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Economic and demographic terms are defined in the
technical notes to the World Development Indica-
tors. The Indicators use the country groupings
given above but include only countries with a pop-
ulation of 1 million or more.

Billion is 1,000 million.

Trillion is 1,000 billion.

Tons are metric tons, equal to 1,000 kilograms, or
2,204.6 pounds.

Growth rates are calculated as least squares expo-
nential rates of growth and are in real terms unless
otherwise stated. Growth rates for spans of years
in tables cover the period from the beginning of
the base year to the end of the last year given.

xii

Dollars are current U.S. dollars unless otherwise
specified.

All tables and figures are based on World Bank
data unless otherwise specified.

The symbol .. in tables means “'not available.”
The symbol — in tables means "'not applicable.”’

Data from secondary sources are not always
available from 1986 onward. The numbers in this
World Development Report shown for historical data
may differ from those shown in previous Reports
because of continuous updating as better data be-
come available and because of recompilation of
certain data for a ninety-country sample.
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promptly, ensuring that liquidity in banking and
financial markets was adequate to prevent a full-
scale financial crisis. These steps restored some
stability to the stock market, but they also pro-
voked a temporary run on the dollar by rekindling
fears of rising inflation. In late November and De-
cember 1987 the dollar dropped precipitiously. In
nominal terms it reached postwar record lows
against the yen and German mark. This turbulence
has added greatly to the complexity of the problem
and has narrowed policy options. To date, nega-
tive wealth effects associated with the stock market
losses appear to have been overestimated. But un-
certainty remains for the longer term, although
forecasts of GNP growth for 1988 have generally
been revised upward after favorable growth statis-
tics were announced for late 1987 and early 1988.

The brightest note in the international economy
is Japan’s shift to domestically led growth. In 1987
its domestic demand and GNP growth accelerated
to 5.0 and 4.1 percent, respectively; they are ex-
pected to decline only moderately in 1988. Japan’s
current account surplus declined to 3.6 percent of
GNP in 1987 from a peak of 4.3 percent in 1986; the
volume of exports is declining moderately, and im-
ports are surging.

Recent trends in Europe are less favorable. High
unemployment continues to restrain domestic de-
mand and hold growth below potential in most
countries of the European Community (EC). Ex-
ports and investment have been harmed by the
recent currency appreciations against the dollar.
Meanwhile the Federal Republic of Germany,
Western Europe’s largest economy, remains com-
mitted to a path of relatively restrictive fiscal policy
despite real GDP growth of only 1.7 percent in
1987.

Policy options for macroeconomic adjustment
in industrial countries

The risk of renewed weakness of the dollar puts
policymakers in a quandary. A further rapid de-
preciation could push up U.S. inflation, raise do-
mestic interest rates, and—if international inves-
tors become reluctant to hold dollar assets at
prevailing yields—cause instability in financial
markets. Alternatively, stabilizing the dollar might
require continued currency intervention, mone-
tary tightening in the United States, or a combina-
tion of both. This course, too, has its drawbacks.
Heavy intervention might result in unwanted
monetary expansion. Tighter credit and rising U.S.
interest rates would increase the risk of a domestic
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recession and of a further disruption of the stock
market. Concerted policy action by the main in-
dustrial countries therefore seems the only way to
reduce payment imbalances to sustainable levels,
avoid a recession in the United States, and set the
stage for steady growth worldwide during the next
decade.

The United States’ low private saving rate means
that it cannot safely maintain fiscal deficits as large
relative to GNP as those of the other main indus-
trial countries. Further fiscal action would reduce
its aggregate domestic demand and its overall
saving-investment deficit. To maintain adequate li-
quidity in financial markets and stimulate domestic
investment, especially in export industries, the
U.S. government should avoid tightening its mon-
etary stance. With sufficient fiscal restraint it
should be possible to achieve lower real interest
rates and still contain inflationary expectations.

Fiscal contraction will be difficult. But without it
tight money and the attendant risk of a domestic
recession may be the only way to prevent further
weakness of the dollar and stem an acceleration of
inflation in the United States. Budget cuts amount-
ing to $76 billion for fiscal years 1988 and 1989 were
announced in November 1987 in the wake of the
stock market crash. They are a step in the right
direction. However, they may not suffice to cut the
federal budget deficit to less than its 1987 level of
$151 billion. Further reduction of the deficit is
therefore needed.

Firm action along these lines can reduce the
United States’ external deficit, stabilize its ratio of
net foreign liabilities to GNP, and gradually restore
stability in currency markets. But rapid fiscal con-
traction and lower U.S. imports would depress the
world economy. Unless a slowdown in domestic
demand in the United States can be offset by in-
creased demand in the countries with external sur-
pluses, the correction of imbalances will be pro-
tracted and the risk of recession will increase.
Under these circumstances Japan should maintain,
and Germany accelerate, the growth of domestic
demand by using a combination of monetary ac-
commodation, fiscal expansion, and structural re-
form. k

An accommodating monetary stance in both
countries would help to keep down their interest
rates, ease further downward pressure on the dol-
lar, and permit a more flexible U.S. monetary pol-
icy. Fiscal stimulation will continue to be limited by
domestic policy concerns. In Japan the need to re-
duce the existing burden of government debt is
seen as paramount; Germany is unwilling to jeop-



ardize its successful reduction of fiscal deficits. As
a minimum, however, both should refrain from
further procyclical fiscal tightening. In Germany
additional stimulation of investment—and im-
proved investment efficiency—through tax cuts
and reduced market rigidities would also be desir-
able. Appropriate steps include eliminating do-
mestic subsidies, improving the flexibility of labor
markets, and deregulating domestic trade and dis-
tribution. Finally, both countries could reduce bar-
riers to trade, which combined with stronger do-
mestic demand would also create new and much
needed export opportunities for developing
countries.

In contrast to Germany, several countries in Eu-
rope already face considerable pressure on their
current accounts and are likely to incur deficits in
1988 and 1989. Since they also face rising domestic
inflation, they are ill placed to offset the effect of
U.S. contraction. However, smaller European
countries with a strong external position—the
Benelux group and Switzerland—could also con-
tribute to the international adjustment process by
increasing domestic demand, increasing imports,
and improving the efficiency of their markets
through structural reforms.

Finally, the two largest Asian NIEs could in-
crease the momentum of global adjustment by re-
ducing their current account surpluses. Lower im-
port barriers and further currency appreciation in
these countries would reinforce the benefits of in-
creased domestic demand growth and of concur-
rent fiscal contraction in the United States.

These combined steps could translate into signif-
icant benefits for the global economy: a gradual
reduction of international payment imbalances,

Table 1.3 Growth of real GDPF, 1965 to 1987

(annual percentage change)

greater financial stability, and falling unemploy-
ment would move the world economy to a higher
growth path for the next decade. The benefits for
developing countries would also be important.
Strong growth in industrial countries would assist
them directly through greater demand for their ex-
ports. In addition lower U.S. trade and budget def-
icits would lessen U.S. dependence on foreign sav-
ings and result in lower interest rates. This more
favorable external environment would make it eas-
ier for developing countries to service their debt. If
combined with measures to restore the creditwor-
thiness of problem debtors and to facilitate new
lending, the improvement in the global economy
would also permit a reduction in the net resource
transfers by developing countries. This, in turn,
would enhance their prospects of sustained adjust-
ment with growth.

Developing countries in the world economy

Until the end of the 1970s GDP growth in develop-
ing countries remained generally strong, continu-
ing the trend of the 1960s (see Table 1.3). After 1980
their growth rates dropped from an average of 5.4
percent a year during 1973-80 to 3.9 percent for
1980-87. China and India were important excep-
tions because of major growth-promoting policy
reforms during the 1980s (see Box 1.4). The decline
can be traced in part to unforeseen changes in the
world economy. These changes not only had a di-
rect adverse effect; they also exposed the unsus-
tainability of the macroeconomic policies that
many developing countries had adopted during
the 1970s. Those most profoundly affected had
four things in common:

Average, Average, Average,

Country group 1965-73 1973-80 1980-85 1986 1987
Industrial countries 4.5 2.8 24 2.7 2.9
Developing countries 6.5 5.4 3.2 4.7 3.9
Low-income 5.5 4.6 7.4 6.4 5.3
Excluding China and India 3.4 3.4 3.0 4.8 4.5
China and India 6.1 4.9 8.6 6.8 5.4
Low-income Africa 3.6 2.0 0.7 3.7 3.0
Middle-income 7.0 5.7 1.6 3.9 3.2
Oil exporters 7.0 5.9 0.9 0.3 0.8
Exporters of manufactures 7.4 6.0 5.8 7.2 5.3
Highly indebted countries 6.9 5.4 0.1 3.5 1.7
High-income oil exporters 8.7 8.0 =25 -8.1 -29

Note: Data for developing countries are based on a sample of ninety countries.

23












Sub-Saharan Africa purchasing power declined
sharply as commodity export volumes stagnated.
All these regions faced similar trends in prices. The
differences between trends in purchasing power
must therefore be attributed to varying degrees of
flexibility in supply response. That response, in
turn, depended in no small measure on the do-
mestic policy environment (see World Development
Report 1986).

The growth in the value of manufactured exports
from developing countries also slowed consider-
ably after 1980, from an average of 25 percent dur-
ing the 1970s to 9 percent after 1980, while the rate
of growth in the volume of exports declined from
13 to 9 percent during the same period. Again
these declines were most pronounced in Latin
America and Sub-Saharan Africa, where they com-
pounded the loss in the purchasing power of non-
oil commodity exports. However, even the best
performers experienced a decline in the growth of
exports of manufactures during the early 1980s,
mainly caused by the recession and rising protec-
tionism in industrial countries (see World Develop-
ment Report 1987, chapter 8).

Changes in the purchasing power of total ex-
ports capture the overall effect of these changes in
prices and trade volumes (see Figure 1.7). The four
major country groups discussed above fared quite
differently after 1980. The purchasing power of
East Asia’s exports rose by 45 percent from 1980 to
1987, after doubling during the preceding five
years. In South Asia purchasing power of exports
improved moderately, while in Latin America it fell
by 26 percent. Sub-Saharan Africa fared worst.
The purchasing power of its exports was cut by
more than half between 1980 and 1987; this fully
reversed the gains of the 1970s. The divergence
can only be partly accounted for by differences in
the structure of trade. Economic flexibility in re-
sponding to essentially similar external forces is
the major factor. However, GDP growth in almost
all developing countries has been retarded since
1980 by the slowdown in international trade (see
Table 1.3).

To sum up, growth and trade policies in indus-
trial countries have a direct bearing on export op-
portunities for developing countries. Steady
growth and more liberal trade policies in industrial
countries have benefits for the wider world econ-
omy. But the developing countries’ own policies
help to determine how vulnerable they will be to
such external factors. Prudent macroeconomic pol-
icies and outward-looking trade strategies give de-
veloping countries greater resilience and flexibility.

Box 1.5 illustrates the scope and need for domestic
adjustment in Sub-Saharan Africa. With sound
policies in place developing countries can gener-
ally preserve domestic growth, even in periods
when the external environment deteriorates.
In contrast, failure to adjust makes growth less
certain.

External finance

Besides trade, the cost and availability of interna-
tional finance are the other main external determi-
nants of the economic performance of developing
countries. The debt crisis has had a profound im-
pact. One of the most urgent tasks facing the inter-
national community is to find ways of reducing the
drag exerted by the continuing debt overhang on
economic growth in the developing world.

DETERIORATION IN THE AVAILABILITY AND COST OF
EXTERNAL FINANCE. Developing countries have tra-
ditionally been net importers of capital; their do-
mestic savings are generally insufficient to meet
their investment needs. The availability and cost of
such external finance depend mainly on the overall
size of the pool of exportable savings in capital-
surplus countries and on the competing claims on
that pool. During the 1980s both moved against
the developing countries.

Between 1974 and 1982 the two oil price shocks
had created a temporary savings surplus in high-
income, oil-exporting countries. Their surplus
funds were recycled to developing countries. This
process is now well understood. In addition to in-
creasing their development aid, high-income, oil-
exporting countries placed much of their surplus
oil revenue with international commercial banks in
the form of short-term Eurodollar deposits. This
contributed to raising liquidity in the international
banking system because credit demand in the in-
dustrial countries had been depressed by the oil
price shocks. Liquidity and monetary expansion in
the industrial countries drove real interest rates
down. It also prompted banks to compensate for
the slack in their traditional markets by lending
more to developing countries.

Commercial lending to developing countries—
along with official lending and aid—grew very rap-
idly during this period. As a result the total
medium- and long-term debt of developing coun-
tries rose fourfold in nominal terms, from about
$140 billion at the end of 1974 to about $560 billion
in 1982. In real terms it more than doubled (see
Figure 1.8). Loans to central governments and
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Table 1.4 Debt indicators in developing countries, 1975 to 1987

(percent)
Country group
and debt indicator 1975 1980 1981 1982 1983 1984 1985 1986 19872
All developing countries
Debt service ratio 13.7 16.2 17.9 21.0 19.7 19.5 21.8 22.6 21.0
Debt-GNP ratio 15.7 20.7 22,4 26.3 31.4 33.0 35.9 38.5 37.6
Highly indebted countries
Debt service ratio 24.0 27.1 30.7 38.8 34.7 33.4 33.9 37.7 32.7
Debt-GNP ratio 18.1 23.3 25.6 32.4 454 47.5 49.5 54.1 55.9
Low-income Africa
Debt service ratio 10.2 13.6 14.6 14.2 14.2 15.1 17.9 19.9 34.7
Debt-GNP ratio 25.2 39.8 4.2 48.0 55.1 62.0 68.9 72.1 76.2

Notes: Data are based on a sample of ninety developing countries. The debt service ratio is defined as the dollar value of external debt payments
(interest and amortization) on medium-and long-term loans expressed as a percentage of the dollar value of exports of goods and services. The
debt-GNP ratio is defined as the dollar value of outstanding medium-and long-term debt expressed as a percentage of dollar GNP.

a, Estimated. Ratios do not assume further buildup of arrears. This accounts for the sharp increase in the debt service ratio for low-income Africa

in 1987.

deteriorate until 1986. Despite a modest improve-
ment in 1987 they are still worse than in 1982. In
other words, despite drastic cuts in the growth of
aggregate domestic demand (from an annual aver-
age increase of 5.8 percent between 1973 and 1980
to less than 1 percent during the next seven years),
the highly indebted countries have seen little im-
provement in exports and a severe decline in eco-
nomic growth. Poverty is on the rise (see Box 1 in
the Overview). In several countries the economic
and social costs of prolonged retrenchment are
causing adjustment fatigue.

Negotiations between creditors and debtors
have gradually become more confrontational. In
1985 Peru announced that it would limit the servic-
ing of its long-term public debt to 10 percent of its
export revenues. In 1986 it applied the ceiling to

Table 1.5 Current account balance, 1973 to 1987
(billions of dollars)

private sector debt as well. In February 1987 Brazil
suspended debt service payments on medium-
and long-term debt owed to commercial banks; af-
ter protracted negotiations with its creditors it
started to clear up its payment arrears in early
1988. In November 1987 U.S. bank examiners
came close to declaring Brazilian debt "‘value im-
paired,” which would have required large write-
offs by creditors. Unilateral restrictions on debt
service threaten economic performance in the
longer term because they inevitably disrupt access
to short-term trade finance and to longer term de-
velopment funds.

Future defaults and moratoria might yet occur.
This danger remains a potential threat to the stabil-

ity of the international financial system. Moreover,

import compression in the highly indebted coun-

Average, Average,

Country group 1973-79 1980-82 1983 1984 1985 1986 1987
Industrial countries -5.1 —34.9 -23.3 -60.8 —-50.4 -19.7 -50.3
Developing countries —27.5 —82.2 —-44.7 —18.5 -23.5 -21.3 2.1
Low-income -34 -9.7 -2.7 -4.2 -224 ~-16.6 -9.6
Excluding China and India -3.6 -8.5 -4.9 —4.2 -5.7 -5.3 -5.9
China and India 0.1 -1.1 2.2 0.0 —-16.8 -11.2 -3.6
Low-income Africa =23 -5.8 -35 -2.9 -2.9 -3.2 -4.4
Middle-income -24.1 —-72.5 —-42.1 -14.3 -1.1 -4.7 11.7
Oil exporters -5.8 -15.6 -59 3.2 0.1 —18.5 -8.8
Exporters of manufactures -10.2 -25.9 -5.8 52 —4.7 10.3 25.9
Highly indebted countries -14.2 —43.4 —-13.9 1.0 0.6 -114 -7.2
High-income oil exporters 22.7 53.6 -0.2 1.7 7.4 2.7 1.0

Notes: The total current account balance for industrial, developing, and high-income, oil-exporting countries is less than zero primarily because of
counting and measurement discrepancies in the balance of payments reporting, especially on trade in services and on the income of foreign

assets.
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tries is hampering the export growth of the indus-
trial countries—especially the United States. From
1980 to 1986 the U.S. trade balance with Latin
America turned from a surplus of around $2 billion
to a deficit of $13 billion. As long as debt service
continues to absorb a large part of the debtors’
export revenues, their imports will not revive and
global economic growth will suffer.

Dealing with the debt overhang:
the need for a comprehensive framework

There can be no simple, single solution to the debt
problem: a comprehensive framework is needed.
Its main objectives should be, first, to enable
debtor countries to allocate more resources to in-
vestment and consumption and, second, to
strengthen their creditworthiness, thus eventually
permitting a resumption of voluntary commercial
lending. Debtors and creditors alike stand to gain
from such an approach. As creditworthiness is re-
stored, the secondary-market discounts on out-
standing debt—which exceed 50 percent for many
of the highly indebted countries—would drop.
Moreover the debtors’ improving growth pros-
pects would enable them to import more from the
industrial countries. That would assist in the
global correction of external imbalances.

A framework to reduce the burden of debt must
have two elements. First, the debtors need to grow
faster and export more. Second, the cost of debt
service must fall. With the right policies in both
industrial and developing countries, these ele-
ments can go hand-in-hand.

STRUCTURAL ADJUSTMENT. The key to faster
growth and better export performance is the more
efficient use of domestic resources in both the pub-
lic and private sectors. Macroeconomic stabiliza-
tion needs to be supported by sectoral policy re-
form in trade, agriculture, industry, energy, and
human resources. This affects the use of public re-
sources directly and influences the use of private
resources through improved incentives of taxes,
subsidies, and regulation. Countries such as Co-
lombia, Indonesia, Republic of Korea, and Thai-
land were able to avoid major debt problems
mainly because of their relatively sound economic
policies. In other countries, though, once access to
foreign capital was lost, investment dropped. As a
result those countries found it harder, economi-
cally and politically, to reform domestic policies.
The programs of structural adjustment that are
now being pursued in several highly indebted
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countries are therefore designed to permit faster
economic growth by improving the economies’
supply response.

NEW EXTERNAL CAPITAL INFLOWs. Capital inflows
from official and commercial sources can help to
finance new productive capacity and provide sup-
port for policy reform and growth. This has been
the rationale for the balance of payments support
provided by the IMF and the World Bank. For the
foreseeable future, however, new lending is likely
to remain scarce. In any case it will help only if
used efficiently. Turkey shows that a combination
of good policies, ample supplies of external
funds—including aid—and a favorable external en-
vironment can successfully restore creditworthi-
ness through growth. For low-income countries,
new external capital, especially from official
sources, is essential. Unfortunately, many low-
income countries have suffered a decline in lend-
ing from industrial country governments. For ex-
ample, disbursements of long-term bilateral official
loans to low-income African countries declined
from $2.1 billion in 1981 to $1.2 billion in 1986,
reinforcing the fall in net resource transfers. Ja-
pan’s recent initiative to increase grants and con-
cessional flows to developing countries is, there-
fore, most welcome (see Box 1.3).

A BETTER TRADING ENVIRONMENT. As discussed
above, favorable prices for developing-country ex-
ports and unimpeded access to growing markets in
industrial countries can greatly strengthen the ef-
fectiveness of both domestic policy and external
finance. Slower growth and increased protection
in the industrial countries have narrowed export
markets and depressed commodity prices for the
debtors. The industrial countries should reverse
the trend of rising protectionism—for their own
benefit, as much as for that of the developing
countries.

LOWER INTEREST RATES. Long-term solvency de-
pends directly on the cost of debt. A simple rule of
thumb is that if the real interest rate exceeds the
rate of growth of exports, the debt service ratio will
tend to rise. Between 1981 and 1986 this condition
held for the developing countries in general, and
for the highly indebted countries in particular.
Conversely, lower interest rates can significantly
reduce the debt service burden over time. For the
highly indebted, middle-income countries, at their
present level of external indebtedness, every per-
centage point decrease in the cost of debt service



would lower their interest burden by an estimated
$5 billion and reduce their debt service ratio by
about 4 percentage points. Economic policies in
the industrial countries—especially the stance of
U.S. fiscal and monetary policy—determine inter-
est rates worldwide. A return to low and stable
interest rates would significantly improve the pros-
pect of a gradual release from the debt overhang.

DEBT RESTRUCTURING AND DEBT RELIEF. Another
approach is to alter the profile of debt service
through debt restructuring. Depending on its
terms, restructuring may involve nothing more
than a deferral of debt service, leaving the dis-
counted present value of total debt service un-
changed. Alternatively it may involve an element
of debt relief. This, in turn, might be either "‘non-
concessional,”” in the case where a trade in debt
instruments lets the debtor share in a market dis-
count, or "'concessional,”’ in the case where it in-
volves the provision of public funds or explicit for-
giveness of debit.

The need for alternative forms of debt
restructuring—and their feasibility—will vary from
country to country and over time. At its outbreak
the debt crisis was commonly viewed as a problem
of lack of liquidity; debt restructuring emphasized
rescheduling with generally little relief. Subse-
quently awareness grew that the debt problems of
some countries involved more fundamental issues
of solvency, and a secondary market developed for
the debt instruments of highly indebted develop-
ing countries. The development of this market re-
sulted in a range of nonconcessional instruments
for debt restructuring and relief, generally known
as the “menu approach.”” It includes transactions
such as debt-equity swaps, securitization, and in-
terest capitalization (see Box 1.6). For some of the
highly indebted countries these instruments have
been used effectively in combination with domes-
tic policy reforms and new money packages from
commercial and official sources. The World Bank is
actively supporting these developments (Box 1.7).

Concessional debt relief usually follows the rec-
ognition by creditors that a country’s limited pros-
pects for growth and expanded exports will limit
its ability to regain solvency, even with effective
domestic policy reform, injections of new money,
or changes in the timing and structure of debt.
Precedents for concessional debt relief exist. One
example is the United States’ cancellation of large
war debts after World War II. This contributed to
the successful postwar reconstruction of Europe.
In contrast, the debts and reparation obligations

after World War I were among the factors that led
to protracted economic difficulties. Moreover bilat-
eral official debts of some low-income developing
countries have been forgiven by many industrial
countries. Expanded programs of concessional
debt relief for the poorest countries, complement-
ing domestic policy reform and supported by addi-
tional aid, are undoubtedly needed, especially for
Sub-Saharan Africa. The debt of these countries
consists mostly of official claims, so decisions
about debt relief lie squarely with industrial coun-
try governments. The Venice economic summit of
June 1987 endorsed the principle of concessional
relief for the poorest countries. Recent progress
and further options in this area are discussed in
the World Bank’s World Debt Tables 1987-88.

The issue of debt relief for the highly indebted,
middle-income countries is more complex because
prospects for medium-term growth are reasonable
for some countries, assuming satisfactory domes-
tic policies. Moreover some countries have suc-
ceeded in significantly expanding their exports
with realistic exchange rate regimes and appropri-
ate incentive frameworks. The bulk of their debt is
owed to commercial creditors. Because of the sub-
stantially better economic prospects and higher
per capita income of the middle-income countries,
most official donors have not been willing to pro-
vide concessional financing in face of the growing
demands of low-income countries and the scarcity
of aid resources. Under these circumstances re-
structuring and nonconcessional relief (that is,
debt reductions not exceeding market discounts)
have been seen as the appropriate course of action
for addressing their debt problems, with few ex-
ceptions. There nevertheless are a few highly in-
debted, middle-income countries whose per capita
income figures are misleading because they reflect
an enclave economy based on mineral exports. In
such countries the debt is so great, compared with
the productive potential of the nonmineral part of
the economy, that with the nonconcessional in-
struments available a return to creditworthiness
and growth remains very far off. If the interna-
tional environment were to deteriorate substan-
tially, many more countries could fall into this cate-
gory. There is the challenge for creditors, debtor
countries, regulators, tax authorities, and multilat-
eral financial institutions to find new financial op-
tions, including ways to pass on current market
discounts on debt to the debtor countries under
case by case, market-based approaches.

In sum, progress is needed simultaneously on
many fronts. Measures to improve the interna-
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built, the capacity for noninflationary growth and
reduced unemployment would also improve. Un-
der these circumstances real GDP growth in indus-
trial countries should eventually return to rates
similar to those of the turbulent 1970s and 1980s.
Between 1987 and 1995, however, average indus-
trial country growth would be 2.3 percent, or
slightly less than that for 1980-87 (see Table 1.6).
For many developing countries, especially the
highly indebted, middle-income countries and the
low-income countries of Sub-Saharan Africa, this
base case is decidedly unpromising. The prospect
is for the demand for developing-country exports
to slow down and for the real cost of servicing
foreign debt to remain close to its 1987 level. Their
economic growth will therefore be weak at best.
For the most vulnerable countries—Sub-Saharan
Africa, the highly indebted countries, and the oil-
exporting countries—per capita incomes would
stagnate or increase only slowly from their current

Table 1.6 Growth of real GDP, 1973 to 1995

(average annual percentage change)

depressed levels (see Table 1.7). The countries’
debt service burden would remain high (see Table
1.8). The tensions in the international financial sys-
tem would remain, and the willingness of both
creditors and debtors to search for cooperative so-
lutions to the debt problem would continue to be
strained.

This is a fragile situation—one that could rapidly
deteriorate. For example, a tightening of U.S.
money supply intended to stabilize the dollar
might trigger a world recession instead. The
process might begin as a repetition of the events of
late 1987: a steep drop in stock markets worldwide
followed, after a lag, by a further substantial fall in
the dollar as international investors flee to other
currencies. This could damage investment and
consumption worldwide, enough to induce a deep
recession. Dollar interest rates would rise as the
flow of foreign capital to the United States dried
up. The developing countries might therefore si-

Country group 1987-95
and indicator 1973-80 1980-87 Base High
Industrial countries 2.8 2.5 2.3 3.0
Developing countries 5.4 3.9 4.2 5.6
Low-income countries 4.6 7.4 5.4 6.5
Middle-income countries 5.7 2.4 3.6 5.1
Qil exporters 5.9 1.0 2.7 3.7
Exporters of manufactures 6.0 6.3 5.0 6.5
Highly indebted countries 5.4 1.1 3.2 4.8
Sub-Saharan Africa 3.3 0.2 3.2 3.9
Memo items
Inflation rate? 8.2 4.1 4.0 3.2
Real interest rate®* 1.3 5.6 2.6 2.1
Nominal interest rate* 9.3 10.5 8.1 7.7
Note: All growth rates for developing countries are based on a sample of ninety countries.
a. Weighted average of industrial countries” GDP deflators expressed in local currency.
b. Average six-month U.S. dollar Eurocurrency rate deflated by the GDP deflator for the United States.
c. Average annual rate.
Table 1.7 Growth of real GDP per capita, 1973 to 1995
(average annual percentage change)
1987-95
Country group 1973-80 1980-87 Base High
Industrial countries 21 1.9 1.8 2.6
Developing countries 3.2 1.8 2.2 3.6
Low-income countries 2.5 5.5 3.5 4.6
Middle-income countries 3.2 0.1 1.5 3.0
Qil exporters 3.2 -1.6 0.2 1.3
Exporters of manufactures 4.0 4.6 3.4 4.9
Highly indebted countries 2.9 ~1.3 1.0 2.5
Sub-Saharan Africa 0.5 -2.9 0.0 0.7

Note: All growth rates for developing countries are based on a sample of ninety countries.
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Table 1.8 Current account balance and its financing in developing countries, 1987 and 1995

(billions of dollars)
All developing countries Highly indebted countries Sub-Saharan Africa
1995 1995
Item 1987 Base High 1987 Base High 1987° Base High
Net exports of goods and nonfactor
services 27.6  —24.4 -41.0 253 350 308 -3.0 -43 -37
Interest on long-term debt 55.9 73.3 75.4  30.1 36.3 359 3.7 5.8 5.6
Official 17.0 26.6 26.5 6.7 9.0 8.8 2.1 3.5 3.4
Private 38.9 46.7 489 234 27.3 271 1.5 24 2.2
Net official transfers 16.0 21.7 23.2 1.1 2.3 2.2 3.7 7.6 7.8
Current account balance 21 —40.6 -521 -7.2 1.3 -16 -7.2 =50 -4.0
Long term loans, net 30.4 43.8 648 14.3 -7.7 —4.4 5.2 4.4 3.3
Official 19.6 35.3 36.9 6.9 5.6 5.0 3.3 7.3 6.8
Private 10.8 8.6 27.9 75 -13.3 -9.4 1.9 -29 -35
Debt outstanding and disbursed® 886.0 1,113.8 1,184.7 441.4 447.1 456.9 92.9 129.7 125.7
As a percentage of GNP 37.7 23.9 225  53.6 289 259 731 589 53.0
As a percentage of exports 145.3 94.5 85.4 300.4 172.8 155.3 263.3 215.9 190.6
Debt service as a percentage of exports® 20.2 15.6 13.7  35.2 373 33.0 255 245 225

Notes: Data are based on a sample of ninety developing countries. Subcategories may not add to totals because of rounding. Net exports plus
interest does not equal the current account balance because of the omission of private transfers and investment income. The current account
balance not financed by loans is covered by direct foreign investment, other capital (including short-term credit and errors and omissions), and

changes in reserves. Ratios are calculated using currrent price data.
a. Estimated.
b. Based on long-term debt only.

multaneously have to face deteriorating exports,
commodity prices, terms of trade, and debt service
costs. The magnified risk of debt defaults would
then feed back on prospects for the broader world
economy. In short the risk of a severe setback for
the global economy is real. The steps necessary to
avoid it are well worth taking.

The high case

The best way to avoid these risks is for the indus-
trial economies to adopt the economic policies that
lead to the “"high-case’’ scenario.

¢ Prompt and convincing steps to reduce pay-
ments imbalances, as suggested here, would rap-
idly restore confidence and equilibrium to financial
markets worldwide. In the short term, private in-
vestment and consumption would rise, and infla-
tion and real interest rates could be held within
reasonable bounds.

* Renewed efforts at structural reform—through
higher and more efficient private investment, the
elimination of bottlenecks in labor markets, and
the reduction of protectionism and agricultural
subsidies—would greatly improve the industrial
economies’ potential for growth. Steps toward fur-
ther integration and internal liberalization are cur-
rently envisaged in the EC by 1992. This too could
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make an important contribution to longer term
economic revival in the industrial countries.

Under these conditions it should be possible to
achieve real annual growth rates of around 3 per-
cent during 1987-95 in the industrial world (see
Table 1.6) and perhaps even higher rates toward
the end of the decade. The principal obstacle to
achieving this result appears to lie not in the task
of identifying the appropriate policies, but in find-
ing ways to overcome political opposition to them.

An improved medium-term outlook for the in-
dustrial countries would greatly help the develop-
ing countries, too. By combining the direct effect of
a more favorable external environment (higher ex-
port demand, improved commodity prices, and
lower interest rates) with its indirect benefits
(greater acceptability of domestic policy reform,
improved access to external capital, and lower net
resource outflows), the high case projects better
economic performance in the developing world
(see Tables 1.6 to 1.8). As in the past these im-
provements will be unevenly spread across coun-
tries. Highly indebted countries and exporters of
manufactures would see substantial improve-
ments in growth of per capita incomes. In contrast,
even in this optimistic case, Sub-Saharan Africa
would recoup the losses of the past only very
slowly. Continued high population growth and the



ongoing effect of existing structural rigidities mean
that even apparently modest improvements pose a
challenge.

The outlook for the developing countries de-
pends critically on their own domestic policies.
Whatever the international environment, they
must seek to adjust in ways that minimize the ef-

fect of any deterioration in that environment on
their growth and to maximize the benefits from
any improvements. The rest of this Report dis-
cusses the role public finance can play in support-
ing effective adjustment over the short and me-
dium term and in setting the stage for successful
long-term development.
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economists and policymakers as a natural and
even necessary ingredient of development. In
what can be called the "’public interest’” view, gov-
ernments must intervene to foster development:
the unmodified interaction of private agents will
not achieve the goals of economic efficiency,
growth, macroeconomic stability, and poverty
alleviation.

According to this view, free markets under-
provide ""public’” goods such as national defense,
law and order, primary education, basic health, in-
frastructure, and research and development—
goods that benefit people other than the producers
or consumers. Equally, markets can overproduce
goods that impose costs beyond those borne by the
producer: traffic congestion, pollution, the deple-
tion of natural resources, and so on. In addition
the existence of monopolies, the lack of fully devel-
oped markets (especially for capital and insur-
ance), and gaps in the supply of information may
result in inefficient resource allocation and yield
savings and investment rates that are less than op-
timal. Market mechanisms may thus produce in-
sufficient growth as well as macroeconomic im-
balances, such as balance of payments deficits and
unemployment. According to the public interest
view, these market failures need to be corrected by
governments—through public provision of goods
and services, through public savings and in-
vestment, and through taxes, subsidies, and
regulations.

