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Foreword

This Report is the sixth in an annual series as-
sessing development issues. Part I reviews recent
trends in the international economy and their im-
plications for the developing countries. As in pre-
vious years, Part Il is devoted to a special topic;
this year the focus is on the management and
institutional aspects of development.

The early recovery in the world economy fore-
seen in last year’s World Development Report did not
materialize. The recession has lasted longer than
expected and has set back global development more
decisively than at any time since the Great Depres-
sion. The indications of an upturn are now firmer,
but the international financial system remains se-
verely strained and protectionism continues to be
an ominous threat.

Part I examines how alternative policies may
affect the future prospects for recovery. The Re-
port concludes that the present financial crisis is
manageable, provided concerted efforts are made
both nationally and internationally. It is essential
for the industrial countries to maintain the mo-
mentum of their recovery, to promote freer trade,
and to ensure growth in capital flows. Equally
important, developing countries must for their part
continue their efforts to adjust their economies to
the new external circumstances and thereby regain
the confidence of their creditors.

The interdependence of the global economy has
become strikingly evident over the past three years.
Not only does recession in the industrialized coun-
tries lead to stagnant export markets and lower
capital flows for the Third World; retrenchment in
the developing countries also means less employ-
ment in the developed countries. The recession
has badly hurt all countries, though self-evidently
the poor are less able to withstand the shock. But
the ability of different countries to cope with the
current difficulties has varied greatly. This Report
seeks to learn from those significant differences in
country performance.

Even with optimistic assumptions about sus-
tained growth in the industrialized countries over
the next decade, limited capital flows and trade
growth are likely to be serious constraints to de-
veloping-country growth. Raising living standards
and combatting poverty in the developing coun-
tries will depend more than ever on achieving
greater efficiency in the use of human and material

resources. The stress on efficiency in Part II of this
Report should not be seen as signaling any change
in the Bank’s focus on poverty issues.

Governments everywhere must wrestle with
difficult management problems as they seek to
fulfill their heavy and varied responsibilities. To
ease this burden, many countries have found it
advantageous to give managers within the public
sector greater autonomy over operational deci-
sions, to involve local communities in the design
and implementation of service delivery programs,
and to use prices and market mechanisms more
in place of administrative interventions. At the
same time, successful measures to overcome skill
shortages and strengthen public services have in-
cluded making training more job related, building
more effective career development systems, and
linking incentives more closely to performance.

Good economic management depends, first and
foremost, on the adoption of policies that stimu-
late enterprise and efficiency, but it depends also
on the quality of the public sector institutions re-
sponsible for executing these policies and for pro-
viding public services. Developing countries’ gov-
ernments typically have had to work in very difficult
conditions, beset by shortages. It is all the more
remarkable that so much should have been accom-
plished over the past thirty years in building up
systems of government. The Report draws on this
experience to identify common problems and pos-
sible ways of addressing them.

This Report tackles a difficult and important
subject not previously broached so directly by the
Bank. It is a staff report and the judgments ex-
pressed in it do not necessarily reflect the views
of our Board of Directors or the governments they
represent. As in previous years, the Report in-
cludes updated World Development Indicators,
which set out selected social and economic data
for more than a hundred countries.

A. W. Clausen
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Definitions

The principal country groups used in the text of
this Report and in the World Development Indi-
cators are defined as follows:

® Developing countries are divided into: low-in-
come economies, with 1981 gross national product
(GNP) per person of less than $410; and middle-
income economies, with 1981 GNP per person of $410
or more. Middle-income countries are also divided
into oil exporters and oil importers, identified below.

® Middle-income oil exporters comprise Algeria,
Angola, Congo, Ecuador, Egypt, Gabon, Indone-
sia, Islamic Republic of Iran, Iraq, Malaysia, Mex-
ico, Nigeria, Peru, Syria, Trinidad and Tobago,
Tunisia, and Venezuela.

® Middle-income oil importers comprise all other
middle-income developing countries not classified
as oil exporters.

® High-income oil exporters (not-included in de-
veloping countries) comprise Bahrain, Brunei, Ku-
wait, Libya, Oman, Qatar, Saudi Arabia, and the
United Arab Emirates.

® Least developed countries include Afghanistan,
Bangladesh, Benin, Bhutan, Botswana, Burundi,
Cape Verde, Central African Republic, Chad,
Comoros, Djibouti, Equatorial Guinea, Ethiopia,
the Gambia, Guinea, Guinea Bissau, Laos, Le-
sotho, Malawi, Maldives, Mali, Nepal, Niger,
Rwanda, Samoa, Sao Tome and Principe, Sierra
Leone, Somalia, Sudan, Tanzania, Togo, Uganda,
Upper Volta, Yemen Arab Republic, and the Peo-
ple’s Democratic Republic of Yemen.

® Industrial market economies are the members of
the Organisation for Economic Co-operation and
Development (OECD, identified in the Glossary)
apart from Greece, Portugal, and Turkey, which
are included among the middle-income develop-
ing economies. This group is commonly referred
to in the text as industrial economies or industrial
countries.

® East European nonmarket economies include the
following countries: Albania, Bulgaria, Czechoslo-
vakia, German Democratic Republic, Hungary,
Poland, Romania, and USSR. This group is some-
times referred to as nonmarket economies.

Economic and demographic terms are defined in the
technical notes to the World Development Indi-
cators.

Official Development Assistance. The data on Of-
ficial Development Assistance in Table 18 of the
World Development Indicators, in Table 2.11, and
in Box 10.2 are not comparable with the ODA data
in Table 2.12 and in Chapter 3. The former are
based on the OECD Development Assistance
Committee (DAC) definitions which show dis-
bursements of all types by donor countries. The
latter show grants and concessional loans received
by the developing countries as reflected in their
balance of payments. The principal differences are
that the DAC definitions cover technical assistance
and contributions to multilateral institutions, in-
cluding paid-in capital. The data on ODA receipts
generally exclude these two, and in the case of
the multilateral institutions include only the dis-
bursement of concessional loans.

Billion is 1,000 million.

Tons are metric tons (t), equal to 1,000 kilograms
(kg) or 2,204.6 pounds.

Growth rates are in real terms unless otherwise
stated.

Dollars are US dollars unless otherwise speci-
fied.

All tables and figures are based on World Bank
data unless otherwise specified. Growth rates for
spans of years in tables cover the period from the
end of the base year to the end of the last year
given.
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Glossary of Acronyms and Initials

CMEA Council for Mutual Economic Assistance.
DAC The Development Assistance Committee of
the OECD (see below) comprises Australia, Austria,
Belgium, Canada, Denmark, Finland, France,
Federal Republic of Germany, Italy, Japan,
Netherlands, New Zealand, Norway, Sweden,
Switzerland, United Kingdom, United States, and
Commission of the European Communities.

EEC The European Economic Community
comprises Belgium, Denmark, France, Federal
Republic of Germany, Greece, Ireland, Italy,
Luxembourg, Netherlands, and United Kingdom.

GATT General Agreement on Tariffs and Trade.
IDA International Development Association.
ILO International Labour Organisation.

IMF International Monetary Fund.

NGO Nongovernment organization.

ODA Official development assistance.

OECD The Organisation for Economic Co-
operation and Development members are Australia,
Austria, Belgium, Canada, Denmark, Finland,
France, Federal Republic of Germany, Greece,
Iceland, Ireland, Italy, Japan, Luxembourg,
Netherlands, New Zealand, Norway, Portugal,
Spain, Sweden, Switzerland, Turkey, United
Kingdom, and United States.

OPEC The Organization of Petroleum Exporting
Countries comprises Algeria, Ecuador, Gabon,
Indonesia, Iran, Iraq, Kuwait, Libya, Nigeria, Qatar,
Saudi Arabia, United Arab Emirates, and
Venezuela.

SOE State-owned enterprise.

UNCTAD United Nations Conference on Trade
and Development.

UNDP United Nations Development Programme.
USAID Agency for International Development,
US Department of State.



1 Overview

The recession that has afflicted the world economy
since 1980 seems at last to be easing. But the eco-
nomic conditions of many developing countries
have worsened since the last World Development
Report was published. Many middle-income coun-
tries have faced a greater liquidity crisis than was
expected, brought on by high interest rates and
reduced demand for exports. Low-income coun-
tries dependent on the export of raw materials
have suffered from historically low commodity
prices in real terms.

The developing countries” present difficulties are
the culmination of events dating back a decade or
more. They are a consequence partly of conditions
in the industrial market economies and partly of
their own policies. Part I of this Report underlines
the increased interdependence of all countries
brought about by the increase in trade and capital
flows, and looks ahead to how the world economy
might evolve during the next decade. Part II dis-
cusses how developing countries have managed

TABLE 1.1
Key indicators, 1973-82

(percent)

their development efforts, and how these might
be improved. Chapter 12 sets out conduding themes
which should be read in conjunction with this
overview.

The 1980-82 recession

The recession of the past three years was no sim-
ple repetition of the mid-1970s (see Table 1.1).
Following the jump in oil prices in 1973, GDP
growth rates in the industrial economies fell sharply
for two years and then recovered rapidly in 1976,
although in the three subsequent years growth
was still well below the average for the 1960s. In
contrast, growth rates were initially less depressed
by the 1979 rise in oil prices, but subsequently
failed to match the recovery seen after 1975. The
second recession was shallower than the first, but
it has lasted longer since industrialized countries
tightened monetary controls to bring down infla-
tion. As a result, unemployment in the industrial

1976 1977 1978 1979 1980 1981 1982¢

Indicator 1973 1974 1975
World trade growth
(volume)® 125 4.0 —-4.0
Industrial countries
GDP growth 63 06 -0.7
Unemployment 34 37 5.5
Inflation rate 7.7 11.6 102

Developing countries
Oil importers
GDP growth 65 53 4.0
Debt service ratio® 12.6 11.4 133
Oil exporters®
GDP growth 9.1 7.2 3.7
Debt service ratio 122 6.7 7.8

115 45 50 6.5 1.5 0.0 -2.0

51 3.6 39 32 1.3 1.0 -02
55 54 51 5.0 5.6 6.5 8.0
73 74 73 73 8.8 8.6 7.5

53 56 66 4.2 5.0 2.2 2.0
12.6 12.7 157 147 139 166 215

82 48 24 12 -13 1.5 1.9
84 11.1 149 155 13.0 157 19.1

a. Estimated.
b. IMF data for 1973 to 1981; GATT data for 1982.

c. Service on medium- and long-term debt as a percentage of exports of goods and services.

d. Excludes China.






International collaboration

Development is a long-term proposition; its im-
petus is maintained by policies that must be both
directed at fundamental change and viable in the
short term. In the 1960s developing countries as
a group made considerable progress in raising pro-
ductivity and real incomes, and in improving so-
cial indicators such as literacy and life expectancy.
Progress continued into the 1970s, but more slowly
as countries encountered short-term economic dif-
ficulties. Since 1980 short-term problems have been
on a larger scale and now threaten the develop-
ment strategies of numerous countries.

The requirements of a far-sighted recovery strat-
egy come, in part only, from policy reforms intro-
duced by the developing countries themselves.
Others are the responsibility of the international
community, and particularly of the industrialized
countries.

The crisis of the past few years has highlighted
the bonds that join the economies of the devel-
oped and developing countries. The most publi-
cized bonds—the financial links between banks in
the industrialized countries and borrowers in de-
veloping countries—were once the least visible.
Yet they in turn are intertwined with international
trade: borrowing countries can service their debts
only if they earn enough foreign exchange from
exporting. These truisms would hardly be worth
repeating were it not that government policies often
seem to defy them.

Trade and protectionism

Protectionist sentiments have been growing in the
industrial countries. The main reasons have been
an implacable rise in unemployment and the fi-
nancial difficulties of companies that are no longer
internationally competitive. The temptation to seek
relief by import controls has been considerable, at
times irresistible. Among many measures to pro-
tect ailing industries, governments have erected a
formidable set of controls against the textile ex-
ports of developing countries. The Multifibre Ar-
rangement, covering as much as 15 percent of de-
veloping-country manufactured exports, is the most
extreme example of trade restriction since govern-
ments started to undo the protectionism that con-
tributed to the depression of the 1930s. In other
industries, too, the exports of developing coun-
tries have faced new (particularly nontariff) trade
barriers.

Nevertheless, as Chapter 2 illustrates, protec-
tionism has not prevented a substantial growth in
trade. Developing countries increased the volume
of their exports by an average 5.1 percent a year
in 1970-80 (for manufactures alone, the growth
rate was 15.9 percent a year). Also, their market
share of manufactured goods consumed in indus-
trial economies has increased from 1.7 percent in
1970 to 3.4 percent in 1980. But the danger lies in
the future. Although gains in price and efficiency
from freer international trade are still widely ap-
preciated, developing countries are often victims
of short-sighted government action. The political
challenge is first to halt and then to reverse the
drift toward protectionism. The ministerial meet-
ing of GATT held in November 1982 set the stage
for liberalization. Greater participation by devel-
oping countries in GATT would help strengthen
its role as the most appropriate forum for contin-
ued negotiations to reduce trade barriers.

Debt and capital flows

Capital markets have become highly integrated over
the quarter century since currency convertibility
was established. While this integration has many
merits, a sharp rise in international interest rates
can turn an acceptable debt service burden for a
developing country into a debt crisis.

