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POLICY NOTE

Private sector development - business plan or development strategy?’

Karin Kiblbock and Cornelia Staritz

Private sector development (PSD) has taken on an increasingly prominent role in international development cooperation.
This note argues that the private sector has to play an important role in sustainable economic and inclusive development
but points out three concerns for effective PSD interventions: PSD is not a “technical solution” but there are different
theoretical approaches to the question which policies support a sustainable and inclusive private sector. There is no “one”
homogenous private sector but important interest conflicts and the interest of foreign firms should not be equated with the
interest of the local private sector and national development concerns. A pro-development international policy environment
in particular in the areas of trade and investment policies is crucial for PSD which stresses the importance of donors’

policy coherence.

PSD has taken on an increasingly prominent role in both
the debates as well as budgets of development cooperation
at the multilateral and bilateral level. While the promotion of
private sector activities in developing countries has for a long
time been part of development cooperation strategies, in the
past years there has been a shift towards a more proactive
role of the private sector, defining it as a partner to address
development challenges. As a consequence, the private sec-
tor is increasingly granted space in international and national
policy discussions, proposing development solutions and de-
signing, financing and implementing development activities
together with official development actors.

The central questions are whether current PSD interventions
and their underlying strategies and theoretical approaches
correspond with a “business model” — mainly serving rather
narrow (international) business interests — or a ‘development
model” — contributing to sustainable economic and inclusive
development — and how interventions should be designed to
achieve the latter.

Shortcomings of the dominant “business enabling
environment” discussion

There is generally broad agreement in development thinking
and practice that a dynamic private sector plays a crucial
role in economic development as an engine of investment,
innovation, and growth that offers an effective way to create
employment, incomes, and prosperity. However, there is no
consensus on which type or segment of the private sector is
best suited for economic growth and inclusive development
and particularly which policies are required to develop such
a private sector. This disagreement is based on diverging
theoretical approaches concerning economic development
more broadly. Three broad approaches that implicitly underlie
PSD interventions can be identified (see also Reiner/Staritz
2013).
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The structuralist approach considers government interven-
tions crucial and structural change key for economic devel-
opment. In this view, economic development requires shifting
production factors from low- to high-productivity activities
which allow for learning, externalities and higher profits and
wages. As market forces alone provide inadequate signals
for sustainable development, governments are required to
shape the economy by pursuing selective policies favoring
certain sectors, or by being directly involved in production
activities (Amsden 1989).

The neoclassical approach assumes that the private sector
develops best in response to market forces. Countries should
focus on their comparative advantages based on natural en-
dowments rather than actively attempting to transform their
economic structures via selective policies. Governments
should provide a business enabling environment focusing
on horizontal or neutral policies that facilitate the economic
sphere by ensuring property rights, reducing regulatory bur-
dens through deregulation, and improving infrastructure.

The neostructuralist approach emphasises the importance
of a business enabling environment and market forces but
also stresses that this is not sufficient for sustainable pri-
vate sector and economic development. Market failures and
coordination problems such as non-existent markets, asym-
metric information, barriers to entry and power imbalances
are widespread particularly in developing countries which
requires government intervention and selective policies that
directly shape the economy, interfere in markets and focus
on structural change.

Even though the development discourse has been chang-
ing in the last years, most PSD policies continue to focus
on the creation of a business enabling environment and a
favourable investment climate in the context of the neoclas-
sical approach. A strong influence in this regard is exerted
by the Doing Business reports of the World Bank which
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collect data on the administrative costs of establishing and
running enterprises and rank countries accordingly. These
reports have been a driving force behind regulatory reform in
many developing economies.

There is however scepticism if the Doing Business indica-
tors are actually the main barriers for PSD in partner coun-
tries. Complex and expensive regulations are problematic
but are often not the main obstacles for the development of
local enterprises. Greater hurdles are often, for example, low
productivity and linkages to other firms; access to informa-
tion, markets and financing; lack of trained staff, technical
or managerial expertise; and missing infrastructure. Such
obstacles are however not addressed by deregulation and
the creation of property rights but require complementary
policies such as public investment in infrastructure and ser-
vices, vocational training, technology transfer or local value
creation. In the labour market, for example, rather than “over-
regulated” labour markets, it is often a lack of trained work-
ers that hinders PSD (UNIDO/GTZ 2008).

Some business enabling criteria may even be in direct con-
flict with broader development goals. These include the de-
regulation of labour markets that was for a long time includ-
ed in the rankings? and is often associated with a reduction
in labour standards. Corporate taxation is another striking
example. In the Doing Business reports, a country that low-
ers corporate taxes can improve its ranking position.® As ad-
equate tax revenues are crucial for social and economic de-
velopment, lowering corporate taxes can directly contradict
development goals.