This approach reserves a special place for gov-
ernment in influencing the distribution of income
and alleviating poverty. Some argue that the inci-
dence of poverty determined by the market is not
usually just or appropriate, so that government
may—and should—step in. It might do so through
the degree of progressivity of taxes and through
expenditures targeted to the poor. Governments
often design poverty programs to ensure that the
poor are able to consume a minimum level of cer-
tain "“merit”’ goods, such as food or shelter.

In the developing economies the unmet backlog
of physical and social infrastructure, the low levels
of savings and investment, the need to foster eco-
nomic growth through modernization, and the
availability of concessional foreign funding for
public projects explain the rapid expansion of pub-
lic finance that is consistent with the public interest
view. While considering the growth of govern-
ment to be appropriate in general, the public inter-
est view also recognizes that the growth in govern-
ment spending may at times have been excessive.
Mistakes by government are seen as a serious

problem in practice, but not as inevitable or irre-
versible. Policy and administrative reforms have
commonly been proposed to correct such *’govern-
ment fajlures.”

During the late 1970s and 1980s concern about
the expansion of the public sector arose in the in-
dustrial and developing countries. Slow growth,
lagging private savings and investment, high infla-
tion, balance of payments deficits, heavy debt bur-
dens, continued poverty, and unemployment be-
gan to be seen, at least in part, as the result of the
excessive growth of the public sector. Even when
external events beyond the control of individual
countries were the immediate cause of many of the
difficulties, the actions of governments were often
blamed for having left the developing countries
poorly prepared. The late 1970s also marked an
important turning point in the centrally planned
economies, where reliance on direct command by
government was increasingly seen as a drag on
economic growth; during the 1980s several of
these countries have increased the role of markets.

These concerns found an intellectual underpin-
ning in the reemergence of what can be called the
"’private interest”” view of the public sector. Trac-
ing its roots back to the classical liberal economists,
especially Adam Smith, the private interest view
starts with the presumption that individuals,
whether in or out of government, use the re-
sources and influence at their disposal to further
their private interests, rather than any abstract no-
tion of the public interest. Although the pursuit of
private interests allocates resources efficiently in
competitive markets, this generally does not occur
when individuals use the monopolistic powers of
government to their own advantage. Politicians,
bureaucrats, and many private interests gain from
a growing government and greater government
expenditure. So, it is argued, the government’s
necessary role as provider of public goods needs to
be carefully circumscribed. Otherwise, inefficient
public and private provision of goods and services
is sure to follow.

The emergence of persistent fiscal imbalances
and the difficulties of implementing effective stabi-
lization and adjustment programs in developing
countries have also been explained by the private
interest view (see Box 2.2). Exponents of the pri-
vate interest view commonly suggest balanced
budget laws to prevent the emergence of fiscal def-
icits. Experience with such laws in developing
countries suggests, however, that they are unlikely
to be effective (see Box 2.3).

In their extreme versions the public interest and
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share of public spending in GDP, government
spending may be devoted to sectors or activities of
low priority, while high-priority sectors or activi-
ties get insufficient attention. Shifting public re-
sources from low- to high-priority areas can signifi-
cantly improve the effectiveness of the public
sector in supporting long-term growth and pov-
erty alleviation (Chapters 5 and 6).

o Appropriate structure of government. The quality
of the public sector hinges on the effectiveness of
its constituent parts—central, state, and local gov-
ernments and SOEs. A combination of excessive
control by the central government, poor account-
ability of decentralized agencies, and unclear fiscal
relations among the different parts of the govern-
ment have often contributed to an ineffective mo-
bilization and use of public resources in develop-
ing countries. Improving the structure of
government can significantly increase its quality
(Chapters 7 and 8).

¢ Good administration. The administrative capa-
bilities of government are an important constraint
on its ability to design and implement high-quality
expenditure and revenue programs. Improving
the quality of administration is an essential part of
improving the quality of government. (Public ad-
ministration reforms are addressed in this Re-
port only insofar as they relate directly to public
finance.)

Placing stress on the quality of government is
compatible with the view that the public sector in
many developing countries in recent years has be-
come overextended and has taken on responsibili-
ties it is ill equipped to handle. As a result expendi-
tures and available resources have been balanced
poorly. The challenge for governments is to exam-
ine their priorities and policies in the light of expe-
rience and limited resources. Often this will point
to a reduced role for government and a greater
reliance on private initiative. In some countries or
sectors, however, more public spending may be
appropriate—especially where protracted fiscal
austerity has led to deep, across-the-board cuts in
public spending. The rest of this Report explores
these choices and indicates ways to improve the
quality of public finance so that developing coun-
tries can respond to their present fiscal emergency
without seriously harming the prospects for long-
term growth. Although the focus is on public fi-
nance policies in developing countries, there is no
doubt that many of the lessons for policy apply
with equal force to industrial countries. The main
difference is that developing countries can even
less afford to waste their extremely scarce
resources than can the better-off industrial
countries.





















Some waste of resources can be eliminated with
little effect on growth; other forms of fiscal re-
straint can be damaging. Incentives to expand ex-
ports reduce the contraction of imports necessary
to restore external balance, and steps to promote
savings lessen the fall in investment required to
finance the fiscal deficit. Additional external fi-
nancing can buy time for new supply incentives to
take effect.

Stabilization and structural adjustment face dif-
ferent institutional constraints. Stabilization is of-
ten postponed, but it can usually be implemented
when a crisis forces events. In contrast, structural
adjustment seldom carries the same sense of ur-
gency; its results are less obvious and more grad-
ual. It often requires the support of a broader circle
of policymakers than stabilization, which is typi-
cally undertaken at the behest of the central bank
and finance ministry. Structural reforms are diffi-
cult, too, because they inflict visible damage on a
few and bring less obvious benefits to many. These
difficulties reinforce the tendency to pursue short-
run stabilization to the exclusion of structural ad-
justment during crises.

The interdependence of fiscal, monetary,
and exchange rate policies

Fiscal policy needs to be judged alongside the
other main tools of macroeconomic policy: mone-
tary policy and exchange rate policy. Macroeco-
nomic imbalances are often addressed by tighten-
ing monetary policy. However, the governments
of developing countries find it more costly to con-
trol the money supply than do their counterparts
in the industrial countries. To tighten monetary
conditions, they are usually forced to impose
higher reserve requirements on banks or to induce
the banking system to hold more government
bonds. In their shallow financial markets this often
provokes a bigger rise in interest rates than would
be the case in the industrial countries. Private bor-
rowers must therefore reduce their demands for
credit more drastically by decreasing capital invest-
ment or by going abroad for foreign loans. Higher
interest rates on existing private debt are also more
likely to cause financial distress for private enter-
prises and thus to weaken the banking system in
developing countries. Interest rate controls are

Table 3.1 Revenues from seignorage on currency in selected countries, average for 1980 to 1985

Seignorage
Level of revenues (increase Ratio of Currency Inflation
seignorage revenues in currency as a currency holdings growth (percent (percent
and country percentage of GDP) to GDP (percent) per year) per year)
High
Argentina 4.0 3.8 269 274
Bolivia 6.2 6.1 438 506
Ghana 2.2 6.1 45 54
Sierra Leone 2.4 7.7 35 43
Moderate
Brazil 1.0 1.4 129 147
Israel 1.1 1.3 165 181
Mexico 1.5 3.7 50 58
Peru 1.9 3.1 92 97
Turkey 1.2 3.8 38 46
Low
Bangladesh 0.6 4.0 16 12
Colombia 0.8 4.7 18 22
Coéte d’Ivoire 0.7 9.2 8 7
Dominican Republic 0.7 4.6 16 15
Korea, Republic of 0.5 4.3 13 9
Nigeria 0.8 7.2 13 16
Venezuela 0.4 4.5 8 12

Notes: This table measures only the seignorage corresponding to currency held by the public, since seignorage on banks’ holding of currency
reserves is difficult to measure for some countries. The first column is calculated as the end-of-year currency outside banks (IFS line 14a) minus
the end-of-year value of the previous year, divided by the current year GDP. The second column is the ratio of the average of beginning-of-year
and end-of-year currency outside banks to current GDP. The third column is the percentage change in currency outside banks from end-of-year to
end-of-year. The final column is the percentage change in the consumer price index (IFS line 64) from December to December. The geometric
average of growth rates is used for columns three and four; the arithmetic average of ratios is used for columns 1 and 2.

Source: IMF, International Financial Statistics.
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Table 3.2 External debt statistics for successfully adjusting debtor countries

and highly indebted countries, 1980 and 1986

Total external debt

Debt-GNP ratio Debt-export ratio

(billions of dollars) (percent) (percent) GDP growth
Country or country group 1980 1986 1980 1986 1980 1986 rate, 1980-86
Successfully adjusting debtor countries
Korea, Republic of 29.7 45.1 493 47.4 131.8  107.5 8.2
Thailand 8.3 18.0 25.1 4.7 9.3  148.4 4.8
Turkey 19.0 31.8 341 56.5 517.9  293.6 4.9
Seventeen highly indebted countries 287.6 4717  32.8 60.8 175.6  364.1 0.7

Most of the highly indebted countries responded
to the cessation of lending by tightening their fiscal
policies. This austerity helped them to avoid a gen-
eral suspension of payments, but it was insuffi-
cient to solve their debt problem. By 1985, Argen-
tina, Colombia, the Dominican Republic, Mexico,
and the Philippines had all achieved primary fiscal
surpluses. However, this improvement fully offset
neither the earlier deterioration in fiscal deficits nor
the decline in external financing. The interest on
foreign debt accumulated in the earlier fiscal ex-
pansion significantly added to the fiscal burden.
For example, in Argentina interest on the external
debt was equivalent to 17.1 percent of current pub-
lic revenues in 1985, while in Mexico it was 12.9
percent in the same year. As a result the consoli-
dated public deficit improved by far less than the
primary deficit. In Mexico, for example, large pub-
lic deficits remained although the primary balance
reverted to surplus.

Almost all the debtors supported their fiscal con-
tractions by devaluing their currencies. Depreci-
ated real exchange rates made debt service more
burdensome, although for many governments this
was more than offset by the rise in trade taxes and
export revenues. The devaluations were generally
associated with lower real wages. The real wage
fell in Mexico by 38 percent between 1981 and
1986, in Brazil by 21 percent between 1982 and
1984, and in Turkey by 45 percent between 1981
and 1986. Lower incomes were necessary to com-
press demand and improve the external balance.
But this dedline placed a heavy burden on the
poorest members of society at a time when social
spending was already being sharply cut.

To reinforce the effect of devaluation and fiscal
contraction on the external balance, many coun-
tries also tightened import restrictions after 1982.
This interrupted attempts at import liberalization,
which had been embarked upon earlier when for-
eign debt was freely available. In Mexico quantita-

tive restrictions were imposed on all imports, in
contrast to an average of 60 percent of imports in
the 1970s. (After 1984 the country moved back to-
ward import liberalization.) Argentina subjected
all imports to permits in 1984 and imposed a sur-
charge of 10 percent on imports in 1985. Chile
raised import duties and imposed surcharges dur-
ing 1982-84. Colombia increased tariffs and import
restrictions in 1983-84 and imposed an import sur-
charge of 8 percent in 1984.

Fiscal policy and private capital flows

The fiscal imbalances of the late 1970s and early
1980s contributed to the external debt crisis in sev-
eral ways—not merely through direct public bor-
rowing. Unsustainable fiscal policies and the ac-
companying overvalued exchange rates helped to
stimulate an exodus of private capital from the
heavily indebted nations. The inconsistency of fis-
cal policy and exchange rate targets also led in
some countries to large-scale external borrowing
by the private sector.

Unsustainable fiscal deficits provoke capital
flight because domestic savers anticipate a coming
crisis that is likely to involve a major devaluation
and new taxes on income and consumption. All
estimates of capital flight are highly uncertain and
controversial, but one recent study argued that it
has been a significant factor in the debt accumula-
tion of some countries. The estimate of cumulative
capital flight from Argentina during 1974-82 was
$31.3 billion. Nearly half of Venezuela’s external
debt is estimated to be due to capital flight. The
total for seven highly indebted countries was $92
billion, compared with an aggregate debt of $307
billion. Most of the countries that suffered from
severe capital flight had free currency convertibil-
ity at the time it occurred; countries with strict cap-
ital controls, such as Brazil and Colombia, were
less badly affected. Countries that maintained pru-
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creased the domestic savings available for produc-
tive investment. Capital flight also meant that the
costs of stabilization were often inequitably distrib-
uted. The rich protected their income and wealth
from devaluation and inflation by shifting assets
abroad, while the poor suffered real wage declines.

Capital flight began in many cases because stabi-
lization was postponed too long. Another contrib-
uting factor was lack of consistency in policy.
Some countries tried to control inflation by fixing
exchange rates or by depreciating them in real
terms at a preannounced rate, but they could not
sustain this policy alongside fiscal expansion. Ar-
gentina faced this problem during 1979-81; incon-
sistent policies led to massive capital flight and an
exchange rate crisis in 1981, followed by a rapid
real depreciation of the currency.

The interaction of fiscal policy with monetary
and exchange rate policy also affected private bor-
rowing. In Argentina private external debt grew
from $3.1 billion to $11.2 billion between 1978 and
1982, while in Chile it rose from $1.6 billion to $8.7
billion. Tight money and insufficiently contrac-
tionary fiscal policy drove up domestic interest
rates, while the comparatively low rate of currency
depreciation made foreign loans seem cheap to pri-
vate borrowers. Liberalized capital markets facili-
tated the inflow of foreign credits. The Chilean
government ran a modest surplus until 1982, but
even this was not contractionary enough to sustain
a fixed exchange rate in the face of wage index-
ation, inflation inertia, and a deterioration in the
terms of trade.

One oddity concerning the debt crisis, it might
seem, is that large-scale capital flight and private
foreign borrowing continued side by side. If the
private sector expected a breakdown of policy and
large devaluations, why did it keep borrowing? A
partial answer is that many governments implicitly
subsidized private borrowing. Argentina, Chile,
Mexico, and Venezuela subsidized private debt re-
payment after the crisis broke, either through dif-
ferential exchange rates or by explicitly taking on
private foreign debt (see Box 3.3). To the extent
that the private sector anticipated these subsidies,
it was willing to keep borrowing. Distortions in
financial markets also help to explain simultaneous
capital flight and private borrowing. Where gov-
ernments relied on large reserve requirements to
finance deficits while maintaining strict monetary
policy, the resulting interest rate spread between
deposits and loans drove both savers and borrow-
ers offshore. In effect the government’s “"tax” on

financial intermediation led the private sector to
shift its financial intermediation abroad.

Inflation and internal debt management

After 1982 the highly indebted countries had to
rely much more on internal financing of their pub-
lic deficits. The fall in net external finance (that is,
in their current account deficits) was greater than
the reduction in their public deficits. That in turn
meant greater reliance on monetary finance and
internal debt accumulation. In some countries re-
duced foreign finance combined with devaluation
led to domestic financial crises (see Box 3.3). Some
governments assumed private foreign debt to pre-
serve the country’s international credit standing—
sometimes under pressure from commercial
banks—or to bail out private borrowers. Others
made substantial public transfers to keep their fi-
nancial systems afloat. Such operations further in-
creased the public sector deficit and the need for
additional internal financing.

Large exchange rate depreciations and growing
reliance on monetary finance caused inflation to
accelerate in many of the debtor countries during
their stabilization programs, despite falling fiscal
deficits. Faster money creation led to increased
revenues from the “'inflation tax,”” which helped to
finance the remaining public deficit. The behavior
of this ""tax’’ was quite unstable, however. Capital
flight and more rapid turnover of the money stock
had diminished the share of the money base in
GDP; accelerating inflation was therefore needed
to maintain the required financing. Governments
resorted to conventional and unconventional ways
of stopping inflation, with mixed results (see Box
3.4). Bolivia and Chile managed to stop runaway
inflation through fiscal austerity, although both
suffered recessions in the process. Argentina and
Brazil tried an unconventional (""heterodox”’) mix-
ture of price controls, wage policies, and monetary
reform but failed to halt inflation for lack of sup-
porting ("’orthodox’’) fiscal measures.

The highly indebted countries were aware of the
inflationary consequences of printing money.
Some used higher reserve requirements on domes-
tic bank deposits to raise seignorage revenues
without loosening their monetary stance. This was
important in Mexico in 1982, in Peru during 1984~
85, in the Philippines in 1986, and in Venezuela in
1983. Government borrowing from the banking
system also increased, either through forced bond
purchases or through borrowing at market rates.
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ate a resource outflow were able to maintain in-
vestment, in some cases slowing consumption to
do so. Partly through strong supply incentives,
countries such as Republic of Korea, Thailand, and
Turkey have maintained reasonable debt ratios
through strong income growth, without cutting to-
tal spending. Figure 3.5 shows the contrast be-
tween the steadily rising output, expenditure, and
consumption of these three countries and the
unhappy experience of their highly indebted
counterparts.

Why has the private sector in many highly in-
debted countries responded weakly to the export
incentives implied by the depreciation in the real
exchange rate? Although the fall in commodity
prices partly explains the poor export perfor-
mance, another factor is the great variability of fis-
cal policy, real exchange rates, and real interest
rates during the past five years (see Figure 1.7 on
the export volume performance of Latin American
countries). That degree of uncertainty makes in-
vestors reluctant to commit themselves, even if in-
centives are (temporarily) favorable. The more suc-
cessful economies generally pursued more stable
macroeconomic policies.

To sum up, many middle-income countries de-
veloped debt problems because of excessive fiscal
expansion and overvalued currencies, which made
them vulnerable to the rise in global interest rates
and the fall in export prices after 1981. Responding
to the cutoff of commercial lending, they have
achieved considerable fiscal adjustment by cutting
spending and generating additional revenue.
Growth has been severely curtailed, however, be-
cause of the reliance on investment cutbacks, im-
port rationing, and distortionary revenue in-
creases. Inflation has accelerated in many cases
because of large nominal devaluations and in-
creased reliance on monetary finance of the re-
maining budget deficits. Heavy burdens of internal
debt have also developed where governments
have relied on nonmonetary domestic finance.
Real wages have fallen, and the incidence of pov-
erty has risen.

There are no easy remedies. The experiences of
the more successful countries illustrate that pru-
dent fiscal policy and timely adjustment are essen-
tial before a crisis becomes too severe. This is an
important lesson for countries that have not yet
reached the crisis stage. However, the lesson
comes too late for most highly indebted countries.
The challenge for them is to continue shrinking
fiscal deficits without further contracting domestic
demand. Cuts in public spending should prefera-

bly be selective rather than across-the-board. New
revenues might come from increased user fees and
tax reforms to close loopholes and expand tax ba-
ses. Lower deficits would allow less reliance on
domestic financing and thus lower inflation and
interest rates, which would permit renewed
growth of the private sector. Redirecting spending
away from import-intensive uses and providing in-
centives to expand exports would reduce the need
to restrict demand. Moderate capital controls will
probably remain necessary in most countries to re-
strain short-term capital outflows, at least until full
stabilization is achieved. The adjustment task
would be far easier if the international environ-
ment improved. Lower international interest rates,
improved flows of financing to highly indebted
countries, or selective debt relief would enable
public and private investment to recover and
would allow the indebted countries to grow out of
their debt problems if appropriate domestic poli-
cies are pursued.

The fiscal management of commodity
export cycles

Many developing countries rely on one or two pri-
mary commodity exports as their major source of
foreign exchange. Often these exports also contrib-
ute revenue to the government budget, either
through direct state ownership or through export
taxes. Cyclical swings in commodity prices have
had a large effect on both external and fiscal ac
counts. The price increases of the 1970s and the
later unexpected collapses created fiscal crises in
many countries. With hindsight it is clear that re-
sources generated by the ""booms” (periods of
high export prices and volumes) were managed in
a way that left countries vulnerable to the coming
collapse. As a result some countries may even be
worse off for having experienced a boom.

Country experience with commodity booms

Figure 3.6 shows the behavior of public spending
and revenue before and after commodity booms in
selected countries. It shows a remarkable regular-
ity. In most countries public revenue accelerated
dramatically during the boom. This was some-
times due to direct state ownership of the enter-
prise producing the export commodity, as in oil
exporting countries such as Indonesia, Mexico,
and Nigeria. Elsewhere it resulted from the in-
creased profits of publicly owned marketing
boards or stabilization funds. When world prices
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ernment expenditure rose from 15 percent of GDP
in 1977 to more than 21 percent in 1979. Public
spending in C6te d’Ivoire shot up from 28 percent
of GDP to 35 percent in only one year, from 1976 to
1977. Increases in both current and capital spend-
ing were often of dubious economic merit. Gov-
ernment payrolls expanded, consumer subsidies
increased, and ambitious new investment projects
began. In the Dominican Republic, for example,
profits from sugar in the 1970s were used to subsi-
dize consumer purchases of petroleum products.
In many of the oil-exporting countries profits from
oil exports were used to keep oil prices artificially
low at home. Later evaluation of many of the pub-
lic investments begun during the boom shows that
they had very low rates of return. They were
plagued by cost overruns and delays. For example,
an analysis of a sample of investment projects in
seven oil-exporting countries showed that the larg-
est third of the projects had cost overruns averag-
ing 109 percent. A quarter of these suffered delays
of three to four years. Some were abandoned be-
fore completion; others were rendered uneconom-
ical by changed world market conditions. Mexico,
Trinidad and Tobago, and Venezuela began major
public investments in large steel plants in the
1970s, not long before the prolonged glut on world
markets. Far from paying the interest on the debt
that was raised to finance them, these projects be-
came a heavy drain on public budgets.

Even as the boom was ending, spending was
maintained or increased (see Figure 3.6). This led
to a jump in public deficits. Mexico’s, for example,
rose from 7.9 percent of GDP in 1980 to 17.5 per-
cent in 1982. The Nigerian public deficit rose from
1.1 percent of GDP in 1979 to 9.1 percent in 1981.
After a delay of several years most countries did
cut spending or raise revenue; in many cases they
were forced to do so because voluntary foreign
commercial lending stopped.

External debt had grown rapidly during the
boom in many countries; net capital flows were
reduced or even reversed during the bust. Foreign
commercial banks were eager to lend to
commodity-exporting countries during the boom
because of the apparent security provided by com-
modity revenue, while public sector borrowers
wanted to leverage their commodity revenues into
even greater spending growth. After revenue fell
sharply, nervous lenders were reluctant to make
new loans. For example, net flows of long-term
public external debt to Nigeria were $1 billion a
year as oil prices soared in 1979-80. During the
disastrous oil price slump of 1986, however, the

corresponding flow was only $20 million. Contrary
to the principle that debt should be used to smooth
such cycles, it exacerbated them.

The macroeconomic effects of the mismanaged
booms were similar in most countries. Real ex-
change rates appreciated excessively (see Figure
3.2). Exports of other goods declined, while im-
port growth accelerated under pressure from high
aggregate demand, overvalued exchange rates,
and the ready availability of foreign exchange. Ni-
geria’s imports increased from $9.7 billion in 1977
to $19 billion in 1981; Mexico’s more than quadru-
pled in value between 1977 and 1981. After the
boom, imports contracted sharply in Nigeria, from
$19 billion in 1981 to $4 billion in 1986, and in Mex-
ico, from $24 billion in 1981 to $12 billion in 1986.

During the boom, export revenues and capital
inflows led to a surge in central bank holdings of
foreign exchange reserves. This in turn led to rapid
monetary growth and higher inflation. In both
Cote d’'Ivoire and Kenya, for example, money
growth accelerated to more than 43 percent in
1977, and inflation reached 21 percent in both
countries. Inflation in Nigeria rose from 6 to 34
percent during the first oil boom, then from 14 to
44 percent during the second. Although most
economies became overheated, higher export
prices did not cause GDP growth to increase sig-
nificantly above its long-run trend. For example, in
Cote d’Ivoire growth was 7.0 percent during the
boom years of 1975 to 1980 compared with 7.9 per-
cent during 1965 to 1975.

Not all countries fell into the commodity cycle
trap. Botswana, Cameroon, and Indonesia man-
aged their boom revenues cautiously, by minimiz-
ing macroeconomic imbalances and easing adjust-
ment in the downswing. Spending did increase in
Cameroon and Indonesia in the boom, but the in-
creases were comparatively modest. Indonesia
avoided public deficits during the boom itself in
1979-81, and the downward adjustment in spend-
ing was rapid once the boom ended; in 1986-87 the
government responded promptly to another fall in
oil prices by cutting spending. In Cameroon up to
75 percent of the revenue generated during the
1979-81 oil boom was saved abroad, in part
through the repayment of public external debt. In
the aftermath of the boom, revenue continued to
grow faster than expenditure—partly thanks to
further growth in the volume of oil exports—so
that deficits were avoided until recently. Botswana
is an even more dramatic case. Its public spending
fell as a share of GDP during the diamond boom
after 1983. During the coffee boom of 1986 Colom-
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bia also showed exceptional fiscal restraint by cut-
ting expenditures while revenue was increasing
sharply.

Careful fiscal management greatly reduced the
macroeconomic side-effects of these countries’
commodity booms. Inflation either stayed level or
increased only slightly in Botswana, Cameroon,
and Indonesia. During the boom the real exchange
rate actually depreciated modestly in Cameroon
and Botswana, while in Indonesia the appreciation
was moderate compared with elsewhere. Exports
of other goods were satisfactory in all three cases,
and import growth remained within bounds.

Principles for managing commodity export cycles

One commonly stated principle for managing com-
modity price movements is that the revenue from
temporary price increases should be saved,
whereas income from permanent increases can be
spent. Usually this precept was disregarded, or
else price increases were erroneously assumed to
be permanent. In one sense, though, the principle
misses the point, which is that all commodity
prices have been extremely volatile during the past
decade. Classifying a particular shift as "“perma-
nent”” or “temporary” in such an environment is
uncertain. Policymakers therefore have to ask
which sort of mistake is more costly. The cost of
assuming a temporary price increase to be perma-
nent is probably higher than that of assuming a
permanent increase to be temporary. As the exam-
ples of Mexico, Nigeria, and others illustrate, it is
often difficult to rein back spending that increased
during a supposedly permanent boom—especially
if boom revenue was leveraged through borrowing
into even higher spending. Delays in adjustment
to the fall in export prices lead to further debt accu-
mulation. When the adjustment finally comes, it is
more difficult because countries have to cope not
only with lower commodity revenue, but also with
increased debt service and reduced flows of new
lending. A prudent strategy, therefore, is for the
public sector to save a large portion of its commod-
ity revenue.

The use to which these additional savings are
put determines how quickly the government can
respond to changed circumstances. The main alter-
natives are increasing the country’s net foreign as-
set position (either through repaying debt or accu-
mulating foreign deposits), reducing public
domestic debt, or raising public domestic invest-
ment. Besides the drawbacks of increased public
spending described above, public investment suf-
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fers from the defect that it is difficult to reverse:
new investment spending is hard to stop for
projects under way, and it is usually difficult and
time-consuming to sell physical assets once they
have been acquired. All this suggests that any ad-
ditional public investment financed by commodity
revenue should be limited to highly profitable
projects.

Although not completely without risk, foreign
assets are highly liquid and thus can be sold
quickly during bad times. Botswana has protected
itself against downturns in the diamond market by
increasing its foreign exchange reserves to cover
two years” worth of imports. Repayment of debt
reduces the public sector’s exposure to unstable
revenues and avoids the monetary pressures
caused by reserve accumulation at the central
bank. Cameroon (after 1978) and Colombia (in
1986) used their commodity revenues to repay
public external debt. Reducing the government’s
net debt to the central bank would also reduce
monetary expansion by offsetting (”sterilizing”’)
the increase in foreign exchange reserves; Colom-
bia used this method in 1986.

In addition many countries could usefully recon-
sider the balance between public and private sav-
ing during commodity booms. If governments
save a high proportion of boom revenues, this can
help the country to save enough in good times to
provide resources for consumption in bad times.
As discussed above, however, governments have
often spent too much in booms. It may be better in
many cases to allow private producers to retain
more of the boom revenue, so that they can them-
selves save during good times to prepare for bad
times. If private saving is thought to be inade-
quate, it may be due more to controls on financial
markets, such as low deposit interest rates, than to
any inherent defect in private savings behavior.
Wise policy would try to facilitate both public and
private saving during booms.

Adjustment in low-income Sub-Saharan Africa

In the 1980s low-income countries have faced eco-
nomic problems similar to other developing coun-
tries. These problems include fiscal and external
deficits, excess public indebtedness, overall eco-
nomic contraction, and inflation. However, the
problems in low-income countries have been par-
ticularly severe. The external debt problem has be-
come even more serious than in the highly in-
debted middle-income countries, with little
prospect for full debt servicing in the foreseeable



future. In 1986 the ratio of all external debt to GNP
in low-income Africa was 88 percent, compared
with 61 percent for the seventeen highly indebted
middle-income countries.

The special difficulties of low-income economies
arise from their limited flexibility, particularly in
the financing of public expenditure. Yet the need to
build up social and physical infrastructure makes
heavy demands on budgets. External financing is
mostly limited to official sources, domestic financ-
ing is restricted because of thin financial markets,
and the tax base is usually narrow. These countries
depend heavily on official development assistance:
in low-income Sub-Saharan Africa official develop-
ment assistance amounted to 12.2 percent of GNP
in 1986. However, the way the aid flows were man-
aged may have contributed to the severe adjust-
ment problems that became apparent in the 1980s.
The inflow of foreign exchange supported an ap-
preciation of real exchange rates, excessive imports
by urban consumers, and a resulting decline of
export- and import-competing sectors in the late
1970s and early 1980s. The mismanagement of aid
may also have contributed to low rates of domestic
saving.

The scarcity of public financing has led these
countries to rely on some highly distortionary
means of financing, including heavy taxes on the
main commodity export. These are usually imple-
mented through low producer prices paid by the
commodity marketing board or through differen-
tial exchange rates that penalize producers. Import
tariffs are another important source of revenue.
Low-income countries derive 38 percent of govern-
ment revenues from international trade taxes,
compared with 19 percent in middle-income coun-
tries. The revenue system of low-income countries
is thus very fragile and subject to wide swings as
external conditions change. Their high commodity
taxes have also encouraged the growth of black
markets and smuggling.

Fiscal and external deficits in Africa

Low-income African countries borrowed heavily in
the late 1970s and early 1980s to finance consump-
tion and domestic capital formation in the face of
declining export prices and volumes. The fall in
export revenues was the result both of their own
bad policies, such as heavy taxation of export com-
modities, and of weak growth in export demand
from the industrial countries. High fiscal deficits
led rapidly to external borrowing because the level
of domestic savings is low in most low-income

countries. In 1986 the average rate of gross domes-
tic saving in all low-income countries besides
China and India was only 8 percent of GDP, com-
pared with 23 percent in middle-income countries.
In Burkina Faso, Lesotho, Mozambique, and So-
malia saving was negative in 1986. The corres-
ponding levels of public and private consumption
were unsustainable without external financing.

After 1980 official and private creditors and the
countries themselves realized that the rate of pub-
lic borrowing needed to be cut. The debt troubles
of the highly indebted middle-income countries
also contributed to a drop in lending to low-
income countries. Total net lending to Sub-
Saharan low-income countries fell from more than
$4 billion in 1980 to less than $2 billion in 1985 (see
Figure 3.7). Repayments of principal on past offi-
cial credits, as well as a drop in new disburse-
ments, were to blame.

The countries were forced to cut deficits sharply.
In Kenya the primary deficit (that is, excluding in-
terest) fell from 7.4 percent of GDP in 1981 to near
zero in 1985, while in Malawi it dropped from 11.8
percent of GDP in 1981 to 1.0 percent in 1985. In-
terest payments increased in Kenya from 2.4 to 4.4
percent of GDP during the same period, however,
while in Malawi they rose from 4.6 to 6.3 percent
of GDP. This meant that the overall deficit im-
proved about 2 percent of GDP less than the pri-
mary balance. As with middle-income debtors, ex-
ternal debt service (including both interest and
amortization) was a large burden on the budget
and amounted to 34 percent of current public reve-
nue in Kenya and 44 percent in Malawi in 1985.
Debt service was also a heavy burden on the bal-
ance of payments, although severe import restric-
tion allowed current account deficits to improve in
line with improved fiscal balances.

Negative rates of economic growth and more re-
alistic exchange rates have dramatically increased
the ratio of outstanding and disbursed debt to
GNP in many low-income countries, despite the
drop in net flows of new debt. In Malawi the ratio
of public debt to GNP increased from 56 percent in
1980 to 71 percent in 1985, while in Kenya it in-
creased from 32 to 51 percent, in Zaire from 43 to
112 percent, and in Zambia from 61 to 133 percent.
Unfortunately adjustment to date has been at best
a matter of running harder to stay in place.

