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1. Introduction  

We live in turbulent and troubling times. The ties that bind us together, both at the 

national level and global level, are shredding. There are not enough jobs for young 

people, even educated ones. The pension system is deeply eroded, so older workers 

are postponing retirement (when they should be stepping aside for younger people) and 

facing an increasingly impoverished old age. The social contract is unravelling. 

Disparities in wealth and income are enormous and are growing. The quest for 

prosperity has become a question mark about economic security. Internationally, the 

ability to resolve differences has evaporated—as we can see in the European debt 

debacle. The fruits of globalization are sweet for a few but bitter for many. The neoliberal 

order, which has reigned supreme since the Bretton Woods system broke down in the 

1970s, is on the verge of collapse.  

Therein lies the good news:the opportunity for profound change, it seems to me, is 

greater today than at any time during the last forty years. What I shall call the Great 

Financial Crisis has opened up the possibility of, but it does not by any means 

guarantee, positive outcomes globally or nationally. Things could certainly get worse, 

perhaps for a long time, before they get any better.

Yet there is pressure for and maybe promise of change for the better. The “Occupy Wall 

Street” movement has fomented a groundswell of protest and demands for a more 

equitable system across many industrial countries, including Canada. Beyond the 

financial crisis, the “Arab Spring” has unexpectedly brought both promise and 

apprehension to a large part of the world that has too long suffered under the yoke of 
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oppression. And the startling advent of the emerging market economies, along with the 

emergence of the G20, augur an overdue shift in the global economic balance of power 

along with competing paradigms of economic growth and development.

I would like to say a few words in memory of David Hopper, the first president and 

founding spirit of IDRC, who died in November at the age of 84. What I am going to talk 

about today is inspired by David’s vision of a different, more inclusive world in which 

poorer countries can participate as equals. It is also rooted in the work I led while at The 

North-South Institute, which has a similar vision. For over 35 years the Institute has 

examined Northern international policies such as trade, financing and aid to assess their 

impact on the South. It has pointed to what is right or wrong with Northern policies, and 

has sought to assess Southern perspectives on these policies. 

My principal subject, the future of financial sector policy in developing countries in the 

wake of the Great Financial Crisis, builds on NSI’s research on domestic resource 

mobilization—particularly with regard to the financial intermediation system. The crisis 

has demonstrated how vulnerable industrial countries are when the financial system 

breaks down. But what are the lessons of the crisis for developing and emerging market 

countries? How can they avoid the mistakes of the rich industrial countries, and adopt 

financial policies that will serve their development needs better in the future? 

And why, you may ask, are these questions important? The simple answer is that the 

future of the world’s economy rests increasingly with the developing countries and 

emerging markets. The prosperity and well-being of the industrial countries themselves 

will depend on the prosperity of the remaining 80 percent of the world’s population. And 

the future prosperity of this 80 percent depends crucially on how it mobilizes its financial, 

as well as human and natural, resources and invests them in productive activities.

Answering such questions, however, opens up the much larger issues I posed at the 

outset—issues that challenge the prevailing neoliberal economic paradigm and its 

embrace of globalization. In order to do this properly it is necessary to step back from 

the narrow confines of the financial sector to take a more holistic view of economic 

policies and development policies. And in my view it also requires identifying better 
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economic and development policies that transform markets and finance into benign 

forces for the common good rather than favouring the 1 percent at the expense of the 99 

percent—to borrow the slogan of the “Occupy” protests.

I have four key messages. The first is that policies of deregulation, privatization and 

globalization, which have led directly to the financial market meltdown in the industrial 

countries, have led in most developing countries to an additional market failure—the 

failure to provide households and small businesses access to financial services. 

The second message amplifies the first by identifying small and medium enterprises (or 

SMEs) as particularly excluded, or under-served, by the financial sector in developing 

countries. SMEs play a key role as incubators of employment, income creation and 

growth. Thus, developing countries urgently need financial sector policies and 

institutions that provide SMEs better access to financial services.

My third message also emerges from the first: since deregulation and privatization have 

led to financial market failure in both industrial and developing countries, governments 

must play a more active role to correct these market failures. 