Viewed globally, the world debt situation is
manageable, though recent difficulties require close
international cooperation to achieve a sustained
recovery in international trade and to assist those
borrowers facing acute debt servicing problems.
Such problems can have one of two causes—short-
age of liquidity or genuine insolvency. The first
arises when a borrower is temporarily unable to
earn or borrow enough foreign exchange to meet
its debt service payments, often because interest
rates are themselves unexpectedly high. Insol-
vency has far more serious and permanent con-
notations: a borrower simply does not have the
resources to service its debt, even though it makes
maximum use of available resources.

The debt problems of most major developing
countries are caused by illiquidity, not by insol-
vency. Sustained high interest rates alone may
convert a liquidity problem into a solvency prob-
lem. A recovery in world demand, lower interest
rates, and determined restructuring of their own
economies will restore the ability of developing
countries to service their debts. In the meantime,
they need continued inflows of capital to ease their
liquidity shortage.



That need has been recognized by several ini-
tiatives taken over the past year. Central banks
have cooperated to provide emergency loans to
some countries, notably through the Bank for In-
ternational Settlements. The International Mone-
tary Fund’s resources have been substantially ex-
panded. During 1982 the debts of twelve developing
countries were rescheduled and thirteen others
were under negotiation in the first quarter of 1983.

But the ad hoc debt rescheduling characteristic
of the past is no solution for countries with deep-
seated problems. Close collaboration by creditor
governments, commercial banks, and the inter-
national financial institutions is needed to facil-
itate long-term adjustments to restore financial
viability.

While steps are being taken to ease the debt
difficulties of the main middle-income borrowers,
too little has been done to assist the low-income
countries seriously affected by the 1980-82 reces-
sion. They depend on official aid for 84 percent
of their foreign capital inflows, so their capacity
to import and to invest is directly affected by the
aid programs of the industrialized countries. Aid
as a proportion of the GNP of DAC members was
no higher in 1981-82 (0.37 percent) than in the
late 1960s. In real terms official development as-
sistance from all sources, including members of
OPEC and the CMEA, rose by 5.7 percent a year
in the 1970s. Concessional aid for Africa would
need to rise at about double this rate over the next
ten years if the per capita income of the low-in-
come African countries is to rise by 2 percent a
year—a very modest target.

National development efforts

The benefits of international cooperation can do
no more than supplement the efforts of the de-
veloping countries themselves. Earlier World De-
velopment Reports have reviewed cross-country ex-
perience in selected sectors to identify policies that
promote development. This year Part II of the Re-
port takes a wider perspective, exploring manage-
ment issues that cut across all sectors. The under-
lying concern is the search for greater efficiency
in the pursuit of governments’ social and eco-
nomic objectives. The current economic slowdown
makes the task more urgent, as well as more
difficult.

Too often development is discussed only in terms
of policies, without regard to the institutions and
people who decide and execute them. This Report
seeks to redress the imbalance. It examines the

role of the state, stresses the importance of ap-
propriate incentives (especially prices) to foster de-
velopment, and discusses the institutional ar-
rangements needed to formulate a consistent
development strategy and carry it out. The Report
draws on country experience to identify ways of
making state-owned enterprises and project man-
agement more efficient, and, more generally, im-
proving the performance of the bureaucracy.

This stress on efficiency is compatible with ef-
forts to assist the poor, although in times of fi-
nancial stringency governments often cut pro-
grams for the poor. Well-designed programs to
improve management of public projects, reduce
inflationary budget deficits, make bureaucracies
more responsive, limit nonessential activities, and
share the management burden with the private
sector so that vital public services are performed
well—all these complement efforts to assist the
poor. Today’s difficuit economic situation requires
more than ever a critical appraisal of those well-
intentioned initiatives that have gone awry—the
costly subsidy that mainly benefits the better off,
or the state enterprise that employs a bloated labor
force at relatively high wages. To raise the stand-
ard of living of the very poor, scarce resources
must be carefully targeted as well as efficiently
managed.

Role of the state

The boundary between the state and the private
sector is never clear-cut and varies widely from
country to country. For this reason, it is mislead-
ing to discuss efficiency in terms of ownership.
What matters more is creating the conditions that
encourage efficiency in both private and public
sector activities. Such an environment is largely
determined by governments, not simply in the
way they affect the private sector through legis-
lative and fiscal measures but also by the way they
manage their own affairs.

State-owned enterprises are an obvious example
of how a government’s approach to management
can influence the whole economy. Both developed
and developing countries are keen to find ways
to make state enterprises more efficient. The more
successful initiatives have been those which de-
fined unambiguous and attainable objectives, gave
a wide measure of freedom to managers to meet
those objectives, and developed performance in-
dicators that enabled government to monitor prog-
ress.

The state’s role as employer—in many devel-



oping countries, the largest employer in the mod-
ern sector—also influences the whole economy.
Most developing countries have abundant un-
skilled labor combined with a shortage of skilled
workers. The results are political pressure to over-
staff the public sector at the lower grades, which
is inefficient and expensive, and fierce competition
between the public and private sectors at the top.
Experience has shown that the public sector can
keep competent staff only by offering pay and
other benefits that do not lag much behind the
private sector and by offering a premium to key
specialists.

A third area in which governments can improve
their own administrative arrangements is in the
making of economic policy. Current structural ad-
justment problems underline the need for greater
attention to policy analysis. Planning has been ex-
cessively concerned with producing detailed, long-
term blueprints for development, to the neglect of
both policy analysis and the preparation of public
investment programs. The process of planning—
formulating a development strategy, analyzing
policy, and assessing investment options—matters
more than the plans themselves.

Many countries still lack the close links among
policy analysis, investment analysis, and budget-
ing needed to define and carry out a development
strategy. They also need more timely and reliable
feedback, which can be obtained by better moni-
toring of the economy. Selective tracking of gov-
ernment activities is the key, whether through data
collection, auditing, or project evaluation. In par-
ticular, more of the resources of central statistical
offices should be devoted to assembling essential
data on national accounts and other information
relevant for policy analysis.

Even when governments have effective meth-
ods for managing state-owned enterprises, their
own employees, and the formulation of economic
policy, they can still find themselves overstretched
by the range of responsibilities they have as-
sumed. Administrative capacity is limited in every
country; in some developing countries it is the
scarcest resource of all. Reducing the burden on
senior administrators is therefore a precondition
for greater efficiency, and much can be achieved
by decentralizing—both within the public sector
and to groups outside it.

Burden-sharing

Day-to-day decisions can be devolved to those who
are responsible for carrying them out, and who

have the advantage of detailed knowledge not
possessed by those at the center. Decentralizing
is a way to increase the responsiveness of govern-
ment to those it serves and can involve those out-
side government—community organizations, for
example—whose active support is often necessary
in promoting development. It can also take the
form of subcontracting, with some public services
provided by private operators.

Decentralizing is not solely a matter of involving
a wider range of people in discharging the re-
sponsibilities of the public sector. Governments,
including socialist governments, can also make
greater use of markets and prices, since they avoid
the heavy administrative requirements of central-
ized planning controls. While greater reliance on
markets may appear to carry risks, many govern-
ments have learned that their own interventions
can easily misfire. The costs of market failure need
to be balanced against those of bureaucratic fail-
ure. The practical advantage of relying more on
markets is that the public sector can then concen-
trate on improvements in those activities for which
market solutions are inappropriate.

However, the willingness to use prices to allo-
cate resources is on its own not enough. Govern-
ments also need to ensure that prices really do
reflect relative scarcities. Relative prices changed
rapidly during the 1970s, partly because of floating
currencies and two sharp increases in the cost of
oil. Many countries failed to adjust their domestic
prices to these international changes, so price dis-
tortions assumed serious proportions. Cross-coun-
try analysis for 1970-80 reveals that the best eco-
nomic performances tend to be closely associated
with the lowest price distortions (the details are
given in Chapter 6). However, countries that have
tried to correct price distortions have seldom found
it easy. To obtain good results, adjustment pro-
grams must be tailored to the circumstances of
individual countries and managed with close at-
tention to timing, pace, and scope.

Political commitment

The underlying assumption of this Report is that
all governments of developing countries, what-
ever their political complexion and their concern
for equity, do attach priority to economic and so-
cial development. Governments nevertheless vary
greatly in the commitment of their political lead-
ership to improving the condition of the people
and encouraging their active participation in the
development process. When political leaders are



recognized for their integrity, vision, and concern
for the public welfare, these qualities can be re-
flected in the ethos and performance of the public
service and will have a profound effect on all sec-
tions of society. But if corruption is rife, public
bureaucracy is likely to become demoralized and
self-serving.

Perhaps the most important task of national eco-
nomic management is to enlist the skills and ener-
gies of the population at large in raising the pro-
ductivity of capital and labor. The routes followed

in pursuit of these objectives must depend on the
nature of the political system, but the morale of
the labor force will always be a critical factor.

The economic fluctuations of the 1970s, and their
culmination in the recession of 1980-82, have
underscored the uncertainty of the economic en-
vironment in which farmers, businesses, and gov-
ernments have to operate. Readiness to take risks
and show flexibility in responding to unforeseen
events are therefore essential ingredients of suc-
cessful management.



Part I World Economic Recession and Prospects for Recovery

2 The prolonged recession

The world economy had another difficult year in
1982. Few countries managed to improve on their
previous year’s growth, and more than twenty
experienced declines in output. The recession that
had started in 1980 thus continued for a third year,
making it the longest since the depression of the
1930s. Even those developing countries with ex-
cellent growth records had to struggle for modest
gains in the face of depressed export markets and
high debt servicing costs.

Some countries were less badly affected than
others (see Table 2.1). As a group, Asian coun-
tries—which account for two-thirds of the popu-
lation of the developing world—increased their
per capita incomes in each of the three years of
the 1980-82 recession. By contrast, Latin American
and low-income African countries suffered de-
clines in per capita incomes, although some among
them were exceptions. These variations in per-
formance can mostly be explained by the different

TABLE 2.1
Growth of GDP, 1960-82

policies pursued in the 1970s by individual coun-
tries.

The growth of developing countries depends on
steadily expanding trade and capital inflows, both
of which are closely related to the level of world
economic activity. This chapter first highlights the
dominant influence of the industrialized countries
on the length of the recession. It then examines
how successful developing countries have been in
expanding their market share in developed econo-
mies and in increasing trade among themselves.
It also analyzes how movements in commodity
prices have changed the developing countries’ terms
of trade, and summarizes trends in workers’ re-
mittances. The chapter then describes how devel-
oping countries have financed their deficits—with-
out serious strains until 1980, but with considerable
difficulty since then. It looks in detail at the state
of international indebtedness, and concludes by
reviewing variations in economic performance

1980 GDP Average annual percentage growth
(billions of
Country group dollars) 1960-73 1973-79 1980 1981 1982°
All developing countries 2,231 6.0 5.1 3.0 2.0 1.9
Low-income 544 4.5 5.1 6.1 3.7 3.7
Asia 492 4.6 5.6 6.6 4.1 3.9
China 283 5.5 6.3 6.8 3.0 4.0
India 159 3.6 4.4 6.6 5.6 2.8
Africa 52 35 1.5 1.2 0.1 0.8
Middle-income oil importers® 920 6.3 5.5 4.2 1.1 1.1
East Asia and Pacific 204 8.2 8.5 3.6 6.9 4.2
Middle East and North Africa 28 5.2 2.9 4.7 0.1 2.7
Sub-Saharan Africa® 43 5.5 3.7 4.0 3.7 4.0
Southern Europe - 201 6.7 5.0 1.5 2.4 2.2
Latin America and Caribbean 444 5.6 4.9 5.7 -2.4 -1.2
Middle-income oil exporters 687 7.0 4.8 -1.3 1.5 1.9
High-income oil exporters 221 10.7 7.5 7.5 -1.8 -11.7
Industrial countries 7,395 5.0 2.8 1.3 1.0 -0.2

a. Estimated.
b. Does not include South Africa.















in commodity prices in 1980-82 was devastating.
It had several causes. The prolonged recession in
the industrial countries greatly reduced demand,
while high interest rates made the holding of stocks
costly. On the supply side, the past three harvests
have generally been excellent. Record or near-re-
cord crops have been harvested in North America
(wheat, coarse grains, soybeans, and cotton), South
America (grains and soybeans), and Western Eu-
rope (particularly sugar). Grain supplies have been
so plentiful that the Soviet Union’s four consec-
utive poor grain harvests have had little impact
on prices. Supplies of tropical beverages, espe-
cially coffee and cocoa, have also been abundant.
The 1976-77 price peaks for beverages led to con-
siderable replanting and new planting, and these
investments have started to increase output. A
severe frost in Brazil in 1981 stemmed the fall in
coffee prices, but its effect will be only temporary.

Since the price elasticities of tropical food prod-
ucts are low, the fall in prices has not led to much
growth in demand; hence, with bountiful har-
vests, stocks have accumulated. Even with an im-
provement in economic activity, it will take several
years of good income growth or, alternatively, a
succession of poor harvests, for the historically
large stocks of sugar, cocoa, and coffee to clear.

The acreage-reduction programs adopted by the
US government for the 1983-84 crop year will lower
the world supplies of wheat, rice, coarse grains,
soybeans, and cotton. The payment-in-kind pro-
gram for wheat and coarse grains is designed to
transfer US government-held stocks of grain to
farmers in exchange for leaving their cropland idle.
If the implementation of such schemes coincides
with both a recovery in economic activity and a
poor harvest, stocks may be quickly run down and
prices could rise sharply.