Exchange rate management in Africa

Overvalued real exchange rates have been particu-
larly common in Sub-Saharan Africa. They are at
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In summary, the fiscal problems of the low-
income African economies are even more severe
than those of the middle-income debtors and com-
modity exporters. Past fiscal deficits have left a leg-
acy of debt that complicates their present adjust-
ment efforts. Impressive reductions in fiscal
deficits have been achieved, but they have by ne-
cessity focused on unsustainable short-term mea-
sures. The scarcity of public revenue sources is
cramping attempts to correct structural distortions,
such as large gaps between official and parallel ex-
change rates, high tariffs, and low producer prices
for commodities. Fiscal reform is a way to resolve
the dilemma. Broader revenue bases would make
it possible for the low-income countries to reduce
or eliminate some of their most distortionary taxes.
A greater flow of external finance, together with
selective debt relief, would help support reform.

Fiscal policy and the growth imperative

The developing countries face a fiscal dilemma. On
the one hand, departures from prudent fiscal pol-
icy have helped to create economic crises involving
excessive debt and high inflation. Fiscal austerity
in these circumstances was unavoidable. On the
other hand, it is essential to restore growth, in-
comes, and employment. Several of the worst af-
fected countries are in depressions as severe as the
Great Depression of the 1930s.

One of the most important lessons from this sit-
uation is that overspending and unsustainable
growth carry a high cost. Countries that followed
stable macroeconomic policies were hurt far less by
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the turbulence of the 1980s. For example, Thailand
surpassed the Philippines, and Colombia outpaced
Peru in per capita income in the 1980s, although
the pairs were closely matched in the 1970s. The
poor also fared much better in the stable econo-
mies, although the excessive public spending that
helped to destabilize the other economies was
sometimes carried out in their name.

The only way to resolve the tension between
austerity and growth is to combine fundamental
fiscal reform with other measures in trade, indus-
try, agriculture, and finance. The recent progress
toward short-term stabilization can now be supple-
mented with structural adjustment to restart
growth. The contribution that sound public fi-
nance can make to this task is described in the
following chapters. The narrow public revenue
base in many developing economies can be ex-
panded through improved tax administration and
collection, new broadly based taxes such as the
value added tax, and increased reliance on user
charges for public services. This would make it
possible to rely less on the "inflation tax,”” exces-
sive trade taxes, and parallel exchange rates, all of
which can do great economic harm. Public expen-
diture can be shifted toward infrastructure and
away from subsidies for consumption and ill-
chosen capital spending. Reforms in local govern-
ment and state enterprises can also help to make
public spending more effective and revenue less
costly to raise. In these ways sound public
finance—more perhaps than any other area of
policy—offers opportunities to reconcile lower
public deficits with long-term economic growth.
























economic costs of trade and excise taxes are often
higher than those for income taxes and VATs. Re-
form of the tax structure must try to weigh these
two types of cost. The resulting tradeoff may sug-
gest different systems for different countries ac-
cording to the existing tax structure, the effective-
ness of the administrative apparatus, and the
structure of the economy. In Papua New Guinea
trade taxes are low, and the administration of an
income tax or VAT would be extremely difficult, so
the government has been advised to increase reve-
nue from trade taxation. In Thailand, by contrast,
trade taxes are high and have created serious dis-
tortions; the government has been advised to shift
toward a simple VAT.

The next two sections examine the options for
improving the design of commodity and income
taxes. However, ultimately it is the interaction of
the different taxes that determines revenue and in-
fluences economic behavior. For example, increas-
ing domestic or trade taxes on inputs used in pro-
duction may reduce the revenue collected from
taxes on company profits. It is important that tax
reforms also take account of these interactions.

Commodity taxation

Commodity taxes are taxes on the transaction of
goods and nonfactor services. They include the ar-
ray of taxes on domestic production and consump-
tion, as well as those on international trade. Re-
ducing the distortionary effects of commodity
taxes can be important for two reasons. First, they
currently account for 50 to 70 percent of all tax
revenue in most developing countries (see Figure
4.3). Second, in the early stages of development
governments often rely heavily on the least desir-
able sort of commodity taxes, namely turnover
taxes on domestic production and taxes on interna-
tional trade. These latter taxes are often used be-
cause they generate revenue with limited adminis-
trative costs. As economic and administrative
conditions change, however, it is useful to reassess
the tradeoff between the administrative and eco-
nomic costs of these tax instruments.

Taxes on domestic production and consumption

Production taxes are levied on goods before they
enter the distribution chain. Often they fall on
transactions between producers, such as the sale
of an intermediate good. As such they affect pro-
duction decisions and feed through the system of
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production to affect consumption decisions also.
In contrast, taxes on the sale of final goods only—
consumption taxes—do not generally affect the ef-
ficiency of domestic production. They are there-
fore a better way to raise revenue. Commodity
taxes, whether on domestic production or con-
sumption, can be general or selective.

GENERAL COMMODITY TAXES. The most common
general tax on production is the turnover tax. Its
base is every sale—whether between firms or be-
tween firms and consumers. As such it is a multi-
stage tax, activated at every stage of the
production-distribution chain. Turnover taxes are
relatively easy to administer because they do not
require tax authorities to differentiate between dif-
ferent kinds of transactions. This simplicity is
bought at the expense of distorting transactions
between producers. In addition this tax ‘‘cas-
cades”’: tax liabilities accumulate as each succeed-
ing transaction adds tax to that already paid at pre-
vious stages of production and distribution. This
increases the price of outputs that use taxed in-
puts, as in exports, and it generates differential
taxation of consumption even when the turnover
tax is applied at a single rate.

Under a pure consumption tax all domestically
consumed goods, whether imported or produced
locally, would be taxed at the retail stage. Rates
may vary for different consumer goods, but similar
goods would be subject to the same tax rate inde-
pendent of origin. All inputs into production—
intermediate products, raw materials, and capital
goods—and all exports would not be taxed. As a
result consumption taxes have some general ad-
vantages over other broadly based taxes. Unlike
production taxes they do not interfere with pro-
ducers’ choices between intermediate inputs, or
between the latter and factors of production (capi-
tal, land, and labor). Consumption taxes also do
not cascade through the production process and
do not create incentives for firms to avoid tax liabil-
ities through vertical integration. In contrast to
taxes on international trade, they do not favor pro-
duction of import-substitutes or reduce incentives
to produce for export.

Commodity taxes on consumption are of two
types. The first is a general sales tax on final goods
imposed at the retail level. This ensures that all
consumed goods are taxed, but leaves other goods
tax free. The second is a value added tax (VAT). In
its most popular version the VAT is a tax on con-
sumption. Applied to all transactions in the
production-distribution chain up to and including



the retail stage, it has the same final tax base as a
retail sales tax. Each intermediate purchaser in the
chain is able to credit taxes paid on purchases
against taxes due on sales. All inputs are therefore,
in effect, tax free. The final purchaser—the
consumer—has no means of crediting, and thus
all sales at this stage are taxed. The rate is set to
zero for exports. Thus, both general sales taxes
and comprehensive VATs have the economically
desirable properties of commodity taxes on
consumption.

Retail sales taxes are rare in developing countries
because of the prominence of informal distribution
networks. Instead, single stage manufacturer’s
sales taxes are commonly used, as in the Philip-
pines (before 1986) and Kenya. In some develop-
ing countries the pattern of sales taxes and excises
resembles a turnover tax—the sales taxes in Zam-
bia and Tanzania, for example, or the excises in the
Republic of Korea (before 1976) and India (before
1986).

The VAT has made consumption-type taxes more
accessible to developing countries (see Box 4.2).
Some distortions between sectors will remain be-
cause the VAT, although a high yield tax, can be
costly to administer for producers in agriculture
and services and for small enterprises generally.
However, a movement toward a VAT is likely to
promote efficiency while also generating a sub-
stantial amount of tax revenue.

India is a case in point. Until 1986 its extended
system of excise taxes covered a wide range of
goods, including intermediates. It thus resembled
a turnover tax. Because of cascading, export prices
included a 5 to 7 percent tax. This was only partly
offset by rebates. In addition the prices of goods
such as cereals and edible oils—especially impor-
tant to the poor—contained a 5-to-10-percent tax,
although they were nominally exempt. India
sharply reduced excises on intermediate goods in
1986 by implementing a modified VAT through the
manufacturing stage. A higher rate is required to
raise the same revenue as before, because the tax
base shrinks from gross output to net output.
However, the new tax will interfere less with pro-
duction and trade decisions.

SELECTIVE COMMODITY TAXES. Some taxes, by
their nature, cannot be broadly based. Taxes to cor-
rect for specific market failures, such as external-
ities, are best restricted to a few goods only, be-
cause a great deal of information is needed to
determine the appropriate rate structure. Taxes to
cover specific spending programs—fuel taxes to re-

cover road use costs, for instance—are sometimes
necessary, but the rates cannot deviate signifi-
cantly from taxes on close substitutes. Studies on
the Philippines, Thailand, and Tunisia found that
petroleum taxes led producers and consumers to
switch to other fuels. Other selective taxes include
traditional excises on demerit goods such as alco-
hol and tobacco, and luxury excises on goods such
as cars or jewelry.

Governments generally set the base and rates for
these selective taxes for ease of collection; thus the
taxes are often not well integrated with the broadly
based taxes. This is of greatest concern for excise
taxes, which are an important source of revenue in
most developing countries. In contrast to broadly
based taxes, many excise rates are specified per
unit of quantity rather than as a proportion of the
price. Therefore excises can be regressive and not
insulate revenues against inflation. Where infla-
tion proofing is desired, the tax rates should be set
relative to prices rather than quantities. For excises
on goods such as tobacco and alcohol, it is also
possible to retain specific rates, provided there is
periodic adjustment for inflation and the rate struc-
ture is differentiated to reflect distributional con-
siderations.

The case for some progressivity in commodity
taxes is strengthened by the limited coverage of
personal income taxes and the scale of evasion by
the highest income groups. So, for example, gov-
ernments that collect the bulk of their domestic
commodity tax revenue from a general tax, such as
a single rate VAT, can supplement this with a selec-
tive luxury or excise tax with a few rates. The base
of such a tax should be goods whose share in
household expenditure increases with income—
motor vehicles in Indonesia, for instance, or enter-
tainment and recreational services in Korea. Such
a tax can be outside the VAT crediting system if it is
restricted to final consumer goods. This distin-
guishes the combination of the VAT plus a luxury
excise tax used in Korea and Indonesia from the
multirate VAT used in the EC. The latter attempts
to promote equity within the rate structure of the
VAT and therefore within the crediting system.
This increases the administrative burden of the
VAT and may be premature for many developing
countries.

International trade taxes
International trade taxes generate about a third of

the tax revenue in developing countries and are
among the easiest taxes to administer.
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plex. For imported goods that have no domestic
competition, tariff rates are determined by the
need for revenue or adjustments in the exchange
rate rather than the need to achieve a desired de-
gree of protection. But for competing imports,
where protection is the primary concern, rates are
often differentiated, with goods for production
subject to lower rates than goods for consumption.
Rebates or duty drawbacks are often introduced to
avoid increasing the cost of production for ex-
porters and for firms that have been granted in-
vestment incentives. For equity reasons some basic
goods are either exempt from tariffs or subject to
very low rates, whereas luxuries are subject to
high rates. In some countries strategic or priority
imports, including government and parastatal pur-
chases, are exempt from duties. Finally, where
high rates do not stem the volume of selected im-
ports, quantitative restrictions or prohibitions are
introduced, but these entail a loss of tariff revenue.

The incentives generated by such complex sys-
tems are often not transparent. It would be prefer-
able to transfer as much as possible of the revenue
function of tariffs to broadly based domestic con-
sumption taxes, such as the VAT, and of the equity
function to selective taxes. Quantity restrictions on
trade are best replaced by tariffs, and "’specific”’
rates (per unit quantity) should be changed to ad
valorem rates (per unit price). These changes
would make it easier to rationalize the protective
functions of tariffs.

As noted above, a tax on domestic production
can also be collected from imports at the border.
This will fulfill the revenue function of a tariff and
be equally easy to administer without protecting
domestic producers. Similarly, if the objective is to
restrict the consumption of imported luxuries
rather than to stimulate their domestic production,
it is better to subject them to a domestic luxury tax
rather than a higher rate tariff. In the absence of a

retail-level consumption tax, the luxury tax on im-
ports can be collected at the border, with its do-
mestic counterpart collected at the factory gate—as
in Indonesia.

In rationalizing tariffs there is a general consen-
sus that protection should be reduced in the long
run because it penalizes consumers and promotes
inefficient patterns of production. In practice it is
hard to cut tariffs quickly because of revenue
losses and opposition from the protected sectors.

Moreover statutory tariff rates are a poor mea-
sure of the protection provided to domestic pro-
ducers because of interactions with other taxes. If
the domestic producer is subject to a domestic ex-
cise or turnover tax and the competing import is
not, then the nominal rate of protection is not the
statutory tariff, but the difference between the stat-
utory tariff rate and the domestic tax. If, in addi-
tion, domestic production uses imported inputs,
then the nominal rate of protection is unlikely to be
a good measure of the protection afforded to do-
mestic value added. A better measure is the effec-
tive rate of protection (ERP). This takes into ac-
count the interaction between tariffs on output and
inputs. The dispersion of ERPs is often large—
larger than for statutory rates—and can include
negative rates of protection (see Table 4.1). When
calculating ERPs, taxes on domestic inputs must
also be taken into account, so restructuring the
pattern of protection generally requires a joint re-
view of taxes and tariffs.

Import tariffs also implicitly tax exports. An in-
crease in import tariffs can result in an exchange
rate appreciation and the preferential treatment of
import-substituting industries. This reallocates re-
sources toward import-substituting industries and
away from all other industries, including exports.
This is so even when imported inputs are not sub-
ject to tariffs; where imported inputs also face tar-
iffs, the distortion against exports can be greater

Table 4.1 Distribution of effective rates of protection for selected countries in East Asia

(percent)
Republic of
Indonesia, Korea, Malaysia, Philippines, Thailand,

Item 1987 1982 1982 1985 1985
Selected sectors

Textiles —-11-155 . 54 106 118

Intermediates 4-280 40-62 17 15-125 45-60

Machinery 75-82 31 37 116-201 18-37

Transport equipment 6-220 124 74 118 60-90
Summary measures

Import competing sectors —30-380 27 25

Export sectors -23-11 5 -3
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tion to their activities. To avoid interfering with
investment decisions, the METR should be low.
The main tasks of company tax design should be to
achieve a high AETR while keeping the METR low,
or preferably zero, and to avoid large variations in
METRs across different types of investment.

Differences between METRs and statutory rates
arise from provisions that allow the recouping of
invested capital, deduction of interest incurred on
investment debt, credits for investment, correc-
tions for inflation, and so forth. As a result a single
rate company tax can mean many different METRs
across assets and sectors.

A 1985 study of taxes in Malawi found that when
statutory rates changed, METRs changed in the
same direction (see Figure 4.7). However, METRs
in manufacturing were substantially lower than in
nonmanufacturing. At a subsectoral level the

METR of an investment project varied according to
the economic lifespan of its assets. Since METRs
are so hard to observe, it is difficult to use
company taxes to steer investment in a particular
direction.

It is possible to compare company taxes across
countries as well, as in Table 4.2, by positing a
hypothetical standard project with a fixed asset
composition and a common pretax rate of return,
investment horizon, and other relevant parame-
ters. As a result the figures do not show actual
after-tax rates of return, which will be affected by
variations in the asset composition of projects and
by tax enforcement practices. However, they are
useful for highlighting on a comparable basis the
wide variation between statutory rates and
METRs. As is apparent in the table, METRs are
equal to statutory rates only by chance. Countries

Table 4.2 Marginal effective tax rates for a hypothetical project investment, circa 1985

(percent)
All equity 50 percent debt 50 percent debt
financing with loss financing with loss financing with full
Statutory carried forward carried forward loss offset®
tax 5 percent 50 percent 5 percent 50 percent 5 percent 50 percent
Economy*® rate inflation inflation inflation inflation inflation inflation
(D ) 3) 4 (5 6) 7
Hong Kong 18.5 18.4 295 16.4 17.4 9.6 7.3
Ecuador 20.0 13.5 279 10.1 12.8 10.1 9.4
Yemen, Arab Republic 25.0 32.2 62.2 30.5 47.4 30.5 45.4
Colombia 30.0 28,5 47.4 36.9 43.0 14.5 35.1
Korea, Republic of 30.0 33.2 48.0 32.8 52.3 24.6 428
Egypt 32.0 37.0 73.9 31.2 56.8 29.2 48.7
Argentina 33.0 31.7 51.0 29.7 425 11.2 29.8
Jamaica 33.3 40.6 59.0 35.3 371 33.7 28.4
Brazil 35.0 54.4 68.1 45.9 62.9 45.9 62.9
Indonesia 35.0 41.6 81.4 36.0 63.1 34.1 54.1
Philippines 35.0 40.5 81.0 40.2 66.1 31.9 53.3
Thailand 35.0 249 68.6 20.0 48.9 18.6 42.6
Jordan 38.0 37.4 64.2 27.3 37.8 25.1 34.6
Tunisia 38.0 24.5 23.0 19.8 20.1 4.9 -60.9
Malaysia 40.0 31.7 62.7 24.2 34.0 20.5 20.9
Portugal 40.0 45.5 79.1 28.7 51.4 28.7 46.5
Singapore 40.0 29.5 46.5 23.2 20.5 15.2 1.9
Guatemala 42.0 10.7 40.3 2.8 39.1 -13.6 39.1
Mexico 4.0 19.6 24.0 10.3 6.9 -20.5 -22.9
Turkey 46.0 45.5 81.5 27.7 47.9 25.6 30.0
Morocco 48.0 44.0 65.3 24.0 65.3 229 60.4
Greece 49.0 20.0 68.3 10.6 40.5 10.6 34.1
Ireland 50.0 5.8 115 55 5.6 -65.9 -54.0

Note: The asset composition of the hypothetical project consists of 40 percent building, 40 percent machinery and equipment, 10 percent vehicles,
and 10 percent land. Replacement investment is at the rate of econonmic depreciation for ten years. Real rate of return before taxes is fixed at 10
percent. Calculations are based on tax code provisions, not actual enforcement. Ireland is included as an example of a tax code with 100 percent
depreciation in the first year but no adjustment to nominal interest deductions.

a. Ranked by statutory income tax rates.

b. Refers to the use of negative tax liabilities in the project to offset positive tax liabilities on income from other investments. This can arise either
from legal provisions in the tax code, allowing the filing of consolidated returns for a firm or holding company, or through transfer pricing

schemes when consolidated returns are not allowed.

Sources: Pellechio and Dunn 1987, and Pellechio and others 1987a and 1987b.

93



with equivalent statutory rates—such as Brazil, In-
donesia, the Philippines, and Thailand at 35 per-
cent or Malaysia, Portugal, and Singapore at 40
percent—can have dramatically different METRs
because of other company tax provisions. Equally,
differences in statutory rates may not reflect differ-
ences between METRs. For example, Ireland’s
METRs are lower than Hong Kong’s despite a
much higher statutory rate.

In most cases debt financing lowers the METR
for a given level of inflation (columns 4 and 5
against 2 and 3, respectively, in Table 4.2). This
creates a bias in favor of debt financing—
increasingly so for higher rates of inflation. How-
ever, the interaction of inflation and the mode of
financing can vary. In Ecuador high inflation in-
creases the METR for equity financing relative to
the statutory rate and lowers it for debt financing;
in Argentina, Brazil, and Colombia high inflation
increases the METR relative to the statutory rate
regardless of the mode of financing and despite
indexing provisions. If the tax code allows nega-
tive tax liabilities in a project to be offset against
positive tax liabilities on income from other invest-
ments, the METR will be lowered (columns 6 and
7, Table 4.2). It can even become negative, as in
Mexico and Tunisia, which suggests an implicit in-
vestment subsidy at the expense of the treasury for
activities submitting consolidated returns.

The treatment of depreciation, debt, and infla-
tion greatly affects the METR. Valuing assets at
historic cost and spreading  depreciation allow-
ances over more than one year ensure that tax de-
preciation will diverge from economic depreciation
in the presence of inflation; the recouping of the
initial investment is understated and taxable in-
come overstated. When this is combined with full
deductibility of nominal rather than real interest
on debt, it is likely that the company tax will skew
the firm toward debt, as the deductibility of nomi-
nal interest rates overcompensates for the real cost
of borrowed funds. The firm’s reduced capitaliza-
tion may then increase its vulnerability to external
shocks.

There is no single answer to this interlocking set
of problems. When inflation is low, the overcom-
pensation of financing costs (due to nominal inter-
est deductions) may just offset the undercompen-
sation of depreciation values based on historic
cost. The effect of inflation on revenues would
then be limited. Although the incentive in favor of
debt finance remains, it is likely to be small and
unlikely to justify the administrative complications
of schemes to convert financial income into eco-
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nomic income. In such cases the METR can be re-
duced by lowering the statutory rate. This ap-
proach, however, also lowers the AETR, which
means a windfall to past investments and a reve-
nue loss for the treasury whether or not new in-
vestments materialize. The revenue loss can be
partially offset by reducing asset-specific invest-
ment incentives. The combination of a lower statu-
tory tax rate and streamlined investment
incentives—as in Jamaica and Indonesia, as well as
in the recent U.S. tax reform—will reduce tax dif-
ferentiation between taxed sectors. (It may reduce
the difference between the taxed and untaxed sec-
tors.) However, the METR remains positive.

When inflation is high, other measures may be
needed. Indexation of historic cost or periodic re-
valuations are an important step toward bringing
depreciation allowances in line with economic de-
preciation. Periodic revaluation of assets, as in Af-
rica, or various indexing schemes, as in Latin
America, have a mixed record. Revaluations are
costly and infrequent; indexation is often insuffi-
ciently comprehensive to avoid generating distor-
tions between assets or sectors. For example, a
move toward economic depreciation must be ac-
companied by the use of real interest rates, yet
nominal interest deductions are rarely adjusted for
inflation. Such a correction was recently intro-
duced in Mexico and has been proposed for
Turkey.

A simpler alternative is "'full expensing.”” Under
this approach, when calculating taxable profits,
firms can treat investment expenses like other
business costs at the time they are incurred. This
relatively new approach has not been applied fre-
quently in practice, but it is similar to the treatment
of exploration and development expenses for min-
ing in developing countries. It is also used for the
manufacturing sector in Ireland and as an option
in the tax codes of Bangladesh and Zimbabwe. Full
expensing eliminates the need for indexing, for
special rules about inventories, and for estimates
of depreciation rates for different types of assets. It
would also make it easier to withdraw explicit in-
vestment incentives, many of which have the same
purpose, that is, to reduce the taxation of returns
to new investment.

If expensing is allowed, however, the cost of
debt should not be allowed as a tax deduction. If an
interest deduction is granted, the firm would be
receiving a double deduction for assets financed by
debt. This can result in a negative METR, as in
Ireland. It is appropriate only if there is a strong
case to subsidize overall investment and if other












will also improve the equity features of the tax.

Horizontal equity requires that all sources of in-
come (from agriculture, trade, manufacturing, and
services) and all types of income (wages, interest,
rent, profits, and so forth) be treated equally. This
favors a global income tax over schedular taxes for
different sources or types of income. A global tax,
however, entails a tradeoff between equity and
savings. Personal income taxes can affect the vol-
ume of private saving by reducing both the income
of would-be savers (usually higher income house-
holds) and the returns to savings. The second ef-
fect depends on the openness of capital markets
and the extent of financial intermediation—that is,
the availability of nonbank institutions to attract
savings through insurance schemes, social security
schemes, pension plans, and so forth.

Some governments have tried to exclude the re-
turns to savings from the income tax base. They
have exempted interest from certain types of de-
posits, for example, small post office deposits in
India and Malawi, or interest income up to a ceil-
ing, as in Jamaica. In other countries schedular in-
come taxes are used to tax different sorts of
income—such as interest from savings deposits—
at a lower rate. Such taxes are used, as in West
Africa, because they are considered easy to
administer.

There is some evidence, however, that in devel-
oping countries changes in the returns to savings
may have a greater effect on the composition of
savings than on the level. Taxes on the return to
financial savings can reallocate savings between
different types of assets—for example, between
stocks and bonds in middle-income countries (if
capital gains and dividend income is treated differ-
ently from interest income) or between financial
and real assets in lower income countries. These
switches can disturb the efficiency of intermedia-
tion between savings and investment. Some have
therefore argued that personal taxes based on ex-
penditures are preferable to personal taxes based
on income; expenditure taxes do not tax income
that is saved. However, such taxes applied to indi-
viduals, as opposed to transactions, have not yet
been implemented anywhere.

It makes better sense to ease the tasks of admin-
istration and enforcement by simplifying personal
income taxes. Most allowances can be eliminated.
Instead the threshold should be set high enough—
say up to incomes three times per capita GDP—to
exclude most low-income earners, and the maxi-
mum rate should be set low enough—say 30 to 40
percent—to reduce the incentive for tax evasion.
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Revenue would in any case be low from the very
lowest income groups and from those subject to
confiscatory rates. A multitude of brackets can be
replaced by a few brackets. Even a single rate tax
with the fewest number of loopholes and a high
threshold can still be reasonably progressive, as,
for example, in Jamaica (see Box 4.6).

PRESUMPTIVE INCOME TAXEs. One way to im-
prove the income tax is to supplement it with a
presumptive tax—a tax assessed not on income it-
self but on indicators of income—for evasion-prone
groups such as self-employed professionals and
those employed in agriculture and trade. Income
tax assessment has evolved from presumptive to
exact methods as indicators of income have gradu-
ally been replaced by measures of actual income
received. In practice, however, income tax assess-
ment for large numbers of taxpayers in both indus-
trial and developing countries is still largely pre-
sumptive.

The francophone countries of West Africa rely on
presumptive or “forfeit’’ taxes more than other de-
veloping countries. However, this kind of tax is
also used elsewhere. In the early 1980s Turkey’s
tax authorities noted that 85 percent of taxpayers
filing income declarations claimed to be in the
lowest tax bracket; audits of cases of suspected
evasion found that approximately 50 percent of in-
come was undeclared. The government intro-
duced a system of presumptive taxation in 1983.
Indicators of living standards are used to assess
taxpayers filing regular tax declarations. A pre-
sumptive assessment of certain minimum tax
amounts is made for activities in agriculture, trade,
and professional practices. Further, specified
amounts of income are presumed to be associated
with, for instance, ownership of residential prop-
erty (both owner-occupied and rental), automo-
biles, boats, airplanes, and racehorses; foreign
travel; and employment of personal servants. Tax
is levied on the income determined by a presump-
tive assessment or the taxpayer’s declaration,
whichever is greater. This system increased tax col-
lections; 84 percent of those who filed declarations
in 1985 had their tax liability based on the pre-
sumptive assessment.

These methods can also be applied to taxes on
goods and services or on wealth, where valuation
is difficult. However, experience in countries as
different as Colombia and Korea suggests that a
considerable administrative effort is still required
for any type of presumptive tax to ensure it is
based on realistic criteria and applied fairly.






fective. Administrative reforms can improve the
tax structure by bringing reality in line with inten-
tions. But they can also magnify distortions that
were dormant when the structure was badly ad-
ministered. Setting goals for long-term tax policy—
broadening the base, say, or shifting the tax base
from production and trade toward consumption—
can identify needed improvements in administra-
tion. So, even though present administrative re-
sources limit the scope for tax reform, thinking
about reform helps to set administrative priorities.

In the 1960s and 1970s comprehensive tax re-
forms focused on instruments rather than on the
system as administered. Some of these compre-
hensive reforms were only partially implemented,
as in Colombia, and some not at all, as in Ghana.
Some partial reforms paid attention to administra-
tive difficulties (as in Korea, for instance) and were
successful. In the 1980s, in contrast, comprehen-
sive reforms placing a greater weight on adminis-
tration have become more common (such as the
reforms in Indonesia, Jamaica, and Malawi). Ad-
ministrative reforms must try to address the fol-
lowing problems.

Compliance and enforcement

Poorly drafted tax forms, long queues, rude offi-
cials, and cumbersome appeals procedures all re-
duce compliance. Slow—or no—refunds of legiti-
mate claims can foster reluctance to pay taxes in
the first place. High tax rates increase the benefits
of evasion, particularly if the tax authorities are
known to lack the resources to track down the of-
fenders. In most developing countries the sanc-
tions on fraudulent taxpayers are neglible.

For obvious reasons evasion is hard to measure.
Defining avoidance and evasion also raises concep-
tual problems. As a result there are few country-
specific or comparative studies on the subject. A
1980 study of the income tax in Indonesia before
reform found that, depending on the year, tax eva-
sion ranged from 84 to 94 percent of taxes due on
personal income tax, and 76 to 93 percent of taxes
due on corporate income. These high evasion rates
were blamed on rates too high to be enforceable
even by a relatively efficient administration. Real-
ism in tax laws is important.

A 1985 study estimated India’s black, or unre-
corded, economy to account for roughly a fifth of
GDP. Not only was the treasury losing revenue,
but evasion was also blunting the allocative and
distributive features of the system. For example,
tax rates could not be lowered to reduce tax-related
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distortions without a loss in revenue given that the
tax base had been narrowed by evasion. Other,
older studies in the 1960s and 1970s for Chile, Co-
lombia, Kenya, and Nigeria all found similar high
rates of evasion.

Poor system design promotes corruption. Re-
form can reduce the opportunities for taxpayers to
bribe rather than pay taxes. One way to do this is
to reduce the number of discretionary elements in
the tax code (as was done in Indonesia and Ja-
maica). Another partial solution is to separate as-
sessment and collection (as in Malawi), while en-
suring that assessments are not made without
regard for what is collectible.

Other measures are also often needed, including
reasonable salary levels and more trained officials,
particularly those able to audit company and per-
sonal accounts and to design and operate com-
puter procedures. A greater capacity to gather and
process data would enable administrators to iden-
tify assessment and collection problems more eas-
ily. Ultimately, though, political backing is neces-
sary for successful enforcement.

Improving collection

The revenue yield of the tax system cannot readily
be increased unless ways are found to improve
collection.

TAx AMNESTIEs. It serves no purpose to have a
tax assessed but not paid. In some countries the
problem of tax arrears has become so critical that
governments have taken emergency measures
such as tax amnesties and provisions for resche-
duling tax payments. These may make it easier to
collect delinquent taxes, but they can also under-
mine voluntary compliance if used frequently.

WITHHOLDING. The scant auditing resources
available in the tax administrations of most devel-
oping countries make it impractical to audit more
than a small percentage of taxpayers. A system to
withhold money from current income is therefore
one of the most efficient techniques for preventing
deliquency and evasion. Withholding is most com-
monly applied to wage income, as in the pay-as-
you-earn (PAYE) systems in Jamaica, Malawi, and
other countries. Withholding is also applied to in-
terest and dividends in some countries, such as
Colombia and Indonesia. An effective withholding
scheme, however, requires a relatively small num-
ber of easily identifiable payers of income. With-
holding is hard to apply to rental income, profes-



sional income, and small business income, where
there are as many payers as receivers.

INFORMATION EXCHANGE. Another approach is
for tax-collecting agencies to exchange informa-
tion. In many developing, as well as industrial,
countries import duties and taxes on domestic
transactions are administered by separate depart-
ments, with little or no exchange of information. In
other countries sales and income taxes are admin-
istered by separate departments. The exchange of
information between these revenue departments is
highly advisable because gross sales figures are im-
portant in determining income tax liabilities, and
valuations of sales for income tax purposes make it
easier to implement ad valorem excises and duties.

SELF-ENFORCEMENT AND CROSS-CHECKING. The
availability of personal and minicomputers makes
the use of self-enforcing taxes-based on matching
information from different sources-more feasible
than it was a decade ago. It is now possible for
information furnished by one taxpayer to reveal
the receipts and gains made by other taxpayers, as,
for example, in a VAT. The ultimate goal of a
linked, self-checking system of taxes, however, is
still far away.

COMPUTERIZATION. Automated data processing
(ADP) can improve the administration of taxes.
ADP systems that perform multiple functions re-
quire an integrated master file system. The useful-
ness of master files depends mainly on a reliable
and up-to-date system of unigue taxpayer identifi-
cation numbers to distinguish one taxpayer’s
records from another’s. Despite the technical prob-
lems, automation may eventually offer the most
effective way to deal with expanded workloads in
customs departments (with the growing volume
and complexity of international trade), income tax
departments (with the growing number of taxpay-
ers), and treasuries (which need to forecast and
monitor revenues). Such systems are currently be-
ing set up in Indonesia, Jamaica, Malawi, and Mo-
rocco. They are already partially or fully opera-
tional in Brazil, Ecuador, Honduras, Korea, and
Nigeria. Experience suggests that ADP can in-
crease the efficiency of well-run operations, but it
can exacerbate problems if superimposed on badly
organized administrations.

Tax analysis units

Better collection and administration can improve
the implementation of tax policy. However, it is

also important in most developing countries to
strengthen the treasury’s ability to analyze reve-
nue options. A tax analysis unit can support poli-
cymakers by analyzing the revenue consequences
of changes in exchange rates, interest rates, and
trade and industrialization policies—all of which
affect tax bases and interact with tax rates. It can
also weigh the implications of new revenue mea-
sures for other policies and forecast revenue to as-
sist in fiscal planning. Such units feature in many
of the comprehensive tax reform programs cur-
rently under way.