The fourth and final message is a much broader one:  the role of the financial sector 

must be seen as integral to and embedded in more activist development strategies. A 

more holistic view of development strategy is needed to integrate financial sector 

policies, on the one hand, and industrial policies, on the other. 

2. Lessons from the Great Financial Crisis  

The ongoing, financial crisis is evidence of market failure on a global scale. But the 

nature and scope of the market failure in rich industrial countries differs from the market 

failure in developing countries.

In rich industrial countries financial markets have become “hyper-developed” over the 

past three decades. The post-World War II economic policy consensus, which included 

strict regulations on banking and finance to prevent a recurrence of the financial 
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instability of the Depression years, gave way by the 1980s to the current era of 

liberalization, deregulation, risky financial innovation and increasing speculation. This led 

to two outcomes. First, financial activity became increasingly self-serving (rather than 

serving the “real” economy). Second, the financial sector appropriated a rapidly 

increasing share of corporate incomes and profits, contributing significantly to rapidly 

widening disparities between the richest one percent and the rest. One could say in 

hindsight that the financial liberalization initiatives of the 1980s and 1990s turned the 

clock back to the Great Depression. Rich countries are re-learning the lessons of the 

1930s, including in particular the importance of regulating the financial sector in order to 

contain speculative excesses and economic instability.

In most developing countries the process of financial liberalization (or financial 

development more generally) has lagged the industrial countries. Typically the financial 

sector, stock, bond and property markets are still small (relative to the rich countries). 

Speculation and asset bubbles certainly exist, particularly in emerging market countries 

such as China, where the overbuilt property market is a subject of increasing concern 

and could be a source of instability. However, financial markets in developing countries 

have also failed in a different sort of way, by their inability to provide access to the vast 

majority of its households and businesses—this is the first of my four key messages. 

The data show that while in industrial countries over 90 percent of households have 

access to banking services, in developing countries less than 50 percent have access. In 

some African countries the proportion is 6 percent or less.

Why should this be considered a market failure? The answer is that private markets do 

not provide the quantity or quality of financial services that relatively poor populations 

demand. Economists would say that the private rate of return to financial services is 

considerably lower than the social rate of return, resulting in less investment by the 

private sector than is socially desirable. The experience of microfinance institutions, and 

more recently cellphone banking, certainly demonstrates that providing poorer 

households access to financial services is commercially possible. But these innovations 

still fall well short of providing financial access to the majority of households and small 

firms. 
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Developing countries’ financial markets were liberalized in the 1980s and 1990s with the 

same objectives as in rich industrial countries. In both cases it was believed that a 

liberalized financial sector would enhance the mobilization of savings and allocate these 

to borrowers and investors yielding the highest returns. Everyone would benefit: savers, 

borrowers and investors. In the specific context of developing countries, however, 

financial sector reforms were aimed at ending what was called “financial repression”—a 

concept originating in the 1970s with Ronald McKinnon and Edward Shaw. The term 

referred to policies capping interest rates, lending directed to sectors or projects 

favoured by government through national development banks and other programs, and 

controls over cross-border capital movements. Such policies were thought by 

proponents of liberalization to be inimical to the efficient functioning of the financial 

market, and to economic growth more generally. Financial repression was the disease, 

and financial liberalization the cure.

The problem is, liberalized financial markets in developing countries did not catalyze the 

mobilization of savings and their allocation to the most productive borrowers. Instead, 

the formal financial sector has excluded most households and smaller enterprises in 

developing countries, concentrating instead on elite households, large firms, and 

governments as their favoured clients. This should not have been surprising. In a 

capitalist market system, suppliers of goods or services find profitable opportunities 

where there is a demand. Where demand is latent, because of weak purchasing power 

of poor customers, profit margins will be low or nonexistent. In the financial sector, 

conventional banks lose money providing depositary or credit services to poor 

customers, who typically lack collateral, have very modest financial needs, and 

represent credit risks.

