entirely by private agencies.

Set standards for accounting. Accounting standards are
crucial for investors to assess a firm’s financial history and
the breakdown of its financial assets and liabilities (the
balance sheet), revenues and expenses (the income state-
ment), and liquidity (the cash flow statement). If govern-
ments fail to establish standards or require disclosure of
this information by listed firms, equity markets will re-
main weak, and firms must rely more heavily on loans and
direct financing. This impedes the efficient allocation of
capital and limits the possibilities for distributing risk.
The result will be higher debt-equity ratios, making firms
and countries highly vulnerable to external shocks.

Many low-income economies have weak accounting
systems, often with few trained accountants and in some
cases no uniform system of accounts. In such settings
equity markets are apt to be nonexistent or very small,
dominated by foreign players who have better access to in-
formation. As a result, and despite rapid growth in equity
markets over the past decade, banks still account for the
lion’s share of the financial sector in most developing
countries. Improvements in accounting standards are im-
portant for the efficiency of the financial system—and for
growth. Studies show that countries with sound account-
ing systems—for example, with standards that produce
comprehensive and comparable corporate financial state-
ments—have more-developed financial intermediaries
and faster growth. One study estimated that raising ac-
counting standards in Argentina in the early 1990s to the
average then prevailing in the OECD countries would
have boosted the country’s GDP growth rate by 0.6 per-
centage point a year.

Establish standards and disclosure requirements for banks
and firms. Setting standards and disclosure requirements
for banks and other financial institutions is especially
important—and difficult. Because a bank’s assets consist
mainly of the promises of borrowers to repay loans, ac-
curate and consistent information on the status of those
loans is critical to assessing a bank’s viability. Without this
information, it can be difficult to gauge the health of the
entire economy. For example, in Mexico before the 1994
crisis, banks reported overdue interest payments as non-
performing but continued to claim the loan itself as an
asset, in contrast with the practice in the United States.
When Mexican borrowers began to miss payments, the
Mexican accounting system portrayed the situation as
much better than U.S. rules would have revealed. The
Mexican system, since reformed, is now more consistent
with U.S. practice.

Banks play a key role in addressing the information
problems involved in assessing the performance of firms,



through monitoring their bank accounts and from past
dealings. But who watches the watchdogs? It falls to the
government to determine on behalf of the public the qual-
ity of the banks themselves. To do this, governments must
establish consistent and rigorous accounting standards that
require banks to reveal their assets, liabilities, and loan-loss
provisions. But disclosure is not enough—~bank regulators
need to enforce standards as well.

Establishing standards and disclosure requirements for
firms requires fewer government resources than does direct
government action to obtain and disseminate the same
information. Disclosure thus can be required even when
governments face tight budgetary situations. But to be
effective, disclosure requirements have to be backed by
effective legal enforcement. And if markets are to rely on
the information provided—whether voluntary or manda-
tory—they must have confidence in its accuracy. This re-
quires effective enforcement of strong laws against fraud.

Create self-revelation mechanisms. In most of the ap-
proaches just described, information is ferreted out by an
entity one step removed from the source. This entity may
be the government or a third party, such as a private ac-
creditation agency for schools or a credit rating agency for
firms. In recent years some governments have discovered
a promising alternative: sometimes, by creating the right
mechanisms and incentives, they can encourage firms and
individuals to reveal information that they would other-
wise have kept hidden. These are called self-revelation
mechanisms.

One such self-revelation approach uses auctions to in-
duce producers with complex cost structures to reveal their
true costs. Producers sometimes exaggerate the costs of pro-
viding a service, whether telecommunications or pollution
abatement. Governments could counter this by launching
extensive investigations into company finances or produc-
tion processes. A less intrusive, less costly, and more ef-
fective approach uses market mechanisms to encourage
producers to reveal this information themselves. Examples
include the auction of telecommunications subsidies in
Chile (Chapter 4) and the system of tradable pollution per-
mits in the United States (Chapter 7).

Self-revelation has also been used to ensure that social
benefits go to those who need them most. In many devel-
oping countries, food subsidies go to consumers at all in-
come levels, draining scarce government funds. In Tunisia,
household consumption surveys were used to design and
market subsidized foodstuffs that appealed to the poor but
that wealthier households snubbed. Public works programs
have used similar self-selection mechanisms. A recent World
Bank—supported project in Argentina offered jobs on com-
munity projects at a low wage, so that only the neediest were
likely to apply (Chapter 8).