But even if the expectations associated with the Doing Busi-
ness reforms are met and more companies are set up or
become more successful, this still does not necessarily lead
to a dynamic economy and inclusive growth. The commer-
cial interests of individual firms may even be diametrically
opposed to development goals, as some business activities
in the extractive sector or the strong pressure on wages and
tax cuts by the local and international private sector have
shown. Hence, the operations of markets may not provide
the conditions for sustained and inclusive economic growth,
particular in the context of global competition. “Global com-
petition is so intense that unless deliberate policies are intro-
duced to foster a systematic program of upgrading, produc-
ers may engage in a race to the bottom, entering a trajectory
of immiserizing growth in which economic activity expands,
but real incomes fall” (Kaplinsky/Readman 2001: 1). Fur-
ther, not all sectors and enterprises have the same effects
on dynamic and inclusive development. (Neo-)Structuralist
approaches emphasise the importance of structural change
and upgrading for economic development.

A major part of the private sector in developing countries
comprises informal activities and micro-enterprises. While
approaches linked to the neoclassical approach emphasise
the growth potential of the informal and micro-sector, (neo-)
structuralist approaches highlight the generally low produc-
tivity and missing linkages with other firms and sectors. Fur-
thermore, a major part of the informal sector is not based
on freely chosen entrepreneurial activity but consists of ac-

tivities people have to engage in under precarious circum-
stances, as they lack other formal employment alternatives.
The discussion about “right” and “wrong” types of enterprises
shows that for economic development it is not the number
of companies that is crucial but their potential to increase
productivity, generate innovation, cooperate with other com-
panies and develop networks (Bateman 2013).

The PSD strategies of some donors focus not only on cre-
ating a business enabling environment but also on selective
policies, e.g. by supporting individual enterprises or business
associations, vocational training or business linkages be-
tween companies. In particular due to the successful indus-
trialization of emerging economies such as China and the
global financial crisis, these more interventionist strategies
have become more important. Industrial policy is being “re-
discovered’, not only among bilateral donors but also partly
by organisations such as the World Bank and the OECD,
which are well known for their negative attitudes to selec-
tive interventions (OECD 2011; Lin 2011). Yet, this para-
digm change is still in its infancy. For instance, the past World
Bank chief economist Lin, reports that less than 10 % of
World Bank economists are sympathetic to his arguments
pro industrial policy (Wade 2012).

Critique of “one size” perspective on the private sector

Debates about the private sector as the engine of develop-
ment often portray the private sector as a homogenous field
with similar interests. This is particular problematic as large
businesses are increasingly integrated as “development ac-
tors”, influencing policy debates and programmes. But inter-
ests of local private sectors in partner countries, the private
sector in donor countries and the international private sector,
which is dominated by transnational corporations (TNCs),
differ substantially, as well as measures to support them. For
example, a free market and global competition tend to help
large, well-established and often global companies. Local
SMEs (Small and medium-sized enterprises), however, often
require protective measures or selective support. Micro-
enterprises in the informal sector could possibly be given
more help by an effective social security system than with
deregulation or loans. This means a level playing field be-
tween very different players — large foreign or transnational
companies and local ones — could destroy local structures
and have negative developmental effects.

However, PSD-strategies are often portrayed as invariably
leading to win-win situations — for donor countries’ busi-
nesses, firms in partner countries and broader development
objectives. While this might be the case — e.g. when sup-
plier development and knowledge transfer programs align
TNC, local supplier and public interests as TNCs' sourcing
becomes more efficient while at the same time local spill-
overs are ensured leading to employment generation, im-
proved competitiveness and technological skills in local firms
— there are also conflicts of interests. “Wherever firms seek
to suppress technology transfer, to externalize social costs or
to restrict competition, this creates a conflict of interests with
governments and other local stakeholders. Further conflicts
may arise with regard to the distribution of gains along the
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chain. Lead firms often try to diversify their supply base in
order to weaken the bargaining power of suppliers and to
be able to appropriate a larger share of value added. If they
succeed in doing so, they restrict capital formation in local
firms and may even drive local firms into bankruptcy! (Alten-
burg 2007: 30) TNCs may further put pressure on the part-
ner country government to cut taxes and exempt them from
certain requirements such as national equity shares, contri-
butions to skill development, and local content that have the
explicit objective to increase local value added and make for-
eign firms strategies more locally embedded (Staritz 2012).

An analysis of PSD-flows shows that a major portion of funds
goes to large companies based in industrial countries, e.g.
via subsidies, low-interest loans or guarantees (Kwakkenbos
2012) with the aim to achieve additional development im-
pacts. For projects of large companies it is, however, often
difficult to assess additionality. A review of several Multilat-
eral Development Banks and DFls (Development finance in-
stitutions) found that 55 % of the projects would have been
realized without the public finance (Spratt/Ryan-Collins
2012). Due to the increase in public pressure, large com-
panies increasingly have a commercial interest in improving
their image by introducing standards or investments in social
programmes. Hence, the boundary between business inter-
est and development outcomes may be unclear and there
is the danger that scarce ODA funds are increasingly used
for business promotion (Kwakkenbos 2012: European Think
Tanks Group 2011). At the development cooperation side,
the profit pressure that some bilateral and multilateral devel-
opment banks are confronted with may result in “following”
the market and avoiding riskier projects which may also re-
duce the additionality and development dimension (Kwak-
kenbos/Romero 2013).