That is precisely why in the mid-1980smicro-finance was born. Muhammad Yunus 

established the Grameen Bank in Bangladesh to provide micro-loans to poor borrowers 

(predominantly women) who would not otherwise be considered viable customers by 

conventional banks. Such micro-credit institutions overcame the lack of collateral and 

the problem of credit risk through group lending, whereby members of a village became 

joint guarantors of loans. Similar “semi-formal” lending institutions were established all 

over the developing world, and by the late 1990s some like Grameen had become full-
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service banks, funding their loans through deposits rather than through the generosity of 

aid donors, who funded the first generation of micro-credit institutions.

The story of such institutions is now well-known and justly celebrated. Micro-finance 

organizations now provide millions of poor households across the developing world with 

access to credit. Meanwhile, the formal financial sector has recognized commercial 

potential of providing relatively poorer households access to financial services, 

spearheaded by mobile telephone banking. The most dramatic example is M-PESA in 

Kenya, which has reached 10 million people in a country where only 4 million have 

conventional bank accounts. 

But despite the advent of microfinance and mobile banking, the great majority of 

households and businesses in developing countries remain excluded. This was 

acknowledged by both the UN and the World Bank prior to the eruption of the crisis, and 

it led to calls for greater “financial inclusion”.  Such calls were heeded when the Group of 

20 Leaders began to meet in 2008-9 to deal with the crisis. In September 2009 the G20 

launched its initiative on financial inclusion, which was also among the “nine pillars” of 

action in its Declaration on Development last year in Seoul. There the G20 also 

announced its “Global Partnership on Financial Inclusion” seeking among other things to 

address the challenges of SME financing which I shall address shortly.

The G20’s initiative on financial inclusion could be considered as part of a two-track 

response to the financial crisis. The first track aimed at the industrial countries at the 

epicentre of the crisis, by injecting liquidity into, recapitalizing and tightening regulations 

on the banks. The second track aimed at the developing countries, by tackling the issue 

of the financially excluded, although this addressed a longer-standing concern that 

predated the financial crisis. 

3. SMEs: the “missing middle”  

This brings me to my second main message: small and medium enterprises play a key 

role in development. What, you may be asking, constitutes a small or medium-sized 

enterprise? Although definitions of SMEs vary, many countries follow the EU by including 
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under this category all firms with less than 250 employees. And “small” enterprises are 

often distinguished from medium-sized ones in having 50 employees or less. Finally 

some have an additional category of “micro” enterprises with 10 or fewer employees. 

Definitions of SMEs usually include a measure of business turnover as well; the EU 

definition caps SMEs at a level of EUR 50 million per year. It is important to keep these 

relative magnitudes in mind when we come to the issue of financing SMEs. Also the vast 

majority (90 percent) of SMEs in developing countries are in the informal sector: they are 

not formally registered businesses, and they typically pay no taxes. Financial record-

keeping, contracts, and titles to property or assets, if they exist at all, are rudimentary 

and have no legal standing. Indeed informality raises a host of challenges confronting 

developing-country SMEs, only one of which is access to finance.

The G20’s initiative on financial inclusion has two objectives. The first aims at providing 

greater access to finance for the poor through innovative mechanisms such as mobile 

banking, while the second aims at more financial access for SMEs. The G20 recognized 

that the latter objective has been relatively neglected.  

SMEs are critical to investment, employment creation and growth. Arguably, greater 

financing for SMEs could have a greater impact on poverty reduction than microfinance, 

because of the dynamic role played by SMEs in any economy (developed or 

developing). Almost half of the developing country labour force is employed in informal 

SMEs, where it contributes over a third of total GDP. Meanwhile formal SMEs )—a 

distinct minority in the group—provide almost half of manufacturing employment in 

developing countries and slightly less than a third of GDP. 

The interesting thing to note is how significant formal SMEs are in developed countries, 

where they contribute two-thirds of manufacturing employment and one-half of GDP. 

Presuming that SMEs in developing countries will become formalized over time, their 

share of employment and GDP can be expected to grow considerably. In short, SMEs 

are key agents of change in the structural transformation and industrialization of 

developing countries.
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While research suggests that SMEs are potentially huge contributors to economic 

growth, they cannot fulfill this potential since they also face a huge shortfall in financing. 