For industrial raw materials—such as natural fi-
bers, rubber, and metals and minerals—income
elasticities are larger than for foodstuffs. Conse-
quently, reductions in consumption and trade dur-
ing this recession have been more severe. Some
mines have closed down. With reflation, the re-
covery in prices and consumption of these raw
materials is likely to be greater than for foodstuffs.

During the past two to three years international
stabilization agreements have been in operation
for five commodities—coffee, cocoa, rubber, sugar,
and tin. Of these, only the price of coffee has been
significantly affected, mainly because the export
quota scheme of the International Coffee Agree-
ment is the most restrictive. However, support of
the coffee price has resulted in a large buildup in
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stocks in producing countries which, given future
production and consumption prospects, will not
be easily reduced.

The recession, in conjunction with the high level
of energy prices and environmental issues, has
forced industrial countries to limit their processing
of minerals. For example, high electricity prices
have forced the Japanese government to ration-
alize its aluminum industry, while economic and
environmental factors may result in plant closures
in the lead and zinc industries. The European com-
munity is considering reducing its zinc-smelting
capacity. Pollution problems have caused the clo-
sure of significant copper-smelting capacity in the
United States. These changes may mean oppor-
tunities for investment in processing minerals in
the developing countries when demand picks up.

Terms of trade

The nonfuel primary producers among the devel-
oping countries suffered a decline in their terms
of trade during the past decade. Except in the case
of Africa, the deterioration after the 1979-80 oil
price rise was greater than it had been after the
1973-74 rise. Nonetheless, although some low-
income African countries benefited from the fall-
ing prices of grain, as a group they suffered by
far the sharpest decline in terms of trade after 1979;
this was also the case in the mid-1970s. And all
oil-importing countries benefited from the fall in
real oil prices in 1982.

When export prices fall in relation to import
prices, exporters obtain partial compensation if de-
mand for their products expands significantly. This
effect is summarized in the purchasing power of
their exports (see Table 2.4). After both oil shocks,
foreign exchange earnings from trade continued
to improve for all but the low-income African
countries. For the low-income Asian countries
considered as a group, the terms of trade gains
from higher oil prices accruing to China more than
offset the declines experienced by India.

Protectionism

Moves to liberalize trade continued during the
1970s, with the implementation first of the Ken-
nedy and then of the Tokyo Round of the GATT
negotiations. The Tokyo Round agreement on codes
of conduct to govern many nontariff barriers was
an important new approach to reducing protec-
tionism. The Generalized System of Preferences
also lowered barriers to trade in developing coun-
tries” products.



TABLE 2.4
Terms of trade of developing countries, 1973-82

(1978 = 100)
Change in terms Change in purchasing power
of trade (percent)? of exports (percent)®
Developing countries 1973-76 1979-82 1973-76 1979-82
Low-income
Asia 12.1 -3.2 58.5 15.7
Africa -15.3 -13.8 -18.7 -3.5
Middle-income
Oil importers -9.5 -10.7 4.5 2.5
Oil exporters 59.9 31.8 71.0 11.5

a. Ratio of export unit value index over import unit value index.
b. Product of terms of trade and export quantum index.

Not all trade barriers were reduced, however.
The desire to maintain farm incomes in the in-
dustrial countries continued to provide a reason
for protecting agriculture. Tariff and nontariff bar-
riers against clothing and textile imports from de-
veloping countries also grew. Although some tar-
iffs on processed primary products were reduced
in the Tokyo Round, others remained. And sub-
sidies continued to be used to promote exports of
capital goods.

Recession and sharply rising unemployment after
1979 prompted an upsurge of protectionist pres-
sure. Restrictions on trade among the industrial
countries—notably in automobiles, steel, and ag-
ricultural products—began to increase. While these
measures affected relatively few developing coun-
tries, they made protectionism in general more
respectable. The industrial countries stepped up
their restrictions against exports from developing
countries, sometimes by increasing tariffs, more
often by import quotas or voluntary” agreements
to restrain exports. They also used other means
such as restrictive “quality” requirements and health
regulations to achieve protectionist ends. Govern-
ments increased subsidies on capital goods ex-
ports, which benefited those developing countries
buying the goods, but harmed those who were
competing with industrial countries in the capital
goods market. Other kinds of subsidies were also
increased—to foster industries (such as shipbuild-
ing), to aid regions, and to encourage ill-defined
activities such as research and development.

The overall impact of the increase in protection-
ism is hard to gauge. Barriers imposed by the
industrial countries were most effective in agri-
culture, where the developing countries” share of
the industrial countries’ market for basic food-
stuffs declined during the 1970s (see Table 2.5).

As for processed agricultural commodities, devel-
oping countries raised their market share from 3.5
percent in 1970 to 3.7 percent in 1980—an average
annual growth of only 0.6 percent. This slow growth
was due in part to disincentives to production in
the developing countries. Developing countries
were also squeezed in third markets, as a result
of industrial countries’ increasing the volume of
their subsidized agricultural exports such as sugar
and beef.

In manufactures trade, the developing countries
have made more progress. The rapid expansion
of exports of manufactured products from the mid-
1960s would not have been possible without the
increase in their share of industrial-country mar-
kets. Table 2.6 shows that they doubled their share
between 1970 and 1980, though at 3.4 percent in
1980, it was still only a trivial part of the total.
Market penetration increased by more than 8 per-
cent a year between 1970 and 1977, and still man-
aged to grow at 7.6 percent a year in 1977-80
despite the marked increase in barriers against

TABLE 2.5

Share of developing-country exports in the
consumption of selected agricultural products
in industrial countries, 1970-80

Import penetration
(average annual
percentage change)

Share in estimated
consumption (percent)

Product 1970 1980 1970-80
Sugar 7.8 3.9 -6.7
Tobacco 21.1 30.2 3.6
Beef and veal 2.3 0.9 -9.0
Wheat 0.9 0.1 -19.3
Rice 1.4 1.9 3.1
Maize 5.1 1.4 -12.1
Tomatoes 5.3 4.7 -1.2
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TABLE 2.6

Share of developing-country exports

in the consumption of manufactured goods
in industrial countries, 1970-80

Share in estimated

consumption Average annual

Country or (percent) percentage change
trading group 1970 1980  1970-77 1977-80
Australia 2.1 55 14.9 29
Canada 1.3 2.1 5.5 42
EEC® 2.5 4.6 6.6 7.5
Japan 1.3 2.4 7.8 12.9
Sweden 2.8 3.8 4.0 4.2
United States 13 29 10.6 5.1
Total 1.7 3.4 8.4 7.6

a. Furopean Economic Community.

clothing, textiles, and footwear. The growth of
market penetration continued to rise in a variety
of other products (see Table 2.7), reflecting rapid
diversification in some developing countries’ ex-
ports.

The number of developing countries exporting
manufactures continued to increase throughout the
1970s. While northeast Asian countries remained
the most rapidly growing exporters of manufac-
tures, several southeast Asian and Latin American
countries also expanded their manufactured ex-
ports considerably in the late 1970s. China’s export
expansion was mainly in manufactures (at about
18 percent a year in 1977-81). A wide range of

TABLE 2.7

relative newcomers, such as Malta and Mauritius,
also made good progress.

The growth of market penetration does not mean
that protection was ineffective. Without trade re-
strictions, exports would undoubtedly have grown
faster, even in manufactures. Moreover, the pro-
tectionist threat must have reduced investment in
export-oriented activities in many developing
countries, increasing supply constraints.

Protection is also very costly to the protectionist
countries themselves. They have to pay more for
goods than they need to, so losing an opportunity
to buttress their anti-inflationary efforts. Their
poorest consumers are worst affected, since de-
veloping countries generally specialize in the low-
cost goods that take a large part of the spending
of the poor. Even minor protectionist measures
can hamper the restructuring of industrial econo-
mies, postponing the investment in new indus-
tries and companies that is needed to revive growth.

Finally, the more developing countries can in-
crease their exports and growth, the bigger the
market they provide for exporters in the industrial
countries. Between 1973 and 1980 the share of
industrial-country exports of merchandise to de-
veloping countries increased from 23 percent to 28
percent (see Table 2.8). The United States, for ex-
ample, now sells two-fifths of its exports to de-
veloping countries. Buoyant world trade is essen-
tial for, as well as reflects, the well-being of the
global economy.

Share of developing-country exports in the consumption of selected

manufactured goods in industrial countries, 1970-80

Share in estimated
consumption (percent)

Import penetration (average
annual percentage change)

Manufactured goods 1970 1980 1970-77 1977-80
Food 3.5 3.7 34 -54
Clothing, textiles, and footwear 3.1 10.5 15.5 9.5
Clothing 4.0 16.3 18.6 9.0
Textiles 2.3 5.4 9.1 9.3
Footwear 2.6 16.3 24.3 8.6
Leather products 6.2 17.3 12.6 8.3
Wood products 1.9 3.6 6.6 8.3
Paper 0.2 0.5 11.2 20.6
Chemicals 2.0 3.8 7.8 11.0
Nonmetallic minerals 0.3 1.1 13.7 15.7
Base metals 3.5 4.1 -0.6 14.0
Machinery 0.4 2.1 20.6 15.9
Cutlery and handtools 0.8 33 16.2 13.4
Metal furniture 0.6 1.6 12.2 5.3
Radios, televisions, and the like 1.1 6.7 235 13.6
Other 4.0 8.0 7.2 10.9
Total 1.7 34 8.4 7.6
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TABLE 2.8

Share of industrial-country exports to developing countries, 1973 and 1980

Total exports
(billions of dollars)

Share to developing countries®

(billions of dollars) Percentage share

Exports 1973 1980 1973 1980 1973 1980
Machinery 141 434 38 149 27 34
Total merchandise 398 1,228 90 339 23 28

a. Includes high-income oil exporters.

Trade among developing countries

Developing-country exports were increasingly
drawn to industrial countries in the 1950s and 1960s
because the latter were growing rapidly and were
liberalizing trade when others were not. But trade
among developing countries (”south-south’” trade)
accelerated in the 1970s, increasing its share of
their exports from 20 percent in 1973 to 24 percent
in 1980; the rapid growth of markets in oil-ex-
porting countries provided part of the south-south
impetus, as did expansion in the newly industrial-
izing countries.

South-south trade has built up in different forms.
In Latin America regional trading arrangements
encouraged trade diversion: relatively capital-in-
tensive and high-cost goods were traded, rather
than those exports that reflected the comparative
advantage of Latin American countries. In East
Asia, by contrast, regional trade helped to pro-
mote a more efficient division of production. The
newly industrializing countries were expanding
their demand for raw materials, while starting to
export more sophisticated goods and services, some
to countries within the region. This created op-
portunities for the region’s primary producers—
and for those countries that produced cheap, low-
quality manufactures, since they could fill the gap

TABLE 2.9

left as the newly industrializing countries moved
up market. Regional trade expanded because trade
policies stimulated responses to new market op-
portunities rather than as a result of formal trade
agreements. Trade with the rest of the world also
continued to grow fast. Thus, while regional trade
grew as rapidly in East Asia as it did in Latin
America, its share of total trade stayed constant
in the former but rose in the latter.

Workers' remittances

Workers’ remittances continue to be a significant
source of foreign exchange for labor-exporting
countries. The remittances received by some coun-
tries have been more than half the value of their
exports; for a few countries, remittances have been
larger than their exports. Even when remittances
have been small in relation to exports, they have
provided a higher standard of living for some fam-
ilies. Although the working conditions of migrant
workers are sometimes poor, continuing emigra-
tion suggests that the private returns far outweigh
the physical and psychological costs of being away
from home (see Box 10.3).

The middle-income oil importers have been the
largest recipients of remittances (see Table 2.9).
This group includes the traditional labor exporters

Flows of workers’ remittances to developing countries, 1970-82

Billions of current dollars

Average annual
percentage growth

Country group 1970 1973 1980 1981 1982° 1970-80  1980-82°
All developing countries 2.3 6.7 24.0 25.5 27.6 26.4 7.2
Low-income
Asia 0.1 0.3 3.0 2.8 3.2 40.5 3.3
Africa 0.1 0.1 0.3 0.4 0.5 n.a. 29.1
Middle-income
Oil importers 1.7 5.5 16.9 18.4 20.0 25.8 8.8
Oil exporters 0.4 0.7 3.8 3.9 3.9 25.3 1.3

n.a. Not applicable.
a. Estimated.
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TABLE 2.10
Net liabilities of selected developing countries,
end-December 1982

(billions of dollars)

Country Amount Country Amount
Brazil 51.77 Cameroon 0.60
Mexico 48.49 Sudan 0.20
Argentina 16.43 Tanzania 0.06
Korea, Rep. of 15.12 Sri Lanka 0.05
Chile 7.99 Bangladesh -0.10
Portugal 7.48 Ghana -0.14
Yugoslavia 7.28 Uruguay -0.15
Nigeria 5.48 Kenya -0.23
Philippines 5.37 Ethiopia -0.23
Algeria 4.05 Pakistan —0.46
Turkey 1.36 India —0.56
Thailand 1.30 Egypt -1.80
Indonesia 0.97 China —6.64

Note: A negative sign denotes a net asset position as reported to the
Bank for International Settlements (BIS).
Source: BIS.

of bilateral ODA goes to middle-income countries,
while virtually all muitilateral ODA goes to low-
income countries. Because middle-income coun-
tries have borrowed heavily from private markets,
ODA constitutes only a small fraction of their total
capital inflows—20 percent in 1980. By contrast,
even though low-income countries receive only 35
to 40 percent of total ODA, it has provided more
than 75 percent of their external capital during the
1970s. Even among low-income countries, ODA's
financial contribution varies widely. In the pop-
ulous countries of South Asia, it was equivalent
to only 5 percent of gross domestic investment in
1980, and 15 percent of imports. By contrast, ODA
was equivalent to more than 40 percent of invest-
ment in low-income Africa and 20 percent of
imports.