Ensure the transparency of public institutions. Public in-
stitutions, including governments and multilateral insti-
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tutions, have a special obligation to disclose information
about their operations—that is, to be transparent. Not only
can a lack of transparency lead to corruption, weakening
the state; it can also be used to hide mistakes and incom-
petence, limiting the ability of citizens to monitor the
government and to choose effective leaders. Lack of trans-
parency can generate uncertainty about future govern-
ment policies, and this uncertainty can hurt the business
environment, especially the environment for investing. And
lack of transparency contributes to a lack of trust in gov-
ernment and to a lack of participation and ownership, all
recognized as vital to the success of development.

A variety of concrete policies can help foster trans-
parency. Involving local communities in monitoring pub-
lic services improves their provision and checks abuses of
local power. Removing barriers to competition reduces
opportunities for corruption, such as those that arise with
complex cross-subsidy schemes and special privileges asso-
ciated with monopolies. Given the value of transparency,
many governments have imposed disclosure requirements
on themselves; an example is the Freedom of Information
Act in the United States. Perhaps the most important safe-
guards of transparency are a literate citizenry and vigilant
media. These not only strengthen public administration,
for example by improving environmental monitoring, but
also ensure that government acts in a timely manner to
avert grave threats, such as famine.

Monitor and enforce performance

Ensuring that firms, banks, and individuals live up to
their promises is a problem in all societies but tends to be
especially severe in the weak institutional environments
that characterize many developing countries. Three im-
peratives for policy are to:

m Develop a strong legal and judicial system, but

m Create incentives to minimize recourse to it, and

m Explore innovative alternative approaches to enforce-
ment.

Develop a strong legal and judicial system. Typically the
problem is not the absence of laws but the lack of credi-
ble enforcement. Fixing slow and corrupt courts is thus
critical for successful economic reform. But even when the
judicial system works well, litigation is costly. Thus the
most effective arrangements create incentives for good be-
havior, so that recourse to the courts underpins the system
but is regarded as a last resort. Areas in which a sound
legal code supports monitoring and enforcement, and
where information disclosure can minimize the need to
rely on the courts, include bankruptcy, contract enforce-
ment, bank regulation, and antifraud measures.

Because each party to a contract lacks full information
about the other’s intent and ability to comply, the legal
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framework must establish and enforce damages that may
be collected for breach of contract. Here the balance is
crucial. If damages are too difficult to collect, there will
be too few incentives to fulfill contracts; if too easy, one
party may falsely claim breach of contract in hopes of ob-
taining a windfall. The difference between the penalties
under civil law and the harsher punishments of criminal
law reflect this need for balance: persons proven guilty of
deliberate fraud are punished more severely than those
who proved unable to fulfill a contract despite a good-
faith effort.

The interactions between sound laws, an effective ju-
diciary, and self-enforcing arrangements are subtle and
complex. For example, lack of information about a bor-
rower’s intention to repay can be overcome with collat-
eral. But for collateral to be effective, property rights and
land registration must be clearly established. Even where
these exist, collateral will facilitate credit markets only if
borrowers who default can be forced to relinquish collat-
eral promptly. Similarly, firms are more likely to repay
loans if a bankruptcy system gives creditors the means to
seize the assets of a firm in default.

Create incentives to minimize recourse to the courts. As in
quality verification, government and the private sector can
act in complementary ways to improve monitoring and
enforcement, if the government establishes the right in-
centives. For instance, insurance companies have a strong
incentive to see that the firms they insure against fire do
everything reasonably possible to prevent fires. So they
typically enforce safety codes far more effectively than gov-
ernments do. Governments can help by establishing liabil-
ity laws so that real estate owners have incentives to ac-
quire insurance in the first place. Governments must also
take care that their actions do not undermine incentives
for private sector enforcement. For instance, firms that
provide earthquake insurance have an incentive to make
sure that buildings they insure are built to specified stan-
dards. But if the government provides disaster-relief assis-
tance to repair buildings every time an earthquake strikes,
regardless of whether or not structures complied with the
building code, that incentive will evaporate. In this case
government has to keep from acting too much.

A similar relationship between government-set incen-
tives and private action is apparent in bank regulation.
The value of a bank as an ongoing concern (its franchise
value) can prod bank owners to act prudently. At their
best, these incentives do more to prevent overly risky
lending than do capital adequacy standards. But some-
times, inadequate regulation combines with government
policy in ways that erode franchise value unexpectedly.
For example, in the United States in the 1970s and 1980s,
savings and loan institutions recycled short-term deposits
into large long-term loans. When interest rates rose in 1979,

depositors took their money elsewhere, leaving the savings
and loans insolvent. As their franchise values declined,
these institutions, encouraged by deregulation, engaged in
riskier lending, which culminated in their widespread fail-
ure later in the 1980s. That is why financial liberalization,
which gives banks greater freedom to take on risk, coupled
with low franchise values is such a dangerous cocktail.