The scope for tax reform

With fiscal deficits high and access to new borrow-
ing limited, there is little scope for deliberate re-
ductions in taxation in the near future. Whether
taxes can be raised to cut fiscal deficits depends on
the existing structure of taxes and the period over
which the deficit reduction is to occur. Where tax
bases are narrow, a rapid increase in revenue will
call for higher rates. But in some cases higher rates
will erode the tax base through evasion. In other
cases they will cause inefficiencies in economic be-
havior, especially if the changes rely on adminis-
tratively convenient measures such as trade taxes.
In contrast, carefully designed tax reform can re-
duce the cost of raising additional revenue and en-
sure that tax policy complements other policies.
Such reforms take time.

Even in the absence of fiscal deficits, tax reform
may be necessary, especially when price regula-
tions and barriers to market competition are being
removed, or when there is a case for rectifying an
accumulation of ad hoc distortionary tax mea-
sures. Recent tax reforms in developing countries
have focused on reducing tax-induced distortions
and on simplifying tax administration. Reforms are
long term but not permanent. Significant changes
will be needed periodically to take account of shift-
ing external circumstances or internal needs. (See
Box 4.7 on Colombia’s reforms.)

No system of taxation can be perfectly neutral
with respect to allocation. Nor can tax policy ig-
nore distributional concerns. The balance between
the various taxes is a matter of changing priorities
and constraints. Where the growth of income is
adequate, equity can be given greater weight
through expansion of taxes on income. However,
where slow income growth and limited adminis-
trative capacity are of greater concern, taxes on
consumption may need to be given preference.

In spite of the complexity of these issues, some
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¢ A restructuring of personal taxes to include all
sources of income, with lower maximum rates,
fewer brackets, higher exemptions, and the elimi-
nation of most existing special allowances. Index-
ing will be important where inflation is high.

Strengthen tax administration

Administrative procedures, capabilities for data
processing and analysis, and staff training must be
improved in all types of tax reform. A reform that
eliminates multiple adjustments to the base of a tax
and reduces the number of rates can go a long way
toward improving administration. Increased ad-
ministrative costs, however, may sometimes be
justified to lower economic costs, for example, by
shifting from trade taxes to a VAT.

In the abstract there is no reason to prefer com-
prehensive over partial reforms. Country-specific
needs will determine the reform required. Com-
prehensive reforms need not be avoided on the
grounds of overloading administrative capacity.
The elements of a comprehensive reform can be
introduced simultaneously or in stages in light of
revenue and administrative constraints. New tax
instruments have been introduced successfully, as
in Colombia and Korea. Implementing a tax
change, however, is likely to be easier if the reform
builds on existing tax instruments, as in India and
Malawi. The benefits of tax reform take time to
become apparent.

Avoid taxing the poor

The equity characteristics of actual tax systems can
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be improved by incorporating moderate progres-
sivity in both income and commodity taxes and by
simplifying tax instruments to free administrative
resources for collection, auditing, and enforce-
ment. The progressivity of the tax system can be
enhanced by exempting the income and essential
purchases of the poor from the tax net, by elimi-
nating most of the income tax deductions and al-
lowances that primarily benefit the rich, and by
subjecting luxury purchases to higher rates of taxa-
tion. The revenue loss resulting from high exemp-
tions in the personal income tax can largely be off-
set by eliminating most allowances.

Improving the resource allocation aspects of a
tax can also improve its equity aspects. For exam-
ple, eliminating taxes on production inputs en-
sures that nominally exempt basic goods are not
inadvertently taxed. Efforts at fine-tuning the tax
structure to achieve income redistribution objec-
tives, however, are not likely to be successful in
practice. Poverty alleviation can better be served
through coordination with other policies, espe-
cially on the spending side of the budget.

Careful reform of revenue instruments can en-
hance their contribution to revenue and minimize
their social and economic costs. But the remaining
costs of raising revenue, in effect, set a floor to the
benefits required from public spending. Accord-
ingly, revenue should be planned jointly with
spending: cost-benefit considerations apply to
both parts of the budget. The next chapter turns to
the expenditure side of this equation.
















































charges is the key to achieving both efficiency and
equity.

A third characteristic that determines the effect
of public spending on poverty is the program’s
ability to reach the informal sector. Government
programs that touch only employees in the formal
sector, such as social security and other public pen-
sion schemes, subsidized employee health insur-
ance, or civil service housing assistance, are not
likely to alleviate the worst conditions of poverty
in developing countries.

Finally, the effect of public spending on poverty
can be increased through an explicit focus on em-
ployment and poverty alleviation in project de-
sign. Labor-intensive rural works programs, such
as rural road maintenance, can efficiently create
many jobs for the poor. Attempts have been made
in recent years to bring a poverty focus into rural
development projects. Of 192 World Bank projects
approved between 1974 and 1979, for example, the
cost for each beneficiary family was $1,104 for the
112 targeted projects, as compared with almost
$1,400 for the 80 untargeted ones. Targeted
projects could therefore reach more families for
equal cost. The rates of return on poverty-oriented
projects were not significantly different from those
of the untargeted ones, which suggests that effi-
ciency and equity can be compatible goals.

An agricultural project just beginning in Bangla-
desh provides a good example of appropriate pub-
lic investment well designed to reach the poor. The
project will finance basic complementary infra-
structure, in particular new construction and reha-
bilitation of flood-control, drainage, and irrigation
schemes. In addition to reducing crop losses and
boosting yields by about 160,000 metric tons a year,
it will generate employment equivalent to almost 5
million days of work. The project is expected to
benefit more than 200,000 poor rural families,
many of them landless laborers and sharecrop-
pers.

Emerging lessons

Several lessons emerge from the above discussion.
First, public investment should in general be com-
plementary to, rather than directly competitive
with, private investment. Second, public invest-
ment planners should concentrate on all aspects of
project design. Projects should be not only eco-
nomically viable, but also technically, administra-
tively, and financially feasible, and set in a policy
environment that provides signals to encourage ef-
ficiency. Third, adequate funding for continued
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O&M must be provided for the life of an invest-
ment. Fourth, developing-country governments
must put greater emphasis on attracting and moti-
vating qualified staff. They cannot afford to be em-
ployers of last resort for the entire labor force. Fi-
nally, efficiency and equity are not necessarily
incompatible goals. Government programs that
provide low-cost services or subsidies that are rig-
orously limited in scope and targeted to those most
in need can help alleviate poverty at reasonable
cost while building the human skills so important
to growth. Untargeted subsidies have generally
proven to be too costly and inefficient to be justi-
fied, given the tight resource constraints now fac-
ing governments.

Three important tasks face governments as they
plan, budget, and implement public spending de-
cisions: they must control the overall level of
spending, set priorities for its allocation, and en-
sure quality within each spending category. The
challenge of planning and budgeting public spend-
ing is the focus of the rest of the chapter.

Planning and budgeting public spending

The two primary tools typically used in controlling
and allocating public spending are the medium-
term plan and the annual budget. The medium-
term plan promotes careful consideration of
spending alternatives, facilitates the phasing of
lumpy investments over several years, and pro-
vides some indication of the sustainability of pro-
posed revenue and expenditure patterns over the
medium term. The annual budget is the authorita-
tive legal document for allocating resources. It is
not the best vehicle for medium-term planning be-
cause its time horizon is short, it provides little
scope for proposing and evaluating options, and
it is typically prepared under significant time
pressure.

The continuing need for fiscal planning

The practice of planning has varied immensely in
developing countries during the past thirty years.
On one end of the spectrum are countries, such as
China and Hungary, which have attempted com-
prehensive central planning and direction of both
public and private investment. On the other end
are economies, such as Hong Kong, in which little
or no emphasis has been placed on central plan-
ning and in which investments have been guided
essentially by price signals arising from a relatively
freely functioning market. Between these two ex-



tremes are countries (including India, the Republic
of Korea, Malaysia, and Singapore) that have used
planning actively to guide public spending and set
a framework for private sector decisionmaking,
and countries (including Indonesia, Thailand, and
much of Sub-Saharan Africa) that have regularly
prepared central plans but have used them primar-
ily as general policy statements and often have
only nominally adhered to them.

Comprehensive central planning for the econ-
omy as a whole has lost favor in both government
and academic circles in recent years. Many coun-
tries, including China and Hungary, have put
growing emphasis on market forces and individual
incentives. In part this follows a change in the em-
phasis of development theory. Although econo-
mists once thought structural rigidities in develop-
ing countries were a major barrier to growth,
emphasis is now placed more on the harm done by
distortionary price signals. This reflects the grow-
ing belief that resources are more mobile than once
thought and that producers and consumers in de-
veloping countries do respond readily to price sig-
nals. Previous theories called for direct govern-
ment intervention in resource allocation, while the
newer view stresses the primary importance of
well-functioning markets and correct price signals.

A further reason for growing skepticism with
comprehensive central planning is the widespread
disappointment with its results in practice. Cen-
tralized decisionmaking has proved inflexible and
inefficient and has resulted in a growing array of
state institutions and large public projects, some of
which remain costly burdens. Planning has suf-
fered, particularly in the 1980s, as financial crises
have forced many governments to resort to short-
term crisis management, crowding out almost any
attempts to take a medium-term view.

The move away from comprehensive economy-
wide planning should not signal, however, a move
away from all planning. A danger exists that the
current economic crisis may obscure the virtues of
a medium-term plan for the public budget. An-
other danger is that ideological stereotypes will
block reform, with comprehensive economywide
planning linked to interventionist approaches to
development and lack of planning to noninterven-
tionist, market approaches. That would be regret-
table, because the case for better management of
public expenditure is not an ideological one. Fiscal
prudence is needed in both capitalist and socialist
economies.

The goal of fiscal planning should be to forecast
and program public spending over a three- to five-

year period and to take into account both likely
resource constraints and the linkages of such
spending with the economy. A comprehensive
medium-term expenditure plan to accomplish
such a goal contains several components. First, it
sets out a macroeconomic framework linking the
growth of national income, savings, investment,
and the balance of payments to public expenditure
and revenue. Second, it projects current spending
obligations on debt service, public administration,
defense, the operation and maintenance of invest-
ment, and so on. Although few if any items of
spending are completely inflexible, some types of
current spending (such as debt service on existing
debt, civil service pensions, and certain portions of
spending on O&M) are less flexible than others.
Third, it defines a multiyear phased public invest-
ment program, divided between high-priority
projects and those with lower priority that will be
undertaken only if resources are sufficient. Finally,
it projects revenue from tax and nontax sources
and resources needed from domestic and external
borrowing and grants. Such a plan is formulated
on an iterative basis under alternative assumptions
concerning the tax system, the level of user
charges, policies toward SOEs, and the macroeco-
nomic environment. It thus helps to achieve con-
sistency between expenditures and macroeco-
nomic assumptions, and stresses the role of public
spending as a policy instrument.

Although few countries have the capacity to for-
mulate such a comprehensive medium-term plan,
the concept is a useful prototype toward which to
strive. Progress on individual components is possi-
ble in many cases, as illustrated in some of the
country examples cited below.

Using budgets as policy instruments

The annual budget is usually the legal authority for
public spending. It is ideally a one-year slice of a
medium-term expenditure plan, although in prac-
tice this link between planning and budgeting has
often been tenuous. The role and form of the bud-
get process varies markedly among countries and
depends in large part on tradition. While the exact
process may vary, certain key characteristics are
important if the budget is to be an effective policy
instrument.

First, the budget should be comprehensive. It
should include all spending of the central govern-
ment, whether financed by general taxes, ear-
marked sources of revenue, borrowing, or grants.
Major investment projects of subnational levels of
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government and of SOEs should definitely be sub-
ject to central review and might also be included in
the budget or a related document. Although these
entities need autonomy in managing their day-to-
day operations, the central government should re-
tain the right of approval over significant new in-
vestments or new borrowings.

Such comprehensiveness is more the exception
than the rule, even at the national level. Extra-
budgetary accounts flourish in many countries,
both developed and developing. Furthermore, the
investments, and in some cases even the borrow-
ing, of state and local governments or SOEs are
often excluded from central review. Some coun-
tries are exceptions. Core ministries in Chile and
Panama, for example, are able to exert effective
budgetary and administrative control over all pub-
lic sector expenditure, and Thailand has estab-
lished adequate monitoring of all public sector
borrowing.

An important reason for the existence of extra-
budgetary accounts and the earmarking of reve-
nues is the desire to avoid cumbersome and often
highly politicized budgetary procedures in fund-
ing essential services. Such accounts may be inevi-
table in the short-run when budgetary processes
are severely dilapidated. The longer term goal
should be to improve these processes, however,
and to consolidate revenues and expenditures into
the budget.

Turkey has experienced rapid growth in the use
of extra-budgetary funds; more than eighty are be-
lieved to exist, about a dozen of which are large
and fully operational. They accounted in 1985 for
about 20 percent of central government budget
revenue (up from only 8 percent in 1983), or 3.5
percent of GNP. Financed primarily through ear-
marked levies, the funds are used for such diverse
purposes as promoting exports and investment,
funding high-priority public investments, subsi-
dizing agricultural inputs such as fertilizer and
livestock feed, and financing miscellaneous social
programs. They were created both to avoid cum-
bersome budgetary and disbursement procedures
and to ensure protection from general budget cut-
backs. However, their independence has under-
mined overall budgetary control, put added pres-
sure on those items of spending that are included
in the budget, and exacerbated inefficiencies and
inconsistencies in the allocation of public re-
sources. The government of Turkey recently an-
nounced plans to place up to 30 percent of the
revenue of these funds into the consolidated
budget.

122

In addition to being comprehensive, meaningful
links should exist between government objectives
(as laid out in programs and projects) and tradi-
tional budget categories such as salaries, equip-
ment, and supplies. Traditional line-item budgets,
useful in tracking spending in a narrow accounting
sense, cannot provide an adequate picture of the
extent to which public objectives are being
achieved.

Several countries, both developing and indus-
trial, have reformed their budgeting procedures in
the direction of "'program’’ or "’performance’’
budgeting. Such reforms not only reclassify the
budget to reflect objectives and programs, but also
attempt to monitor government performance by
relating inputs to outcomes. They have proved
hard to implement because of institutional and in-
formational difficulties in programming and in
measuring performance. The outcome has been
mixed. For example, Sri Lanka attempted to intro-
duce performance budgeting in 1969 but aban-
doned it after 1976. A more sustained effort has
produced a working system in India, but it is cum-
bersome, and the detailed information it produces
(more than 2,000 pages) is not well adapted to the
needs of the legislature or ministries. Performance
budgeting reforms in Malaysia have had a deep
and lasting effect in only two or three ministries.
Despite these problems, the efforts in all three
cases have improved performance measurement
and auditing, have broadened managerial atti-
tudes, and have indirectly improved resource allo-
cation. In sum, although the term ’’performance
budgeting’’ has lost favor because of the difficul-
ties of implementation, its elements—the categori-
zation of spending by program, the emphasis on
monitoring performance, and the view of the bud-
get as a planning and policy instrument—remain
central to better public budgeting.

Improving expenditure planning and budgeting

Few countries—developing or developed—engage
in such thorough decisionmaking processes as
those described above. In fact, planning and budg-
eting systems in many developing countries have
deteriorated markedly in recent years because of
heightened economic instability. Some of the more
common problems—inadequate basic accounting,
the lack of an economic framework, uncoordinated
decisionmaking, uneconomic investment choices,
and failure to consider the lifetime cost of projects,
to plan for contingencies, or to anticipate the ef-
fects of inflation on the budget—are considered
below.



REHABILITATING BASIC ACCOUNTING. The correct
and timely recording of expenditures as they occur
is an integral part of proper fiscal control. Whether,
and after what delay, government accounts ap-
pear, and their credibility when they do, are the
most basic indicators of the health of a fiscal sys-
tem. Some developing countries fail in this ele-
mentary requirement for fiscal control. Accounts
are often so late or so unreliable that they cannot
serve as the basis for rational public expenditure
planning or monitoring. Their absence can jeopar-
dize the discipline of the entire planning and budg-
eting regime.

The example of one West African country is illus-
trative. Although the basic accounting system
used to work reasonably well, in recent years it has
disintegrated. The data needed to prepare and
evaluate budgetary requests are no longer avail-
able, and the discipline of the budget timetable has
been lost. Managers at all levels either disregard
requests for budget estimates for the next fiscal
year or submit estimates far in excess of what is
possible. They reason that the government cannot
fail to allocate some resources to their activities,
that whatever they might submit is unlikely to be
reflected in the ultimate budget, and that the actual
release of funds will not match the budget anyway.
Yet unrealistic budget submissions in turn destroy
confidence among those who receive them. All
phases of the process lose credibility in a cycle of
mutually reinforcing skepticism.

Rehabilitation of basic accounting functions is a
prerequisite for improving public expenditure
management in cases such as this. Improvements
in recording spending as it occurs should receive
top priority. Computerization of government pay-
rolls can be one significant improvement. Simple
and systematic monitoring of the investment pro-
gram can be another. Recent efforts to improve
monitoring of the investment program in several
African countries, including Ghana and Uganda,
have focused on preparing simple project profiles.
The standardized profiles contain five compo-
nents: a concise description of project content and
objectives, an unambiguous identifying title and
project number, an estimate of total investment
costs, a proposed annual phasing of investment
costs, and an estimate of recurrent costs arising
from the project. If regularly prepared and up-
dated, these simple standardized profiles can be
very useful in tracking project spending.

SETTING THE ECONOMIC FRAMEWORK. In addition
to knowing what was spent in the past, an assess-

ment and projection of the macroeconomic outlook
for the coming three to five years is important in
estimating available resources. Yet governments
often lack either the skilled personnel to do such
macroeconomic analysis or the institutional incen-
tives that ensure such analysis is properly consid-
ered when plans and budgets are formulated. As a
result revenue forecasts and spending estimates
may not exist or, if they do exist, may have little
basis in reality. In addition, without central guid-
ance the spending ministries and SOEs may make
different assumptions concerning macroeconomic
variables such as expected inflation or exchange
rates that lead to inconsistencies that resurface at
later stages of the expenditure cycle. Building up
both macroeconomic and sector-specific microeco-
nomic skills should be a high priority.

COORDINATING DECISIONMAKING. Responsibility
for planning and budgeting is often dispersed
among several institutions without effective coor-
dination. While the organizational structure will
depend in large part on history and tradition, and
while a variety of structures can work in practice,
coordination is essential.

Perhaps the most obvious example of this prob-
lem is the tension that often exists between the
ministries of finance and planning; a common in-
stitutional question is whether the two should be
merged. There are many examples of mergers and
almost as many of subsequent separations. A
number of countries, including Kenya and Sierra
Leone, have been through several rounds of this
process. Only rarely is there a genuine fusion.
More often a single minister simply presides over
both institutions. An exception is Botswana,
where the merger of the Finance and Planning
Ministries was a genuine merger of roles.

The question of whether to have one ministry or
two, or a budget office separate from both, is per-
haps not of central importance—reconciling the
two functions is. Short-term budgets need to re-
flect a well-considered, longer term perspective,
and medium-term plans need the accountability
and relevance provided by direct links with the
budget. The medium-term expenditure planning
process discussed earlier can provide the vital link
between the two.

Unfortunately, few countries have managed to
integrate the planning and budgeting functions
well. For several reasons the plan is often disre-
garded as the budget is prepared. First, plans may
not be sufficiently detailed to provide guidance in
budgeting. Second, the budget process is often
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rushed and subject to many short-term pressures,
not allowing adequate time to consider plan input.
Third, planners may have less influence than bud-
geters, because the budget is the authoritative le-
gal document, while the plan does not typically
have the force of law. Frequent organizational
changes can also diminish the influence of plan-
ners. In Argentina, for example, the planning
function has undergone five major organizational
changes and several minor ones since 1973, which
has undermined its credibility. Finally, traditional
stereotypes have sometimes acted as a wedge.
Budgeters are often depicted as being concerned
with short-term expenditure control more than
long-term development, while planners are de-
picted as being overly concerned with economic
aggregates over which the government has little
practical control.

Chile and Thailand are two countries that have
tackled the integration of plans and budgets quite
successfully. Thailand has accomplished this
through procedural measures rather than organi-
zational ones. No project can be included in the
annual budget unless it is first fully appraised ac-
cording to methods approved by the planning
agency and then reviewed by that agency. Chile, in
contrast, does not have a separate planning agency
in the traditional sense. Both annual budgeting
and medium-term planning are the responsibility
of the Finance Ministry and are carried out simul-
taneously. ODEPLAN, the central project review
agency, assists the Finance Ministry in long-term
planning and must fully appraise each project be-
fore it can be included in the budget. In both coun-
tries the planning and budgeting agencies have
traditionally been well staffed, fully supported by
the political leadership, and respected for their
competence and professionalism.

Problems of coordination can also exist between
core ministries and spending agencies, whether
sectoral ministries, subnational levels of govern-
ment, or SOEs. As discussed further in Chapters 7
and 8, in all of these cases the goal is to maintain
coordination and accountability without losing the
benefits of decentralized decisionmaking. With re-
gard to sectoral ministries, the role of the central
ministries (finance or planning) should be to set
binding overall expenditure ceilings and to estab-
lish guidelines reflecting national priorities for the
allocation of total resources among broad catego-
ries of activities. For example, the ministry of edu-
cation might be allocated 10 percent more than the
previous year’s spending limit, but told to hold
higher education spending constant while increas-
ing expenditure on primary education. Within
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these guidelines (and probably with restrictions on
overall recruitment), the ministry could determine
the best allocation of resources within each activ-
ity, subject to normal central review. Only the
spending agencies have the specialized knowledge
to make detailed allocations of resources within a
subsector.

As a corollary to this division of responsibilities,
the spending agencies should not be allowed to
submit spending requests in excess of target—and
thus force the central ministries, who are in a
worse position to judge priorities, to take the re-
sponsibility for cutting the sector budget. In 1979
the Canadian government took an innovative step
to reinforce this division of responsibilities when it
introduced the “envelope’’ system into its budget-
ing process. Before 1979 ministers could approve
policy ideas without explicitly considering their fis-
cal implication. Under the envelope system each
policy committee in the cabinet is given an expen-
diture limit ("resource envelope’) for which it is
responsible and within which it must fit all spend-
ing in its policy area. Both intrasectoral allocation
authority and fiscal responsibility are thus dele-
gated downward to those in charge of spending.
While developing countries may perceive a greater
need for central direction of public investment
than industrial ones, the insistence on ““hard”
budget constraints at all levels and the devolution
of fiscal responsibility represented by the envelope
system can strengthen budget control in all
countries.

Coordination can also break down during imple-
mentation. In theory, spending agencies (sector
ministries or SOEs) should generally be responsi-
ble for implementing a spending plan once deci-
sions about allocation have been made through the
plan and the budget. Central ministries should
monitor expenditures to ensure that the allocated
amounts are spent for the assigned purposes
(within some range of flexibility) and to assess the
effect of spending choices on development. How-
ever, central ministries often react to tight budget
constraints, overprogrammed budgets, or simple
mistrust of spending agencies by slowing the dis-
bursement of funds or by erecting unnecessarily
cumbersome procedures in areas such as procure-
ment, land acquisition, or contractor eligibility. Of-
ten these are politically easier ways of controlling a
budget than denying funding requests as plans
and budgets are formulated. Such indirect forms
of control slow the implementation of projects and
restrict managerial flexibility in the sectoral minis-
tries and the SOEs. They may be better than no
control at all, but they have costly implications for









the complementarities between the two. The prob-
lem can also be one of inadequate information.
Country-specific norms, established through em-
pirical investigation of ongoing projects, can be
useful as a rough guide in forecasting recurrent
costs.

Botswana’s planning and budgeting system is
exemplary in its attention to the recurrent cost im-
plications of investment spending. In preparing
the most recent (the sixth) National Development
Plan (covering fiscal 1985-86 to 1990-91), each sec-
tor ministry was asked to list the programs that it
needed to carry out its sector policies. The pro-
grams were presented in summary form with a
brief description of each project, its purpose, and
its cost in both capital and recurrent expenditures.
The investment ceilings were then determined
from the overall targeted growth of recurrent
spending, itself reflecting ceilings for use of skilled
employees. The historical relation between recur-
rent and capital spending was an additional guide.
The system allowed investments in excess of the
ceilings only if a ministry could demonstrate that
such investments would require no further alloca-
tions from the recurrent budget.

PLANNING FOR CONTINGENCIES. Because of their
inability or unwillingness to make difficult deci-
sions, planners and budgeters often overprogram
and pay too little attention to priorities, resource
constraints, or phasing. In addition unexpected
shortfalls can make a well-programmed fiscal plan
obsolete. In the squeeze caused by an overpro-
grammed budget, the tendency is to cut or delay
all spending rather than to define priorities. As a
result funding for many programs is likely to fall
below the minimum effective level. For these rea-
sons setting priorities and developing contingency
plans for unexpected shortfalls should be a part of
any planning or budgeting exercise. This can be
accomplished in part by formulating a "’core” in-
vestment program—a group of projects that
should receive funding under all circumstances—
together with a list of standby projects to be
funded only when additional resources are avail-
able. The common practice of partially funding all
or most projects should be abandoned.

ADJUSTING FOR INFLATION. Plans and budgets are
often drawn up in constant prices. Forecasting in-
flation is technically difficult, especially during pe-
riods of economic instability. Moreover, providing
explicitly for inflation is often regarded as a self-
fulfilling prophecy. Yet inflation can play havoc

with forecasts made in constant prices, especially if
spending rises faster than revenue when inflation
accelerates. This is likely to be true if, for example,
government wages and transfer payments are fully
indexed to inflation while taxes are not. If fiscal
deficits are to be properly managed, inflation must
be taken explicitly into account in planning and
budgeting. Medium-term spending plans, al-
though generally drawn up in constant prices,
should consider the likely consequences of alterna-
tive inflation scenarios. Annual budgets should be
formulated in current terms, with contingencies
built in for unexpected price movements. The
problem is not unique to developing countries.
The British government recognized the need to
consider inflation in its 1981 shift from the use of
constant to current prices in medium-term expen-
diture planning. Under the previous system auto-
matic adjustments were made to spending alloca-
tions in response to price movements, which led to
constant upward pressure on total spending. Un-
der the new system of "’cash planning,”” in con-
trast, binding cash limits are imposed on depart-
mental spending, which allows greater discipline
in budgetary control.

COORDINATING DONOR ACTIVITIES. Donors fi-
nance a large portion of the investment budget in
many developing countries—up to 100 percent in
parts of Sub-Saharan Africa. Their involvement
has both good and bad effects on the allocation of
spending.

On the positive side, in addition to providing
concessional funds, some donors carry out rela-
tively comprehensive economic evaluation and de-
mand thorough recordkeeping. Their skills in eco-
nomic analysis and in project appraisal and
monitoring may be higher than those of the bor-
rowers. They can influence not just the selection of
individual projects, but borrowers’ standards
more generally (see Box 5.10). Furthermore, they
help to educate governments, citizens, and the pri-
vate sector in the industrialized world about the
problems of development and the urgent need for
continued international capital transfers.

Balanced against this, however, are potential
drawbacks. First, donors can complicate policy-
making. In many countries each sector ministry
deals directly with donors. This can lead to dupli-
cate efforts and, more important, can impede cen-
tral control of the budget. Lack of a central view-
point makes intersectoral tradeoffs difficult to
judge and overall spending hard to contain. In the
extreme an investment program may be no more
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Directions for reform

The tasks of containing and allocating spending
call for medium-term plans and shorter term bud-
gets that set clear priorities and ceilings. But devel-
oping countries face shortages of skills and infor-
mation, fragile political systems, and unstable
macroeconomic conditions—exacerbating the diffi-
culties that all governments face in these matters.
Although improvement is certainly possible, re-
forms in planning and budgeting will be slow and
incremental, as Kenya’s budget reform suggests
(see Box 5.11). Along with a continuing need for
training to improve civil service skills, experience
indicates some directions for reform. The starting
point is basic accounting. Governments must de-
velop ways to track spending in a timely and accu-
rate way. The next step is routine economic
analysis—as part of the planning process—of both
the macroeconomic environment and proposed in-
vestments. The first should tell governments ap-
proximately how much they will have to spend;
the second should prevent at least the most fla-
grant mistakes of investment selection, while alert-
ing decisionmakers to the future capital and recur-
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rent cost implications of their choices.

Another basic concern is the coordination of de-
cisionmaking among planners, budgeters, spend-
ing agencies, and donors. Budgets cannot be prop-
erly controlled and directed without it. All of these
decisionmakers have important roles to play. In
turn, each should be directly responsible for oper-
ating within clear limits—that is, within ""hard”’
rather than "’soft’”” budget ceilings. Furthermore,
such ceilings should be in the form of cash limits
on spending to prevent inflation from eroding
budgetary discipline. Priorities within these ceil-
ings should be as explicit as possible (for example,
through the specification of a core investment pro-
gram) to permit a flexible, efficient response to un-
foreseen circumstances. Finally, once allocations
have been made, they must be followed up by
monitoring, with the proper incentives in place to
ensure that implementation proceeds as intended.
Chapter 8 returns to this issue. It shows that many
governments are already trying to improve the in-
centives for efficient performance of SOEs through
innovations such as performance contracts and an
expanded role for market forces in public
provision.


















Table 6.2 Share of higher education subsidies received by different income groups in selected countries

in Asia and Latin America

(percent)
Income group
Lowest Middle Highest
Country Year 40 percent 40 percent 20 percent
Argentina 1980 17 45 38
Chile 1982 12 34 54
Colombia 1974 6 35 60
Costa Rica 1982 17 41 42
Dominican Republic 1980 2 22 76
Indonesia 1978 7 10 83
Malaysia 1974 10 38 51
Uruguay 1982 14 52 34

Note: Rows may not add to 100 because of rounding.

Sources: Colombia, Indonesia, and Malaysia, World Bank 1986a, table 10; all other countries, Petrei 1987.

Toward more efficient and equitable delivery
of human resource services

What can governments do to alleviate these prob-
lems? Specific policy options will vary, but the
overall direction of change is clear. Public involve-
ment should be more selective, both in the type of
service to be subsidized and the beneficiaries to be
targeted.

SELECTIVE USER CHARGES. Public facilities that
are used mostly by high-income households and
have large private benefits (but few additional ben-
efits to society at large) should carry charges, with
some protection for the poor. Higher education is
an obvious candidate. It is usually heavily subsi-
dized, and in many countries excess demand is so
great that fees would have little effect on enroll-
ment. Such fees should initially be small (perhaps
taking the form of reduced allowances). Further
improvements in cost recovery will depend partly
on the development of scholarship and student
loan schemes. In health, fees set at cost are gener-
ally undesirable unless insurance is widely avail-
able (as discussed below), but outpatient fees and
more modest inpatient charges would discourage
inappropriate resort to hospital care. Alternatives
are charges in public hospitals for patients of doc-
tors in private practice, hospital charges payable
directly by insurance providers for insured pa-
tients, and charges for drugs.

The allocation of services will be improved if the
revenue generated from charges is used to supply
more of those services with the highest social ben-
efit. For many of the poorest countries this means
improving access to primary education, which
should continue to be subsidized. The budget for
primary education in some African countries—for
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example, Cote d’'Ivoire, Mali, Senegal, Tanzania,
and Togo—could be increased by more than 20 per-
cent if the stipends for living expenses paid to
higher education students were terminated. For
other developing countries in which enrollment in
primary education is already high, the best policy
would be to improve its quality and to expand sec-
ondary education or even some selected disci-
plines in higher education where graduates are in
short supply.

Similar considerations apply to health. Revenue
from user charges would allow underfunded, cost-
effective basic health services to expand. Modest
fee increases could cover a substantial part of non-
salary costs, the component of expenditure that
tends to be squeezed.

Charges to users could also make delivery of
government services more efficient. In health, a
small charge proportional to the service cost would
tend to make clients avoid unnecessary services.
Different charges for different services could be
used to signal priorities. For example, a clinic
could charge nothing for prenatal care but a fee for
regular outpatient care. In education, too, fees in-
duce students, their parents, and administrators to
scrutinize costs.

Modest charges for some services used by the
bulk of the population, such as drugs and school
materials, also appear to be affordable. In surveys
of several countries the current level of spending
by households indicates a willingness to pay for
both education and health services. This willing-
ness is greater if households feel they are receiving
better services in return. In the Philippines visits to
private facilities and traditional practitioners re-
main popular, despite the fact that their charges
averaged twenty-eight times those of government
clinics.



Can social goals such as poverty alleviation still
be met? Increased charges need not reduce the
poor’s access to health and education facilities.
Charges for universities and tertiary-level hospi-
tals have a negligible effect on the poor. If spend-
ing on services used by the poor expanded at the
same time that charges for services used by the
rich increased, the distribution of subsidies could
be significantly improved at no additional cost. For
example, in developing countries 71 percent of
people leave their school-age years with either no
schooling or at most only primary schooling.
These people, who tend to be poor, receive only 22
percent of public spending on education. Their
share would rise to 64 percent if user charges were
introduced to recover the entire public cost of
higher education and the savings were then used
to finance additional primary school places for
those now denied access. The funds could also be
used to stimulate the demand for education, par-
ticularly in rural areas, through reimbursement for
out-of-pocket expenses, feeding programs, and
other initiatives. Although full cost recovery is
generally neither economically appropriate, for
reasons explained below, nor politically feasible,
this rough calculation illustrates the potential re-
distributive gains to introducing or increasing fees.