Although most DAC countries have accepted a
target for ODA of 0.7 percent of their GNP, their

TABLE 2.11
ODA flows from major donor groups, 1970-81

1970 1975 1981

Billions of dollars

Total ODA 20.0 31.6 37.6
Source Percent
DAC 88.5 68.4 68.0
OPEC 4.8 27.9 25.9
Nonmarket economies 6.7 3.7 6.1

Note: The figures reflect disbursements reported by donors and
therefore differ from net ODA flows given in Table 2.12. (See also
under Official Development Assistance in the Definitions.)
Sources: DAC and UNCTAD.
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overall average has remained at about half that
level since the early 1970s. Some DAC countries,
notably the Netherlands, Norway, Sweden, and
Denmark, have met and even exceeded the 0.7
percent target. Others—particularly the United
States—have slipped further below it. ODA flows
from OPEC countries increased rapidly in the first
half of the 1970s but have since stabilized. None-
theless, the share of ODA in their GNP remains
far higher than in the case of the industrialized
countries. ODA in real terms from DAC countries
declined by 5 percent in 1981, and recovered by
10 percent in 1982, due in part to deferred dis-
bursements from the previous year. The 1982 fig-
ure reflects the appreciation in the dollar which
raised both the purchasing power of dollar aid
receipts and the burden of debt denominated in
dollars. ODA disbursements by source are set out
in Table 2.11.

Not all official lending to developing countries
qualifies as ODA. Official loans on terms close to
market rates—mostly export credits and loans from
multilateral development banks—have been grow-
ing more rapidly than ODA, rising from 19 to 29
percent of official flows between 1970 and 1980.
While export credits are available to almost ail
countries, loans at near market terms from mul-
tilateral development banks often provide a bridge
for countries not sufficiently creditworthy for purely
private finance, but able to handle some debt on
commercial terms.

Financing deficits in the recession

In the early 1980s many countries ran into serious
balance of payments problems. Recession in the
industrial countries reduced the export earnings
of developing countries, while high real interest
rates increased their debt service obligations. Some
lenders, concerned about the ability of individual
borrowers to surmount these difficulties and un-
certain about world economic prospects, became
less willing than they had been to increase their
lending.

The outcome (partly estimated) for all devel-
oping countries in 1982 indicates the extent of the
deterioration (see Table 2.12).

® The current account deficit was $118 billion,
the same as in 1981 and more than twice that in
1980. It was equivalent to 5 percent of GNP and
25 percent of exports of goods and nonfactor serv-
ices. By contrast, in 1975—the previous peak def-
icit year—deficits were 3.3 percent of GNP and
17.5 percent of exports.



TABLE 2.12
Developing countries’ balance of payments, 1970-82

(billions of current dollars)

1970 1978 1979 1980 1981 1982°
Current account
Resource balance -72 =288 -222 -423 -91.6 -—-857
Workers’ remittances® 1.4 14.2 18.1 19.7 20.8 22,6
Interest payments® -27 -168 -243 -329 -418 —495
Other current transactions -3.5 —-4.4 -2.9 -3.4 -6.0 -5.6
Current account balance ~-120 -359 -31.3 589 -118.6 —118.2
Financed by net capital flows 12.7 65.1 81.1 81.6 96.6 85.2
Official development assistance® 4.7 16.1 19.6 24.4 23.2 23.9
Official nonconcessional loans 1.1 5.3 7.3 9.8 10.1 11.0
Private loans 4.7 35.1 42.6 35.3 47.7 35.0
Private direct investment 2.2 8.4 11.6 12.1 15.6 15.3
Use of reserves and other capital® ~-07 =293 -—49.7 -22.8 22.0 33.0
Memorandum items
Debt outstanding 69.4 311.7 370.3 424.2 491.6 548.0
Official 34.0 120.4 136.1 157.2 177.6 199.0
Private 35.3 191.3 234.2 267.0 314.0 349.0
Resource gap as percentage of GNP 14 1.8 1.2 1.9 4.3 3.7
Current account deficit as percentage of GNP 2.3 2.2 1.6 2.7 5.5 5.0
Net capital flows as percentage of GNP 2.5 4.0 4.3 3.7 4.5 3.6
Debt service as percentage of GNP 1.8 3.2 3.5 3.4 4.1 4.7
Debt service as percentage of exports 135 15.4 15.0 13.6 16.3 20.7
Interest payments as percentage of GNP 0.5 5.0 5.5 5.9 2.0 2.1
Deflator* 38.4 83.0 91.7 100.0 99.3 98.4
a. Estimated.
b. Net of remittance payments.
c. Interest payments on medium- and long-term loans.
d. Net official development assistance, defined as net disbursements of concessional official loans plus net official transfers.
e. Other capital includes net short-term borrowing, capital not elsewhere indicated, and errors and omissions.
f. US dollar GDP deflator for industrial countries.
TABLE 2.13
Developing countries’ current account balance, excluding official transfers, 1970-82
(billions of current dollars)
Country group 1970 1978 1979 1980 1981 1982°
All developing countries -12.0 -35.9 -31.3 -58.9 -118.5 -118.3
Low-income
Asia -0.7 -1.9 -54 -11.6 -6.6 -4.2
Africa -0.6 -2.6 -3.0 -3.7 =55 -5.5
Middle-income
Qil importers -7.5 -21.8 -36.2 -56.2 -67.7 —58.8
Qil exporters -3.2 -9.6 13.3 12.6 -38.7 —49.8

a. Estimated.

® Export earnings fell for the second consecu-
tive year, to a level 7 percent below that of 1980—
the result of declining dollar prices of exports and
stagnant volumes.

® Interest payments on medium- and long-term
debt rose to nearly $50 billion, 50 percent above
their 1980 level. The London Interbank Offer Rate
(LIBOR) for six-month dollar deposits, which de-
termines interest payments on the bulk of private
bank loans, averaged 16.6 percent in 1981 and 13.5
percent in 1982,

The external deterioration affected different
groups of developing countries in different ways
(see Table 2.13). For oil importers the high interest
rates and depressed export markets of 1980-82 came
on top of the 1979-80 rise in oil prices, to which
most countries had barely started to adjust. Be-
tween 1978 and 1980 their current account deficit
rose from $26 billion to $72 billion, even though
they reduced the rate of growth in the volume of
their imports from an average 7 percent a year in
1975-79 to only 4 percent in 1980. In 1981 they
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have experienced, in varying degrees:

® Import reductions because of stagnant or
declining foreign exchange earnings, reduced
inflows of external capital, and rising debt service
requirements

® Falling government revenues due to declining
economic activity, the stagnation in trade, and the
difficulty of imposing new taxes during a recession

® Cutbacks in investment plans and the siow-
down of ongoing projects because of shortages of
domestic and external funds

® Shortages of funds to finance the operation
and maintenance of existing facilities.

The severity of such problems depended not
only on economic structure but also on the choices
countries made among the various ways of ad-
justing to external shocks: some adjustment paths
are efficient, others less so. Current account def-
icits can be reduced by siower growth, which cuts
the demand for imports, or by switching produc-
tion to additional exports and efficient import sub-
stitutes. Countries with access to external capital
could use this capital to help make these structural
adjustments or to help postpone making adjust-
ments. Countries that choose to maintain con-
sumption levels by reducing investment eventu-
ally pay the price of a more difficult adjustment
in later years, or must be willing to accept a longer
period of slower growth. Others, which restruc-
ture investment programs, increase domestic sav-
ing, and give incentives to export may have to
accept slower growth and consumption during the
transition period, but are likely to emerge as
stronger economies in the long run. For the low-
income or least developed countries, however, the
choices were more difficult, since consumption
levels were already low and further cuts to main-
tain investment implied particularly severe social
and human costs.

Although the world recession sharply curtailed
growth in most developing countries—in 1980-82
their GDP growth rate was less than half the
1973-80 average—the low-income economies of Asia
did much better than those of Africa. Among the
middle-income oil-importing countries, East Asia
as a group markedly outperformed Latin America
in 1981 and 1982 (see Table 2.1).

Low-income countries
The position of the low-income sub-Saharan
African countries continued to deteriorate in

1980-82. Most had fared significantly worse in the
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1970s than in the 1960s, and GDP per capita de-
clined in many countries from 1973 to 1980. As
the World Bank's report Accelerated Development in
Sub-Saharan Africa noted, inappropriate policies—
chronic fiscal deficits, farm prices and marketing
arrangements that deterred production, and ov-
ervalued exchange rates—contributed to siow
growth in the 1970s. These long-standing prob-
lems have been greatly exacerbated by the 1980-
82 recession, with falling demand for primary
product exports. To make matters worse, a severe
drought is afflicting not only the Sahel region, but
also southern Africa. Drought conditions in 1982
contributed to a decline in agricultural production.
This was not offset by any growth in official de-
velopment assistance, which was virtually stag-
nant in 1981 and 1982. To cope with their wors-
ening balance of payments, countries sharply
curtailed economic activity to reduce imports.

Many African governments (for example, in Ma-
lawi, Mali, and Sudan) have recognized the im-
portance of adjusting policies, and particularly of
eliminating the bias against agricuiture. Despite
the world recession, policy changes have pro-
duced encouraging results. For example, Sudan
devalued its exchange rate, raised producer prices,
and altered its tax regime—all geared to restoring
the incentive for cotton cultivation. Concessionary
aid helped finance critical imports for the irrigated
cotton sector. The result was a 51 percent increase
in cotton production in 1981-82 followed by a fur-
ther 27 percent last year.

In contrast, the low-income countries of South
and East Asia, notably India and China, were able
to face the difficulties of the 1970s, and even of
the early 1980s, from a stronger position. In part
this was because of the policies they pursued.
China, India, and Sri Lanka initiated liberalization
programs in the second half of the 1970s. Pakistan
and Bangladesh adopted structural adjustment
programs in the late 1970s and early 1980s. The
low-income Asian countries have mostly shown
discipline in monetary and fiscal policy and have
also made significant progress in correcting price
distortions and providing appropriate incentives
to encourage efficiency and growth. India, for ex-
ample, grew by an average of 6.5 percent a year
in 1980-81 and, although growth slowed to 2.8
percent in 1982 due to drought and the prolonged
world recession, this increase was still high com-
pared with earlier drought years. By adjusting prices
to reflect economic costs more closely, the gov-
ernment helped to promote a rise in public savings
in 1981-82, while private savings also grew. Im-



proved efficiency in power and railways allowed
higher capacity utilization in industry. And de-
spite the world recession, exports continued to
grow rapidly in response to export incentives and
the greater availability of essential imports.

Middle-income oil importers

The recession also affected middle-income oil im-
porters in diverse ways. The middle-income coun-
tries of Asia saw a deterioration in their terms of
trade, yet they still performed remarkably well.
The Republic of Korea and the Philippines man-
aged to grow by an average of 2 and 4 percent a
year respectively during 1980-82, and Thailand by
6 percenta year. Although the reliance of the newly
industrialized countries of Asia on manufactured
exports makes them vulnerable to downturns in
trade and to protectionism, their manufactured ex-
ports did not decline. By emphasizing efficiency
and competitiveness, and by being relatively cau-
tious in their foreign debt and fiscal policies, they
have created an economic resilience that can
weather difficult conditions. Their relatively low
level of price distortions was conducive to better
resource allocation and use, which permitted re-
spectable growth of exports and GDP during the
latest recession. It also meant that the returns on
foreign borrowing were higher.

In contrast, from 1980 to 1982 the GDP of mid-
dle-income oil importers in Latin America fell by
almost 2 percent a year. The recent decline in oil
prices has alleviated their import burden, but fall-
ing world demand and prices of primary com-
modities reduced export earnings. Even more im-
portant, sharply rising interest payments
exacerbated their worsening balance of payments.
Their heavy indebtedness made the Latin Amer-
ican economies especially vulnerable to rising in-
terest rates and any slowdown in their exports.
The size of the external debt of the oil importers
in Latin America is not high in relation to the level
of economic activity, but it is exceedingly high
compared with their export earnings. In 1981 their
ratio of debt to GDP was identical to that of other
developing countries (24 percent), but the ratio of
debt to exports was 158 percent compared with 95
percent for other developing countries. Further-
more, more than 50 percent of this debt was at
variable interest rates compared with 21 percent
for all other developing countries. By 1982 their
debt service burden had risen to 53 percent of
exports compared with 8.6 percent for East Asian
oil importers. To service their debt, they therefore

had to reduce their imports, and thus their growth,
considerably.

Long-standing domestic problems added to the
vulnerability of these economies to recession. Neg-
ative real interest rates and other financial policies
dampened savings and contributed to capital flight.
High protection led to inefficient manufacturing
industries and limited exports, and fiscal and mon-
etary policies led to high rates of inflation. The
immediate result of such policies was the over-
valuation of exchange rates and a tendency to im-
port too much, export too little, ship capital abroad,
and borrow heavily. During this period many
countries embarked on programs to adjust their
policies by reducing protectionism, encouraging
exports, eliminating price controls, and adjusting
exchange rates. While important progress was made
in some cases, in others the sequence of policies
was unfortunate. For example, when the liberali-
zation of foreign capital inflows preceded trade
liberalization, borrowed capital flowed into inef-
ficient activities with low social returns. At the
same time these policy reforms often had little
impact on fiscal deficits and inflation.