Explore innovative alternatives. Innovative measures to
address information problems and thereby improve mon-
itoring and enforcement have recently emerged in markets
ranging from finance to consumer goods. Underlying each
of the examples discussed here is the idea that institutional
arrangements—often but not always initiated by the gov-
ernment—can make it easier for private or community
groups to monitor and enforce performance.

Requiring firms to disclose how much pollution they
create often induces them to pollute less. The pressure
works through a variety of channels, as it does in Indo-
nesia’s PROPER program, which discloses firms’ compli-
ance with water pollution regulations (Chapter 7). Armed
with easy-to-understand compliance ratings of neighbor-
ing factories, local communities can pressure those facto-
ries to cut pollution. Moreover, because environmental
reputation influences a firm’s sales and share price, the
disclosure of a company’s environmental record creates
incentives for that company to clean up beyond what reg-
ulation alone requires. Regulators, meanwhile, can focus
their limited resources on the worst offenders, including
those who refuse to disclose accurate pollution data.

Ecolabeling is another promising approach to giving
private players the power to monitor and enforce envi-
ronmental performance. Consumers often prefer goods
produced in an environmentally sound manner—be it
dolphin-safe tuna, recycled paper, or lumber harvested on
a sustainable basis—and will sometimes pay a premium
for them. Ecolabeling provides a mechanism for con-
sumers to reward and encourage practices of which they
approve. Governments could promote ecolabeling directly
by establishing standards and inspecting producers to en-
sure compliance. Often, however, it is simpler and more
effective to merely provide the legal framework and copy-
right protection that ensure accurate labeling and prevent
the pirating of established labels.

Sometimes governments can actually create new inter-
est groups to assist in monitoring and enforcement. One
example is the requirement in some countries that banks
issue long-term, uninsured, subordinated debt. Because
the debt is uninsured, purchasers have a strong incentive
to monitor the issuing banks. Even the price of the sub-
ordinated debt in secondary markets provides valuable
information about the viability of banks. This “multiple
eyes” approach also helps improve bank performance: be-
cause bank managers do not want the price of their sub-



ordinated debt to drop, they are inclined to manage the
bank more prudently than otherwise.

Microfinance is another area in which creating new
constituencies has improved monitoring and enforcement.
To overcome a chronic lack of information about the abil-
ity of the poor to repay loans, microfinance programs lend
through small groups of people who know each other
well. Although the loans go to individuals, group mem-
bers understand that if any member defaults, none will re-
ceive future loans. Borrowers thus have a strong incentive
to monitor the use of funds by fellow group members and
to use peer pressure to enforce repayment. By providing
monitoring and enforcement where none existed before,
these programs give participants access to credit at reason-
able interest rates, often for the first time in their lives.

Ensure two-way information flows

The way governments convey information to citizens, es-
pecially the poor, is often critical. So are the ways they lis-
ten to citizens and what they learn from them. Examples
throughout this Report show how governments can en-
sure a two-way exchange of information—from society to
government and from government to society. The starting
point in all this is listening to the poor. Countries should:

m Give the poor voice, especially through better educa-
tional opportunities and better access to telecommuni-
cations

m Learn about the poor from the poor

m Work through local channels and earn the trust of the
poor, and

m Provide knowledge to the poor in a manner they can use.

Give the poor voice. With education comes a broader
world view and the ability to articulate concerns and de-
sires, to make suggestions, and to voice complaints. A girl
who learns to read also learns to write—even if only to
fill out a job application form—and that increases her
ability to voice her own concerns. Access to telecommu-
nications—especially telephones, e-mail, and the Inter-
net—can also strengthen the voice of the poor, whether in
marketing village handicrafts or in advocating policies
that address their needs. A poor laborer with access to a
telephone can interpret advice from a doctor or veterinar-
ian—or complain to officials about the poor quality of
public health services. Chapter 4 offered some striking ex-
amples: the use of e-mail by a small business loan program
in Vietnam, the Panamanian women who posted pictures
of their handicrafts on the World Wide Web, the subsis-
tence farmers in the Philippines who became pineapple
specialists thanks to telex and fax machines.