These policies do not preclude safeguarding the
poor’s access to higher education or hospital care,
or the access of the very poor—who cannot afford
even modest fees—to services at every level. Dif-
ferential pricing is needed. One option would be to
base fees on residence, so that people living in
poor areas pay less. In Mali, for example, cost re-
covery in hospitals began in 1983. The fee for a
day’s stay in a small-town health center is less than
20 percent of the fee at a main urban hospital.
Adult consultation at rural health posts costs half
that at an urban health post. In Thailand, where
insurance is available only in urban areas, rural
coverage is provided through the sale of health
cards, which entitle the bearer to a specified num-
ber of treatments. In education, one approach is to
make greater use of scholarships based on need as
well as merit. More sophisticated schemes, such as
student loans, need to be developed if cost recov-
ery is going to be used extensively for the most
expensive services.

AN ADEQUATE FINANCIAL ENVIRONMENT. The de-
velopment of educational credit and health insur-
ance systems is critical in determining how much
governments should recover of costs. Educational
loans can serve the goals of cost recovery, effi-

ciency, and equity. Particularly in the middle-
income countries of Latin America and Asia, it is
possible to recover a substantial part of current
subsidies through loans, while keeping the repay-
ment burden relatively low. Such schemes in-
crease the competition for places by opening
higher education to a larger pool of applicants—
including good students with no funds—thus in-
creasing efficiency and equity.

Few developing countries have capital markets
that enable individuals to borrow for education,
however, even though the returns on such invest-
ments are high. Education is a particularly long-
term investment. Risks are high because few stu-
dents have acceptable collateral, and many
countries lack the legal or administrative frame-
work to enforce financial contracts. Governments
can therefore play an important role. Whether they
lend the money themselves or insure commercial
loans, governments are big enough to absorb risks
that private lenders will not bear. Many countries
in Latin America have been able to maintain a
long-standing educational credit system with a rel-
atively low incidence of default and late repay-
ment. Administrative problems remain, however;
some of the present systems fail to be self-
financing because of low interest rates. If a subsidy
is desired, a financially viable loan scheme should
be complemented by scholarships targeted to
needy students.

In health, where large individual expenditures
are unpredictable, risk-sharing through insurance
is desirable. Health insurance programs generally
cover only a small proportion of low-income
households, despite government sponsorship.
Coverage is often restricted to urban areas or to
employees of agricultural estates. One reason for
this is that many governments have opted to offer
free services, making insurance unnecessary. An-
other is that the administrative cost of organizing
and operating a risk-sharing program tends to be
high. The government can play an important role
in setting up these schemes by encouraging in-
creased participation and, for example, by mandat-
ing that only high-cost services be covered. Such
schemes—like any others—should use techniques
such as deductibles and copayments to encourage
beneficiaries to take care of themselves and en-
courage providers to compete with each other. In
Uruguay, for instance, the social security system
funds health care organizations in which members
pay a participation fee plus small charges for ser-
vices used. Such schemes pool risk without elimi-
nating the incentive to minimize cost.
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raising revenue are becoming increasingly costly.
Transfers from higher tiers of government are un-
reliable, and many local authorities have neither
the authority nor the know-how to coax more out
of the property tax. Services that rely heavily on
general funding sources are therefore bound to
suffer.

The problem is aggravated because spending in
many cities is not directed toward the appropriate
services. In some cases, as in bus transport, large
subsidies to public providers have squeezed out
more efficient private providers. Table 6.3 shows
that in cities where both types operate simultane-
ously, the cost per passenger is lower for private
operators compared with subsidized public opera-
tors. Also public transit authorities often favor ex-
pensive schemes. The new metros in Caracas,
Venezuela, and Sao Paulo, Brazil, cost (at 1983
prices) $1.44 billion and $2.34 billion, respectively.
They serve a small percentage of the urban popula-
tion, place a considerable and continuous burden
on the cities” financial resources, and displace im-
provements elsewhere.

At the same time basic services are being ne-
glected. The cost of this neglect is particularly high
when alternative private sources are either un-
available or too small to be efficient. This is true for
the provision of water and electricity. Private water
vendors, who have an inefficiently small volume
of business, operate in congested cities where the
unit cost of piped water would be low. A water
carrier’s average charge was at least three times
higher than the average incremental cost of pub-
licly provided piped water in Nairobi, Kenya, in
1977 and two times higher in Lomé, Togo, in 1981.
In Lagos, Nigeria, low-income families buy potable
water from vendors at a price at least four times
the marginal cost of piped water and must carry it
long distances. Private manufacturing firms in La-
gos have also found it necessary, at great cost, to
provide almost all basic services themselves (see
Box 6.5).

Public regulatory policies have inhibited private
providers. Although not explicitly part of the pub-
lic budget, these policies can have large effects akin
to taxation and spending. The situation in housing
illustrates this problem. In many cities private
housing markets have been overly restricted by
rent control, which has often produced results ex-
actly opposite to those intended. Roughly 40 per-
cent of the world’s urban dwellers are renters.
Most are subject to some form of rent control.
Studies in industrial as well as developing coun-
tries show that the benefits of such restrictions to

present renters are low. Some restrictions are sim-
ply not effective because of side payments. Effec-
tive restrictions, however, inhibit maintenance and
new construction—as in Kumasi, Ghana, where
controls have contributed to a nearly complete
shutdown of the housing market. In addition rent
control reduces property taxes and, thus, the gov-
ernment’s ability to improve those services that
cannot be privately provided.

Another constraint on the supply of private
housing is housing finance. In many countries
credit to finance investment in housing is limited.
In some cases this is the result of financial policies
that repress the efficient flow of capital in general
and housing investment in particular. These poli-
cies act very much like distortionary taxes, with
effects throughout the economy as well as the sec-
tor (see Box 6.6).

THE HIGH COST OF SOME SERVICES. Heavily subsi-
dized public providers often produce urban ser-
vices inefficiently. They have little incentive to be
cost-effective or to respond speedily to changing
conditions. In Calcutta, India, the public bus cor-
poration requires a subsidy of around $1 million a
month, since revenues cover only about one-half
of the system’s operating cost. Yet it has a lower
fleet utilization rate, a higher staffing ratio, and a
greater incidence of fare evasion than private sec-
tor competitors that are not subsidized (see Table
6.3).

FAILURE TO SERVE THE POOR. Heavy subsidies in
urban infrastructure often fail to reach the poor.
The poorest members of urban society do not use
the most expensive forms of urban transport. For
example, the Caracas metro, due to be completed
in 1990, will not directly serve the lowest income
groups; they demand few of the longer trips that
the metro will provide, and they neither live nor
work on the main line. Middle-income groups are
expected to benefit the most.

As noted above, one-quarter of the developing
world’s urban population has no access to safe wa-
ter. These are the city’s poorest; many have to buy
water from private vendors at rates from 4 to 100
times higher than those paid by the more fortu-
nate, who have access to piped water (see Table
6.4).

Improving the delivery of urban services

The direction of reform depends on the service.
Where a competitive private market is viable, such
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Governments also have a role in traffic regula-
tion and management, vehicle licensing, the set-
ting of safety and environmental standards in
mass transit, and, where feasible, road pricing.
These policies can serve as cheap, congestion-
relieving alternatives to new transport invest-
ments. For example, in San José, Costa Rica, in-
tense commercial development in the business
district increased on-street parking and slowed av-
erage car speeds to ten kilometers an hour. Peak-
hour parking restrictions (especially on bus
routes), parking meters, and formal designation of
loading areas greatly improved the traffic flow.
Thus funds for new roads could be shifted to other
priority areas in the overall highway system.

Efficient private providers should be allowed to
enter the market for bus services. Transport ser-
vices, whether publicly or privately provided,
work best with a minimum of control on the set-
ting of fares. Aside from balancing supply and de-
mand, competitive fares create a favorable climate
for efficient investment. Equally, they discourage
investment that is unlikely to be profitable—such
as capital-intensive subway systems in poor,
densely populated cities.

In most cases a greater reliance on competitive
provision of bus services will not hurt the very
poor, since they tend to live in areas that are not
served by subsidized bus routes. Indeed, competi-
tive provision may even increase access by extend-
ing service to areas not covered by subsidized pub-
lic providers. In Bangkok, Thailand; Istanbul,
Turkey; and Kingston, Jamaica; for example, bus
routes that public operators deemed “‘unprofit-
able’”” were contracted out to competitive private
operators who earned profits without changing the
fare structure.

PUBLIC PRIORITIES IN HOUSING. Housing means
shelter, the lot on which the shelter stands, and the
surrounding infrastructure. By itself public shelter
construction can rarely meet the housing needs of
the poor, let alone that of the entire population.
Public housing projects frequently fail to give the
poor what they want. Subsidies intended for the
poor are often captured by high- and middle-
income households. Instead of building shelter,
the public sector could try to make the private mar-
ket work better. That could mean, for example,
rationalizing land tenure; liberalizing financial
markets; easing restrictions, such as rent control;
and providing basic infrastructure, such as water,
sewerage, and electricity.

Housing finance has been particularly neglected.

The scope for housing finance to stimulate supply
is admittedly limited in low-income developing
countries. In middle-income countries, however,
appropriate reforms could readily free additional
resources. In many countries interest rate ceilings
and restrictions on new lenders have increased the
public deficit (since many financial institutions are
publicly owned) and have acted as distortionary
taxes on the housing sector (see Box 6.6). Such
subsidies are bad vehicles for relieving poverty.
A liberalized financial sector would enable most of
the population to finance its housing needs
privately.

For the very poor, direct public intervention in
housing will continue to be needed. However,
such intervention is better focused on providing
basic services and security of tenure rather than on
dwellings. Where ill-defined property rights in-
crease the risk of buying and selling a site, security
of tenure makes squatters better off. One study in
the Philippines estimated that it increases the
value of dwellings by 18 percent. It also encour-
ages squatters to improve their buildings. The pro-
vision of basic urban services is essential, too. For
example, the kampung (neighborhood) improve-
ment program in Indonesia—which emphasizes
the provision of service roads, footpaths, drainage,
and improved water supply and sanitation—has
been extended into a national program covering
220 towns during the past fifteen years. Studies
have concluded that this has greatly assisted a
large proportion of poor neighborhoods without
imposing too much of a fiscal burden. The lessons
are being applied in slum-upgrading projects else-
where in the world.

EFFICIENT PRICING OF WATER AND SEWERAGE. Wa-
ter and sewerage systems are generally managed
at the local level by autonomous or semiautono-
mous agencies. Spending on these services is usu-
ally a big part of total local government expendi-
ture; user charges generate additional revenue to
finance such spending and can also improve effi-
ciency.

Cities in developing countries differ greatly in
their policies toward pricing water services. Effi-
cient pricing in the absence of externalities means
setting the price at marginal cost and using the
proceeds to provide the service. For water supply
the marginal costs of different levels of service may
differ. Thus efficient pricing would include three
components: a consumption charge related to the
quantity consumed and roughly equal to the mar-
ginal cost of producing, treating, and pumping
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water; a connection charge to reflect the marginal
capital cost of connection, metering, and billing;
and a development charge to cover the capital cost
of the distribution network. Further refinements
might take account of geographical and seasonal
variations in cost.

Most cities face rising long-run costs because
supplies of clean water are hard to find. In such
cases the efficient price exceeds the average cost.
Some cities have put this rule into practice. As a
result, in Jakarta the local water company was able
to pay surplus revenues to the local government in
the early 1970s, and in Nairobi water surpluses
were used to fund other city spending. What
matters is that user charges should be set with
efficiency—not merely short-term financing
needs—in mind.

Falling long-run costs occur only rarely, as in La-
hore, Pakistan, which has a plentiful supply of
ground water. Marginal cost may sometimes fall
below average cost temporarily, as a result of ex-
cess capacity following expansions of the system.
In these cases efficient pricing would entail a defi-
cit and would run counter to the objective of finan-
cial self-sufficiency. So in balancing efficiency with
financial objectives, governments must also take
account of the cost of raising revenue in other
ways (that is, through taxation).

Urban water tariffs often reflect equity consider-
ations. Some such price structures are consistent
with efficiency and financing objectives, while oth-
ers are not. Rising block rates (that is, higher unit
prices at higher levels of consumption) have been
used in cities as diverse as Belo Horizonte, Brazil;
Bujumbura, Burundi; Cartagena, Colombia; and
Jakarta, Indonesia. These might appear to meet ef-
ficiency and equity objectives. Water demand may
be more sensitive to household size than income,
however. If this is so, such schemes could hit poor
families harder. A better way to ensure access for
low-income households would be to charge ac-
cording to the consumer’s characteristics—
according to property values, for example, or to
the type and size of connection. Another possibil-
ity is to charge "lifeline”” rates for very low levels
of consumption (see Box 6.1). Because the poor
may have no access at all, it is usually better to
subsidize connection charges first and then con-
sumption, if at all, later.

PRICING OF OTHER URBAN SERVICES. In principle,
road pricing is an attractive approach to the urban
transport problem. Charges could ideally be re-
lated to the amount of travel through congested
areas. In practice, such schemes can be expensive
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to run. A scheme in Singapore, however, where
low-occupancy vehicles pay a charge for entering
congested areas during rush hours, has been
working since 1975. Where such charges are im-
practical, another option may be to use benefit
taxes, such as lump sum charges to recoup costs
from beneficiaries (see Chapter 7).

Subsidies for refuse disposal are required be-
cause of the externality of pollution and the diffi-
culty of controlling unauthorized disposal. Still, it
may be useful to levy different charges for indus-
trial and commercial waste, as opposed to residen-
tial waste; to enforce refuse charges by collecting
them jointly with water or electricity charges; or to
levy a flat monthly fee according to area.

The pace of reform

Ultimately the public sector must decide which
services to provide or to subsidize. Housing and
urban mass transit are subsectors in which private
providers can be efficient—especially if policy facil-
itates both free entry by new providers and a flow
of private financing. Government can then focus
its financial and administrative resources in areas
where intervention is essential: road maintenance,
traffic management, and urban land tenure. Where
a competitive market does not exist because of
economies of scale, as in water supply, cost recov-
ery through consumption and development
charges is desirable.

Administrative and political factors pose obsta-
cles, however. Coordinating the activities of dif-
ferent tiers of the public sector is difficult (see
Chapters 7 and 8). Once in place, subsidies are
hard to remove, because they come to be perceived
as entitlements, even if they were conceived as
temporary measures to ease adjustment. City
dwellers are particularly vocal in protecting their
entitlements. Urban demonstrations forced the
Philippine government to cancel a planned dou-
bling of gasoline prices in August 1987. Rights to
subsidies are also sometimes implicitly traded,
since the price of land reflects the value of the sur-
rounding infrastructure. Highly visible improve-
ments in the quality of service, publicity cam-
paigns, support from popular leaders, and gradual
rather than sudden increases in user fees can re-
duce political inertia. These were part of the suc-
cessful effort in Bangkok to increase the public wa-
ter company’s revenues during the mid-1980s.

Rural infrastructure

The importance of rural infrastructure in produc-
tivity has long been recognized. Rural roads allow



inputs and outputs to be more efficiently trans-
ported between farms and market. Irrigation in-
creases the yield from agricultural land. Rural elec-
trification expands the area under irrigation
through the use of pumps and offers power for
rural nonfarm enterprises. Residential water sup-
ply may bring health benefits and, hence, a more
productive labor force.

In most cases the central or provincial govern-
ment—either directly or through state-owned en-
terprises (SOEs)—is the main provider of infra-
structure in rural areas. Most services are provided
either free or at highly subsidized rates. According
to a recent study in Asia, tariffs covered only a
small percentage of the economic costs of electrifi-
cation. User charges for residential water are well
below cost. In six Asian irrigation systems reve-
nues collected from farmers as a percentage of cap-
ital and recurrent costs ranged from a high of 25
percent to a low of 1 percent. It is impractical to
charge directly for access to rural roads, although
vehicle and gasoline taxes might be considered as
user charges to recover the cost of road
maintenance.

Arguments of efficiency and equity have been
used to justify this pattern of provision. Many of
the benefits of rural infrastructure accrue to society
at large. For services such as potable water the
individual consumer might not be aware of all the
benefits—especially improved health—and would
consume too little at competitive prices. In addi-
tion subsidizing agricultural infrastructure is one
way to target government spending toward the
poor.

Issues in present financing arrangements

Although the arguments above justify public inter-
vention in rural infrastructure in some form, the
precise manner of intervention will depend as be-
fore on the criteria of allocation, internal efficiency,
and equity.

UNDERINVESTMENT IN WATER AND ROADS. The
need for more infrastructure is becoming pressing
partly because of the continuing rise in rural popu-
lations. Despite recent improvements, access to
potable water has fallen short of what had been
hoped for. More than 1.5 billion people—roughly a
third of the world’s population—are estimated to
be without access. In many low-income countries
more than half of all villages remain unconnected
to any all-weather road.

The cost of distributing rural services is high be-
cause the beneficiaries are scattered. Economies of

scale in the production and transmission of power
and water, for example, are offset by the high cost
of serving far-flung communities. Extending cov-
erage will be increasingly costly, since those easiest
to reach have already been served.

Better allocation of resources is one way for-
ward. Few rural electrification programs are part of
an integrated plan based on the costs and benefits
of alternatives. In residential water supply, misal-
location has resulted from central governments
(and external funding agencies) taking too great a
role in deciding what to install and how to operate
it. Projects tend to fail when users have no sense of
responsibility for the service. The Thai govern-
ment dug wells, installed handpumps, and com-
mitted itself to maintaining them, only to find that
the people continued to use their traditional sur-
face water sources. Another cause of failure is lack
of maintenance. In Tanzania better access to pota-
ble water was provided without support for recur-
rent costs. The people wanted the new facilities,
but the systems rapidly fell into disrepair.

Similar problems face investment in irrigation.
Programs tend to be biased toward big new
projects at the expense of cheaper solutions, such
as improving existing systems, developing smaller
community-controlled facilities, and improving
rainfed farming methods. Studies conclude that ir-
rigation agencies, which get most of their re-
sources from central treasuries, support farmers’
demands for costly and subsidized investments.
This is in line with their traditional role of expand-
ing water supplies, and it enables the agencies to
preserve high levels of staffing and spending.
Cost-benefit analysis may sometimes screen out
bad investments, but the system’s incentives still
encourage bigger and more expensive alternatives.
If water diverted for irrigation were used more effi-
ciently, partly through appropriate maintenance,
the need for costly new irrigation projects would
diminish. In Pakistan, where waterlogging and sa-
linity problems are widespread, reducing water
losses in the Indus Canal system from 50 to 30
percent would match the contribution to irrigation
supply of three dams the size of Tarbela, the larg-
est in the country, each costing $3 billion.

INEFFICIENT SUPPLY AND CONSUMPTION. Rural ac-
cess roads tend to be constructed by the roads de-
partments of national or provincial ministries.
These departments do not like to contract out.
They claim that small contractors have little experi-
ence or are generally inefficient. Yet, according to
World Bank surveys in Latin America and West
Africa, the performance of road maintenance agen-
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cies has been generally poor. Equipment is under-
used because of lack of spare parts, poor training,
lack of preventive maintenance, operator abuse of
equipment, and inadequate workshop facilities.
Government regulations make it difficult for roads
departments to attract the right personnel, hire
and fire staff, and provide incentives. Private con-
tractors or highly decentralized rural construction
units—as in Benin and Kenya—have been more
cost effective. Ghanaian contractors now under-
take regraveling and routine maintenance.

The pattern of consumption is often inefficient as
well, because prices are set too low. In fully irri-
gated areas, for example, farmers closer to the
main water source, where water is abundant, typi-
cally waste more than those further away. To avoid
such waste, prices need to confront users with true
economic costs. Underpricing also makes it harder
to plan investments.

INEQUITABLE ACCESS BY THE POOR. Heavy public
spending on rural infrastructure is often justified
as a measure to help the poor. Incomes in rural
areas are indeed lower on average than those in
urban areas, but the range is wide. In many coun-
tries poverty alleviation is not well served by the
current system of rural subsidies.

Highly subsidized rural electrification does not
mean that all village families have equal access to
electricity. Findings from a survey of ninety vil-
lages in India indicate that about 15 percent of the
population was connected during the first few
years of electrification and only 45 percent after
twenty years. The poorest often live far from the
main electricity lines and can rarely afford to con-
nect to them. Data for 1974 show that nearly 65
percent of the highest income groups in Malaysian
rural areas had electricity compared with 20 per-
cent of the lowest income groups; in Colombia
only 29 percent of those connected were in the
lowest 40 percent of rural income groups. Thus the
uniform distribution of subsidies within rural areas
(for example, through low prices for all) may mean
that the poorest do not get their share.

There is also evidence of a regressive distribution
of subsidies for rural water supply. For example,
the proportion of the poorest families with connec-
tions to rural water services was about one-half
that of higher income households in Colombia,
Kenya, and the Republic of Korea in the late 1970s.
The alternative to piped or well water is very ex-
pensive. Without access in their local community,
families must walk and queue for their supplies.
This claims 15 percent of women’s time in some
areas.
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The distribution of benefits from spending on
rural roads and irrigation is more difficult to judge.
Some studies have found that the rural poor tend
to live outside areas affected by new roads and are
neglected by publicly financed rural development
programs. Subsidies for irrigation can be regres-
sive if instituted in response to political pressure,
and the larger landowners are experienced at ex-
erting such pressure. Land values rise in irrigated
areas, but these economic rents are generally not
shared with labor. Thus free (or nearly free) public
provision of rural infrastructure may not serve the
poorest: landless farm workers and smallholders
of irrigated upland farms.

Policy options

Policymakers first have to set priorities and decide
which services will be provided centrally rather
than locally. The central government can shift re-
sponsibility for decisionmaking, investing, main-
taining, and overseeing some rural infrastructure
services to local communities and in so doing im-
prove efficiency. This is particularly so for rural
roads and the distribution-related services of water
supply, where economies of scale and technical
difficulties pose fewer problems. The center can
then focus on training, regulating, and targeting
subsidies toward selected impoverished communi-
ties. Having set priorities, the next task is to ar-
range for appropriate financing of the services that
will continue to be centrally provided.

DECENTRALIZING PUBLIC RESPONSIBILITY. Al-
though the argument for centralizing “‘natural’”’
monopolies is strong for services that require
heavy capital spending, it may not hold when the
source of supply is local. Many irrigation facilities
are supplied by national networks, but even in
such cases a community-level service might still be
the most efficient system for distribution to indi-
vidual users. Programs with community participa-
tion coordinated by village-level officials or private
associations have been shown to be generally more
successful than those without such participation.

Such programs provide the services that are in
demand, provide them at the appropriate stan-
dard, and do so effectively. Decisions made with
little local consultation often result in low use. In
northeast Thailand, for example, five years after
handpumps and communal standpipes were in-
stalled, only one-quarter of the systems were still
operating. Communal facilities were then con-
verted to individual yard taps; after another five
years about 90 percent were functional and well-









or even funds. Experience has shown, however,
that such credit schemes can be sustained only if
they are not used to distribute subsidies through
distorted interest rates.

The higher tier of government must regulate the
use of common resources that cut across localities,
such as water and roads. It must also provide
those services for which only a systemwide ap-
proach is economical, such as trunk irrigation lines
and large-scale power generation and distribution.

EFFICIENT MANAGEMENT AND FINANCIAL AUTON-
OMY OF CENTRALIZED PROVIDERS. In some countries
and for some services it may be neither desirable
nor feasible to decentralize. However, national in-
stitutions need to become more efficient, too. The
managerial and administrative improvements dis-
cussed in World Development Report 1983 would be
important elements of reform.

Managerial reforms would be more effective if
central institutions had greater financial autonomy
(as in power, see Box 6.4). The tendency for pub-
licly subsidized irrigation authorities to invest
anew when it may be more cost-effective to main-
tain or improve existing systems can be partly
countered by making them more financially ac-
countable to users—local communities or individ-
ual farmers. One approach would be to set up pub-
lic utilities under the supervision of a regulatory
body. Another would be to establish water districts
empowered to impose fees or betterment levies. In
either case the goal should be to establish a closer
link between user and provider.

Such schemes hinge on the pattern of user
charges. Traditional arguments that water systems
are subject to large economies of scale and exter-
nalities in consumption do not justify low levels of
cost recovery (see Box 6.1). Economies of scale in
production are often offset by the rising cost of
finding new sources. Efficiency pricing would then
require full cost recovery. The externality argu-
ment correctly cites the health benefits of water
supply, but without cost recovery there may be no
service at all.

Decentralizing financial responsibility to local
communities and to semiautonomous agencies
does not mean that government subsidies from
general sources are no longer needed. In some
cases central subsidization is necessary to protect

the interests of the poor or because the cost of
raising revenue from beneficiaries is too high. But
even when subsidies from general sources are nec-
essary, governments can devise ways to ensure
that they are distributed efficiently. What is impor-
tant is that subsidized consumers are, as far as
possible, given an incentive to choose the most
efficient alternative. Similarly, public providers
must be free to choose efficient suppliers. For ex-
ample, governments could establish relatively au-
tonomous road maintenance departments with the
freedom to contract out to private providers.

Prospects for change

In summary, a gradual devolution of financial and
administrative responsibility to the local level
would improve efficiency and equity for services
with few economies of scale—residential water
supply, the distribution of local irrigation services,
and the building and maintenance of rural roads.
The central government’s roles would shift from
those of primary decisionmaker, investor, main-
tainer, and overseer to those of regulator, technical
adviser, and dispenser of information. For services
with economies of scale—rural electricity genera-
tion and main trunk line construction, for instance
—a higher tier of government must remain the pro-
vider. In such cases the focus must be on appropri-
ate pricing policies.

Decentralizing public activity must be done in
stages, because built-in incentives lead the system
to perpetuate itself. Some of the clearest lessons in
the political economy of subsidies come from in-
dustrial countries, not developing ones. Irrigated
water in the United States is a case in point. In
1985 the value of the total subsidy to the 146,000
farms that use water provided by the U.S. Bureau
of Reclamation amounted to nearly $15 billion—or
56 percent of the average market value of irrigated
land. The 6 percent of all farmers who receive the
subsidy are among the richest in the nation. Farm
groups, politicians, and the irrigation agencies all
support this largely wasteful scheme. Reform is
always possible—in the developing countries as
well as in the United States—but the risks of doing
nothing are far greater in the developing countries.
It is indeed encouraging that many of the reforms
discussed above are already being implemented.
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Table 7.1 Comparison of local public spending and revenue shares by major categories in selected cities

(percentage of total spending)

Spending and Brazil, Colombia Kenya lI’}eIp(:gfel;:: India Pakistan
associated Sio Paulo, Bogotd, Cali, Cartagena, Nairobi, Mombasa, Seoul, Ahmedabad, Bombay, Calcutta, Gujranwala, Karachi,
revenue category 1984 1972 1974 1972 1981 1981 1983 1981 1981-82 1982 1983 1982
Spending on general

urban services? 30.2 173 22.6 37.2 10.3 7.9 34.0 23.2 124 422 33.1 16.8
Local tax revenue 68.7 14.0 169 27.1 341 75.6 44.2 61.4 47.0 613 98.4 85.9
Spending and debt

service for public

utilities® 36.3 69.1 745 61.2 53.0 28.0 29.1 48.9 69.8 46.4 55.4 52.3
User charges and

borrowing 30.8 72.0 80.4 60.1 52.1 -7.8 33.8 30.1 522 -16.2 -8.7 11.1
Spending on social

services® 33.6 13.7 29 1.6 36.8 64.0 36.9 27.8 17.8 11.4 11.5 30.8
Grants received 0.4 14.0 2.8 128 13.7  32.2 22.0 8.6 0.7 549 10.3 3.0

Note: For each city, spending shares (including debt service) add to 100 percent, except for rounding errors; likewise all revenue shares (including

borrowing) add to 100 percent.

a. Includes refuse collection, parks and recreation, industries, fire protection, law enforcement, general administration, employee pensions and
health care, grants and transfers, and other miscellaneous services. Local taxes include other miscellaneous revenues.

b. Includes water supply, sewerage and drainage, electricity, telephones, housing, markets and abattoirs, highways and roads, and public
transport. User charges include revenues from development charges, housing schemes, and so forth.

c. Includes education, health, and social welfare.
Source: Bahl and Linn, forthcoming.

* The cost of providing local services should be
recovered, to the extent possible, from charges on
the beneficiaries. Such charges should be related to
individual consumption or, where this is not possi-
ble, to a measure of individual benefit received.

® Services whose costs cannot be recovered
from charges can be financed from general taxes—
property taxes, business taxes, and sales taxes—
levied within the relevant jurisdictions.

o If the benefits of local services spill over into
other jurisdictions or produce nationwide benefits,
then grants from higher level governments should
finance such services in proportion to their outside
benefits.

* Borrowing is an appropriate way to finance at
least some local capital investment, provided mac-
roeconomic fiscal balance is maintained.

As these criteria indicate, the appropriate use of
local revenue instruments depends on the spend-
ing responsibilities assigned to local government.
Equity can dictate modifications of these criteria,
such as avoiding the imposition of user charges on
low-income households.

In the absence of detailed nationwide informa-
tion, public finance data for a sample of cities pro-
vide some insight into the composition of spend-
ing by sector, and of revenue by source, for
particular local jurisdictions (see Table 7.1). These
data make it possible to relate broad categories of
spending with revenue sources. The four effi-
ciency criteria suggest that general urban services

should be financed by local taxes, public utilities
should be self-financing, and social services should
be supported by grants.

In Bogotd and Cali spending and revenue have
closely matched the efficiency criteria. In Carta-
gena grants from other levels of government have
tended to support the nonsocial services. All the
other sample cities collected a surplus of local taxes
to help finance public utilities and social services.
Calcutta has received a large share of grants, ap-
parently mostly to support public utilities.

Increasing local revenues—especially through
user charges—is often desirable, but it is difficult
when local governments do not have revenue au-
thority commensurate with their spending respon-
sibilities. Central government usually lets local
government use only a few revenue sources, and
even these are subject to limits. In Thailand, for
example, the proportion of local expenditure fi-
nanced from local sources declined between 1977
and 1982 because of central restrictions on the rate
at which local taxes and charges could be levied.
Local authorities could, and should, be encour-
aged to raise more revenue locally. This might be
done through user charges, local taxes, borrowing,
and grants.

User charges

User charges can be of two types: consumption
related and benefit related. They account for about
one-third of all locally raised revenue in a sample
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charge designed to recover the cost of infrastruc-
ture development from beneficiaries. A develop-
ment charge may cover only a limited project—for
example, a neighborhood paving scheme or the
construction of a sewage canal—or it may cover the
full development of a new area. It is usually im-
posed on the owners of property in the areas that
are improved by public action, and it represents a
tax on the increase in land values that results from
new local infrastructure. It can be an equitable tax
because those who benefit from development pay
for its cost. Two particularly successful systems of
development charges—land readjustment in East
Asia and the valorization system in Latin
America—indicate their potential (see Box 7.3).

The main difficulty with development charges
lies in administration and collection. Jakarta’s bet-
terment tax suffered from late notification of the
tax department that an area would be improved
and, hence, late notification of landowners; diffi-
culties in tracing landowners because of unregis-
tered land transactions; and a lack of data on land
values. A properly functioning property tax (dis-
cussed below) makes administering development
charges far more straightforward.

User charges are especially well suited to local
government finance, but they have often been un-
derutilized. Colombian cities, such as Bogotd, Cali,
and Cartagena, were an exception because of their
relatively limited dependence on local taxes and
grants and much heavier reliance on user charges.
Two main factors account for this. First, in the
larger Colombian cities local governments provide
the important public utility services (water, sewer-
age, electricity, and telephones), whose cost can be
recovered through user charges. Second, local
governments in Colombia have placed a relatively
heavy emphasis on benefit charges to finance in-
frastructure.

When not relying on user charges, local govern-
ments often require inefficient transfers from cen-
tral government that strain central budgets. For
example, in Pakistan increasing dependence on
federal grants to finance provincial services is at-
tributed, in part, to the provinces’ low reliance on
user charges. In Mexico municipalities have not
had the incentive to recover the cost of invest-
ments made with grants from states or the federal
government.

Local taxes

As the efficiency criteria indicate, another way to
raise revenue locally is through local taxes. These

can be either property taxes or other local taxes,
such as those on industry, commerce, and the
professions.

ProPERTY TAX. The property tax has several ad-
vantages as a local revenue source. First, all munic-
ipalities have some taxable real estate within their
boundaries. Unlike taxes on business and trade,
whose bases are concentrated in major cities, the
property tax can produce revenue in small outly-
ing local governments as well as in large cities.
Second, within small towns the property tax base
is broad; thus the burden of such a tax can be
distributed across a large segment of the popula-
tion, and significant revenue can be raised at low
tax rates. Third, because property values are en-
hanced by the provision of local government serv-
ices, property taxation based on accurate property
valuation can recover the cost of services directly
from the beneficiaries. Relatively little of the tax on
residential property will be shifted from property
owners to others, whereas the tax on commercial
property can be shifted to consumers. Finally, the
burden of the property tax on the poor can be re-
duced or eliminated by reducing or exempting
taxes on properties below a certain value.