Where policies have been changed, middle-in-
come oil importers, like the low-income countries,
have shown that they can reap substantial bene-
fits, notwithstanding the world recession. For ex-
ample, Turkey, which initiated a major economic
reform program in 1980, has made notable prog-
ress. Jts GDP grew by more than 4 percent a year
in 1981 and 1982, inflation dropped from 107 per-
cent in 1980 to 25 percent in 1982, and an upsurge
in exports, together with modest import demand,
brought the current account deficit down from 4
percent of GDP in 1981 to 2 percent in 1982.

Middle-income oil-exporting countries

Paradoxically, some of the countries now facing
the greatest problems are oil exporters, despite the
marked improvement in their terms of trade over
the past decade. Their problems have well estab-
lished antecedents in the history of other resource-
rich economies. A country that is well endowed
with natural resources reaps a rental income from
their exploitation. Usually the government appro-
priates the bulk of the rents in the form of roy-
alties, direct profits, or production-sharing fees,
and such revenues can be used for heavy public
spending.

The oil exporters used their revenues to expand
development expenditures, putting more funds into
social and physical infrastructure than they could
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otherwise have done. Sometimes, however, they
overinvested in capital-intensive sectors that con-
tributed little to employment, drawing resources
out of agriculture and small-scale enterprises.

The erosion of the tax base has been a further
problem for resource-rich countries. With windfall
gains from oil, it is difficult to persuade taxpayers
that their contributions are necessary for growth.
But if the tax base erodes, governments find them-
selves short of revenues when income from oil or
other resources declines.

For all these reasons many middle-income oil
exporters have found themselves in difficulty in
the 1980s. For example, in Egypt, the fall in rev-
enues from petroleum exports, as well as dimin-
ished earnings from the Suez Canal, workers’ re-
mittances, and tourism, caused the current account
deficit to widen to nearly 14 percent of GDP in
1982. The fiscal deficit rose to 22 percent of GDP
that same year.

Sometimes capital-intensive investments were
further expanded by external borrowing on the
assumption that revenues would continue to grow.
At the beginning of the recession, as the demand
for oil was falling, it was tempting to maintain
public spending by borrowing even more. The Latin
American oil exporters, for example, increased their
debt by 23.3 percent a year between 1972 and 1981
{compared with 19.4 percent for the region’s oil
importers), and by 1981, 70 percent of the debt
was at variable interest rates (compared with 56
percent for the rest of the region). As interest rates
rose and oil revenues fell, these heavily borrowed
countries found themselves in difficulty.
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Here, too, there were variations. Some oil ex-
porters, such as Mexico and Nigeria, had difficulty
servicing their debts when oil revenues fell. Others,
Malaysia and Indonesia, for instance, have main-
tained creditor confidence and access to financial
markets. In both countries the accumulated for-
eign exchange reserves from past oil revenues also
provided a cushion against the decline in export
earnings.

Summing up the experience of all developing
countries, the past three years underline the im-
portance of incentive-promoting policies. The most
successful countries have been outward oriented,
and have also emphasized the role of prices and
markets for improving efficiency, as well as better
management of the public sector. The ability of
some Latin American countries to withstand ex-
ternal strains after 1979—particularly higher inter-
est rates and lower commodity prices—was seri-
ously compromised by their earlier domestic
policies. For sub-Saharan Africa, the main new
factor has been the sharp decline in commodity
prices—again, coming on top of continued weak-
nesses in economic policy and management.

What is needed for sustained world economic
growth is concerted action by both the industrial
and the developing countries. The former to help
provide a more stable and favorable external eco-
nomic environment through steady but noninfla-
tionary expansion, a more open trading system,
and continued steady growth in both commercial
and concessionary capital flows. The latter, by
adopting policies that increase efficiency. These
policies are discussed at length in Part II.



3 The outlook for developing countries

The previous chapter has placed the difficulties of
the past few years in their historical perspective.
This chapter looks ahead to the middle of the next
decade. It concludes that most developing coun-
tries should be able to regain their growth mo-
mentum, but to do so will require a more favorable
world environment, coupled with significant ef-
forts by the developing countries themselves to
make better use of their resources. Even in those
circumstances, the outlook for some of the poorest
countries is somber.

In common with previous World Development Re-
ports, no attempt has been made to predict the
future. This chapter instead provides a consistent
framework for exploring the links between coun-
tries and between economic variables, so as to
illustrate the effects of different policies and events
on the developing countries. To assist this analysis,
three sets of projections—Low, Central, and High
growth scenarios—have been prepared through
1995; the results are summarized in Table 3.1. The
Central case does not represent the most probable
outcome; it is merely the middle set of the three
scenarios that serve to illustrate the likely impact
of different policies. All three have required judg-
mental adjustments, particularly with respect to
policy changes. A more detailed explanation of the

TABLE 3.1
Past and projected growth of GDP, 1960~95

(average annual percentage change)

methodology used in elaborating these scenarios
is given in the Technical appendix.

The purpose of assessing the outlook as far ahead
as 1995 is to abstract from cyclical fluctuations and
concentrate on underlying trends. However, the
recession of 1980-82 was so severe that it is bound
to affect statistical averages for several years. In
order to avoid distorting the picture, the years to
1995 have been divided into two periods—1980-85
and 1985-95.

Before examining the domestic determinants of
growth in developing countries, this chapter dis-
cusses the external factors that affect economic
performance. These include growth in industrial
countries, energy, trade, workers’ remittances, and
capital flows. The analysis focuses mainly on the
Central case, but indicates policies that would make
the High and Low scenarios more likely.

Growth in industrial countries

The Central case assumes that GDP in industrial
countries will grow at about 3.8 percent a year
during the recovery period and up to 1990, and
thereafter at about 3.5 percent a year. Though gov-
ernments are likely to proceed cautiously for fear
of reigniting inflationary pressures, a rate of growth

1985-95
Country group 1960-73 1973-80 1980-82 1982-85 Low Central High
All developing countries 6.0 4.7 1.9 4.4 4.7 5.5 6.2
Low-income
Asia 4.6 5.4 4.1 4.5 4.5 4.9 5.3
Africa 3.5 1.4 0.5 2.9 2.7 3.3 3.9
Middle-income
Oil importers 6.3 5.2 1.2 4.5 4.4 5.7 6.9
Oil exporters 7.0 3.7 1.7 4.0 5.3 5.7 5.8
Industrial countries 5.1 2.5 0.4 3.0 2.5 3.7 5.0
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approaching 4 percent following a recession would
be modest compared with past industrial-country
recoveries. Nonetheless it would enable the waste
and social costs represented by 30 million now
unemployed to be substantially reduced.

As unemployment declines, in time labor short-
ages will appear and restrain industrial countries’
growth. If present immigration policies remain un-
changed, declining population growth rates and
other demographic changes will reduce the growth
of the labor force in industrial countries from about
1.25 percent a year between 1960 and 1980 to about
0.7 percent a year in 1985-95. Over the projection
period technical progress is assumed to produce
an annual growth in per capita output of about
2.8 percent, a level comparable to that of the past
two decades. The GDP deflator (in dollars) for the
industrialized countries is assumed to average 6.4
percent in 1982-95; real short-term interest rates
are assumed to average 3 percent over the same
period.

Energy

The links between energy prices, energy demand,
and economic growth have become complex.
Progress made so far in conservation has only
scratched the surface of what is technologically
possible and likely to be economic at higher energy
prices. Conservation is more than the adjustment
of thermostats, retrofitting, switching to smaller
cars, and similar measures, which represent the
main efforts undertaken to date. It also implies
innovation in design and hence new investment.
Significant gains can still be made.

Those gains depend on policies that reduce the
energy used per unit of output and induce a shift
from dependence on imported oil at high prices
to greater use of cheaper alternatives, domestic or
imported. Such policies include raising energy
prices; taxation and other fiscal incentives; invest-
ment in domestic supplies of energy; training; and
promotional and educational efforts. These meas-
ures encourage more energy-efficient processes in
industry, transport (fuel savings, railway electri-
fication), households (improved woodstoves), and
electric power (loss reduction, use of waste heat,
and improved load management). Some devel-
oping countries—notably Brazil, China, and the
Republic of Korea—have reduced their commercial
energy intensity in recent years and shifted to
cheaper substitutes. Other countries have yet to
correct their policy stance and develop well-
defined programs for managing energy demand.
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The slowdown in economic activity is another
major cause of the slower rise in energy demand
since 1973. Nevertheless, the global demand for
energy can be expected to rise again rapidly to-
ward the end of the 1980s. If GDP in the industrial
countries grows at nearly 4 percent a year and in
the developing countries at about 5.5 percent a
year between 1985 and 1995, world commercial
energy consumption is likely to rise by about 2.3
percent a year in 1985-95, compared with 3 per-
cent from 1970 to 1980. For developing countries
alone, the growth rate is likely to reach about 4.5
percent a year. This projection assumes not only
Central case GDP growth, but also further prog-
ress in conservation and the production of new
energy supplies.

Rising demand for energy would influence the
course of energy prices. In the short run, energy
prices could soften considerably in response to low
demand and the urgent needs of energy exporters
for revenue; the 1983 price is now forecast to be
some 20 percent lower than in 1982. A sustained
period of depressed oil prices (and hence energy
prices) would almost certainly slow the pace of
energy conservation and affect the production of
other forms of energy. As GDP growth recovers,
however, real oil prices will rise, and energy de-
mand may be expected to grow more quickly than
the availability of cheap, incremental supplies. By
the mid-1990s the real price of oil is expected to
be about 20 percent above its 1981 peak. The Cen-
tral scenario assumes that the oil-price rise in real
terms averages 1.6 percent a year between 1982
and 1995.

Despite their conservation efforts, which led to
a decline in their consumption of oil, the long-
term dependence of industrial countries on im-
ported oil will not diminish substantially, since
their own production—particularly in the United
States and the North Sea—is also expected to de-
cline gradually. The OPEC countries will therefore
remain the main exporters of petroleum, with OPEC
prices exerting a strong influence on international
energy prices.

With the price of oil rising over the medium
term, the future pattern of energy consumption is
likely to differ markedly from that of the 1970s.
Oil consumption is expected to grow by less than
1 percent a year in 1985-95, contributing only 11
percent of the increase in global energy consump-
tion between 1980 and 1995, compared with 43
percent during the 1970s. Coal, primary electricity
(nuclear and hydroelectric power), and natural gas
are expected to compensate for the declining share






TABLE 3.2

Commercial primary energy production and consumption by country group, 1970-95

(million barrels per day of oil equivalent)

1970 1980 1995
Country group Production Consumption Production Consumption Production Consumption
Low-income 5.5 6.0 10.8 11.0 19.1 18.8
Petroleum 0.7 1.3 2.4 2.7 3.8 3.8
Natural gas 0.1 0.1 0.4 0.4 1.3 1.3
Solid fuels 44 4.3 7.3 7.2 12.1 11.8
Primary electricity 0.3 0.3 0.7 0.7 1.9 1.9
Middle-income
Oil importers 3.4 6.1 5.6 10.8 13.5 22.0
Petroleum 1.1 3.7 1.0 6.2 1.8 9.0
Natural gas 0.2 0.2 04 0.4 1.5 1.6
Solid fuels 1.5 1.6 2.6 2.6 5.2 6.4
Primary electricity 0.6 0.6 1.6 1.6 5.0 5.0
Oil exporters 14.6 2.9 16.9 5.1 29.0 11.1
Petroleum 13.6 2.0 15.0 3.6 219 5.9
Natural gas 0.7 0.6 1.5 1.1 5.7 3.6
Solid fuels 0.1 0.1 0.1 0.1 0.4 0.6
Primary electricity 0.2 0.2 0.3 0.3 1.0 1.0
High-income oil exporters 11.8 0.7 17.4 1.6 15.7 3.0
Petroleum 11.7 0.6 16.5 0.9 14.2 1.8
Natural gas 0.1 0.1 0.9 0.7 1.5 1.2
Solid fuels 0.0 0.0 0.0 0.0 0.0 0.0
Primary electricity 0.0 0.0 0.0 0.0 0.0 0.0
East European nonmarket
economies 22.5 21.2 34.2 32.2 44.1 43.7
Petroleum 7.4 6.5 12.4 11.2 11.9 12.5
Natural gas 3.8 3.8 8.0 7.6 14.6 13.5
Solid fuels 10.6 10.2 12.4 12.0 13.8 13.9
Primary electricity 0.7 0.7 1.4 1.4 3.8 3.8
Industrial countries 43.2 63.1 49.9 74.2 69.1 92.0
Petroleum 12.6 32.1 14.1 36.8 13.5 34.1
Natural gas 13.1 13.0 13.6 14.6 14.0 17.5
Solid fuels 12.8 13.3 14.0 14.6 24.9 23.7
Primary electricity 4.7 4.7 8.2 8.2 16.7 16.7

Welcome though such an improvement would be,
it would still be muted by comparison with the
mid-1970s. In 1977, after two years of recovery in
the industrial countries, the oil-importing devel-
oping countries raised the value of their exports
42 percent above their 1975 level, and the volume
by 24 percent.