Consideration should also be given to which sectors or com-
panies should be private at all and which responsibilities are
best met by public providers. After a focus on the privatisa-
tion of nearly all sectors in the 1990s, the view has gained
ground again in recent years that the public sector has an
essential role to play in central infrastructure and services
such as health and education. For financing infrastructure
projects in developing countries, the combination of public
and private resources in the context of public-private-part-
nerships (PPPs) or infrastructure funds has become a pop-
ular mechanism. However, recent studies of the involvement
of public bodies in private infrastructure funds indicate the
risk that the investment decisions might be mainly based on
private financial interests rather than on the social objective
of providing necessary public goods (Hildyard 2012). There
is growing evidence that PPPs have proved a very expensive
method of financing, due to, for example, demands from eq-
uity funders and other lenders for 20-25 % annual returns
or due to costs of up to 10 % for arranging the financing.
PPPs also involve high risks. In developed countries 25-35
% of such projects fail to deliver as planned. In developing
countries — with lower negotiation and management capac-
ity — the failure rates have been even higher (Griffiths et
al. 2014). In this context, important questions relate to the
balance of risks and the governments’ capacity to put neces-
sary legal conditions in place and to ensure their compliance.

Necessity to include the international level in PSD

Policy measures necessary for sustainable PSD need na-
tional policy space. The economic policy space today is, how-
ever, very restricted compared with the time when today's
industrialised countries were developing. Multilateral and bi-
lateral trade and investment agreements confine the use of
classical industrial policy tools such as import and export re-
strictions, tariffs and taxes, subsidies for local businesses or
conditions for foreign direct investment in order to increase
local added value (such as local content regulations or trade
balancing requirements). Knowledge transfer is also made
more difficult by strict intellectual property rights, especial-
ly those under the WTO Trade Related Intellectual Property
Rights (TRIPS) agreement. Conditions tied to bilateral and
multilateral development aid may also reduce the policy
space of partner countries (Chang 2012).

In addition, changes in global trade and the dominance of
export-based development models, especially in large coun-
tries like China and India have increased global competition
in particular in agricultural and labour-intensive industrial
goods. The proliferation of global value chains may have en-
abled access to international markets for many developing
countries. But their positions are often uncertain and ex-
posed to fierce competition and opportunities for upgrading
and generating higher rewards are contested (Staritz 2012).
This is related to highly asymmetric market and power re-
lations in these networks and in the global economy more
general.

The discussion of appropriate conditions for PSD thus has
to include the international level. In the past decades, con-
ditions for international investment, trade and finance have
been defined in such a way that freedom and benefits for
TNCs were enhanced while the economic policy space for
developing countries was often restricted (Kozak/Kublbéck
2011). Hardly any binding measures have been implement-
ed in the context of PSD that would expand the policy space
and create a level playing field in the interest of inclusive
development such as international tax agreements, environ-
mental and social standards, and the regulation of banks and
financial institutions. Policy coherence between donors’ PSD
and other development programmes and their economic pol-
icies are required, including a commitment to pro-develop-
ment trade, investment and finance policies.

Conclusions

The private sector has to play an important role in sustain-
able economic and inclusive development as it provides an
engine of investment, innovation, employment and prosperity.

However, PSD is not a “technical solution” but there is dis-
agreement on which type of private sector is best for devel-
opment and most importantly which policies support such a
private sector. Recently, the need for selective industrial pol-
icies has increasingly been acknowledged but this remains
to be translated into the practice of many donors that still
largely focus on a business enabling environment.
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Further, there is no “one” homogenous private sector but dif-
ferent firms with distinct interests. There are important win-
win opportunities in particular in influencing the investment
and sourcing strategies of foreign firms in partner countries
by making them more locally embedded and inclusive. But
there are also important interest conflicts and the interest of
foreign firms should not be equated with the interest of the
local private sector and national development concerns.

Lastly, in order to implement PSD policies for sustainable
economic and inclusive development, governments need
policy space. The discussion of suitable conditions for PSD
thus has to include the international level. A pro-development
international policy environment in particular in the areas of
trade, investment and finance policies and policy coherence
in donors’ policies are crucial.

The improvement of democratic institutional structures and
processes including governments, different private sector
actors and civil society at the national and international lev-
el has to play a decisive role in negotiating and developing
inclusive PSD policies. Particularly trade unions and NGOs
have an important role in ensuring that PSD leads to inclu-
sive development.

Clearly, for successful economic development not a business
enabling but a development enabling environment is neces-
sary, i.e. a combination of measures at various levels such as
macroeconomic policies; infrastructure, education and social
policy; strategic trade, investment and industrial policy; and
the integration of these policies in a broad-based develop-
ment strategy.
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