A recent World Bank report prepared for the G20 made some estimates of the 

magnitude of the shortfall. The report said that there are at least 365 million formal and 

informal micro, small and medium‐sized enterprises in developing and emerging market 

countries. Most suffer from credit constraints. It estimated their unmet annual need for 

credit to totalover $2.1 trillion. This financing gap is equivalent to approximately 14 

percent of total developing countries’ GDP. Note that 90 percent of SMEs according to 

this report are in the informal sector. Note also that the data on developing country 

SMEs, particularly since 90 percent are in the informal sector, must be regarded as 

rough estimates.

If correct, this order of magnitude suggests that it will take extraordinary measures to 

close the financing gap faced by SMEs. Current policy and institutional arrangements, 

and the financial infrastructure in developing and emerging market countries, are highly 

unlikely to meet more than a small fraction of the aggregate needs for additional 

financing. 

The problem is that in developing countries SMEs are grossly underserved by existing 

financial institutions. Commercial banks and formal financial sector institutions focus on 

services to governments, larger businesses, and elite households; bank loans may 

amount to several hundreds of thousands of dollars or more with maturities of up to five 

years. Microfinance institutions provide services to some poor households and a few 

micro-enterprises (typically household businesses). Micro-credit loans may amount to a 

few hundred dollars to be repaid within a year or two. Typically, SMEs require loans 

amounting to thousands or tens of thousands of dollars to be repaid over ten or twenty 

years. That is why SMEs are sometimes said to be in the “missing middle”: too small and 

risky for the commercial banks, and too large and complex for the microfinance 

institutions.

Commercial banks and microfinance institutions can certainly play a role in bridging the 

SME financing gap. Indeed, they must be encouraged to do so. Examples of commercial 

banks that successfully cater to the SME market include India’s ICICI Bank, and 
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Standard Chartered Bank.  An example of a microfinance institution that lends to SMEs 

is BRAC Bank, an arm of the Bangladesh NGO BRAC—the leading lender to small 

business in that country. The G20 recommends meeting the needs of the SMEs 

principally by “upscaling the microfinance institutions and downscaling the commercial 

banks.” But given the magnitude of the needs, this is unlikely to close the gap. Much 

more needs to be done. 

4. Addressing market failure  

So what is to be done? If markets fail, economists will tell you that there is a case for 

government intervention. My third message is that governments have to address the 

unmet needs of SME financing in developing countries.

In the wake of the financial crisis in the rich industrial countries, governments have 

intervened on a number of levels. They injected liquidity and capital into the banking 

system to prevent it from collapsing; then they introduced tighter regulations to avoid or 

reduce the abuses that had overwhelmed the system. Parallel to these initiatives in the 

financial sector, governments implemented counter-cyclical monetary and fiscal policies 

to prevent the Great Financial Crisis from turning into a second Great Depression.

Earlier I mentioned “financial repression” associated with developing country policies in 

the first three postwar decades. Typically these policies were intended to help achieve 

national development objectives, including greater financial access by the poor. India, for 

example, has had a policy of “social banking” since the 1950s. National development 

banks, or state-owned commercial banks, were a central part of the institutional 

infrastructure to deliver such policies.

It must be acknowledged that in many developing countries, particularly in Africa, such 

policies did not succeed in achieving their objectives. Poorly designed or executed 

projects, financial mismanagement, or corruption contributed to these failures. And 

government subsidization made such policies and institutions vulnerable to the fiscal 

retrenchment that took place in the 1980s and 1990s in order to deal with debt and 

deficit problems. Accordingly, many African state-owned banks and government credit 
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programs were wound up in the structural adjustment reforms of this period. In India, 

social banking did not succeed in reaching the vast majority of the poor, despite 

considerable efforts to do so on the part of the state-owned banking system.

The fact that in the past government intervention in the financial sector has had mixed 

results in developing countries does not mean that it cannot ever work. As with efforts to 

tackle the crisis in industrial countries, the issue is not whether, but how to intervene. 

There are a number of more successful examples of government intervention in 

developing countries’ financial markets. 