Since the Central case assumes that economic
growth in the industrial countries will be slower
in 1985-95 than it was in the 1950s and 1960s, it
is postulated that world trade will also grow more
slowly. The 5 percent annual growth of world trade
projected for 1985-95 is about the same as was
achieved in 1973-80, but greater than that pro-
jected for 198085 (see Table 3.3). Within this total,
the industrial countries are expected to increase
their exports more slowly than in 1973-80. One
reason for this slowdown is that a large proportion
of their output of goods is already traded—30 per-
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cent of their production of machinery, for exam-
ple. Increases in the trade of industrial countries
are therefore likely to be slower in relation to GDP
growth than they have been in the past.

Slower growth of industrial countries’ trade will
undoubtedly restrain the growth of developing
countries’” exports. Nonetheless, the developing
countries are expected to increase their share of
world trade. The low-income countries are pro-
jected to maintain the same growth in their exports
as they managed in 1973-80, although China’s ini-
tial export drive is assumed to slow down. The
middle-income oil importers would have the fast-
est growth of all, also about the same as that
achieved between 1973 and 1980. By contrast, ex-
ports by oil-exporting developing countries would
rise the slowest, consistent with the slow growth
in energy demand.

Although the Central case assumes no new pro-



TABLE 3.3

Past and projected growth of export volumes, 1965-95

(average annual percentage change)

Central case

Value 1980 s
(billions of ~___PTO/EEtions
Country group 1965-73 1973-80  dollars) 1980-85 1985-95
All developing countries 8.2 4.2 512 4.3 6.8
Low-income
Asia 7.3 9.9 36 4.9 7.2
Africa 6.7 0.3 12 3.0 4.2
Middle-income
Oil importers 9.6 8.1 272 4.7 8.8
Oil exporters 7.4 -0.6 192 3.7 3.2
High-income oil exporters 9.9 0.8 192 -6.5 1.2
Industrial market economies 8.8 5.5 1,513 2.6 4.8
World® 8.7 4.9 2,394 2.3 5.1
Note: Export volumes include goods and nonfactor services.
a. Including East European nonmarket economies.
tectionist measures, some of the existing ones, if TABLE 3.5

not removed, will become a stronger brake on
exports. The Multifibre Arrangement, for example,
hampers newcomers to the textile and clothing
trade, while allowing little growth for established
exporters. In some other sensitive products, the
pace of market penetration may slow as exporters
face stiffer competition when they attempt to ex-
port manufactured goods that compete more di-
rectly with those produced in the industrial coun-
tries. Thus exports are expected to grow somewhat
more slowly toward the end of the projection pe-
riod. Table 3.4 shows the projected exports by
category.

The projected increases in trade prices associ-
ated with the Central case are shown in Table 3.5.
Economic recovery is expected to benefit exporters
of nonfuel primary products. The prices of metals,

TABLE 3.4
Exports of developing countries, 1980-95

Average annual
percentage growth

?Zﬁgozlz; at 1980 prices
Exports dollars) 1980-85 1985-95
Total merchandise® 434 4.2 6.6
Nonfuel primary
products 126 2.6 2.6
Fuels 163 3.7 2.8
Manufactures 130 6.6 12.0
Nonfactor services 78 5.0 7.6
Goods and nonfactor
services 512 4.3 6.8

Note: Projections are based on the Central case.
a. Includes gold.

Past and projected increases in trade prices,
1970-95

(average annual percentage change)

1970-80 1980-95

World export prices® 13.3 5.6
Nonfuel primary products 9.1 5.8
Fuels 29.1 7.6
Manufactures 10.6 5.2

Industrial countries’ GDP deflator® 10.1 5.5

Note: Projections are based on the Central growth scenario.
a. Including nonfactor services and gold.
b. In US dollars.

wheat, sugar, and nonfood agricultural raw ma-
terials are assumed to move up quickest, given
their responsiveness to cyclical fluctuations and
earlier reductions in capacity. For many foodstuffs
(particularly tropical beverages and fats and oils),
abundant supplies are likely to persist. Over the
long term—up to 1995—prospects vary consider-
ably for different commodities. In real terms prices
are projected to grow for metals (especially cop-
per, nickel, and aluminum) beef and most agri-
cultural raw materials (especially natural rubber,
timbers, and cotton), while those for some food-
stuffs (especially bananas) are expected to be less
buoyant (see Figure 3.3).

Workers’ remittances

Projections up to 1995 reflect a constrained outlook
for workers’ remittances. In northern Europe, re-
cord unemployment means that the demand for
migrant labor is unlikely to grow in the next few
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TABLE 3.7

The financing of current deficits for all developing countries, 1982-95

Billions of

current dollars Annual percentage growth

1982* 1995 1970-80 1980-82 1982-95

Current account balance® -118.2 —276.2 17.2 41.7 6.7

Net capital flows 85.2 294.2 20.4 2.2 10.0
Official development assistance 23.9 81.2 17.9 -1.0 9.9
Official nonconcessional loans 11.0 42.0 24.5 5.6 10.9
Private loans 35.0 109.6 22.3 -04 9.2
Private direct investment 15.3 61.4 18.6 12.5 11.3

Use of reserves and other capital® 33.0 -18.0

Memorandum items

Debt outstanding 548.0 1,996.8 19.9 13.7 10.5
Official 199.0 809.8 16.5 12.5 11.4
Private 349.0 1,187.0 22.3 14.3 9.9

Resource gap as percentage of GNP 3.7 1.6 n.a. n.a. n.a.

Current account deficit as percentage of GNP 5.0 2.7

Net capital flows as percentage of GNP 3.6 2.9

Debt service as percentage of GNP 4.7 3.5

Debt service as percentage of exports 20.7 12.0

Interest payments as percentage of GNP 2.1 1.5 o .. o

Deflator® 95.7 213.8 10.3 -1.6 6.4

n.a. Not applicable.
.. Not available.
a. Estimated.

b. Excludes official transfers. These figures are different from the current account given in Table 2.11, which includes official transfers.

¢. Short-term borrowing.
d. US dollar GDP deflator for industrial countries.

rate than in the 1970s. Even when the projected
adjustment is achieved, the developing countries
will have repaired only some of the recent damage
to their external financial positions. Moreover, if
uncertainty leads lenders and borrowers to dis-
count more heavily their expectations of future
export earnings, they may seek to reduce debt and
debt service in relation to exports to levels even
below those previously considered acceptable.
Only about one-third of the total debt owed to
private sources is guaranteed or insured by cred-
itor governments. Commercial banks have become
increasingly concerned about their debtors’ liquid-
ity being sufficient to cover repayments on all their
loans. That can be achieved only if an adequate
volume of new loans continues to be made by the
banking system as a whole. The risk is that indi-
vidual banks will lose confidence in a particular
borrower and precipitate a general withdrawal.
Unilateral reschedulings or moratoria are some-
times suggested as a response, but these do great
harm to the functioning of the international finan-
cial system. Short-term loans from the Bank for
International Settlements, allowing time for agree-
ments to be reached under the aegis of the Inter-
national Monetary Fund, are a far better way to

deal with payment crises, providing at the same
time an opportunity for the more orderly rene-
gotiation of debt. Thereafter, cofinancing with in-
ternational development agencies of projects with
well-assured returns, can give lenders confidence
in the willingness of other banks to lend. Such
financing facilitates adjustment; a vigorous adjust-
ment program by developing countries to reduce
their need for new loans is essential to retain or
reestablish creditworthiness.

That the international banking system will
weather the present crisis is not in doubt, consid-
ering the small fraction (about 6 percent) of banks’
assets represented by their claims on developing
countries. For a few banks in a few countries it is
nonetheless possible that losses may be sustained,
which could pose problems for the international
banking system. Consequently, the margins de-
manded in future are likely to be higher than in
the past, and the growth of lending much slower.

Concern about the concentration of debt in the
larger developing countries may limit or halt the
growth of lending to these countries in relation to
total loans. Similarly, concern about the adequacy
of banks’ capital may limit the growth of their total
loans in relation to their capital. In the 1970s, by
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contrast, both these ratios increased. Even if com-
mercial banks are willing to expand their lending
more rapidly, they may be unable to do so if reg-
ulatory action to limit international lending, as now
contemplated, is introduced. Deregulation of
banking in the United States and revived domestic
borrowing may also increase the relative attrac-
tiveness of the home market.

Reflecting these considerations, the Central sce-
nario assumes that medium- and long-term lend-
ing to developing countries increases in real terms
by an average of 3.5 percent a year in 1982-95—
or about in line with the GDP growth of industrial
countries and one-third the real rate in the 1970s.
Having grown faster than the developing coun-
tries” production and trade over the past decade,
the relative importance of private loans may well
diminish in future.

Private direct investment

Some of the expansion in bank lending over the
past decade substituted for private direct invest-
ment. This trend was encouraged by the relatively
low interest rates through most of the 1970s and
by the restrictions host countries placed on direct
investments. The restrictions were often a reaction
to past experiences of investments that were un-
necessarily subsidized or were seen as having been
inconsistent with development objectives. For
multinational firms, it was often easy to substitute
debt for equity.

The outlook for direct investment has become
more attractive recently, since the cost of borrow-
ing has risen and an understanding has been
reached between investors and some host govern-
ments. Moreover, the outflows related to direct
investment—in the form of profit remittances—
are directly dependent on the success of the en-
terprise, and there is more flexibility as to timing.
With the prospects for bank lending more con-
strained, direct investment may contribute a greater
share of the capital flows to developing countries.
However, the scope for substitution is limited to
the private sector; direct investment cannot be used
to finance most development infrastructure.

Flows from official sources

Table 3.7 shows that developing countries will de-
pend on ODA for a large part of their net resource
inflows. Yet the outlook for ODA is not encour-
aging. Only a few countries seem determined to
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raise the share of their GDP to ODA; and the GDPs
themselves are not expected to rise fast. Some
countries—notably the United States and mem-
bers of OPEC—may even reduce their ODA ratios.
The Central case projection assumes that ODA
increases only in line with industrial-country
growth, and that there is no further reallocation
of aid from middle- to low-income countries. In
that case, ODA would be about 60 percent higher
in real terms by 1995 than it was in 1980. As a
share of total gross capital flows, however, ODA
would continue to fall—to 28 percent, compared
with 30 percent in 1980 and 37 percent in 1970—
even with the projected slowdown in commercial
lending.

The strong implication of this analysis is that
ODA as currently planned falls far short of the
needs of the developing countries, especially of
the low-income countries, if world poverty is to
be seriously tackled. This is not a simple issue of
charity, but rather a complex one of world eco-
nomic interdependence. Over the past five years,
low-income countries received only 37 percent of
total ODA; there has been no clear long-term trend
toward increasing this share, which was no higher
in 1981 than in 1971. Given the special problems
of the least developed nations, which even with
sound policies lack creditworthiness, there is a
strong argument for channeling a larger share of
bilateral aid to them.

Overall, the projections summarized in Table 3.7
imply that by 1995 total capital inflows would de-
cline to 2.9 percent of developing-country GDP,
about half the 1981 ratio and close to that of the
early 1970s. Netting out factor income and the
need for reserve accumulation, the net transfer of
foreign resources would be 1.6 percent of GDP by
1995. Debt is projected to decline significantly in
relation to exports (see Figure 3.4). While this would
ease debt servicing burdens, the slower growth of
financial flows would give countries less flexibility
than in the 1970s.

Implications of the Low case

The assumption underlying the Central case is that
industrial countries will resume an average growth
rate higher than in the 1970s, though well short
of their record in the 1950s and 1960s. It is, of
course, possible that the industrial countries will
fail to tackle their structural problems. The Low
case illustrates the consequences of their manag-
ing to grow by only 2.5 percent a year between
1985 and 1995 (see Table 3.1).









was in part due to the absence from the devel-
oping countries of the kind of buoyant demand
provided during the 1974-75 recession. Without
such demand, the recovery now getting under
way will also be slower and more arduous. It is
therefore greatly to the advantage of industrial
countries to stimulate growth in the developing
countries.

The greatest immediate dangers are renascent
protectionism, unduly restrictive policies toward
commercial bank lending, and parsimonious aid—
the consequences of slow growth in the industrial
countries. All three are symptoms of introspection
in difficult times. All three would contribute to
increasing those difficulties, and not only for the
developing countries. A determined effort to
resume the liberalization of trade, prudent but
dynamic international lending policies, and more
generous aid need not await the resumption of
fast global economic growth; on the contrary, they
are necessary to help bring it about.

Domestic determinants of developing-country
growth

This chapter has so far focused on the impact of
trends in the industrial countries on the devel-
oping countries. These external factors are indeed
important in an increasingly interdependent world.
However, within the constraints imposed by the
global environment, it is domestic policies that
hold the key to developing-country performance.

For developing countries, GDP growth of only
2.5 percent a year in the industrial world would
greatly complicate economic management. Many
of the policy changes needed would be much harder
to introduce under conditions of slow growth. To
redirect investment and production to those activ-
ities in which countries have a comparative ad-
vantage needs growth. Just as the Central scenario
assumes a considerable improvement in the do-
mestic performance of developing countries, so
also the Low case depends partly on their per-
formance. The three growth scenarios in Table 3.1
assume the same policy improvements in devel-
oping countries. Without those improvements, their
growth would be even lower.

Growth depends partly on a country’s ability to
generate savings and then on how efficiently it
invests and manages the new capital. In addition,
growth is influenced by a country’s ability to pro-
mote exports and save imports. These four deter-
minants of growth—-savings, returns on invest-
ment, export promotion, and import restraint—
are summarized by country group in Table 3.8.