Despite these theoretical advantages, data for ur-
ban local governments in selected developing
countries indicate that property taxes account for
only 5 to 25 percent of recurrent receipts of local
government, except in Africa, where reliance on
property taxation is generally higher. Moreover,
the performance of the property tax over time has
been mixed. Property tax revenues have declined
in real terms in more than half of the Asian and
Latin American countries. The countries experi-
encing the greatest revenue erosion were generally
those with high rates of inflation, particularly in
Latin America. In most of Africa, however, prop-
erty tax revenues have grown in real terms.

An obvious way to increase property tax yields is
to raise the tax rate. This is often a bad approach,
however. It exaggerates inequities by increasing
the burden on taxpayers whose properties are on
the tax rolls and who pay their taxes in full. A
better approach is to raise more revenue from de-
linquent taxpayers by collecting more efficiently.
Examining payment records to identify major de-
linquents, introducing a systematic method of
chasing them (such as reminders and warnings),
and conspicuous enforcement of penalties can to-
gether significantly increase collected arrears and
produce longer term improvements in the system.
In Delhi, for example, better property tax
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collection—including rebates for timely payments,
penalties for late payments, better facilities for
making payments, and an improved management
information system—increased revenue by 16 per-
cent in 1985-86 and 96 percent in 1986-87. Another
major reason for improved collections was that tax-
payers had to pay their assessment before being
able to appeal it in court.

Improving collections works best when the tax
rolls are reasonably complete and valuations are
accurate—at least in relative terms. Otherwise, in-
creases in the efficiency of collection may exagger-
ate existing inequities. More basic reforms may
then be necessary. The maintenance of accurate
property tax records, usually termed the fiscal ca-
dastre, is a particularly important step in basic re-
form, because the tax base is constantly changing
in developing countries because of rapid urban
growth and high inflation. An accurate cadastre
also aids in planning and providing local services,
especially infrastructure, and in administering and
collecting development charges.

Valuation is a critical step in basic property tax
reform. One approach is to use the annual rental
value, which in many developing countries is de-
termined by asking renter occupants how much
they pay in rent and extrapolating from that to
owner-occupied property. The method is simple,
but open to inaccuracy and misrepresentation, es-
pecially for owner-occupied structures. A second
approach is based on the capital value, which is
calculated either by estimating the value of the
land and the cost of replacing the structure or by
extrapolating from recent sales of comparable
property. (A fundamental policy decision must be
made on whether to tax only land or buildings and
improvements as well.) In practice a pragmatic mix
of the two approaches will be needed depending
on the availability of rental and sales data. Valua-
tions also require technical expertise and time. To
economize on scarce skills, local governments can
draw on a central valuation agency for information
and technical assistance, as was done in Malaysia.

Setting the property tax rate is the next key step
in basic reform. The rate should be high enough to
make the property tax worth collecting, and local
governments should be allowed some flexibility in
setting it, as in Colombia’s fiscal reform (see Box
7.2). Flexible rates can ensure that property tax
revenues are maintained between valuations: by
adjusting rates, local governments can keep prop-
erty taxes constant in real terms. When property is
revalued, the rate can be reset to where it was at
the previous valuation.

Once established, a well-functioning property
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tax system needs continual updating. General re-
valuation of properties, which can be very expen-
sive, can be done at five-year intervals if changes in
property characteristics are recorded promptly and
price increases are captured by indexing the tax
base or increasing the rate.

Experience with fundamental property tax re-
form in Brazil and the Philippines demonstrates
the need to address all aspects of the problem (see
Box 7.4). Brazil, especially, shows that an efficient
property tax can be achieved only if intergovern-
mental fiscal relations provide the right in-
centives—animportant general rule for all countries.

OTHER LOCAL TAXEs. Taxes on industry, com-
merce, and the professions are usually another im-
portant source of local revenue. These taxes may
take several different forms, including a turnover
(gross sales) tax, a tax on the value of gross busi-
ness assets, or specific levies tailored to the type of
enterprise. Local taxes on industry, commerce,
and services have accounted for more than 80 per-
cent of local revenue in San Salvador and more
than one-half in La Paz. In the Philippines, busi-
ness license taxes are the second largest source of
locally raised revenue. The revenue from business
taxes can grow substantially, because with urban-
ization the number and size of business establish-
ments increase and the taxable base grows. A flat
charge or exemption eliminates the need to assess
small firms.

Few local governments in developing countries
levy broadbased sales taxes partly because central
governments prohibit it and partly because sales
taxes are difficult to administer. To avoid adminis-
trative problems, a higher tier of government
might assess and collect a sales tax and then remit
part or all of it to the local authority. For example,
the sales tax could be a local surtax on the central
government tax, with the central government act-
ing as collector. The local government could set the
rate, determine special exemptions and other de-
tails, and pay the central government a collection
charge. Local autonomy would be sacrificed only
in choosing the tax base and determining collec-
tion efficiency. One problem with this approach—
and the reason it is rarely adopted—is that central
governments are generally unwilling to let the lo-
cal authorities share in so lucrative a revenue
source because it may limit the national govern-
ment’s ability to raise revenue from the base. An-
other is that such a tax might be less visible and
thus make local governments less accountable to
their taxpayers.

Some local governments use personal income






ment taxation in developing countries is the prolif-
eration of minor revenue sources, including selec-
tive excise taxes and a variety of license taxes, fees,
stamp, and poll taxes. While any one of these adds
little revenue, they may jointly make a significant
contribution. For example, local taxes and fees ac-
count for more than 20 percent of total local reve-
nue in Indonesia. Often, however, their adminis-
trative and compliance costs are considerable, and
they are subject to wide discretion by tax collec-
tors. Fewer such taxes would be appropriate in
most jurisdictions.

Borrowing

As mentioned earlier, borrowing is generally a mi-
nor source of local government revenue in devel-
oping countries. This reflects both the conservative
financial policies of central and local governments
and their limited sources of loan finance. In princi-
ple, however, there is no reason why local govern-
ments should not borrow to finance at least a por-
tion of capital project costs. Debt service payments
can be linked to user charges for local services gen-
erated by the capital projects for which the debt
was incurred. In this manner greater reliance on
borrowing favors self-financing projects. This need
not imply an increase in aggregate public sector
borrowing. Instead it would usually mean replac-
ing intergovernmental capital grants with internal
loans from central to local government. Grant fi-
nancing places the burden on central governments
and general taxpayers, rather than on local deci-
sionmakers and beneficiaries where it properly
belongs.

One way to provide local access to loans while
ensuring some central control to preserve macroec-
onomic balance is to create a municipal develop-
ment fund (MDF). Typically, MDFs have two
broad objectives. The first is to raise additional re-
sources for public investment. This usually begins
with an initial injection of funds from a donor and
a counterpart contribution, usually larger, from
central or state government. In addition domestic
financial markets may be tapped through bond
and debenture issues. But ultimately most of these
programs aim to extract additional resources from
municipalities themselves through better revenue
administration and cost recovery.

The second objective is to improve the use of
resources. This can be done by developing ap-
praisal criteria and enlarging local capacity for
sound financial analysis of the projects financed by
MDFs (as proposed in Brazil and Mexico), by as-
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sisting municipalities with the design and execu-
tion of their investment programs (as in Turkey
and Venezuela), and by improving the operation
and maintenance of local infrastructure (as in Jor-
dan, which is discussed below).

MDFs are not new. In the past thirty years they
have spread rapidly through Africa, Asia, and
Latin America. Historically, few have developed a
capacity for sustained assistance and funding for
municipal government on the scale needed. They
have tended to play a narrow and passive financ-
ing role by providing little technical or financial
appraisal to the investments they have funded and
offering little assistance to municipalities other
than capital finance. Furthermore repayment disci-
pline has sometimes been weak. MDFs in Hondu-
ras, Kenya, and Morocco, for example, have expe-
rienced (and tolerated) substantial arrears, and the
latter two made new advances to borrowers in de-
fault.

Jordan’s MDF has been notably successful. In
1979 the government established an autonomous
Cities and Villages Development Bank to provide
investment finance and assistance to municipal
and village councils, with the aim of extending ac-
cess to infrastructure and employment. The bank
played a role in financing the spread of urban
physical and social infrastructure (for example,
paved roads, schools, clinics, piped water, and
electricity) to virtually all settlements, however
small and remote. It has also been instrumental in
maintaining and improving the quality of infra-
structure investment through its standards, ap-
praisal, and monitoring. The bank has taken on an
increasingly active role in financial and technical
advice and in training for municipal authorities. It
has introduced new criteria that will allow munici-
palities to forecast their debt service capacity more
accurately.

Efforts are under way in many developing coun-
tries to strengthen existing MDFs or to set up new
ones. To succeed the local governments concerned
will need a buoyant revenue base to support debt
service. If MDFs are allowed to recover debt serv-
ice from central government transfers to local gov-
ernments, they will be tempted to induce local au-
thorities to borrow more than they can afford.

Intergovernmental grants

Central government transfers to subnational gov-
ernments through shared taxes and grants are a
critical link in distributing expenditure responsibil-
ity and taxing authority between the two tiers.






charges. Many intergovernmental grants are sim-
ply central government subventions of local activi-
ties. They have many undesirable qualities: they
are a drain on central revenue, they encourage in-
efficiency and worsen regional and urban-rural
disparities, and they reduce the accountability of
local government while giving it no assured access
to funds.

A formula-based grant system addresses these
problems by simultaneously meeting central gov-
ernment objectives and providing local govern-
ments with some degree of autonomy. Formula-
based allocations require the granting government
to decide on the factors that are to be used in deter-
mining grant amounts. These may include, for ex-
ample, indicators of need, such as population or
miles of road, or indicators of local revenue capac-
ity, such as local income or taxable economic activ-
ity. The grants may be block grants, that is,
general-purpose, lump-sum transfers that provide
local governments with considerable autonomy, as
in the Philippines. Alternatively they may be cate-
gorical, that is, restricted to particular uses, some-
times requiring approval by the central govern-
ment. Categorical grants give the central gov-
ernment more control over the allocation of funds
between sectors.

Categorical grants can be designed to cover only
part of the total spent locally in a sector, in which
case grant funds are said to “match’ local funds.
The matching rate can be set to achieve an efficient
level of local spending. If a matching grant is used
to support spending that has spillover benefits, the
matching rate should ideally equal the ratio of
spillover benefit to total benefit, although the in-
formation needed to compute matching rates pre-
cisely is very difficult to obtain. A single grant can-
not accomplish all objectives. For example, if the
principal objective is to equalize fiscal capacity
across jurisdictions, the goals of stimulating local
government tax effort and promoting local fiscal
autonomy are not likely to be well served. This
problem can be addressed by including different
types of grants in the system, for example, pure
shared taxes to provide adequate revenues for
large urban areas, formula grants to equalize
across jurisdictions, and matching grants to stimu-
late tax effort. Balancing the merits of shared taxes
and formula grants is a central issue in designing
grant systems.

Grant systems should be kept as simple as possi-
ble. Complex systems lack transparency, are likely
to introduce mutually offsetting incentives, are dif-
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ficult to implement effectively, and are open to
abuse or ad hoc political bargaining.

Local government administration

Decentralizing spending responsibility and reve-
nue authority can assist development, provided lo-
cal administrative capacity is adequate to the tasks.
An important reason for past shortcomings was
the failure to deal with the difficulties of planning
and implementation.

Many of the reforms recommended for public
spending in Chapter 5 apply at the local level also.
In particular, local governments should prepare
both a medium-term fiscal plan and a comprehen-
sive annual budget. These force local governments
to evaluate the needs of their jurisdictions and to
make strong arguments for spending programs,
either current or capital, which then serve as the
foundation for strong fiscal efforts. They also help
central governments to coordinate municipal de-
velopment and provide a clearer picture of re-
quired intergovernmental transfers.

Effective local administration is hampered by
lack of finance and accounting skills because
skilled personnel frequently would rather work for
the central government. One approach to local
staffing is to assign central civil servants temporar-
ily to local authorities. Also technical agencies at
the center can provide direct services to local gov-
ernments. Malaysia’s central government lends as-
sistance in public health, sanitation, and food in-
spection, especially in rural areas, and has
assigned accountants to state governments. Tech-
nical assistance to local governments may be pro-
vided with either loan or grant finance. Municipal
development funds can enlarge the local capacity
for financial analysis and implementation of in-
vestment programs.

Training local officials is essential for better local
administration. Several Indonesian cities have pi-
lot programs for local training to improve tax ad-
ministration and financial management. In Nepal
local officials have attended training workshops on
techniques of financial analysis, current and capital
budgeting, and tax collection procedures (includ-
ing records systems). As a result, at least initially,
locally raised revenues have increased.

Another option for local governments with staff-
ing shortages is to buy services from the private
sector. Many services can be provided this way.
Contracting reduces staff requirements and gives
local governments the flexibility to provide a
changing mix of services.



Toward more efficient local government

The structure of government in many developing
countries is inefficient. Often fiscal relations are
opaque because of political expediency rather than
lack of knowledge or skill. This makes reform
much more difficult. Nonetheless more open and
transparent systems are urgently needed. Respon-
sibility for many services can be devolved to local
government. Local government should rely on the

revenue sources that they are best equipped to
use, such as property taxes and user charges. A
properly designed system of grants can encourage
efficient provision of local services. Local govern-
ments must be held responsible for their use of
public resources to those who provide them: for
user charges, the beneficiaries; for locally raised
revenue, the general public; for grants, the cen-
tral government; and for borrowed funds, the
creditors.
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either to strict investment criteria or to central
monitoring.

However, the failure to view public finances
comprehensively is not entirely caused by a lack of
data. SOEs were often set up or enlarged precisely
because they were largely exempt from fiscal con-
trol. Where strict legal or administrative rules lim-
ited the creation of new SOEs, ways were often
found to circumvent them. For example, in the
Philippines during the 1970s and early 1980s some
sectoral ministries were able to avoid legal restric-
tions on the establishment of new SOEs by form-
ing subsidiaries of existing ones. This practice has
been widespread elsewhere, as in Brazil, where
the creation of SOE subsidiaries was largely un-
controlled until 1979.

SOEs have therefore been both a cause and a
symptom of weak fiscal discipline and lack of
transparency. Transparency—the ability to assess
the financial implications of public sector activities
in advance, to evaluate them after the fact, and to
identify who bears the costs and who receives the
benefits—is necessary if decisionmakers are to be
accountable for their actions. Of course, develop-
ing countries are not alone in these difficulties. A
recent study has documented the growth of off-
budget SOEs and agencies at all levels of govern-
ment in Japan, the United Kingdom, and the
United States—"'underground public sectors” not
subject to the usual fiscal and political controls.
Even in the United States, where SOEs have tradi-
tionally had only a limited role, off-budget enter-
prises borrowed an estimated $50 billion in private
capital markets in 1982; this sum was implicitly or
explicitly guaranteed by the federal government.
However, lack of transparency has been particu-
larly disruptive in developing countries. The SOE
sector has often been the source of unexpected fis-
cal crises when the economic or political fortunes
of a country worsened, which exposed the weak-
nesses of substantial segments of the economy
that had directly or indirectly come under public
control.

Recent fiscal crises have forced the governments
of developing countries to reconsider the role and
management of SOEs. Official reports in India,
Kenya, and Tanzania, for example, have drawn at-
tention to poor management of the SOE sector and
to its budgetary implications. More than thirty
governments have undertaken studies to identify
weaknesses in the sector and in its relations with
government. More than ten developing countries
have begun comprehensive reforms as part of
broader efforts to improve resource mobilization,

allocation of public expenditures, and overall fiscal
management. One approach is to reform the tradi-
tional instruments of fiscal policy: pricing, taxa-
tion, subsidies, and expenditure allocation. An-
other is to enhance fiscal discipline within the
public sector. A third is to increase the role of the
private sector.

Strengthening SOEs through fiscal instruments

SOEs finance their spending in three main ways:
through revenues from the sale of goods and serv-
ices, through transfers from the government (in-
cluding receipts from earmarked taxes, subsidies,
and equity contributions), and through borrowing.
For commercial SOEs the first of these three
sources of finance is generally by far the most
important.

Rationalizing SOE pricing policies

Better pricing can have many benefits. It can make
SOE operations and investments self-financing,
thus reducing the SOE contribution to the overall
public sector deficit. This facilitates the pursuit of
sound public finance policies. For example, it al-
leviates the pressures on central government to
raise taxes, which are often costly in terms of ad-
ministration and economic distortions (see Chap-
ter 4). It also alleviates pressure to raise financing
through inflation, crowding out, and foreign debt
(see Chapter 3). In addition, it helps to limit the
overall imbalance between savings and investment
in the economy, thus reducing pressures on the
balance of payments. The scope is substantial. In
Argentina in 1985 the sale of SOE outputs ac-
counted for roughly one-third of public sector rev-
enue. Pricing adjustments in Costa Rica helped
move the SOE overall deficit from more than 5
percent of GDP in 1982 to a small surplus in 1984
(see Figure 8.4).

As discussed earlier, raising revenue from the
sale of publicly provided goods and services can
also improve the efficiency of resource allocation,
provided prices or user charges are set to reflect
economic cost (see Boxes 4.1 and 6.1). Where SOEs
produce internationally traded goods, prices in in~
ternational trade—also called "’border prices’’—are
generally the appropriate reference point. The coal
industry provides an example. In many countries
its domestic price was often set below border
prices. The implicit subsidy to users was met by
grants, equity contributions, or loans from govern-
ments to coal-producing SOEs. This encouraged
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inefficient use and excessive expansion of capacity.
Tighter budgets then forced deep cuts in invest-
ment, in some cases compromising longer term en-
ergy plans. This happened in Indonesia and the
Philippines during the 1970s; since 1980 both have
taken steps to align domestic coal prices with bor-
der prices.

For SOE outputs not traded internationally—for
example, power, water, and telecommunications—
the long-run marginal cost of production is the ba-
sis for efficient pricing. The principles were dis-
cussed and illustrated for the water and power
sectors in Chapter 6. Underpricing leads to overex-
panded capacity, unnecessary burdens on govern-
ment budgets, and excessive foreign borrowing by
the SOEs concerned. Often it happens because
cumbersome centralized mechanisms for revising
utility tariffs delay price increases after costs have
gone up. Political difficulties can then cause fur-
ther delay. Small but frequent price increases, in
line with broad factors affecting costs (such as in-
flation or devaluations), have successfully avoided
these problems in some countries.

Limiting SOE subsidies

Setting SOE prices with reference to economic cost
will go a long way toward limiting both the call on
central government transfers and SOE borrowing.
Experience has shown that for most SOEs efficient
prices will be compatible with financial viability.
However, subsidies will still be appropriate in
some cases, most notably for the relief of poverty
or on the grounds of declining costs, since efficient
prices will then not cover financial costs.

In principle, to ensure financial viability and
transparency, SOEs should be explicitly reim-
bursed from the budget for the cost of financially
unviable, but socially desirable, projects. Other-
wise they may have an incentive to underprovide
such services or may encounter financial difficul-
ties. The costs and benefits of such subsidies
should be evaluated according to standard invest-
ment criteria, and a budgetary provision should be
made in advance. In some instances, though, it
may be more effective to subsidize low-income
consumers by charging them less than cost and
charging better-off consumers more. Some coun-
tries have applied this approach to water, power,
and rural telephone services. Cross-subsidies are
particularly suitable where the obstacles to raising
general taxes are insurmountable.

Rather than receive subsidies, commercial SOEs
should pay taxes just as private enterprises do.
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This will put them on an equal footing with private
competitors and thus encourage efficiency. Where
SOE prices act as taxes, as in commodity boards,
surpluses should be transferred to the treasury. In
areas such as telecommunications and natural re-
source extraction, efficient SOE prices may lead to
financial surpluses. In these cases it is better to tax
away some of the surplus to finance other high-
priority public investments than to plough it all
back into the same sector, pass it on to SOE clients
through insulfficient charges, or pay SOE employ-
ees higher wages. In several oil-producing coun-
tries, for example, much of the income generated
by state-owned oil companies was wasted in exces-
sive domestic consumption of oil, gas, and
electricity.

Controlling SOE borrowing

Borrowing is justified as a way of allocating part of
the financial burden of large-scale, lumpy invest-
ments to future users. However, it should not be-
come a substitute either for justified increases
in user charges or for injections of equity by the
government.

It is also important that SOEs bear the full mar-
ginal cost of borrowing—especially foreign bor-
rowing. The marginal cost will exceed the nominal
cost if the loan has been provided on concessional
terms or if access to foreign lenders is rationed. To
ensure adequate discipline, some central control of
borrowing will be needed in most countries. SOEs
in Brazil and Coéte d'Ivoire, for example, became
subject to such controls in the late 1970s. Thailand
has a strict ceiling on total public sector borrowing
from abroad that also applies to government-
guaranteed SOE loans. In addition, there are regu-
lations that require SOEs to satisfy certain self-
financing ratios and to remit a prescribed amount
of profit to the government in order to be eligible
for government loan guarantees.

Government guarantees on SOE borrowing
should be given sparingly and mainly for public
works and infrastructure that could spur private
investment. They should not be used for commer-
cial projects or joint ventures where unguaranteed
credit on market terms is available. Informal or im-
plicit guarantees are to be avoided; this can be
done only with strict, pre-established limits on
government exposure to SOEs, clear bankruptcy
laws for SOEs, and the willingness of govern-
ments to liquidate insolvent enterprises. In the in-
terest of fiscal discipline two socialist countries—
China and Yugoslavia—have recently begun to



apply their bankruptcy laws to SOEs. Another
remedy is to pass laws that clearly excuse govern-
ments from liability for SOE debts that are not for-
mally guaranteed.

Improving the allocation of SOE spending

SOEs often operate in areas of special concern to
the government; their investments are seen as cru-
cial for development. In allocating their resources,
they may not be subject to a direct market test.
Moreover, in financing their expenditures, they of-
ten draw on subsidies, loans, or guarantees from
government. Accordingly their spending—and es-
pecially their investment—should face an evalua-
tion as rigorous as that applied to direct govern-
ment transactions (see Chapter 5). Much of this
can be properly carried out within the enterprise
by applying standard criteria for project appraisal
and operational cost-effectiveness. Central govern-
ment agencies, in particular the planning and fi-
nance ministries, should restrict themselves to en-
suring that the broad directions of SOE investment
fall within national planning parameters, that the
SOE carries out the appropriate analysis, and that
SOE managers are accountable for the resources
they use. However, the precise dividing line be-
tween central and delegated responsibility will
vary from enterprise to enterprise.

In practice governments and SOEs every-
where—not just in developing countries—have de-
viated from these principles. The demands on
public managers could be reduced by excluding
from public sector planning those activities in
which SOEs could compete among themselves or
with private enterprises for banking credit—in
manufacturing, for example, and many services.
Financing in these cases would then be indepen-
dent of government subsidies, loans, or guaran-
tees. The point is also relevant for socialist coun-
tries that have begun to move away from central
planning. Since 1984 the profits of SOEs in China,
instead of being remitted to the government bud-
get, have been taxed and the balance retained by

the enterprises. SOEs in China have thus increas--

ingly financed their investments from internal re-
sources and bank loans rather than from govern-
ment budgetary grants.

Enhancing fiscal discipline
Fiscal discipline is more than a matter of control-

ling borrowing and allocating spending more effi-
ciently. This section highlights three further as-

pects: eliminating interagency arrears, improving
the transparency of the financial reporting and
monitoring of SOEs, and increasing the account-
ability of SOE managers. Experience in several de-
veloping countries has shown that after progress
has been made in these areas, sound public finance
becomes much more feasible.

Eliminating interagency arrears

Clearing government arrears to SOEs can be a la-
borious and expensive exercise, but it can greatly
strengthen SOE finances. In 1982, using the pro-
ceeds of a special bond issue equivalent to 6 per-
cent of GDP, the Ethiopian government settled its
unpaid bills to SOEs and strengthened their capital
base. Eliminating government arrears in Portugal
has improved the financial ratios of several SOEs.
Once arrears have been settled, government con-
sumption of SOE outputs must be rigorously
budgeted to prevent the problem from recurring.
By reducing waste and by making civil servants
pay the cost of utilities in government housing, the
Moroccan government reduced its consumption of
water, power, and telecommunications services—
all provided by SOEs—by 4 percent, although its
arrears remain substantial. An integrated govern-
ment cash control system in Jamaica allows ade-
quate budgetary provision and timely payment for
SOE outputs.

The arrears of SOEs to governments also deserve
attention. They are often settled by being con-
verted to equity. But as long as SOEs do not pay
dividends, such conversions are akin to govern-
ment grants: they provide no incentive for fiscal
discipline. Conversions should therefore be com-
plemented by reforms in SOE taxation and pricing.
Government auditing should monitor financial
balances between individual SOEs and guard
against the accumulation of arrears, which ham-
per efficient financial management in individual
enterprises.

Improving financial reporting and monitoring

Improving the transparency of SOE finances calls
for up-to-date data. These should include data on
actual and planned spending and revenues and on
changes in assets and liabilities, organized in a sys-
tematic accounting framework, and assembled
regularly by a central agency. Most utilities in de-
veloping countries that receive foreign assistance
or loans already apply standards of this kind; in
principle they can be adapted for other commercial
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nomic adjustment cannot happen alongside major
macroeconomic imbalances. At the same time sta-
bilization without structural measures to support
growth may itself prove unsustainable. Stabiliza-
tion and structural adjustment must therefore be
coordinated to avoid inconsistency in policy. Ad-
justment that relies on lowered tariffs and import
barriers, unified exchange rates, and deregulated
financial markets can be destabilizing because of its
fiscal implications. Adjustment should therefore
allow for complementary fiscal reform to replace
any lost revenue. Conversely, stabilization that re-
lies on higher tariffs, restricted imports, and re-
duced public and private investment can stifle
structural reform and growth. In fiscal retrench-
ment the choice between higher revenue and
lower spending will vary; it will depend on the
size of the public sector and the efficiency of both
its revenue gathering and its spending. Regardless
of that choice, special short-run measures may be
needed to cushion the effect of stabilization on the
poor.

Reduced costs of raising revenue

Raising public revenue is expensive. The costs in-
clude not just the direct costs of administration,
but also the indirect costs that arise from distor-
tions in economic activity. Some methods, though,
are far costlier than others. Certain principles
should guide governments in reforming their reve-
nue systems.

As far as possible the costs and benefits of public
services should be linked through user charges.
These might be charges related to consumption
(public pricing) when specific consumers can be
identified or charges related to benefits (such as
valorization schemes in Latin America) when the
benefits of a public service are concentrated in a
particular area. User charges can promote greater
economic efficiency by making beneficiaries weigh
the economic cost of a good or service against its
benefit. Users are also more likely to oversee the
performance of suppliers when they have to pay.
Many public services for which charges are both
feasible and appropriate are often provided free or
at highly subsidized prices to all users. As a result
there is significant scope for raising additional pub-
lic revenue from higher user charges—especially
for services such as higher education, hospital
care, electricity, water supply, and urban trans-
port. Far from hurting the poor, evidence shows
that cost recovery can help them by producing the

financial resources necessary to expand the supply
of basic services. Subsidies can still be targeted to
the poorest groups to alleviate poverty and to meet
basic needs for education, health, and sanitation.

Even though user charges can often be in-
creased, general taxes will continue to be neces-
sary to finance public goods that benefit the citi-
zenry at large. Although some tradeoffs among
objectives remain unavoidable, taxes can be re-
formed to raise revenue while reducing economic
distortions and the burden on the poor. Simplicity
in tax design is essential, because developing
countries have severely limited administrative re-
sources. Thus administrative feasibility and better
tax administration should be basic concerns of any
tax reform.

Tax systems satisfying these criteria will typically
include more streamlined company and personal
income taxes, a value added tax (often at the man-
ufacturer’s level only, for simplicity), and a few
excise taxes on luxury or socially undesirable
goods. Where import duties are judged to be nec-
essary, they should be low and more uniform.
Marginal tax rates should be low to minimize dis-
tortions and to promote compliance. Taxes should
be simply structured, with few rates and few ex-
emptions. Extensive use of tax incentives to
achieve particular social goals rarely works in prac-
tice, since it tends to create or exacerbate economic
distortions and severely complicates tax adminis-
tration. High threshold exemptions in the individ-
ual income tax and exemption of unprocessed
products from the VAT will go far toward reducing
taxes on the poor while concentrating administra-
tive resources where they are most productive in
raising revenue.

Efficient and effective public spending

A guiding principle for public investment is that it
should complement, rather than compete with,
private investment. Government involvement is
clearly needed to supply public goods, such as de-
fense and law and order. It is also needed where
the private sector would undersupply goods or
services that benefit society at large, such as pri-
mary education, basic preventive health care,
transport infrastructure, and agricultural research.
Public intervention can also be appropriate for util-
ities that monopolize a single source of supply or
that face large economies of scale. But govern-
ments need not spend scarce, costly resources on
activities that the private sector—if allowed to—can
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do better. For example, they need not try to pro-
duce or market most agricultural and industrial
goods, nor to provide services such as urban bus
transport.

Spending needs to follow sound priorities. Prior-
ities emerge more forcefully when all parties are
aware of their specific resource constraints. Setting
overall spending limits means balancing needs
against the cost of raising revenue. It is best
achieved through a coordinated process of
medium-term fiscal planning, annual budgeting,
and regular monitoring of revenue and expendi-
ture. Binding spending limits should apply not
just to finance and planning ministries, but also to
sector ministries, subnational levels of govern-
ment, and SOEs.

The effectiveness of each item of spending is crit-
ical in determining its effect on development. Each
major project should be carefully appraised, not
only for economic viability (using cost-benefit or
cost-effectiveness analysis), but also for technical,
administrative, and financial feasibility. A dis-
torted policy environment may cause even the best
projects to fail. They need the support of appropri-
ate pricing, trade, and credit policies.

Among recurrent expenditures, adequate alloca-
tions for operations and maintenance are essential
for efficient use of the existing capital stock. Gov-
ernments often face a tradeoff between mainte-
nance and new investment, but the former is usu-
ally the more efficient. The cost of rebuilding roads
can be three to five times that of timely mainte-
nance. Adequate civil service salaries are also
needed to attract and motivate qualified policyma-
kers and administrators. The common practice of
cutting salaries and narrowing pay differences
while expanding total employment is bound to
produce poor administration. Developing-country
governments cannot afford to be employers of last
resort for the entire labor force. Finally, subsidies
for poverty alleviation should be aimed at those
most in need.

Strengthened autonomy and accountability
of decentralized public entities

Decentralized decisionmaking and accountability
can help to link costs and benefits, and thus im-
prove efficiency. Local decisionmakers can be more
flexible and responsive to the needs and prefer-
ences of their constituents; equally, citizens can
better watch over local entities than over central
ones. The extent of feasible decentralization varies
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from sector to sector. Urban infrastructure—roads,
water, and sewerage—is best handled by local gov-
ernments and financed as far as possible through
user charges. In rural infrastructure a greater role
can also be played by village-based community
groups, such as water user associations in irriga-
tion. Social service providers, such as schools and
clinics, can usually be given greater responsibility
for delivery and for cost recovery, although some
degree of central control is needed to maintain
standards and to provide targeted subsidies where
necessary. SOEs should be granted the autonomy
to cover costs through pricing, with managers held
accountable for the quality of services and for the
financial viability of their enterprises.

Local entities and SOEs will require financing
other than user charges if they supply public
goods or subsidies. Local governments can stream-
line their tax systems and—through more accurate
property valuation and better administration—
broaden the base and improve the collection of
property taxes. Borrowing by local governments or
SOEs may be warranted for capital spending
whose benefits occur in later years, but major bor-
rowing throughout the public sector should be
subject to central approval, especially when gov-
ernment guarantees are given. Central govern-
ment grants and subsidies are often justified, usu-
ally on equity grounds, but they should be
designed to provide incentives for efficient cost re-
covery. Regular and reliable auditing by central au-
thorities can increase local accountability for the
use of borrowed funds, grants, or subsidies.

Financial flows within the public sector are usu-
ally complex and often confusing. Transparency in
these transactions can be increased by accounting
explicitly for all subsidies, equity injections, divi-
dends, taxes, payments for goods and services,
borrowing, or debt guarantees. Financial obliga-
tions between agencies should be enforced. Ar-
rears in one account jeopardize the financial stabil-
ity of the creditor and often lead to compensating
arrears in other accounts. This causes greater con-
fusion and lack of control.

Like most of the other reforms suggested in this
Report, strengthening local government requires
improved administration and management. Ef-
forts to upgrade the quality of public sector em-
ployees through recruitment, training, and perfor-
mance incentives will always be critical in fiscal
reform. For many commercial SOEs greater com-
petition from private providers or increased pri-
vate sector involvement—through private manage-



ment contracts, leasing, or outright divestiture
—can help to reduce inefficiency as well as the
budgetary burden.

Public finance policies consistent
with poverty alleviation

Reducing poverty remains the ultimate challenge
of development policy. Public finance can be a
powerful tool for this purpose if the prescriptions
described above are borne in mind. Fiscal pru-
dence sets the groundwork for growth—the pre-
condition for defeating poverty in the long run.
Moreover the poor often bear the biggest direct
burden of imprudent policies.

On the revenue side the poor can be exempted
from income and property taxes. Exemption of un-
processed products (particularly food) from sales
taxes softens the effect of such taxes on the poor.
Targeted subsidies can be used to exempt the poor

from user charges. In some cases modest user
charges on higher cost services may actually help
the poor by permitting increased investment in,
and thus expanded access to, publicly provided
essential services, such as potable water, primary
education, and basic health care.