For example, state banks in Brazil now compete with the best-performing private and 

foreign banks. Yet they also complement and work with the private sector banks, which 

pick up where the state banks left off, once they have demonstrated that a viable 

commercial market exists. In India, meanwhile, state-owned banks have shifted their 

lending strategy. Originally shaped by Mahatma Gandhi’s philosophy, lending to small 

businesses once primarily supported traditional enterprises using labour-intensive tools 

and techniques, for instance handlooms, to serve local markets. Today, state-owned 

banks in India are more likely to be focused on lending to dynamic SMEs utilizing 

modern technology and looking both to local and export markets. In other words, lending 

should be viewed not an end in itself, but a means toward increasing the productivity and 

growth of borrowing clients and industry generally. I shall return to this theme later when 

connecting SME lending to the larger issue of industrial strategy. 

There are also examples in the industrial countries which support their own development 

banks—and similar lending initiatives by governments. Canada, for example, has three 

federally chartered financial institutions—the Business Development Bank of Canada 

(BDC), which provides financial services for SMEs; Export Development Canada (EDC), 

an export credit agency; and Farm Credit Canada (FCC), which services farms and agri‐

business. The Federal Government for some time has adopted a careful strategy for 

these public financial institutions. They play a role complementary to commercial banks 

and private financial institutions. Each maintains a continuing presence in the market 

and is expected to meet public policy objectives within a commercial business mandate, 

i.e. they must operate at a profit. They also work in partnership with private sector 

10



institutions to share risk in order to consummate certain financial transactions. Canada 

also has a Small Business Financing Program to facilitate the financing of SMEs. Loans 

are approved and disbursed by private sector lenders but guaranteed by the Federal 

Government, which will cover up to 85 percent of eligible losses.

The Business Development Bank of Canada (BDC) is worth a closer look. BDC focuses 

on lending to SMEs; it has a portfolio of $17.5 billion in loans; it has been consistently 

profitable for 10 years, paying dividends to the Government of Canada and yielding a 

return of 9.5 percent on equity. In a 2009 World Bank working paper BDC was 

recognized as one of the strongest state-owned financial institutions “with sound 

corporate governance and a sustainable mandate…that complements the role of private 

financiers”. One of the reasons for BDC’s success is its consulting services, through 

which it gives advice on its clients’ business plans—which both helps strengthen the 

clients’ profitability and lowers BDC’s own risk levels. Finally it should be noted that 

BDC, along with EDC, played a critical role in Canada during the height of the crisis by 

continuing to provide credit to SMEs when commercial banks had ceased to do so.

Other industrial countries have development banks or agencies similar to Canada’s 

BDC. The United States has the Small Business Administration, which provides loan 

guarantees rather than direct lending. Last year, as part of its stimulus strategy, the 

Obama Administration also created the Small Business Lending Fund, which provides 

capital to qualifying community banks along with incentives to increase their lending to 

small businesses. In other OECD countries, examples include the huge European 

Investment Bank, the Development Bank of Japan, and the Korea Development Bank to 

name a few. 

The point is that these exist (and have not been closed down despite liberalization) 

because most industrial countries find such public institutions extremely valuable to 

support their economic and social objectives. Many of them focus particularly on lending 

to SMEs that would otherwise lack access to commercial financing. I would argue that if 

industrial countries find such public institutions and programs useful to meet their 

economic and social objectives, developing countries ought to be able to include them in 

their policy and institutional tool-kit as well. 
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5. The Big Picture  

This brings me to my fourth and final message, which connects the dots between 

financial market failure, the critical role of SMEs, the potential role of national 

development banks and other government lending programs, and the bigger picture. The 

bigger picture I have in mind is the development paradigm. Or rather, the big picture is 

the need for a different development paradigm—different ideas, particularly about 

economics, to illuminate the way forward from the worst economic crisis in eighty years. 

As Robert Skidelsky persuasively argued in his recent book on the crisis (Keynes: the 

Return of the Master), the crisis is best understood not as a failure of institutions (of 

central banks, finance departments, shadow banks, or hedge funds). Nor should the 

crisis be blamed on the egregious actions of speculators (like Bernie Madoff), as 

reprehensible as they were. Rather, it was a failure of ideas—specifically, the ideas of 

mainstream economics over the past three decades.

These ideas first emerged with Milton Friedman from the late 1960s on, as a counter-

revolution against the Keynesian theories that had prevailed since World War II. But they 

went much further than Friedman, with theories of Efficient Markets, Public Choice, and 

Rational Expectations. In a word these ideas hold that free markets are always right. 