Domestic savings

During the past two decades developing countries
have had remarkable success in increasing their
savings. Markedly lower than in industrial coun-
tries in 1960, savings rates in most developing
countries are now generally higher. Although the
shocks of the 1970s partly reversed earlier trends
in the industrial countries, they only slowed them
down in the developing countries. The exception
to this generally satisfactory performance has been
sub-Saharan Africa, where the savings rates of the
low-income countries have fallen well below those
of twenty years ago. This decline is in part related
to the region’s extreme vulnerability to terms of
trade shocks, which have raised the amount of
domestic production needed to pay for a given
quantity of imports, thus leaving less for domestic
savings. It is also related to the slow economic
growth and high population growth of the region;
with falling per capita incomes, it would have been
extremely difficult to maintain earlier savings rates.
In addition, the policies pursued by many African
countries were in part to blame, not only for the
slowdown in GDP growth but also for the fall in
savings. In particular, subsidies on consumer goods
and the losses of state enterprises were a signifi-
cant drain on public savings.

In the Central case, an increase in savings rates
over the present low level has been projected for
the low-income countries of sub-Saharan Africa,
though still not attaining the rate achieved in the
1960s. But for the oil-exporting countries, savings
rates are unlikely to be sustained now that the rate
of increase in oil prices has tapered off.

Returns on investment

Better use of capital offers the greatest scope for
raising the growth rates of developing countries.
Return on investment—the additional output per
unit of investment—measures the result of the
combined influence of many forces, some external,
some purely related to domestic policies and ac-
tions. Intercountry comparisons show that some
countries regularly obtained higher returns on
investment than did others. The Central case pos-
tulates that the rate of return on investment, after
improving markedly from current levels, will sta-
bilize around the 20 percent level experienced dur-
ing the 1970s. Policies to improve the return on
investment are discussed in Part II of this Report.
While raising efficiency is by no means easy, there
are clearly many areas for potential improvement.

37



TABLE 3.8

Past and projected indicators of domestic performance, 1960-95

Country group Indicator 1960-70 1970-80 1985-95
All developing Saving as percentage of GDP 19.6 24.2 24.0
countries Return on investment (percent)* 26.8 20.5 20.0
Import elasticity® 1.4 1.7 13
Manufactures export ratio? 2.0¢ 4.4 3.0
GDP growth (annual percentage change) 5.7 5.3 5.5
Population growth (annual percentage change) 2.4 2.1 2.0
Low-income Asia Saving as percentage of GDP 20.2 24.6 23.1
Return on investment (percent)® 20.6 18.7 19.8
Import elasticity® —-0.2¢ 1.7 1.4
Manufactures export ratio? 0.9 2.9 1.6
GDP growth (annual percentage change) 4.7 4.9 4.9
Population growth (annual percentage change) 2.3 1.9 1.7
Low-income Africa Saving as percentage of GDP 10.9 8.8 8.6
Return on investment (percent)* 24.6 10.0 21.2
Import elasticity® 2.1¢ 1.6 1.8
Manufactures export ratio® 1.0¢ 4.1 2.8
GDP growth (annual percentage change) 34 1.6 3.3
Population growth (annual percentage change) 24 2.8 3.1
Middle-income Saving as percentage of GDP 19.6 21.8 24.6
oil importers Return on investment (percent)* 26.9 22.8 22.3
Import elasticity” 1.9¢ 11 1.4
Manufactures export ratio? 2.6° 4.9 3.1
GDP growth (annual percentage change) 5.8 5.8 5.7
Population growth (annual percentage change) 2.5 2.3 2.2
Middle-income Saving as percentage of GDP 20.4 29.3 24.6
oil exporters Return on investment (percent)* 34.4 19.5 17.9
Import elasticity® 0.8° 2.2 1.0
Manufactures export ratio? 0.5¢ 2.0 3.1
GDP growth (annual percentage change) 6.6 5.3 5.6
Population growth (annual percentage change) 2.6 2.7 2.5

a. Real increase in GDP valued at current prices divided by investment at current prices.

b. Rate of growth of import volume divided by rate of growth of GDP.

c. Refers to 1965-70.

d. Rate of growth of volume of exports of manufactures divided by the rate of growth of world GDP (excluding centrally planned economies).

Foreign trade

Historically, countries with above-average export
growth have enjoyed above-average GDP growth.
This applies to countries grouped by region and
income level, as well as to the developing world
as a whole. With slow industrial-country growth
and protectionist barriers, it will be harder for de-
veloping countries as a group to raise the rate of
growth of their exports. In textiles, with continu-
ing strong protectionist measures imposed by the
industrial countries, the success of one country in
expanding its exports could well be achieved at
the expense of another. Nonetheless, it is still
worthwhile for developing countries to strive to
expand their exports, because that in itself stim-
ulates a more efficient use of resources and
strengthens creditworthiness.
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In spite of growing protectionism, developing
countries have achieved significant export growth
(particularly of manufactures) during the 1970s. In
fact, the elasticity of exports of manufactures of
developing countries with respect to world income
(excluding centrally planned economies) increased
steadily from the 1950s to the end of the 1970s.
The Central scenario assumes that this export elas-
ticity will increase by about 30 percent over the
level reached in the early 1980s, but will remain
significantly lower than that in the 1970s. With
firm policies to promote exports, the elasticity could
be raised further; the High case assumes that such
policies will be pursued.

In the past most developing countries’” imports
increased somewhat faster than their GDPs. Until
recently they have managed to finance this growth
with fast-expanding exports and capital inflows.



But the current recession has greatly reduced the
availability of foreign exchange and has limited
the inflow of imports. When world growth re-
sumes, the recent compression of imports will have
to be reversed, and it may therefore be expected
that initially the volume of imports of developing
countries will expand faster. However, the Central
scenario assumes that over the long run devel-
oping-country imports will grow only a little faster
than GDP and more slowly than in the past. Such
an improvement is compatible with the
pursuit of open trading policies that foster
productive efficiency in line with comparative
advantage.

Population growth

Continued progress in reducing fertility and mor-
tality is a prerequisite for population growth rates
to remain broadly stable up to 1995. Despite the
considerable gains achieved in most Asian and
many other middle-income countries in lowering
fertility, the battle is far from won. If low-income
Africa could match the birth rate of low-income
Asia (which reflects the remarkable performance
of China and, to a lesser extent, India), its pop-
ulation growth rate would decrease by 40 percent.
In addition to the direct impact on per capita in-
come (an eightfold acceleration if total income
growth is not affected), there would be an indirect
impact: reduced population growth allows re-
sources to be invested in improving productivity
and welfare, instead of being stretched out to cover
more people. Conversely, failure to match lower
mortality with lower fertility would reduce the
projected gains in per capita incomes. These issues
will be explored in depth in World Development
Report 1984.

Conclusions

Steady growth in the industrial world is vital for
developing countries. At the same time, domestic
policies are critical for their performance. And these
are within their control. The scenarios discussed
in this chapter convey one clear policy message:
while there is some scope for improving resource
mobilization, the principal area for improvement
is in the efficiency of resource use. One major
source of greater efficiency is trade—by better ex-
ploiting comparative advantage. To improve eco-
nomic performance requires both policy reforms
and strengthened institutions for management—
the subject of Part II of this Report.

Even with policy improvements, the outlook for
many developing countries is somber. The Central
scenario—which assumes some improvement in
policies—has per capita GDP in developing coun-
tries rising less rapidly during 1980-95 than during
the 1970s. And low-income countries in sub-
Saharan Africa manage hardly any increase. Even
in the High case, per capita income growth matches
only what was achieved in the 1970s; by 1995 low-
income sub-Saharan Africa still fails to regain its
1970 per capita income.

Earlier World Development Reports explored the
link between growth and poverty alleviation. It
has been estimated that even with an annual GDP
growth rate of 5 to 6 percent between 1975 and
2000, more than 600 million people will remain
below the poverty line in developing countries in
the year 2000, unless the pattern of growth is mod-
ified to put more emphasis on poverty alleviation.
The current prcjections clearly suggest more mod-
erate growth prospects and thus reinforce the need
for policies not only for stimulating growth but
also for curbing population growth and meeting
basic needs. They also underline the importance
of bolstering improved domestic policies with ad-
equate inflows of capital—especially concession-
ary aid directed to the low-income countries.
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Part I Management in Development

4 The search for efficiency

Part I of this Report has highlighted the economic
difficulties facing most developing countries, lend-
ing urgency to efforts to improve their perform-
ance. Part II concentrates on the measures needed
to produce such an improvement.

Over the past two decades, governments in most
developing countries have played an activist role
in development, building infrastructure and often
engaging directly in productive activities. Their
policies have also been critical in determining the
environment in which the private sector operates.
Much of this activism has produced encouraging
progress: over twenty years, developing countries
have on average achieved growth rates that had
not been managed before, either by the develop-
ing countries or by today’s developed market
economies at a similar stage of their development.
In relation to expectations and potential, however,
progress in many countries has been unsatisfac-
tory.

To bring performance into line with potential,
governments must play a central role in ensuring:

® A stable macroeconomic environment, by
adopting sustainable monetary, fiscal, and foreign
exchange policies

® A system of incentives that encourages re-
sources to be allocated efficiently and used opti-
mally

® A pattern of growth whereby benefits are

widely shared.
Since the world is beset with uncertainty, govern-
ments need the flexibility to respond to unforeseen
events and to resolve the inevitable conflicts be-
tween competing interest groups.

After the experience of the past ten years, the
importance of macroeconomic management needs
no underlining. In a hostile world environment of
modest growth, high interest rates, and fluctuat-
ing exchange rates, the macroeconomic policies of
developing countries will continue to be critical in
ensuring price stability, balance of payments equi-
librium, and conditions conducive to growth. While
recognizing the importance of shorter-term macro-

economic policies, Part II of this Report is chiefly
concerned with management for long-term devel-
opment.

Faced with widespread poverty and slow eco-
nomic growth, governments are naturally keener
than ever to promote development. But their prog-
ress is constrained by weak institutions and man-
agement. These constraints vary greatly among
countries, and their capacity to deal with them
reflects differences in population, incomes, natural
resources, and political systems. In many coun-
tries, however, managerial weaknesses are ex-
plained in part by the shortage of experienced and
well-trained people. While this bottleneck will ease
as education spending yields dividends, the im-
mediate need is to use existing resources, includ-
ing managerial skills, more effectively and eco-
nomically.

Although managerial capacity places an overall
limit on a country’s development, it is far from
homogeneous. The skills needed to frame ma-
croeconomic policy differ from those needed to
run a productive enterprise; and large organiza-
tions place greater demands on management than
do small ones. Governments tend to be involved
in the management of big organizations, such as
running state farms and marketing boards, rather
than relying on peasant farmers, small traders,
and individual truckers. And the mistakes that big
organizations make have more serious conse-
quences.

The main criterion for judging economic man-
agement is “efficiency”’—a concept that has mean-
ing only in the context of an agreed set of objec-
tives. This chapter first clarifies the concept, then
illustrates the potential long-term gains from in-
creasing efficiency, and provides an analytical
framework for Part II of this Report.

The analysis of efficiency

The search for efficiency is not merely a matter of
finding technically optimal solutions; it is also a
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Report are relevant in developed as well as de-
veloping countries.

The implications of this lower productivity are
profound, given the conclusion reached in Chap-
ter 3 that foreign lending to developing countries
is likely to slow down in the 1980s. For developing
countries even to maintain the growth rates of the
1970s, they will either have to boost their own
saving—at great sacrifice to consumption—or they
will have to maintain the present investment rate
but make better use of resources. Certainly, a re-
covery in the world economy alone will improve
productivity; but with good management the gains
can be much greater, particularly in the following
areas.

Macroeconomic policies

In many developing countries, ineffective ex-
change rate and monetary and fiscal policies and
excessive borrowing during the 1970s resulted in
inflation and unsustainable balance of payments
positions. This led unavoidably to significant re-
trenchment, with adverse effects on both the rate
of investment and its productivity. Abrupt policy
changes introduce uncertainty, which dampens
overall investment rates, while controls on interest
rates have resulted in savings being channeled to
less productive uses.

Distorted incentives

Several studies have shown that output losses due
to inappropriate trade policies alone could have
reduced GDP in some developing countries by up
to 10 percent. As reported in Chapter 6, Bank
cross-country analysis for the 1970s confirms the
findings of the 1960s that price distortions slowed
GDP growth in developing countries. During the
1970s the growth rate of countries with highly
distorted prices was as much as 2 percent less than
the average for developing countries.

Low-yielding investments

Losses from the misallocation of resources as a
consequence of poor investment analysis can also
be enormous. In the mid-1970s a series of unviable
investments by Indonesia’s national oil company,
Pertamina, costing over $10 billion, cast a shadow
over the country’s creditworthiness later in the
decade. In the Ivory Coast the rate of return on
$8 billion of public investment undertaken in 1976
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80 was approximately 40 percent lower than in
1970-75. This deterioration—which was partly due
to heavy investment in six large sugar complexes,
with production costs that were three times the
world market price—led the government to greatly
strengthen its project appraisal procedures. In-
dustrial economies have also made costly mis-
takes—witness the Anglo-French Concorde, where
the only two airlines that bought the aircraft have
difficulty covering even their operating costs, and
none of the development costs (several billion dol-
lars) will be recouped.