Giving the poor voice also means taking the time to
listen and learn. Recall that the extension agents most ef-
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fective at informing farmers about the green revolution’s
new techniques were those who listened and got a better
understanding of farmers’ needs and concerns. More re-
cently, agricultural researchers in Colombia and Rwanda
let women farmers select those bean varieties they felt
would do best in their growing conditions. The women’s
selections outproduced the varieties selected by plant breed-
ers at central research stations by 60 to 90 percent.

Results from efforts around the world suggest that giv-
ing voice to the public and listening to that voice can
greatly improve government decisionmaking. A public bud-
geting initiative in Porto Alegre, Brazil, succeeded only be-
cause of the autonomy granted to the city and its urban
planners, who enlisted the participation of beneficiaries in
the design and implementation of projects. That enabled
them to establish priorities and implement programs in ac-
cord with local needs. The initiative showed that sometimes
the easiest way to learn what people want is simply to ask.

Enabling communities to monitor public actions and
voice their preferences through a free and vigorous press
can check the abuse of power and improve the quality of
services. On behalf of the poor, India’s vigorous media
have provided early warnings of hunger and agitated for
public action—action that is more likely to succeed in so-
cieties where information can flow freely and public de-
sire for action can be expressed without fear of govern-
ment retaliation.

Learn about the poor. Learning about the poor often in-
volves systematic learning through household surveys and
other instruments. A living standards survey of households
in Jamaica revealed some surprising information about two
programs designed to help the poor: subsidies for basic
foodstuffs and food stamps for low-income households.
Policymakers were especially worried that malnourished
children were not being brought to the clinics that are the
primary channel for identifying food stamp beneficiaries.
But the survey found that food stamps targeted to low-
income households were much more effective than general
subsidies for basic foodstuffs in reaching the poor.

Many ways of listening to and learning from the poor
are now taking hold. Perhaps the most important is in-
volving poor people in the design and implementation of
projects intended to benefit them. One set of numbers re-
veals the power of beneficiary participation, which at last
the development community is recognizing as fundamen-
tal. Of 121 rural water supply projects in 49 countries,
those that involved beneficiaries in project design achieved
a success rate of 7 in 10, compared with only 1 in 10 for
projects that did not involve them. The study also found
that governments have a key role in fostering beneficiary
participation.

Work through local channels—and earn trust. Studies
show repeatedly that people are strongly influenced by
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their peers, and that working through traditional channels
of communication is especially important for transmitting
new ideas. This is likely to be particularly true for the
poor, given their high illiteracy rates and lack of resources
to acquire knowledge through other means. Recent stud-
ies of the success of the new preventive health program in
Ceara State, Brazil, show that people learn best from their
peers. And a study covering 70 villages in the Matlab dis-
trict of Bangladesh found that peer influence was the key
determinant of whether people adopted new family plan-
ning techniques. In each instance, working closely with
local communities made it possible to communicate valu-
able information to people who would otherwise have re-
jected or even feared it. Working through local groups has
also been effective in Kenya, where farmers have organized
themselves into cooperatives to market their crops, obtain
credit, and improve their farming techniques. The na-
tional extension program works through these coopera-
tives and sometimes directly with individual farmers.

Earning the trust of the poor is thus the key to effec-
tive exchanges of knowledge, and involving local people is
a powerful means of disseminating new knowledge, whether
about new seeds, new contraceptive methods, or new cur-
ricula. Given the importance of trust, it is not surprising
that the diffusion of knowledge appears to be faster in vil-
lages where the social network is more densely knit. To
measure the density and importance of social connections
in rural Tanzania, researchers asked households to list the
groups they belonged to: churches, mosques, burial soci-
eties, credit associations, political organizations. Villages
rich in social capital had higher incomes than those with
little. They were also much more likely to use fertilizer,
agrochemical inputs, and improved seeds.

Provide knowledge to the poor. The approach taken by
the United Nations Children’s Fund (UNICEF) in Nepal
shows the advantage of providing knowledge the poor can
use. The program there promoted homemade solutions
rather than the commercial alternative, but the promo-
tional material described the treatment in words that ap-
plied to both. Rather than depress sales of ready-made
packets, the program added to their credibility and in-
creased local demand for them. And with more knowl-
edge of what is involved in the cure, local communities are
better able to sustain their use of some form of oral re-
hydration. Having reached 96 percent of the population,
the program helped more than halve the incidence of
diarrhea-related child mortality.