The most important instrument for directly re-
lieving poverty is public spending. Expanding the
resources devoted to low-cost urban and rural in-
frastructure can lead to immediately improved liv-
ing standards, even if they are financed through
user charges. Strengthening local governments is
crucial because they are usually the main providers
of urban services. Subsidies targeted for the poor
can be maintained even in times of fiscal austerity.
In the long run, investment in human resources—
including basic health care and nutrition, primary
education, and family planning—can significantly
improve the lot of the poor and support growth in
developing countries.
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Haggard and Kaufman 1987. Box 2.4 draws on the
Development Committee Paper 14 and on work by
Robert Repetto. Comments on earlier drafts by
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Chapter 3

The section on fiscal policy and macroeconomic
performance draws on the background papers of
Buiter and Taylor, as well as on Buiter 1985, Tanzi
1984, and Tanzi and Blejer 1983. The treatment of
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on Edwards (forthcoming), Feldstein and others
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Ortiz 1987, Khan and ul Haque 1987, Lessard and
Williamson 1987, and van Wijnbergen 1985. The
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and Liviathan 1988, Knight and McCarthy 1986,
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and Kiguel 1987, and on the background paper by
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from Corbo and others 1987, Dervis and Petri 1987,
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of Martone on Brazil and country briefs by Ritu
Anand and Sweder van Wijnbergen on Turkey,
Michael Lav on Poland, E. Desmond McCarthy on
Argentina, and Peter Miovic on Bolivia provided
additional country perspectives.

The section on fiscal policy and commodity ex-
port cycles draws on the background paper of
Cuddington, as well as on Auty and Gelb 1986,
Bevan and others 1987, Devarajan and de Melo
1987, Gelb (forthcoming), and Pinto 1987. Country
briefs by Patrick Clawson on Cé6te d’Ivoire and
Cameroon, Ernesto May on Indonesia, and Joanne
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ground. The analysis of fiscal policy in low-income
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O’Connell, as well as from Gulhati and others 1986
and Lancaster and Williamson 1986.

Box 3.2 draws on the framework set out in van
Wijnbergen and others 1988. Box 3.3 draws on
contributions by Manuel Hinds. Box 3.4 is based
on the country briefs by Miovic and McCarthy, as
well as on the background paper of Martone. It
also draws on Cardoso and Dornbusch 1987 (Bra-
zil), Edwards 1987 (Chile), Heymann 1987 (Argen-
tina), and Sachs 1987a (Bolivia). Box 3.5 is based on
the background paper by Pinto.

Data underlying the analysis are gathered from
Bank and Fund country reports and from Interna-
tional Financial Statistics. The comments of Mario

Blejer, Homi Kharas, and Sweder van Wijnbergen
on early drafts of the chapter were particularly
helpful.

Chapter 4

The comparative data are based primarily on IMF,
Government Finance Statistics, consolidated central
government series (Table A) and material from the
Bureau of International Fiscal Documentation. The
discussion of the sections on commodity and in-
come taxes draws on Shalizi and Squire 1987. The
section on tax administration draws heavily on
background notes prepared by the Fiscal Affairs
Department of the IMF. Box 4.1 is based on Ander-
son 1987; Box 4.2 on a series of papers in Gillis and
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Richard Bird. Background material was also pro-
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Ghanem, Malcolm Gillis, Homi Kharas, Jonathan
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background paper by Bhatia. The discussion of re-
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rial on the effect of investment on development
goals. The section on planning and budgeting pub-
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pers by Lacey and Lister and on the Bank’s public
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Chapter 6
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draws mainly from Jimenez 1987 and World Bank
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Chapter 8

The discussion of SOE problems and reforms is
based primarily on the Bank’s extensive opera-
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dens, external debt, and public sector deficits are
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is, to exclude the effects of inflation—constant
price economic indicators are used in calculating
growth rates. Details of this methodology are
given on page 288. Data in italics indicate that they
are for years or periods other than those
specified—up to two years earlier for economic in-
dicators and up to three years on either side for
social indicators, since these tend to be collected
less regularly but change less dramatically over
short periods of time. All dollar figures are U.S.
dollars. The various methods used for converting
from national currency figures are described,
where appropriate, in the technical notes.

Differences between figures shown in this year’s
and those in last year’s edition reflect not only up-
dating but also revisions to historical series and
methodological changes and changes to proce-
dures for aggregation. In addition, the Bank also
reviews methodologies in an effort to improve the
international comparability and analytical signifi-
cance of the indicators, as explained in the techni-
cal notes.

As in the World Development Report itself, the
economies included in the World Development In-
dicators are grouped into several major categories.
These groupings are analytically useful for distin-
guishing economies at different stages of develop-
ment. Many of the economies are further classified
by dominant characteristics. The major classifica-
tions used in the tables this year are 39 low-income
developing economies with per capita incomes of
$425 or less in 1986, 58 middle-income developing
economies with per capita incomes of $426 or
more, 4 high-income oil exporters, and 19 indus-
trial market economies. For a final group of 9 non-
reporting nonmember economies, paucity of data,
differences in method for computing national

income, and difficulties of conversion are such that
estimates of gross national product (GNP) per
capita and other economic variables are not
attempted.

Economies with populations of less than 1 mil-
lion are not included in the main tables, but basic
indicators for those that are members of the World
Bank or the U.N. are in a separate table on page
289. One Bank member, Gabon, has moved into
the main tables because its population now ex-
ceeds 1 million.

The summary measures are overall estimates:
countries for which individual estimates are not
shown, because of nonreporting or insufficient
history, have been included by assuming they fol-
lowed the trend of reporting countries during such
periods. This gives a more consistent aggregate
measure by standardizing country coverage for
each time period shown. Where missing informa-
tion accounts for a significant share of the overall
estimate, however, the group measure is reported
as not available. .

Throughout the World Development Indicators,
the data for China do not include Taiwan, China.
However, footnotes to Tables 11-15 provide esti-
mates of the international transactions for Taiwan,
China.

The format of this edition follows that used in
previous years. In each group, economies are
listed in ascending order of GNP per capita except
those for which no such figure can be calculated.
These are italicized and are in alphabetical order at
the end of the group deemed to be appropriate.
This order is used in all tables except Table 21,
which covers only OECD and OPEC countries.
The alphabetical list in the key (page 215) shows the
reference number for each economy; here, too,
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gees not permanently settled in the country of asy-
lum are generally considered to be part of the
population of their country of origin.

The data on area are from the FAO Production
Yearbook, 1986. For basic indicators for U.N. and
World Bank member countries with populations of
less than 1 million, see the table in Box A.

Gross national product (GNP) measures the total
domestic and foreign output claimed by residents
and is calculated without making deductions for
depreciation. It comprises GDP (defined in the
note for Table 2) plus net factor income from
abroad, which is the income residents receive from
abroad for factor services (labor and capital) less
similar payments made to nonresidents who con-
tributed to the domestic economy.

GNP per capita figures are calculated according to
the World Bank Atlas method. The Bank recognizes
that perfect cross-country comparability of GNP
per capita estimates cannot be achieved. Beyond
the classic, strictly intractable, index number prob-
lem, two obstacles stand in the way of adequate
comparability. One concerns GNP and population
estimates themselves. There are differences in na-
tional accounting and demographic reporting sys-
tems and in the coverage and reliability of underly-
ing statistical information, between various
countries. The other relates to the conversion of
GNP data, expressed in different national curren-
cies, to a common numéraire—conventionally the
U.S. dollar—to compare them across countries.

Recognizing that these shortcomings affect the
comparability of the GNP per capita estimates, the
World Bank has introduced several improvements
in the estimation procedures. Through its regular
review of member countries’ national accounts,
the Bank also systematically evaluates the GNP es-
timates, focusing on the coverage and concepts
employed and, where appropriate, making adjust-
ments to improve comparability. As part of the re-
view, Bank staff estimates of GNP (and sometimes
of population) may be developed for the most re-
cent period. The Bank also systematically assesses
the appropriateness of official exchange rates as
conversion factors. An alternative conversion fac-
tor is used (and reported in the World Tables) when
the official exchange rate is judged to diverge by an
exceptionally large margin from the rate effectively
applied to foreign transactions. This applies to
only a small number of countries.

The Atlas conversion factor for any year is the
average of the exchange rate for that year, and the
exchange rates for the two preceding years, which
have been adjusted for differences in relative infla-

290

tion between the country and the United States.
This three-year average smooths fluctuations in
prices and exchange rates for each country. The
resulting GNP in U.S. dollars is divided by the
midyear population for the latest year to derive per
capita GNP.

The 1986 GNP per capita figures are based on
conversion factors averaged over 1984 and 1985,
when the dollar was at its highest level in recent
history, as well as 1986. Hence, the relative GNP
value of the United States and of those countries
with currencies linked to the dollar has been
raised, while the relative GNP value of countries
not directly linked to the dollar—notably in Europe
and Japan—has been lowered.

The following formulas describe the procedures
for computing the conversion factor for year ¢:

P /m P, |p
P, Piz P§—1

. 1
(E-20) = 3 le:-2 + e + &)

and for calculating per capita GNP in U.S. dollars

for year ¢:
(Y =Y,/ N + ei_a,

where
Y, = current GNP (local currency) for year ¢
P, = GNP deflator for year ¢
e; = annual average exchange rate (local currency/U.S.
dollar) for year ¢
N¢ = mid-year population for year ¢

P} = U.S. GNP deflator for year £.

Because of problems associated with the avail-
ability of comparable data and the determination
of conversion factors, information on GNP per
capita is not shown for nonreporting nonmarket
economies.

The use of official exchange rates to convert na-
tional currency figures to the U.S. dollar does not
attempt to measure the relative domestic purchas-
ing powers of currencies. The United Nations In-
ternational Comparison Program (ICP) has devel-
oped measures of real GDP on an internationally
comparable scale by using purchasing power pari-
ties (PPPs) instead of exchange rates, as conver-
sion factors. Information on the ICP has been pub-
lished in five studies and in a number of other
reports.

The ICP project has covered more than 70 coun-
tries in five phases, at five-year intervals. Phase IV
results for 1980, covering 60 countries, were in-
cluded in last year’s report. Phase V results for
1985 are now available for 25 (mainly industrial)
countries, and those for many of the remaining
countries (especially African) should be available



by the end of the year. The Bank is currently re-
viewing the data and methodology underlying the
latest estimates and will include an updated com-
parison of ICP and Atlas numbers in a future edi-
tion of the Atlas or another statistical publication.
The United Nations and its regional economic
commissions, as well as other international agen-
cies, such as the European Communities, the Or-
ganisation for Economic Co-operation and Devel-
opment, and the World Bank are working to
improve the methodology and extend annual pur-
chasing power comparisons to all countries. How-
ever, exchange rates remain the only generally
available means of converting GNP from national
currencies to U.S. dollars.

The average annual rate of inflation is that mea-
sured by the growth rate of the GDP implicit defla-
tor for each of the periods shown. The GDP defla-
tor is first calculated by dividing, for each year of
the period, the value of GDP at current values by
the value of GDP at constant values, both in na-
tional currency. The least-squares method is then
used to calculate the growth rate of the GDP defla-
tor for the period. This measure of inflation, like
any other, has limitations. For some purposes,
however, it is used as an indicator of inflation be-
cause it is the most broadly based deflator, show-
ing annual price movements for all goods and
services produced in an economy.

Life expectancy at birth indicates the number of
years a newborn infant would live if patterns of
mortality prevailing for all people at the time of its
birth were to stay the same throughout its life.
Data are from the U.N. Population Division, sup-
plemented by World Bank estimates.

The summary measures for GNP per capita and life
expectancy in this table are weighted by popula-
tion. Those for average annual rates of inflation are
weighted by the share of country GDP valued in
current U.S. dollars.

Tables 2 and 3. Growth and structure
of production

Most of the definitions used are those of the U.N.
System of National Accounts (SNA), series E no. 2,
revision 3. Estimates are obtained from national
sources, sometimes reaching the World Bank
through other international agencies but more of-
ten collected by World Bank staff during missions.
GDP measures the total final output of goods
and services produced by an economy—that is, by
residents and nonresidents—regardless of the allo-
cation to domestic and foreign claims. It is calcu-

lated without making deductions for depreciation.
While SNA envisages estimates of GDP by indus-
trial origin to be at producer prices, many coun-
tries still report such details at factor cost, which
differs from producer prices because of the treat-
ment of certain commodity taxes. Overall, GDP at
producer prices is equal to GDP at purchaser val-
ues, less import duties. For individual sectors, say
agriculture, values at producer prices differ from
purchaser values because of indirect taxes minus
subsidies and, at least in theory, because pur-
chaser prices include retail and wholesale service
and transport costs. International comparability of
the estimates is affected by the fact that countries
are, in practice, about evenly divided in terms of
the valuation system they use in reporting value
added by production sectors. As a partial solution,
GDP estimates are shown at purchaser values if
the components are on this basis, and such in-
stances are footnoted. However, for a few coun-
tries in Tables 2 and 3, GDP at purchaser values
have been replaced by GDP at factor cost. Note that
in editions before 1986, GDP at producer prices and
GDP at purchaser values were referred to as GDP at
factor cost and GDP at market prices, respectively.

The figures for GDP are dollar values converted
from domestic currencies by using single-year offi-
cial exchange rates. For a few countries where the
official exchange rate does not reflect the rate effec-
tively applied to actual foreign exchange transac-
tions, an alternative conversion factor is used (and
reported in the World Tables). Note that this table
does not use the three-year averaging computation
used for calculating GNP per capita in Table 1.

Agriculture covers forestry, hunting, and fishing
as well as agriculture. In developing countries with
high levels of subsistence farming, much of agri-
cultural production is either not exchanged or not
exchanged for money. This increases the difficulty
of measuring the contribution of agriculture to
GDP and reduces the reliability and comparability
of such numbers. Industry comprises value added
in mining, manufacturing (also reported as a sub-
group), construction, and electricity, water, and
gas. Value added in all other branches of economic
activity, including imputed bank service charges,
import duties, and any statistical discrepancies
noted by national compilers, are categorized as
services, efc..

Partially rebased 1980 series in domestic curren-
cies, as explained above, are used to compute the
growth rates in Table 2. The sectoral shares of GDP
in Table 3 are based on current price series.

In calculating the summary measures for each indi-
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cator in Table 2, partially rebased constant 1980
U.S. dollar values for each economy are calculated
for each of the years of the periods covered; the
values are often aggregated across countries for
each year; and the least-squares procedure is used
to compute the growth rates. The average sectoral
percentage shares in Table 3 are computed from
group aggregates of sectoral GDP in current U.S.
dollars.

Tables 4 and 5. Growth of consumption
and investment; structure of demand

GDP is defined in the note for Table 2, but for these
two tables it is in purchaser values.

General government consumption includes all cur-
rent expenditure for purchases of goods and serv-
ices by all levels of government. All expenditure,
including capital expenditure, on national defense
and security is regarded as consumption
expenditure.

Private consumption, etc. is the market value of all
goods and services purchased or received as in-
come in kind by households and nonprofit institu-
tions. It excludes purchases of dwellings, but in-
cludes imputed rent for owner-occupied dwellings
(see Table 6 for details). In practice, it includes any
statistical discrepancy in the use of resources. At
constant prices, this means that it also includes the
rescaling deviation from partial rebasing.

Gross domestic investment consists of the outlays
for additions to the fixed assets of the economy,
plus net changes in the level of inventories.

Gross domestic savings are calculated by deducting
total consumption from gross domestic product.

Exports of goods and nonfactor services represent the
value of all goods and nonfactor services provided
to the rest of the world; they include merchandise,
freight, insurance, travel, and other nonfactor
services. The value of factor services, such as in-
vestment income, interest, and labor income, is
excluded.

The resource balance is the difference between ex-
ports of goods and nonfactor services and imports
of goods and nonfactor services.

Partially rebased 1980 series in constant domestic
currency units (see above) are used to compute the
indicators in Table 4. Table 5 uses national accounts
series in current domestic currency units. Simi-
larly, the growth rates in Table 4 are calculated
from the constant 1980 price series; the shares of
GDP in Table 5, from current price series.

The summary measures are calculated by the
method explained in the note for Tables 2 and 3.
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Table 6. Structure of consumption

Percentage shares of selected items in total house-
hold consumption expenditure are computed from
SNA-defined details of GDP (expenditure at na-
tional market prices) mainly as collected for the
International Comparison Program (ICP) phases
IV and V. For countries not covered by the ICP, less
detailed national accounts estimates are included,
as available. The data covers 79 countries and refer
to estimates generally for a year between 1980 and
1985, inclusive. In some instances, they refer to
earlier years and are therefore italicized. Consump-
tion here refers to private (nongovernment) con-
sumption as defined in the SNA and in the notes
to Tables 2, 4, and 5, except that education and
medical care comprise government as well as pri-
vate outlays. This ICP concept of consumption en-
hances international comparability because it is
less sensitive to differing national practices regard-
ing the financing of health and education services.

A major sub-item of food is presented: cereals and
tubers. The sub-item comprises rice, flour, bread,
all other cereals and cereal preparations, potatoes,
yams, and other tubers. For industrialized market
economies, this sub-item does not include tubers.
Gross rents, fuel and power consist of actual, and
imputed rents, and repair and maintenance
charges, as well as the sub-item fuel and power (for
heating, lighting, cooking, air conditioning, and so
forth). Note that this item excludes energy used for
transport (rarely more than 1 percent of the total,
in developing countries). As mentioned above,
medical care and education include government as
well as private consumption expenditure. Transport
and communication also include the purchase of mo-
tor cars, which are reported as a sub-item. Other
consumption, the residual group, includes bever-
ages and tobacco, nondurable household goods
and household services, recreational services, and
services supplied by hotels and restaurants. It also
includes the separately reported sub-item, other
consumer durables, comprising household appli-
ances, furniture, floor coverings, recreational
equipment, and watches and jewellery.

Estimating the structure of consumption is one
of the weakest aspects of national accounting in
developing countries. The structure is estimated
through household expenditure surveys and simi-
lar sampling techniques, and shares any bias of the
technique. For example, some countries limit sur-
veys to urban areas or, even more narrowly, to
capital cities. This tends to produce exceptionally
low shares for food and high shares for transport and



communications, gross rents, and other consumption,
which includes meals purchased outside the
home. Controlled food prices and incomplete na-
tional accounting for subsistence activities also
contribute to low food shares.

Table 7. Agriculture and food

The basic data for value added in agriculture are from
the World Bank’s national accounts series at cur-
rent prices in national currendies. This is in con-
trast to last year’s edition, which showed constant
price data for this indicator. The value added in
current prices in national currencies is converted to
U.S. dollars by applying the single-year conver-
sion procedure, as described in the technical note
for Tables 2 and 3.

The figures for the remainder of this table are
from the Food and Agriculture Organization
(FAO).

Cereal imports are measured in grain equivalents
and defined as comprising all cereals under the
Standard International Trade Classification (SITC), Re-
vision 2, Groups 041-046. Food aid in cereals covers
wheat and flour, bulgur, rice, coarse grains, and
blended foods. The figures are not directly compa-
rable since cereal imports are based on calendar-
year and recipient-country data, whereas food aid
in cereals is based on data for crop years reported
by donor countries and international organiza-
tions. Furthermore, food aid information by do-
nors may not correspond to actual receipts by ben-
eficiaries during a given period and is sometimes
not reported to FAO or other relevant international
organizations. The earliest available food aid data
are for 1974.

Fertilizer consumption is measured in relation to
arable land. This includes land under temporary
crops (double-cropped areas are counted once),
temporary meadows for mowing or pastures, land
under market or kitchen gardens, land temporarily
fallow or lying idle, as well as land under perma-
nent crops.

The index of food production per capita shows the
average annual quantity of food produced per cap-
ita in 1984-86 in relation to that produced in 1979-
81. The estimates are derived by dividing the
quantity of food production by the total popula-
tion. For this index food is defined as comprising
nuts, pulses, fruits, cereals, vegetables, sugar
cane, sugar beet, starchy roots, edible oils, live-
stock, and livestock products. Quantities of food
production are measured net of animal feed, seeds

for use in agriculture, and food lost in processing
and distribution.

The summary measures for fertilizer consumption
are weighted by total arable land area; the summary
measures for food production are weighted by
population.

Table 8. Structure of manufacturing

The basic data for value added in manufacturing are
from the World Bank’s national accounts series at
current prices in national currencies—unlike last
year’s edition, which provided constant price val-
ues. The figures shown are dollar values converted
from national currencies by using single-year offi-
cial exchange rates. For a few countries where the
official exchange rate does not reflect the rate effec-
tively applied to actual foreign exchange transac-
tions, an alternative conversion factor is used.

The basic data for distribution of value added
among manufacturing industries are provided by
United Nations Industrial Development Organiza-
tion (UNIDO), and are in national currencies at
current prices.

The classification of manufacturing industries is
in accord with the U.N. International Standard In-
dustrial Classification of All Economic Activities (ISIC).
Food and agriculture comprise ISIC Division 31; tex-
tiles and clothing, Division 32; machinery and trans-
port equipment, Major Groups 382-84; and chemi-
cals, Major Groups 351 and 352. Other comprises
wood and related products (Division 33), paper
and related products (Division 34), petroleum and
related products (Major Groups 353-56), basic
metals and mineral products (Divisions 36 and 37),
fabricated metal products and professional goods
(Major Groups 381 and 385), and other industries
(Major Group 390). When data for textiles, ma-
chinery or chemicals are shown as not available,
they are also included in other.

Table 9. Manufacturing earnings and output

Four indicators are shown—two relate to real earn-
ings per employee, one to labor’s share in total
value added generated, and one to labor produc-
tivity in the manufacturing sector. The indicators
are based on data from UNIDO, although the de-
flators are from other sources, as explained below.

Earnings per employee are in constant prices and
are derived by deflating nominal earnings per em-
ployee, as computed by UNIDO, by the country’s
consumer price index (CPI). The CPI is from the
IMF’s International Financial Statistics (IFS). Total
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earnings as percentage of value added are derived by
dividing total earnings of employees by value
added in current prices, to show labor’s share in
income generated in the manufacturing sector.
Gross output per employee is in constant prices and is
presented as a measure of labor productivity. To
derive this indicator, UNIDO data on gross output
per employee in current prices are adjusted using the
implicit deflators for value added in manufacturing
or in industry, taken from the World Bank’s na-
tional accounts data files.

To improve cross-country comparability, UNIDO
has, where possible, standardized the coverage of
establishments to those with 5 or more employees.

The concepts and definitions are in accordance
with the International Recommendations for Industrial
Statistics published by the United Nations. Earn-
ings (wages and salaries) cover all remuneration to
employees paid by the employer during the year.
The payments include (a) all regular and overtime
cash payments and bonuses and cost of living al-
lowances; (b) wages and salaries paid during vaca-
tion and sick leave; (c) taxes and social insurance
contributions and the like, payable by the employ-
ees and deducted by the employer; and (d) pay-
ments in kind.

The value of gross output is estimated on the basis
of either production or shipments. On the produc-
tion basis it consists of (a) the value of all products
of the establishment, (b) the value of industrial
services rendered to others, (c) the value of goods
shipped in the same condition as received, (d) the
value of electricity sold, and (e) the net change of
the value of work-in-progress between the begin-
ning and the end of the reference period. In the
case of estimates compiled on a shipment basis,
the net change between the beginning and the end
of the reference period in the value of stocks of
finished goods is also included. Value added is de-
fined as the current value of gross output less the
current cost of (a) materials, fuels and other sup-
plies consumed, (b) contract and commission work
done by others, (c) repair and maintenance work
done by others, and (d) goods shipped in the same
condition as received.

The term employees in this table combines two
categories defined by the U.N.: regular employees
and persons engaged. Together these groups com-
prise regular employees, working proprietors, ac-
tive business partners, and unpaid family workers;
they exclude homeworkers. The data refer to the
average number of employees working during the
year.
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Table 10. Commercial energy

The data on energy are from U.N. sources. They
refer to commercial forms of primary energy—
petroleum and natural gas liquids, natural gas,
solid fuels (coal, lignite, and so on), and primary
electricity (nuclear, geothermal, and hydroelectric
power)—all converted into oil equivalents. Figures
on liquid fuel consumption include petroleum de-
rivatives that have been consumed in nonenergy
uses. For converting primary electricity into oil
equivalents, a notional thermal efficiency of 34 per-
cent has been assumed. The use of firewood, dried
animal excrement, and other traditional fuels, al-
though substantial in some developing countries,
is not taken into account because reliable and com-
prehensive data are not available.

Energy imports refer to the dollar value of energy
imports—Section 3 in the SITC, Revision 1—and
are expressed as a percentage of earnings from
merchandise exports.

Because data on energy imports do not permit a
distinction between petroleum imports for fuel
and for use in the petrochemicals industry, these
percentages may overestimate the dependence on
imported energy.

The summary measures of energy production and
consumption are computed by aggregating the re-
spective volumes for each of the years covered by
the periods and then applying the least-squares
growth rate procedure. For energy consumption per
capita, population weights are used to compute
summary measures for the specified years.

The summary measures of energy imports as a per-
centage of merchandise exports are computed from
group aggregates for energy imports and merchan-
dise exports in current dollars.

Table 11. Growth of merchandise trade

The statistics on merchandise trade, Tables 11
through 14, are primarily from the U.N. trade data
system, which accords with the U.N. Yearbook of
International Trade Statistics—that is, the data are
based on countries’ customs returns. However,
more recent statistics are often from secondary
sources, notably the IMF; in footnoted cases,
World Bank estimates are reported. Secondary
sources and World Bank estimates are based on
aggregated reports that become available before
the detailed reports submitted to the U.N. become
available. In some cases, they also permit coverage
adjustments for significant components of a coun-



try’s foreign trade that are not subject to regular
customs reports. Such cases are identified in the
country notes to the World Tables. Values in these
tables are in current U.S. dollars.

Merchandise exports and imports, with some excep-
tions, cover international movements of goods
across customs borders. Exports are valued f.o0.b.
(free on board) and imports, c.i.f. (cost, insurance,
and freight), unless otherwise specified in the fore-
going sources. These values are in current dollars;
note that they do not include trade in services.

The growth rates of merchandise exports and imports
are in constant terms and are calculated from
quantum indexes of exports and imports. Quan-
tum indexes for developing countries and high-
income oil exporters are obtained from the export
or import value index as deflated by the corres-
ponding price index. To calculate these quantum
indexes, the World Bank uses its own price in-
dexes, which are based on international prices for
primary commodities and unit value indexes for
manufactures. These price indexes are both
country-specific and disaggregated by broad com-
modity groups, which ensure consistency between
data for a group of countries and those for individ-
ual countries.

Such data consistency will increase as the World
Bank continues to improve its trade price indexes
for an increasing number of countries. For indus-
trial economies the indexes are as reported by the
IMF, in accordance with national methodologies.

The terms of trade, or the net barter terms of
trade, measure the relative movement of export
prices against that of import prices. Calculated as
the ratio of a country’s index of average export
prices to its average import price index, this indica-
tor shows changes over a base year in the level of
export prices as a percentage of import prices. The
terms-of-trade index numbers are shown for 1984
and 1986, where 1980 = 100. The price indexes are
from the sources cited above for the growth rates
of exports and imports.

The summary measures for the growth rates are
calculated by aggregating the 1980 constant U.S.
dollar price series for each year and then applying
the least-squares growth rate procedure for the pe-
riods shown. Note again that these values do not
include trade in services.

Tables 12 and 13. Structure of merchandise trade

The shares in these tables are derived from trade
values in current dollars reported in the U.N. trade
data system and the U.N. Yearbook of International

Trade Statistics, supplemented by other secondary
sources and World Bank estimates as explained in
the note to Table 11.

Merchandise exports and imports are defined in the
note to Table 11.

The categorization of exports and imports fol-
lows the SITC, series M, no. 34, Revision 1. Esti-
mates from secondary sources also usually follow
this definition.

In Table 12, fuels, minerals, and metals are the com-
modities in SITC Section 3 (mineral fuels, and lu-
bricants and related materials), Divisions 27 and 28
(minerals and crude fertilizers, and metalliferous
ores) and Division 68 (nonferrous metals). Other
primary commodities comprise SITC Sections 0, 1, 2,
and 4 (food and live animals, beverages and to-
bacco, inedible crude materials, oils, fats, and
waxes) less Divisions 27 and 28. Machinery and
transport equipment are the commodities in SITC
Section 7. Other manufactures represent SITC Sec-
tions 5 through 9 less Section 7 and Division 68.
Textiles and clothing, representing SITC Divisions 65
and 84 (textiles, yarns, fabrics, and clothing), are
shown as a subgroup of other manufactures. Note
that because of a lack of detailed information for
many countries, this definition is somewhat
broader than that used for exporters of manufac-
tures defined on page xi.

In Table 13, food commodities are those in SITC
Sections 0, 1, and 4 and Division 22 (food and live
animals, beverages, oils and fats, and oilseeds and
nuts), less Division 12 (tobacco). Fuels are the com-
modities in SITC Section 3 (mineral fuels, lubri-
cants and related materials). Other primary commod-
ities comprise SITC Section 2 (crude materials,
excluding fuels), less Division 22 (oilseeds and
nuts) plus Divisions 12 (tobacco) and 68 (nonfer-
rous metals). Machinery and transport equipment are
the commodities in SITC Section 7. Other manufac-
tures, calculated as the residual from the total value
of manufactured imports, represent SITC Sections
5 through 9 less Section 7 and Division 68.

The summary measures in Table 12 are weighted
by total merchandise exports of individual coun-
tries in current dollars; those in Table 13, by total
merchandise imports of individual countries in
current dollars. (See the note to Table 11.)

Table 14. Origin and destination of manufactured
exports

The value of manufactured exports, reported by
country of origin, conforms to Table 12, where sep-
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arate shares in total merchandise exports are given
for machinery and transport equipment and for
other manufactures. The destination of manufactured
exports is based on the highly detailed Commodity
Trade file maintained at the U.N.’s International
Computing Center. While the two are conceptually
the same, differences may arise because aggregate
estimates by country of origin (included in Table
12) tend to be more current and comprehensive.
When data on values of manufactured exports are
not available from U.N., supplementary sources
including IMF and World Bank data files are used.

Manufactured goods are the commodities in SITC,
Revision 1, Sections 5 through 9 (chemicals and
related products, basic manufactures, manufac-
tured articles, machinery and transport equip-
ment, and other manufactured articles and goods
not elsewhere classified) excluding Division 68
(nonferrous metals). This definition is somewhat
broader than the one used to define exporters of
manufactures (see page xi ) because the highly de-
tailed information used for country classification is
not generally available on a current basis.

In the destination columns, industrial market econo-
mies also include Gibraltar, Iceland, and Luxem-
bourg; high-income oil exporters also include Bah-
rain, Brunei, and Qatar. The summary measures are
weighted by manufactured exports of individual
countries in current dollars.

Table 15. Balance of payments and reserves

The statistics for this table are normally as reported
by the IMF but do include recent estimates by
World Bank staff and, in rare instances, the Bank's
own coverage or classification adjustments to en-
hance international comparability. Values in this
table are in current U.S. dollars.

The current account balance is the difference be-
tween exports of goods and services (factor and
nonfactor) as well as inflows of unrequited trans-
fers (private and official), and imports of goods
and services as well as unrequited transfers to the
rest of the world. The external financing requirement
equals the current account balance except that it
them as akin to official capital movements. The
difference between the two measures is essentially
foreign aid in the form of grants, technical assis-
tance, and food aid, which, for most developing
countries, tends to make current account deficits
smaller than the financing requirement.

Workers’ remittances cover remittances of income
by migrants who are employed or expect to be em-
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ployed for more than a year in their new economy,
where they are considered residents. These remit-
tances are classified as private unrequited trans-
fers, while those derived from shorter term stays
are included in services, as labor income. The dis-
tinction accords with internationally agreed guide-
lines, but many developing countries classify
workers’ remittances as a factor income receipt
(and hence a component of GNP). The World Bank
adheres to international guidelines in defining
GNP and, therefore, may differ from national
practices.

Net direct private investment is the net amount in-
vested or reinvested by nonresidents in enter-
prises in which they or other nonresidents exercise
significant managerial control, including equity
capital, reinvested earnings, and other capital. The
net figures subtract the value of direct investment
abroad by residents of the reporting country.

Gross international reserves comprise holdings of
monetary gold, special drawing rights (SDRs), the
reserve position of IMF members in the Fund, and
holdings of foreign exchange under the control of
monetary authorities. The data on holdings of in-
ternational reserves are from IMF data files. The
gold component of these reserves is valued
throughout at year-end London prices: that is,
$37.37 an ounce in 1970 and $390.90 an ounce in
1986. The reserve levels for 1970 and 1986 refer to
the end of the year indicated and are in current
dollars at prevailing exchange rates. Because of dif-
ferences in the definition of international reserves,
in the valuation of gold, and in reserve manage-
ment practices, the levels of reserve holdings pub-
lished in national sources do not have strictly com-
parable significance. Reserve holdings at the end
of 1986 are also expressed in terms of the number
of months of imports of goods and services they
could pay for, with imports at the average level for
1986.

The summary measures are computed from group
aggregates for gross international reserves and to-
tal imports of goods and services, in current dol-
lars.