They claim there is no such thing as involuntary unemployment or asset bubbles. They 

informed the policies of Prime Minister Thatcher and President Reagan in the 1980s, 

and down to the present day continue to inform governments in the industrial countries, 

whether of conservative, liberal, or social-democratic stripe. These were the very policies 

that led to deregulation of financial markets (laying the foundations for the present 

crisis). Such ideas have also led to policies advocating “deep integration” through free 

trade, and the liberalization of international capital flows, which precipitated many 

financial crises throughout the developing world.

Ironically, these ideas have been challenged, even refuted, by contrary evidence, and 

supplanted by newer theories, for example those of behavioral economists, for example 

George Akerlof and Daniel Kahneman. Yet the free market ideas of the Reagan-

Thatcher era still have a hammerlock on policymakers, the media, most of the public, 
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and opinion leaders. For example, Thomas Sargent, who has just been awarded the 

Nobel Prize in Economics, is a leading contributor to the Rational Expectations school, 

which claims that government macroeconomic policies (to combat recessions or 

unemployment) are ineffective if indeed they are not harmful. 

The prevailing development paradigm until the end of the 1990s was the “Washington 

Consensus”, a ten-point agenda for developing countries’ policies shaped by the free-

market ideas that I have mentioned. While some of the Washington Consensus was 

defensible (the need for fiscal discipline, reordering public expenditure priorities, and tax 

reform, for example) some of it was highly questionable (in particular, its emphasis on 

privatization and deregulation). But its worst feature was a one-size-fits-all approach, 

emphasizing markets and the private sector over governments and the public sector. By 

the time the financial crisis erupted in 2007, the Washington Consensus was already 

widely discredited among developing countries, policy-makers and practitioners around 

the world.

The question is, what development paradigm will succeed the Washington Consensus? 

Recently there has been a discussion about “new structural economics”, which 

specifically draws on the experience of the high-growth Asian economies—including 

Japan, Korea, Taiwan and China. The most prominent adherents of this approach are 

Justin Yifu Lin, who is currently Chief Economist of the World Bank, Dani Rodrik of 

Harvard University, and Joe Stiglitz of Columbia University. The core hypothesis of new 

structural economics, to paraphrase Rodrik, is that developing countries become rich by 

doing what rich countries do. Specifically this means, in Justin Lin’s parlance, “climbing 

up the industrial and technological ladder”. This process of transformation requires an 

industrial strategy in which the state plays an active and leading role by investing in skills 

and infrastructure and providing other kinds of support to a burgeoning industrial sector. 

Government support can include subsidies, trade protection, and special tax treatment, 

and undervalued currencies to promote tradables. As to the financial sector, subsidized 

credit and development banking play a significant role. 

These propositions are controversial to those who still support the neoliberal paradigm 

with its universally applicable rules and its metaphor of a level playing field. But the 
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playing field is not level and never will be. And as Amartya Sen once quipped, “Equal 

rules for unequals imply unequal rules.” Perhaps one of the most appealing attributes of 

new structural economics is that it envisages different strategies for different countries, 

rather than the one-size-fits-all approach of the Washington Consensus.

A diversity of economic strategies is required to accommodate the different needs and 

circumstances of various countries. Dani Rodrik has frequently made this argument. In 

his most recent book, The Globalization Paradox: Democracy and the Future of the 

World Economy, he makes a compelling critique of globalization. He argues that if 

nation-states are to maintain the social contract with their citizens, and to achieve high 

levels of employment and low levels of inequality, each country should be allowed the 

latitude to accept globalization on terms that are compatible with their stability and long-

term prosperity.

Let me come to the question of where the financial sector and SMEs fit into this 

approach. The answer is: these are research matters that are works in progress. 

National development banks and directed credit programs have undoubtedly been 

central to supporting the industrialization strategies of the high-growth Asian economies. 