The importance of providing knowledge that the poor
can use, in a manner in which they can use it, can also be
seen in AIDS prevention. Scientists know how the disease
is spread and the precautions to be taken. But this infor-
mation becomes useful to the poor only if those providing
it understand local conditions and work with local leaders

to develop prevention programs suited to those conditions.
This was done in Ethiopia and Namibia, where commu-
nity street theaters have been more effective in preventing
AIDS than have radio, television, or print materials.

Recognize the persistence of knowledge gaps and
information problems

No matter what governments do, knowledge gaps and in-
formation failures will persist. Even countries that pursue
an aggressive, knowledge-based development strategy will
not be free of these problems. Policymakers have to live
with imperfection:

m In many instances, policymakers have to make key de-
cisions in the absence of full knowledge.

m In all instances, they must keep in mind that even poli-
cies unrelated to knowledge and information will play
out in an economy subject to information failures—
and thus to market failures.

Policymaking amid persistent knowledge gaps

Chapter 3 pointed to some of the positive spillovers from
education: educated farmers show the way for uneducated
ones, educated mothers have healthier children, and so
on. In other instances, actions that benefit a firm or an in-
dividual have negative spillovers: water pollution from
firms and air pollution from automobiles are prime exam-
ples. An important role of government is to maximize
well-being by altering incentives to take these spillovers
into account, for example by providing education stipends
and taxing water pollution and gasoline consumption.
But because spill-overs are difficult to measure, policy-
makers can seldom know their precise magnitude. This
is not to say that governments should ignore them. The
appropriate course is trial and error, using the tools at
government’s disposal to readjust incentives to achieve
socially desirable outcomes.

The need for an effective policy response is greatest
when action—or inaction—risks irreversible damage to
human well-being. We do not know precisely the future
impact of today’s carbon emissions on global warming.
But given the risks, it is prudent to err on the side of cau-
tion and to restrict emissions in the most cost-effective way
possible. Similarly, we cannot know in advance which sala-
mander or orchid contains a cure for cancer, or how di-
verse species support one another and maintain the entire
web of life. So the prudent course is to preserve fragile and
unique ecosystems, even when this means forgoing short-
term economic gains from converting forests into pasture,
or wetlands into ports. In other areas, such as health care,
failure to act may have irreversible consequences. Although
measures of the long-term effects of childhood malnutri-
tion are less then perfect, we know these effects are likely



to be permanent, and that prudent governments should
ensure that every child has enough to eat.

In these and other cases, policymakers are also hampered
by lack of knowledge about the impact of specific policies.
Indeed, most policies, even those that do not involve spill-
overs or irreversible consequences, must be decided in the
midst of persistent knowledge gaps. In part, this dilemma
stems from imperfect knowledge of human nature: people
respond to policies in unpredictable ways. The problem is
worse in developing countries, where the capacity to design
and implement policies is less fully developed, and where
the technology for recording and analyzing information
about people’s responses is often lacking.

There are many examples where the availability of infor-
mation to the government is critical to the implementation
of government programs. For example, unless government
can effectively monitor sales, it cannot impose a sales tax.
Traditionally, many developing countries have relied heav-
ily on trade taxes as a source of revenue, not so much be-
cause they wanted to restrict trade, but because traded goods
must pass through a few easily identifiable checkpoints, and
can thus be monitored and taxed. Fortunately, more devel-
oping countries are taking advantage of the plummeting
costs and increased ease of use of new technologies to ex-
pand the scope of taxes that can be effectively administered.
In Central and South America, several countries have in-
creased the quality and the quantity of information they
gather about individual taxpayers. Nationwide taxpayer
identification numbers and computerized files are used to
monitor taxpayer characteristics, transactions reported by
third parties, and collection and delinquency records.

Policymaking amid persistent information failures

Possibly the most difficult challenge in policy design is
recognizing information failures and modifying policy ac-
cordingly. The difficulties that arise from failing to take
persistent information failures into account can be seen
in two very different regions: the transition economies of
Central and Eastern Europe and the financially troubled
economies of East Asia.

The transition economies show all too painfully the cost
of not having institutions to address information prob-
lems. Once the inefficiencies of central planning were re-
placed with a market system of prices, profits, and private
property, one might have expected output to soar. Instead,
it plummeted—and has yet to recover nearly a decade after
the transition began. Part of the explanation is that the
pace, sequencing, and manner of the transition destroyed
institutions for mediating information faster than new in-
stitutions for a market economy could be created.