Table 16. Total external debt

The data on debt in this and successive tables are
from the World Bank Debtor Reporting System,
supplemented by World Bank estimates. That sys-
tem is concerned solely with developing econo-
mies and does not collect data on external debt for
other groups of borrowers, nor from economies
that are not members of the World Bank. The dol-
lar figures on debt shown in Tables 16 through 20



are in U.S. dollars converted at official exchange
rates.

The data on debt include private nonguaranteed
debt reported by twenty-two developing countries
and complete or partial estimates (depending on
the reliability of information) for an additional
twenty-six countries.

Public loans are external obligations of public
debtors, including the national government, its
agencies, and autonomous public bodies. Publicly
guaranteed loans are external obligations of private
debtors that are guaranteed for repayment by a
public entity. These two categories are aggregated
in the tables. Private nonguaranteed loans are exter-
nal obligations of private debtors that are not guar-
anteed for repayment by a public entity.

Use of IMF credit denotes repurchase obligations
to the IMF for all uses of IMF resources, excluding
those resulting from drawings in the reserve
tranche and on the IMF Trust Fund and the struc-
tural adjustment facility. It is shown for the end of
the year specified. It comprises purchases out-
standing under the credit tranches, including en-
larged access resources, and all of the special facili-
ties (the buffer stock, compensatory financing, and
extended Fund facility). Trust Fund and structural
adustment facility loans are included individually
in the Debtor Reporting System and are thus
shown within the total of public long-term debt.
Use of IMF credit outstanding at year-end (a stock)
is converted to U.S. dollars at the dollar-SDR ex-
change rate in effect at year-end.

Short-term external debt is debt with an original
maturity of one year or less. Available data permit
no distinctions between public and private non-
guaranteed short-term debt.

Total external debt is defined for the purpose of
this report as the sum of public, publicly guaran-
teed, and private nonguaranteed long-term debt,
use of IMF credit, and short-term debt.

Table 17. Flow of public and private external
capital

Data on disbursements and repayment of principal
(amortization) are for public, publicly guaranteed,
and private nonguaranteed long-term loans. The
net flow estimates are disbursements less the repay-
ment of principal.

Table 18. Total external public and private debt
and debt service ratios

Total long-term debt data in this table cover public
and publicly guaranteed debt and private non-

guaranteed debt. The ratio of debt service to ex-
ports of goods and services is one of several con-
ventional measures used to assess the ability to
service debt. The average ratios of debt service to
GNP for the economy groups are weighted by
GNP in current dollars. The average ratios of debt
service to exports of goods and services are
weighted by exports of goods and services in cur-
rent dollars.

Table 19. External public debt and debt service
ratios

External public debt outstanding and disbursed repre-
sents public and publicly guaranteed loans drawn
at year-end, net of repayments of principal and
write-offs. For estimating external public debt as a
percentage of GNF, the debt figures are converted
into U.S. dollars from currencies of repayment at
end-of-year official exchange rates. GNP is con-
verted from national currencies to U.S. dollars by
applying the conversion procedure described in
the technical note to Tables 2 and 3.

Interest payments are actual payments made on
the outstanding and disbursed public and publicly
guaranteed debt in foreign currencies, goods, or
services; they include commitment charges on un-
disbursed debt if information on those charges is
available.

Debt service is the sum of actual repayments of
principal (amortization) and actual payments of in-
terest made in foreign currencies, goods, or serv-
ices on external public and publicly guaranteed
debt. Procedures for estimating total long-term
debt as a percentage of GNF, average ratios of debt
service to GNP, and average ratios of debt service
to exports of goods and services are the same as
those described in the note to Table 18.

The summary measures are computed from group
aggregates of debt service and GNP in current dol-
lars.

Table 20. Terms of external public borrowing

Commitments refer to the public and publicly guar-
anteed loans for which contracts were signed in
the year specified. They are reported in currencies
of repayment and converted into U.S. dollars at
average annual official exchange rates.

Figures for interest rates, maturities, and grace pe-
riods are averages weighted by the amounts of the
loans. Interest is the major charge levied on a loan
and is usually computed on the amount of princi-
pal drawn and outstanding. The maturity of a loan
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is the interval between the agreement date, when a
loan agreement is signed or bonds are issued, and
the date of final repayment of principal. The grace
period is the interval between the agreement date
and the date of the first repayment of principal.

Public loans with variable interest rates, as a percent-
age of public debt, refer to interest rates that float
with movements in a key market rate; for example,
the London interbank offered rate (LIBOR) or the U.S.
prime rate. This column shows the borrower’s ex-
posure to changes in international interest rates.

The summary measures in this table are weighted
by the amounts of the loans.

Table 21. Official development assistance
from OECD and OPEC members

Official development assistance (ODA) consists of net
disbursements of loans and grants made on con-
cessional financial terms by official agencies of the
members of the Development Assistance Commit-
tee (DAC) of the Organisation for Economic Co-
operation and Development (OECD) and members
of the Organization of Petroleum Exporting Coun-
tries (OPEC), to promote economic development
and welfare. While this definition aims at exclud-
ing purely military assistance, the borderline is
sometimes blurred; the definition used by the
country of origin usually prevails. ODA also in-
cludes the value of technical cooperation and assis-
tance. All data shown are supplied by the OECD,
and all U.S. dollar values are converted at official
exchange rates.

Amounts shown are net disbursements to devel-
oping countries and multilateral institutions. The
disbursements to multilateral institutions are now
reported for all DAC members on the basis of the
date of issue of notes; some DAC members previ-
ously reported on the basis of the date of encash-
ment. Net bilateral flows to low-income economies ex-
clude wunallocated bilateral flows and all
disbursements to multilateral institutions.

The nominal values shown in the summary for
ODA from OECD countries were converted at 1980
prices using the dollar GDP deflator. This deflator
is based on price increases in OECD countries (ex-
cluding Greece, Portugal, and Turkey) measured
in dollars. It takes into account the parity changes
between the dollar and national currencies. For ex-
ample, when the dollar depreciates, price changes
measured in national currencies have to be ad-
justed upward by the amount of the depreciation
to obtain price changes in dollars.

The table, in addition to showing totals for
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OPEC, shows totals for the Organization of Arab
Petroleum Exporting Countries (OAPEC). The do-
nor members of OAPEC are Algeria, Iraq, Kuwait,
Libya, Qatar, Saudi Arabia, and United Arab Emir-
ates. ODA data for OPEC and OAPEC are also
obtained from the OECD.

Table 22. Official development assistance:
receipts

Net disbursements of ODA from all sources consist of
loans and grants made on concessional financial
terms by all bilateral official agencies and multilat-
eral sources to promote economic development
and welfare. They include the value of technical
cooperation and assistance. The disbursements
shown in this table are not strictly comparable with
those shown in Table 21 since the receipts are from
all sources; disbursements in Table 21 refer to
those made by members of the OECD and OPEC
only. Net disbursements equal gross disburse-
ments less payments to the originators of aid for
amortization of past aid receipts. Net disburse-
ments of ODA are shown per capita and as a per-
centage of GNP.

The summary measures of per capita ODA are
computed from group aggregates for population
and for ODA. Summary measures for ODA as a per-
centage of GNP are computed from group totals
for ODA and for GNP in current U.S. dollars.

Table 23. Central government expenditure

The data on central government finance in Tables
23 and 24 are from the IMF Government Finance
Statistics Yearbook, 1987 and IMF data files. The ac-
counts of each country are reported using the sys-
tem of common definitions and classifications
found in the IMF Manual on Government Finance
Statistics (1987). The shares of total expenditure
and revenue by category are calculated from series
in national currencies. Because of differences in
coverage of available data, the individual compo-
nents of central government expenditure and cur-
rent revenue shown in these tables may not be
strictly comparable across all economies.
Moreover, inadequate statistical coverage of
state, provincial, and local governments, dictated
by the use of central government data, may seri-
ously understate or distort the statistical portrayal
of the allocation of resources for various purposes,
espedially in countries where lower levels of gov-
ernment have considerable autonomy and are re-
sponsible for many economic and social services.
In addition, central government can mean either of



two accounting concepts: consolidated or budgetary.
For most countries, central government finance
data have been consolidated into one overall ac-
count, but for others only the budgetary central
government accounts are available. Since all cen-
tral government units are not included in the
budgetary accounts, the overall picture of central
government activities is incomplete. Countries re-
porting budgetary data are footnoted.

It must be emphasized that the data presented,
especially those for education and health, are not
comparable across countries for the above and
other reasons. In many economies private health
and education services are substantial; in others
public services represent the major component of
total expenditure but may be financed by lower
levels of government. Great caution should there-
fore be exercised in using the data for cross-
country comparisons.

Central government expenditure comprises the ex-
penditure by all government offices, departments,
establishments, and other bodies that are agencies
or instruments of the central authority of a coun-
try. It includes both current and capital (develop-
ment) expenditure.

Defense comprises all expenditure, whether by
defense or other departments, on the maintenance
of military forces, including the purchase of mili-
tary supplies and equipment, construction, re-
cruiting, and training. Also in this category is ex-
penditure on strengthening public services to meet
wartime emergencies, on training civil defense
personnel, on supporting research and develop-
ment, and on funding administration of military
aid programs.

Education comprises expenditure on the provi-
sion, management, inspection, and support of pre-
primary, primary, and secondary schools; of uni-
versities and colleges; and of vocational, technical,
and other training institutions by central govern-
ments. Also included is expenditure on the general
administration and regulation of the education
system; on research into its objectives, organiza-
tion, administration, and methods; and on such
subsidiary services as transport, school meals, and
school medical and dental services. Note that Table
6 provides an alternative measure of expenditure
on education, private as well as public, relative to
household consumption.

Health covers public expenditure on hospitals,
medical and dental centers, and clinics with a ma-
jor medical component; on national health and
medical insurance schemes; and on family plan-
ning and preventive care. Also included is expen-

diture on the general administration and regula-
tion of relevant government departments,
hospitals and clinics, health and sanitation, and
national health and medical insurance schemes;
and on research and development. Nofe that Table
6 provides a more comprehensive measure of ex-
penditure on medical care, private as well as pub-
lic, relative to household consumption.

Housing and community amenities and social security
and welfare cover public expenditure on housing,
such as income-related schemes; on provision and
support of housing and slum clearance activities;
on community development; and on sanitary serv-
ices. They also cover public expenditure on com-
pensation to the sick and temporarily disabled for
loss of income; on payments to the elderly, the
permanently disabled, and the unemployed; and
on family, maternity, and child allowances. They
also include the cost of welfare services, such as
care of the aged, the disabled, and children; as
well as the cost of general administration, regula-
tion, and research associated with social security
and welfare services.

Economic services comprise public expenditure as-
sociated with the regulation, support, and more
efficient operation of business; economic develop-
ment; redress of regional imbalances; and creation
of employment opportunities. Research, trade pro-
motion, geological surveys, and inspection and
regulation of particular industry groups are among
the activities included. The five major categories of
economic services are industry, agriculture, fuel
and energy, transport and communication, and
other economic affairs and services.

Other covers expenditure on the general admin-
istration of government not included elsewhere;
for a few economies it also includes amounts that
could not be allocated to other components.

Overall surplus/deficit is defined as current and
capital revenue and grants received, less total ex-
penditure and lending minus repayments.

Summary measures for the components of central
government expenditure are computed from
group totals for expenditure components and cen-
tral government expenditure in current dollars.
Those for total expenditure as a percentage of GNP
and for overall surplus/deficit as a percentage of
GNP are computed from group totals for the above
total expenditures and overall surplus/deficit in
current dollars, and GNP in current dollars, re-
spectively. Since 1986 data are not available for
more than half the countries, by weighting, 1985
data are used for the summary measures in Tables
23 and 24.
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Table 24. Central government current revenue

Information on data sources and comparability is
given in the note to Table 23. Current revenue by
source is expressed as a percentage of total current
revenue, which is the sum of tax revenue and non-
tax revenue and is calculated from national curren-
cies.

Tax revenue is defined as all government revenue
from compulsory, unrequited, nonrepayable re-
ceipts for public purposes, including interest col-
lected on tax arrears and penalties collected on
nonpayment or late payment of taxes. Tax revenue
is shown net of refunds and other corrective trans-
actions. Taxes on income, profit, and capital gain are
taxes levied on the actual or presumptive net in-
come of individuals, on the profits of enterprises,
and on capital gains, whether realized on land
sales, securities, or other assets. Social security con-
tributions include employers’ and employees’ so-
cial security contributions as well as those of self-
employed and unemployed persons. Domestic taxes
on goods and services include general sales, turnover
or value added taxes, selective excises on goods,
selective taxes on services, taxes on the use of
goods or property, and profits of fiscal monopo-
lies. Taxes on international trade and transactions in-
clude import duties, export duties, profits of ex-
port or import monopolies, exchange profits, and
exchange taxes. Other taxes include employers’
payroll or labor taxes, taxes on property, and taxes
not allocable to other categories. They may include
negative values that are adjustments; for instance,
taxes collected on behalf of state and local govern-
ments and not allocable to individual tax catego-
ries.

Nontax revenue comprises all government reve-
nue that is not a compulsory nonrepayable pay-
ment for public purposes. Receipts from public en-
terprises and property income are included in this
category. Proceeds of grants and borrowing, funds
arising from the repayment of previous lending by
governments, incurrence of liabilities, and pro-
ceeds from the sale of capital assets are not in-
luded.

Summary measures for the components of current
revenue are computed from group totals for reve-
nue components and total current revenue in cur-
rent dollars; those for current revenue as a per-
zentage of GNP are computed from group totals
‘or total current revenue and GNP in current dol-
ars. Since 1986 data are not available for more
‘han half the countries, by weighting, 1985 data
re used for the summary measures for Tables 23
and 24.
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Table 25. Money and interest rates

The data on monetary holdings are based on the
IMF’s International Financial Statistics (IFS). Mone-
tary holdings, broadly defined, comprise the mone-
tary and quasi-monetary liabilities of a country’s
financial institutions to residents other than the
central government. For most countries, monetary
holdings are the sum of money (IFS line 34) and
quasi-money (IFS line 35). Money comprises the
economy’s means of payment: currency outside
banks and demand deposits. Quasi-money com-
prises time and savings deposits and similar bank
accounts that the issuer will readily exchange for
money. Where nonmonetary financial institutions
are important issuers of quasi-monetary liabilities,
these are also included in the measure of monetary
holdings.

The growth rates for monetary holdings are cal-
culated from year-end figures, while the average of
the year-end figures for the specified year and the
previous year is used for the ratio of monetary
holdings to GDP.

The nominal interest rates of banks, also from IFS,
represent the rates paid by commercial or similar
banks to holders of their quasi-monetary liabilities
(deposit rates) and charged by the banks on loans
to prime customers (lending rate). They are, how-
ever, of limited international comparability partly
because coverage and definitions vary, and partly
because countries differ in the scope available to
banks for adjusting interest rates to reflect market
conditions.

Since interest rates (and growth rates for mone-
tary holdings) are expressed in nominal terms,
much of the variation between countries stems
from differences in inflation. For easy reference,
the Table 1 indicator of recent inflation is repeated
in this table.

Table 26. Income distribution

The data in this table refer to the distribution of
total disposable household income accruing to per-
centile groups of households ranked by total
household income. The distributions cover rural
and urban areas and refer to different years be-
tween 1970 and 1986.

The data for income distribution are drawn from
a variety of sources including the Economic Com-
mission for Latin America and the Caribbean
(ECLAC), Economic and Social Commission for
Asia and the Pacific (ESCAP), International Labour
Organisation (ILO), the Organisation for Economic
Co-operation and Development (OECD), the U.N.



National Account Statistics: Compendium of Income
Distribution Statistics, 1985, the World Bank, and
national sources.

Collection of income distribution data is not sys-
tematically organized or integrated with the official
statistical system in many countries, and the data
are derived from surveys designed for other pur-
poses, most often consumer expenditure surveys,
that also collect some information on income.
These surveys use a variety of income concepts
and sample designs, and in many cases their geo-
graphic coverage is too limited to provide reliable
nationwide estimates of income distribution.
Therefore, while the estimates shown are consid-
ered the best available, they do not avoid all these
problems and should be interpreted with extreme
caution.

The scope of the indicator is similarly limited.
Because households vary in size, a distribution in
which households are ranked according to per cap-
ita household income, rather than according to to-
tal household income, is superior for many pur-
poses. The distinction is important because
households with low per capita incomes fre-
quently are large households, whose total income
may be high, and conversely many households
with low household incomes may be small house-
holds with high per capita incomes. Information
on the distribution of per capita household income
exists for only a few countries and is infrequently
updated; for this reason this table is unchanged
from last year’s version. The World Bank’s Living
Standards Measurement Study and the Social Di-
mensions of Adjustment project, covering Sub-
Saharan African countries are assisting a few se-
lected countries to improve their collection and
analysis of data on income distribution.

Table 27. Population growth and projections

The growth rates of population are period averages
calculated from midyear populations.

The estimates of population for mid-1986 are
based on data from the U.N. Population Division
and from World Bank sources. In many cases the
data take into account the results of recent popula-
tion censuses. Note again that refugees not perma-
nently settled in the country of asylum are gener-
ally considered to be part of the population of their
country of origin.

The projections of population for 1990 and 2000,
and to the year in which the population will even-
tually become stationary (see definition below) are
made for each economy separately. Information on
total population by age and sex, fertility rates,

mortality rates, and international migration in the
base year 1985 is projected on the basis of general-
ized assumptions until the population becomes
stationary. The base-year estimates are from up-
dated computer printouts of the U.N. World Popu-
lation Prospects as Assessed in 1986, from the most
recent issues of the U.N. Population and Vital Statis-
tics Report, from World Bank country data, and
from national censuses.

The net reproduction rate (NRR) indicates the
number of daughters a newborn girl will bear dur-
ing her lifetime, assuming fixed age-specific fertil-
ity and mortality rates. The NRR thus measures
the extent to which a cohort of newborn girls will
reproduce themselves under given schedules of
fertility and mortality. An NRR of 1 indicates that
fertility is at replacement level: at this rate child-
bearing women, on average, bear only enough
daughters to replace themselves in the population.

A stationary population is one in which age- and
sex-specific mortality rates have not changed over
along period, while age-specific fertility rates have
simultaneously remained at replacement level
(NRR=1). In such a population, the birth rate is
constant and equal to the death rate, the age struc-
ture is constant, and the growth rate is zero.

Population momentum is the tendency for popula-
tion growth to continue beyond the time that
replacement-level fertility has been achieved; that
is, even after the NRR has reached 1. The momen-
tum of a population in any given year is measured
as a ratio of the ultimate stationary population to
the population of that year, given the assumption
that fertility remains at replacement level. For ex-
ample, the 1985 population of India was estimated
at 765 million. If NRR was 1 in 1985, the projected
stationary population would be 1,698 million-
reached in the middle of the 22nd century—and
the population momentum would be 1.7.

A population tends to grow even after fertility
has declined to replacement level because past
high growth rates will have produced an age distri-
bution with a relatively high proportion of women
in, or still to enter, the reproductive ages. Conse-
quently, the birth rate will remain higher than the
death rate, and the growth rate will remain posi-
tive for several decades. It takes at least 50 to 75
years, depending on the initial conditions, for a
population’s age distribution to adjust fully to
changed fertility rates.

To make the projections, assumptions about fu-
ture mortality rates are made in terms of female life
expectancy at birth (that is, the number of years a
newborn girl would live if she remained subject to
the mortality risks prevailing for the cross-section
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of population at the time of her birth). Economies
are divided according to whether their primary
school enrollment ratio for females is above or be-
low 70 percent. In each group a set of annual incre-
ments in female life expectancy is assumed, de-
pending on the female life expectancy in 1980-85.
For a given life expectancy at birth, the annual in-
crements during the projection period are larger in
economies with a higher primary school enroll-
ment ratio and a life expectancy of up to 62.5 years.
At higher life expectancies, the increments are the
same.

To project fertility rates the year in which fertility
will reach replacement level is estimated. These
estimates are speculative and are based on infor-
mation on trends in crude birth rates (defined in
the note to Table 28), total fertility rates (also de-
fined in the note to Table 28), female life expect-
ancy at birth, and the performance of family plan-
ning programs. For most economies it is assumed
that the total fertility rate will decline between 1986
and the year of reaching a net reproduction rate of
1, after which fertility will remain at replacement
level. For most countries in Sub-Saharan Africa
and for a few countries in Asia and the Middle
East, total fertility rates are assumed to remain
constant for some time and then to decline until
replacement level is reached; for a few countries
they are assumed to increase and then to decline.

In some countries, fertility is already below re-
placement level or will decline to below replace-
ment level during the next 5 to 10 years. It is as-
sumed, in order to make estimates of the
stationary population for them, that fertility rates
in these economies will regain replacement levels.
The total fertility rates in industrial economies are
assumed to remain constant until 1995-2000 and
then to increase to replacement level by 2030.

International migration rates are based on past
and present trends in migration flow. The esti-
mates of future net migration are speculative. For
most economies the net migration rates are as-
sumed to be zero by 2000, but for a few they are
assumed to be zero by 2025.

The estimates of the hypothetical size of the sta-
tionary population and the assumed year of reach-
ing replacement-level fertility are speculative. They
should not be regarded as predictions. They are in-
cluded to show the long-run implications of recent
fertility and mortality trends on the basis of highly
stylized assumptions. A fuller description of the
methods and assumptions used to calculate the es-
timates is available from the World Bank’s World
Population Projections, 1987-88 edition.
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Table 28. Demography and fertility

The crude birth and death rates indicate the number
of live births and deaths occurring per thousand
population in a year. They come from the sources
mentioned in the note to Table 27.

The percentage of women of childbearing age has
been added to provide a more complete picture of
fertility patterns. Comparison of 1965 and 1985
data adds an interesting aspect to the pattern of
reproduction during the past two decades. Child-
bearing age is generally defined as 15 to 49, al-
though for some countries contraceptive usage is
measured for other age groups: 15 to 44, 18 to 44,
and 19 to 49.

The total fertility rate represents the number of
children that would be born to a woman, if she
were to live to the end of her childbearing years
and bear children at each age in accordance with
prevailing age-specific fertility rates. The rates
given are from the sources mentioned in the note
to Table 27.

The percentage of married women of childbearing age
using contraception refers to women who are prac-
ticing, or whose husbands are practicing, any form
of contraception (see definitions of childbearing
age earlier in this note).

Data are mainly derived from the World Fertility
Surveys, the Contraceptive Prevalence Surveys,
Demographic and Health Surveys, World Bank
country data, and the U.N. Recent Levels and Trends
of Contraceptive Use as Assessed in 1983. For a few
countries for which no survey data are available,
program statistics are used; these include Bangla-
desh, India, Indonesia, and several African coun-
tries. Program statistics may understate contracep-
tive prevalence because they do not measure use
of methods such as rhythm, withdrawal, or absti-
nence, or contraceptives not obtained through the
official family planning program. The data refer to
a variety of years, generally not more than three
years distant from those specified.

All summary measures are country data weighted
by each country’s share in the aggregate popula-
tion.

Table 29. Health and nutrition

The estimates of population per physician and nursing
person are derived from World Health Organization
(WHO) data and have been slightly revised to take
account of more recent estimates of population.
For a few countries the information shown relates
to a year later than 1981. The figure for physicians



normally refers to the total number of registered
practitioners in the country. Nursing persons in-
clude graduate, practical, assistant, and auxiliary
nurses; the indusion of auxiliary nurses provides
more realistic estimates of available nursing care.
Because definitions of doctors and nursing person-
nel vary—and because the data shown are for a
variety of years, generally not more than three
years distant from those specified—the data for
these two indicators are not strictly comparable
across countries.

The daily calorie supply per capita is calculated by
dividing the calorie equivalent of the food supplies
in an economy by the population. Food supplies
comprise domestic production, imports less ex-
ports, and changes in stocks; they exclude animal
feed, seeds for use in agriculture, and food lost in
processing and distribution. These estimates are
from FAO.

A new column on the percentage of babies with
low birth weights relates to children born weighing
less than 2,500 grams. Low birth weight is fre-
quently associated with maternal malnutrition,
and tends to raise the risk of infant mortality and
to lead to poor growth in infancy and childhood,
thus increasing the incidence of other forms of re-
tarded development. The figures are derived from
both WHO and UNICEF sources and are based on
national data. The data are not strictly comparable
across countries as they are compiled from a com-
bination of surveys and administrative records,
and other such sources.

The summary measures in this table are country
figures weighted by each country’s share in the
aggregate population.

Table 30. Education

The data in this table refer to a variety of years,
generally not more than two years distant from
those specified, and are mostly from Unesco.
However, disaggregated figures for males and fe-
males sometimes refer to a year earlier than that
for overall totals.

The data on primary school enrollments are esti-
mates of children of all ages enrolled in primary
school. Figures are expressed as the ratio of pupils
to the population of school-age children. While
many countries consider primary school age to be
6 to 11 years, others do not. The differences in
country practices in the ages and duration of
schooling are reflected in the ratios given. For
some countries with universal primary education,
the gross enrollment ratios may exceed 100 per-

cent, because some pupils are younger or older
than the country’s standard primary school age.
The data on secondary school enrollments are calcu-
lated in the same manner, but again the definition
of secondary school age differs among countries. It
is most commonly considered to be 12 to 17 years.
Late entry of more mature students as well as repe-
tition and the phenomenon of bunching in final
grades can influence these ratios.

The tertiary enrollment ratio is calculated by di-
viding the number of pupils enrolled in all post-
secondary schools and universities by the popula-
tion, age 20 to 24. Pupils attending vocational
schools, adult education programs, two-year com-
munity colleges, and distance education centers
(primarily correspondence courses) are included.
The distribution of pupils across these different
types of institutions varies among countries. The
youth population, that is 20 to 24 years, is used as
the denominator since it represents an average ter-
tiary level cohort. While in higher income coun-
tries, youths aged 18 to 19 may be enrolled in a
tertiary institution (and are included in the numer-
ator), in developing and in many industrialized
countries, many people older than 25 years are
also enrolled in such an institution. These data and
definitions come from Unesco.

The summary measures in this table are country
enrollment rates weighted by each country’s share
in the aggregate population.

Table 31. Labor force

The population of working age refers to the popula-
tion aged 15 to 64. The estimates are from the In-
ternational Labour Organisation (ILO) based on
U.N. population estimates.

The summary measures are weighted by popula-
tion.

The labor force comprises economically active per-
sons aged 10 years and over, including the armed
forces and the unemployed, but excluding so-
called economically inactive groups. The concept of
economically active is restrictive and does not, for
example, include activities of homemakers and
other care-givers. Agriculture, industry, and services
are defined as in Table 2. The estimates of the sec-
toral distribution of the labor force are from the
ILO, Labour Force Estimates and Projections, 1950-
2000 (1986) and, in a few instances, from the World
Bank. Labor force numbers in several developing
countries appear to reflect a significant underesti-
mate of female participation rates and are therefore
themselves underestimates.
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The summary measures are weighted by the labor
force.

The labor force growth rates are from ILO data and
are based on age-specific activity rates reported in
the source cited above.

The application of ILO activity rates to the
Bank’s latest population estimates may be inap-
propriate for some economies in which there have
been significant changes in unemployment and
underemployment, as well as in international and
internal migration. The labor force projections for
1985-2000 should thus be treated with caution.

The summary measures are country growth rates
weighted by each country’s share in the aggregate
labor force in 1980.

Table 32. Urbanization

The data on urban population as a percentage of total
population are from the U.N. publication The Pros-
pects of World Urbanization, Revised as of 1984-85,
1987, supplemented by data from various issues of
the U.N. Demographic Yearbook, and from the World
Bank.

The growth rates of urban population are calcu-
lated from the World Bank’s population estimates;
the estimates of urban population shares are calcu-
lated from the sources cited above. Data on urban
agglomeration in large cities are from the U.N. Pat-
terns of Urban and Rural Population Growth, 1980.

Because the estimates in this table are based on
different national definitions of what is urban,
cross-country comparisons should be interpreted
with caution. Data on urban population are from
population censuses, which are conducted at only
five or even ten-year intervals. Since for this rea-
son new data are infrequently available, this table
remains unchanged from last year.

The summary measures for urban population as a
percentage of total population are calculated from
country percentages weighted by each country’s
share in the aggregate population; the other sum-
mary measures in this table are weighted in the
same fashion, using urban population.

Table 33. Women in development

This new table draws together some basic indica-
tors of the condition of women in society. It reflects
their demographic status and their access to some
health and education services. The table mostly
presents series previously published in the World
Development Indicators, but which have now
been disaggregated to show both the differences

304

between the sexes and the changes in these differ-
ences over time. Statistical anomalies become
more visible when social indicators are analyzed
by gender, at least in some instances because basic
reporting systems are weak in areas of special im-
portance for monitoring the role of women in de-
velopment. Indicators drawn from censuses and
surveys, such as those on population, tend to be
about as reliable for women as for men; indicators
based largely on administrative records, such as
maternal and infant mortality, are less reliable.
Considerable work remains to be done to develop
a statistical framework for this area, and the relia-
bility of the data, even in the series shown in this
table, varies significantly.

The first four columns show the ratios of females
to males for the total population and for the under-
five age-group. In general, throughout the world,
more males are born than females. Under good
nutritional and health conditions and in times of
peace, male children have a higher death rate than
females, and females tend to live longer. In the
industrial market economies, these factors have re-
sulted in ratios of about 103 to 105 females per 100
males in the general population. The figures in
these columns reveal that there are cases where
the number of females is much smaller than what
would be a normal demographic pattern. In some
countries, the apparent imbalance may be the
result of migration, for example Kuwait and
United Arab Emirates, where males enter the
country to work on contracts. In others, male out-
migration or the disproportionate effect of war cre-
ates a reverse imbalance of fewer than expected
males and may partly hide, or compensate for, the
excessive female mortality.

Typically, however, in the absence of such fac-
tors, a female-to-male ratio significantly below 100
in the general population of a country reflects the
effects of discrimination against women. Such dis-
crimination affects mostly three age groups. Very
young girls, who may get a smaller share of scarce
food or receive less prompt costly medical atten-
tion; childbearing women; and to a lesser extent
the resourceless elderly. This pattern of discrimina-
tion is not uniformly associated with development.
There are low- and middle-income countries (and
within countries, regions) where the composition
of the population is quite ““normal.”” In many oth-
ers, however, the numbers starkly demonstrate
why better associating women with development
is, literally, vital.

The health and welfare indicators in the next five
columns draw attention, in particular, to the condi-



tions associated with childbearing. This activity
still carries the highest risk of death for women of
reproductive age in developing countries. The in-
dicators may reflect, but do not measure, both the
availability of health services for women and the
general welfare and nutritional status of mothers.

Life expectancy at birth is defined in the note to
Table 1.

Births attended by health staff show the percentage
of births recorded where a recognized health serv-
ice worker was in attendance. The data are from
the World Health Organization (WHO). Maternal
mortality usually refers to the number of female
deaths that occur during childbirth, per 100,000
live births. Since for some countries “childbirth”
is defined more widely than for others—to include
complications of pregnancy or of abortion—and
since many pregnant women die because of lack of
suitable health care, maternal mortality is difficult
to measure consistently and reliably across coun-
tries. The data in these two series are drawn from
diverse national sources and collected by WHO,
although many national administrative systems
are weak and do not record vital events in a sys-
tematic way. The data are derived mostly from offi-
cial community reports and hospital records, and
some reflect only deaths in hospitals and other
medical institutions. Sometimes smaller private
and rural hospitals are excluded, and sometimes
even relatively primitive local facilities are in-
cluded. The coverage is therefore not always com-
prehensive, and the figures should be treated with
extreme caution.

Clearly, many maternal deaths go unrecorded,
particularly in countries with remote rural popula-
tions; this accounts for some of the very low num-
bers shown in the table, especially for several Afri-
can countries. Moreover, it is not clear whether an
increase in the number of mothers in hospital re-

flects more extensive medical care for women or
more complications in pregnancy and childbirth
because of poor nutrition, for instance. (See Table
29 for low birth weight data.)

These time series attempt to bring together read-
ily available information not always presented in
international publications. WHO warns that there
are “‘inevitably gaps,”’ in the series, and it has in-
vited countries to provide more comprehensive
figures. They are reproduced here, from the 1986
WHO publication Maternal Mortality Rates, mainly
as part of the international effort to highlight data
in this field. The reference year of 1980 represents
any year from 1977 to 1984.

The infant mortality rate is the number of infants
who die before reaching one year of age, per thou-
sand live births, in a given year. The data are from
a variety of U.N. sources—''Infant Mortality:
World Estimates and Projects, 1950-2025"" in the
Population Bulletin (1983), recent issues of Demo-
graphic Yearbook, and Population and Vital Statistics
Report—as well as from the World Bank.

The education indicators, based on Unesco
sources, show the extent to which females are en-
rolled at school at both primary and secondary lev-
els, compared with males. All things being equal,
and opportunities being the same, the ratios for
females should be close to 100. However, inequali-
ties may cause the ratios to move in different direc-
tions. For example, the number of females per 100
males will rise at secondary school level if male
attendance declines more rapidly in the final
grades because of males’ greater job opportunities,
conscription into the army, or migration in search
of work. In addition, since the numbers in these
columns refer mainly to general secondary educa-
tion, they do not capture those (mostly males) en-
rolled in technical and vocational schools or in full
time apprenticeships, as in Eastern Europe.
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