But such mechanisms do not necessarily guarantee that SMEs will get the share of 

financial resources they deserve. Justin Lin and his colleagues have argued that large 

banks and financial institutions are poorly equipped to assess the potential risks or 

returns of small and medium borrowers. They suggest a more decentralized network of 

smaller banks may be better positioned to finance the needs of SMEs. There are some 

useful models that could be adapted to developing countries. In Germany, the 

“Sparkassen” or Savings Bank Finance Group, has since 1856 provided service to 

SMEs through community-based banks. And Canada has an NGO, Développement 

International Desjardins (affiliated with the Groupe Desjardins based in Quebec) that 

provides technical assistance as well as funding to support community banks, co-

operatives and credit unions which lend to local SMEs. 

The challenge is to align lending and other forms of support to SMEs with a country’s 

overall industrial policy and development strategy. This is not easy. It requires effective 

policies and institutions at the micro level, supportive framework policies at the meso 
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level, and astute strategies at the macro level. The easiest challenge, perhaps, is at the 

micro level. There are a number of institutions and policies that work well—including 

Canada’s BDC and Small Business Financing Program, as well as development banks 

and credit programs in other industrial and emerging market countries. Practical lessons 

can be learned from their experience on how to structure the banks and programs and 

avoid the mistakes that many developing countries have made in the past. These 

include poorly defined mandates, weak governance and capture by the political class or 

elites.

At the meso level there are a number of framework policies that are critical in order to 

foster a supportive environment for SMEs. These include legislation and regulations that 

provide incentives for SME lending but at the same time ensure that prudential 

safeguards are adequate. Framework policies also include building the financial 

infrastructure, through institutions such as credit bureaus, SME rating agencies, and 

collateral registries. Such framework policies take time to put in place and implement but 

there are a number of good models from developing and developed countries from 

which to draw.

The most difficult challenge is at the macro level: choosing and implementing an 

industrial strategy is fraught with considerably more risk and uncertainty today than it 

was when the high-growth Asian economies began their transitions after the 1950s. For 

example, rules emanating from the WTO and bilateral or regional free trade agreements 

restrict the scope for industrial policies that emerging market and industrial countries 

have utilized in the past. And the liberalization of financial and capital markets, along 

with flexible exchange rates, have made the global economy much more volatile and 

prone to crises than during what is sometimes called the “Golden Age” of Bretton Woods

—the quarter-century following World War II. Even if the global environment were 

friendlier, a fruitful industrial strategy requires a competent bureaucracy, a supportive 

institutional and physical infrastructure, and a standard of governance that reduces the 

degree of political or elite capture. Many developing countries are deficient in these 

areas.
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This does not imply that structuralist approaches must be ruled out. Rather, it means that 

institutional development and the improvement of governance must be integral to the 

overall strategy. The implication is that a structuralist strategy that presumes a more 

active government role is possible but will require more time to succeed in many 

countries than in the high‐growth countries of East Asia and elsewhere.

6.    A Brief Conclusion

There is an urgent need for a new economic system that is less prone to the periodic 

crises and growing inequalities of the current system. I have chosen to explore this large 

issue through the lens of the financial sector, and to focus on the considerable 

development potential of millions of small and medium enterprises. I believe that a 

tectonic shift is taking place from a world of unregulated and volatile markets to a more 

managed capitalism, one that will permit the transformation of developing countries and 

makes possible the “next convergence” – to borrow the title of Michael Spence’s recent 

book – between richer and poorer parts of our world. This will take time. It will not 

happen in the next few years, but over the next few decades. 

Such a change will come about as and only if the failed ideas of the past are displaced 

by new ideas. The current conjuncture—the Great Financial Crisis—is one which allows 

new ideas to be tested and to flourish, or older ideas to be revisited. The “Occupy Wall 

Street” protests over the past months, along with the Arab Spring and protests in many 

parts of the world, suggest that this is no longer a matter for theoreticians and policy-

wonks like myself, and it should certainly not be left to the economists alone. If the 

integrity of society and communities are to be preserved, and growing disparities in 

wealth and income are to be checked, if advancing human welfare is our primary aim, 

then it is time to put an end to the “market fundamentalism” and unfettered finance that 

have brought us such turmoil and despondency about the future. It is time to embrace a 

new political economy in which markets, finance and governments, together with civil 

society, work for the common good.
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