After the Soviet Union broke up in 1991, Soviet pro-
ductive capacity remained in place, and many of the myr-
iad price and trade distortions under the old system were re-
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moved. Yet in 10 of the 15 countries of the former Soviet
Union, GDP has shrunk by around half (Figure 10.1).
What accounts for this collapse? Under central planning
many firms relied on a single supplier for inputs. When
markets were freed, new opportunities appeared for pro-
ducers all along the chain of production. Bargaining rela-
tionships were altered, and often the outcome was a failure
to reach a resolution. Yet information—and markets—
were insufficient for firms to identify an alternative source
of supply. Often bargaining broke down because of infor-
mation problems, especially along production chains that
linked many specialized producers. Not surprisingly, out-
put fell most for goods with the most complex production
processes.

In East Asia the problems have been very different.
The economies there have been very successful in closing
knowledge gaps: in acquiring, absorbing, and communi-
cating knowledge. They have dealt less well with the in-
formation problems in their economies, and these explain
in part their current difficulties. In the 1990s, several of
the East Asian economies liberalized short-term capital
flows before they had ensured that their financial institu-
tions were on a sound footing. As a result, when capital
flows reversed sharply in 1997, banks were too weak to
withstand the strain. The liberalization of financial mar-

Figure 10.1

Trends in GDP in six former Soviet republics

Output has halved in parts of the former
Soviet Union.
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kets preceded the establishment of adequate supervisory
and regulatory capacity, so regulators either did not know
how vulnerable the banks were or lacked the enforcement
power to shore up the system. That shows that however
desirable financial reforms may be, they need to take ac-
count of the consequences of information problems for
the financial system and for the entire economy.

As East Asia’s experience also shows, governments have
an especially important role in regulating formal financial
markets, because of their profound effect on the entire
economy—and this regulation must take into account
that information in the financial sector will always be im-
perfect. Appropriate regulation includes monitoring banks’
risk management systems, their capital reserves, and their
individual transactions. Standards for the adequacy of cap-
ital are important, because banks with enough capital have
incentives to make only good loans. Banks whose capital
has fallen to zero or worse have a tendency to gamble—
they have nothing to lose, and a high payoff from the
gamble may give them new life. Such gambling has con-
tributed greatly to financial crises throughout the world.
And because regulation and enforcement are sometimes
inadequate, governments must provide backup systems,
including deposit insurance (to discourage bank runs) and
a central bank (to act as lender of last resort).

In the new global economy, monitoring and enforce-
ment in the financial sector have become more important
than ever. With money moving rapidly across borders, a fi-
nancial crisis in one country can quickly spread to others.
Volatile capital flows have deepened, and may have caused,
financial crises and economic recessions in several coun-
tries. These outcomes mean that the risk borne by investors
differs from the risk borne by society. And this provides the
reason for government action—to find policies that dis-
courage volatile short-term capital flows while maintaining
the flows needed for trade and long-term investment, espe-
cially foreign direct investment. Countries have tried a va-
riety of mechanisms to do this. Brazil has a tax on capital

inflows. Chile has a mandatory deposit scheme. Colombia
has restrictions on bank exposure. And other mechanisms
are under consideration, including proposals to restrict or
eliminate corporate income tax deductions for interest pay-
ments on foreign-denominated, short-term debt. Will they
work? Only time and nimble refinements will tell. The sole
certainty in all this is the uncertainty.

Enlightening the way forward

Recent development thinking has been based on the as-
sumption that markets work well enough to ensure devel-
opment and alleviate poverty. Our growing understand-
ing of information constraints suggests that markets alone
are often inadequate; societies also require policies and
institutions to facilitate the acquisition, adaptation, and
dissemination of knowledge, and to mitigate information
failures, especially as they affect the poor. This view im-
plies an expanded mandate for public action. Yet govern-
ments, like markets, are hampered by information failures.
In deciding which problems to address, policymakers bal-
ance the size of the information problem and the resulting
market failure against the capacity of the government to
improve the situation. The appropriate course of action
will vary depending on the circumstances. In all countries,
however, openness to learning, recognition that there is
much we do not know, and a willingness to make mid-
course adjustments will enhance the prospects of success.

We began by comparing knowledge to light. When we
look back in 25 years on development’s progress in the
first quarter of the 21st century, which countries will
stand out? It will surely be those that have mastered the
acquisition of knowledge, increased the capacity to absorb
it, and improved the means of communication for all their
citizens. It will be those that have also found ways around
information failures and improved the effectiveness of
markets. It will thus be those that have extended the
power and reach of knowledge to enlighten the lives of
people everywhere.