Investment delays

Since governments are under constant pressure to
start new projects, they frequently adopt an in-
vestment program that exceeds their financial and
managerial capacity. They then stretch projects out
over longer periods than initially intended, with
a consequent loss of output. For a sample of coun-
tries, the World Bank has estimated that, assum-
ing an opportunity cost of capital of 10 percent,
the cost of a two-year delay in the implementation
of a project—a common occurrence—would amount
to 20 percent of the cost of investment. In practice,
some delays are due to overoptimistic scheduling
and unforeseeable contingencies and some to jus-
tified postponement owing to changed circum-
stances. But there is undoubtedly considerable
scope for shortening the costly gestation period
for investments through better project planning
and execution. Embarking on fewer projects would
also help.

Low capacity utilization

In industrial market economies, fluctuating de-
mand and technical obsolescence are the main
causes of excess capacity. In developing countries,
unreliable infrastructure and market distortions—
especially underpricing of capital and shortages of
materials and skilled staff—often figure more
prominently. Underused capacity is costly, in terms
of forgone output and the ripple effect on the rest
of the economy. For example, if in 1981 the Indian
fertilizer industry had operated at 85 percent of
rated capacity instead of 67 percent, India would
have saved some $400 million of foreign exchange
spent on importing fertilizers. Irrigation also pro-
vides a good illustration of the potential for effi-
ciency gains (see Box 4.2), as does transport. The
Republic of Korea, for example, increased the ef-
ficiency of its rail freight (as measured by the ton-






in Brazil it is estimated that a significant propor-
tion of the federal highway network built in the
past ten years already needs major rehabilitation,
while in Nigeria most of the roads built in the
1970s had to be rebuilt three to five years later.
The poor state of the US interstate highway system
is partly attributable to underfunding of mainte-
nance work.

The framework for improving efficiency

Although both policy and institutional aspects of
efficiency are interwoven, for the purposes of
analysis it is useful to distinguish between them.
In both, however, the state plays a pivotal role: it
is government that determines the policy environ-
ment in which enterprises and farmers must op-
erate; government that provides the social and
physical infrastructure that underpins productive
activities; and government that frequently contrib-
utes to production through state-owned enter-
prises.

In many countries the expansion of the public
sector has stretched its managerial capacity to the
point where serious inefficiencies result. Chapter
5 examines the role of the state, indicating a need
to reassess priorities, prune what has become un-
manageable, and strengthen the effectiveness of
the state’s core responsibilities. Less reliance on
controls and more on incentives to achieve social
and economic objectives would also reduce the
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administrative burden on the public sector. When
governments have tried to control too much eco-
nomic activity, efficiency has been impaired—usu-
ally because key prices (such as exchange rates,
interest rates, and energy prices) have been dis-
torted. Chapter 6 details the potential gains to be
derived from reducing price distortions.

The virtues of microeconomic efficiency can be
magnified or undermined by the choice of macro-
economic policies. Successful macromanagement
requires a strong capacity for policy analysis, backed
by mechanisms to translate policies into actions
and a reliable monitoring and evaluation system.
These important linkages are frequently lacking in
developing countries—issues which are taken up
in Chapter.7.

The state’s role as a producer is considered in
Chapters 8 and 9, the former focusing on state-
owned enterprises and the latter on the design
and execution of government projects and pro-
grams. These chapters pinpoint the important
causes of inefficiency that project and enterprise
managers cannot themselves resolve, even within
a framework of sound economic and budgetary
policies. Country-wide skill shortages, poor per-
sonnel management, and weak administrative
structures and procedures all constrain the initi-
atives that can be taken by the individual agency
or enterprise. Chapters 10 and 11 consider these
systemic issues associated with managing public
bureaucracies.






























nesia converted its industrial coordination board
into a one-stop agency in 1979. Businessmen can
now get licenses that previously involved several
different ministries, although bureaucratic delays
are still a problem. Turkey has centralized export
promotion incentives in the Office of Incentives
and Implementation. The Singapore Economic De-
velopment Board acts as the official liaison with
foreign investors and assigns people specially to
help cut through red tape.

Encouraging technological development

Promoting technology in developing countries
generally requires removing barriers to innovation
and increasing access to information. A study of
sub-Saharan Africa found that low crop prices dis-
couraged the transfer of agricultural innovation.
High taxes, licensing procedures, and measures
that reduce competition can have the same effect.

The most important source of new technology
for developing countries is foreign firms. Since
their presence can raise delicate political issues,
some countries have tried to emulate the Japanese
in separating foreign investment from the import
of technology. With increasing competition to at-
tract foreign investment, however, few countries
can close their doors to the companies and import
only their technology. Other attempts to restrict
transnationals—by requiring them to purchase lo-
cal inputs or work with domestic partners, for
example—can discourage them completely from
locating in the market.

One way to increase access to foreign technol-
ogy is through exporting. A study of industry in
the Republic of Korea found that it enjoyed vir-
tually free access to technological and managerial
information through foreign buyers, who were the
most important single source of ideas on product
innovation. Buyers’ suggestions also improved the
organization of production and upgraded man-
agement techniques.

Governments can help spread information to
small and medium-size companies by encouraging
subcontracting. Large firms typically provide de-
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signs, quality control, and technical services to
their contractors. In some countries, such as Sri
Lanka and Bangladesh, governments have pro-
moted special agencies to inform large firms of the
capabilities of smaller companies and to assist sub-
contractors in meeting quality control and delivery
standards. Removing cascading sales taxes—which
tax transactions between firms but not within a
single firm—can also encourage subcontracting.

Conclusions

The role of the state changes as the economy does.
In least developed countries, the indigeneous pri-
vate sector consists largely of subsistence farmers
and smalil family traders, while the modern sector
is dominated by expatriate or minority-owned firms
concentrated in a few export crops or mining. Under
such circumstances, governments generally feel that
only they have the resources and the purpose to
promote development. In more advanced econo-
mies, with the potential for greater private sector
activity, the state may play more of a regulatory
role, concentrating on rectifying market failures.

This chapter has suggested that government in-
terventions can result in large losses of efficiency
and should therefore be selective. In the face of
compelling political and social pressures, govern-
ments will always be tempted to do more than
can be accomplished efficiently. Yet today’s wide-
spread reexamination of the role of the state is
evidence of a new realism. In the search for greater
cost-effectiveness in the provision of services, gov-
ernments are exploring ways of tapping private
initiative and simulating competitive conditions.
The most common approach is to use private con-
tractors in a variety of fields, from road mainte-
nance to garbage collection. This serves to mobi-
lize new managerial resources and, if well
supervised, can greatly improve the quality and
reduce the cost of services. Where reliance is placed
on markets, however, governments are finding
that price distortions can exact a heavy toll. This
is the subject of the next chapter.



6 Pricing for efficiency

In the industrial market economies prices play a
pivotal role in the allocation of resources. The cen-
trally planned economies have also started to move
in that direction, and in developing countries there
is a growing body of evidence on the benefits of
using prices to reflect scarcities and encourage
growth. Remunerative prices helped foster South
Asia’s agricultural development in the 1960s, and
competitive exchange rates contributed to the ex-
port successes of several East Asian countries in
the 1970s.

Yet government development programs often
still concentrate more on the quantity of saving,
investment, and output than on prices. Where
governments have intervened directly in prices,
they have often produced unintended results. Price
controls to improve income distribution, for ex-
ample, have sometimes ended up hurting the
poorest—as when low food prices, intended to
benefit the urban poor, reduce the incomes of the
(more numerous) rural poor. Similarly, import
controls designed to save imports and improve the
balance of trade have often harmed exports and
home production and ended up worsening the
trade balance. Controlled low interest rates in-
tended to help investors and farmers often ended
up reducing the pool of savings available and forc-
ing small investors and farmers to rely on high
interest rates in black or informal markets. Pricing
policy became increasingly critical in the 1970s be-
cause of the international upheavals in energy
prices, interest rates, and exchange rates.

This chapter reviews the extent of price distor-
tions in developing countries in the 1970s and
assesses their impact on growth. The main con-
clusion is that during the 1970s price distortions
were serious in many developing countries. Those
countries with the worst distortions experienced
significantly lower domestic saving and lower out-
put per unit of investment, thus leading to slower
growth.

Price distortions

The issue of price distortions has been widely re-
searched and debated in recent years and has been
reviewed in several earlier World Development Re-
ports . Distortions exist when the prices of goods
and services, as well as of capital and labor, do
not correctly reflect their scarcity. For goods that
are internationally traded, scarcity is generally in-
dicated by international prices (a fuller discussion
is given in Box 4.1).

Price distortions may be caused by monopolistic
tendencies in the private sector or by government
intervention. It is possible for government inter-
ventions, if properly designed, to correct distor-
tions. In most instances, however, price distor-
tions are introduced by government directly or
indirectly in pursuit of some social or economic
objective, sometimes deliberately, sometimes in-
cidentally.

In most cases, these price-distorting policies have
their origin in a complex set of political and eco-
nomic factors. In the 1950s the dominant theories
of economic development played down the power
of prices and the degree of flexibility in resource
allocation. Instead, inward-looking trade policies
were favored by governments in many newly in-
dependent countries, partly in reaction to the co-
lonial power’s keenness to export their agricultural
products and to import industrial products from
the metropolitan country. In other countries, par-
ticularly in Latin America, governments wanted
to be less dependent economically on the domi-
nant industrial powers. Many of the controls lead-

_ing to distortions were imposed in response to

scarcities of foreign exchange, or capital, or certain
goods (particularly during and after World War
I); but the controls were often continued even
after their rationale had vanished. Often distor-
tions have arisen as the unintended by-product of
inflation under a regime of fixed exchange rates.
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As background research for this Report, the
available facts on price distortions have been col-
lated for thirty-one developing countries, repre-
senting more than 75 percent of the population of
the developing world excluding China. The analy-
sis concentrates on distortions in the prices of for-
eign exchange, capital, labor, and infrastructure
services (particularly power). Distortions are not
measured against some theoretical ideal, but are
practical approximations commonly used in policy
analysis. For example, to measure distortions in
the pricing of foreign exchange, one should ideally
measure the effective exchange rates for imports
and exports as they deviate from the “equilib-
rium” rate. In practice, it is difficult to calculate
equilibrium exchange rates; policy discussions
generally focus on changes in real effective ex-
change rates from a base period, together with the
effective protection or taxation of traded goods.
Similarly, distortions in interest rates are judged
by how far interest rates were negative in real
terms; in wages, by movements in real wages rel-
ative to productivity adjusted for changes in the
terms of trade; in the value of money, by high
and accelerating inflation; and in infrastructure
prices, by the rates of return in utilities. The es-
timated price distortions are found to be inversely
related to growth and efficiency, but there is no
strong evidence of such distortions leading to any
gain in equity.

Exchange rates

Changing the real exchange rate can be a powerful
tool for balancing trade without burdening the ad-
ministrative system and without distorting do-
mestic incentives. Yet in the 1970s in many coun-
tries with a large balance of payments deficit, the
exchange rate was allowed to become overvalued
in relation to the purchasing power of the cur-
rency. This lack of competitiveness became par-
ticularly serious in sub-Saharan Africa, where the
average real effective exchange rate appreciated by
44 percent between 1973 and 1981. (The real ef-
fective exchange rate is here defined as the import-
weighted exchange rate adjusted by the ratio of
the domestic consumer price index to the import-
weighted combination of consumer price indices
in the trading partners.) Several African countries
now find that producers of traditional export crops
cannot be paid enough to cover their costs of pro-
duction, even though these are the crops for which
they have a strong comparative advantage. (Cocoa
in Ghana is an obvious example and is discussed
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in Chapter 8, Box 8.1.) While the problem was
generally less severe for other regions, in several
countries an overvalued exchange rate harmed not
only the balance of payments but also their growth.
Even in such countries as Argentina, Chile, Sri
Lanka, and Uruguay, which initiated programs of
economic reform during the 1970s, the real ex-
change rate was subsequently allowed to appre-
ciate and thus weakened their reform programs.

Trade restrictions

Trade restrictions have often led to high and var-
iable rates of protection between different manu-
facturing industries. By contributing to an over-
valued exchange rate, such restrictions have
inadvertently discriminated against both exports
and agriculture. In several countries (such as Cam-
eroon, Ghana, Senegal, Tanzania, and Turkey),
this bias against exports has been supplemented
by export taxes or even outright restrictions, some-
times leading to increased agricultural imports at
the expense of domestic production.

When import controls are intended to protect
infant industries, they are rarely geared to pro-
mote an industry’s long-run growth potential; nor
are they reduced even after the industry has reached
adolescence. The loss of efficiency resulting from
such policies can be considerable. In extreme
cases—steel in Bangladesh, tin cans in Kenya, and
cars in Thailand—the foreign exchange cost of im-
porting raw materials and capital significantly ex-
ceeds the foreign exchange cost of importing the
finished products. Apart from these losses, the
system of protection in many developing countries
has become a serious administrative burden and,
by giving windfall gains to those who obtain im-
port licenses, often makes the distribution of in-
come more unequal as well.

Interest rates

Overvalued exchange rates and low tariffs on im-
ported capital goods encourage capital-intensive
techniques at the expense of creating jobs. These
tendencies are strengthened when interest rates
charged to borrowers (and paid to savers) fall short
of the inflation rate. At various times in the 1970s,
negative real interest rates were almost a world-
wide phenomenon. But they were particularly se-
vere and persistent in countries such as Argentina,
Brazil, Ghana, Jamaica, Nigeria, Peru, and Turkey,
frequently reaching double figures. Such negative
real interest rates not only penalize savers and



stimulate capital outflows but also encourage ex-
cess demand for credit—which is then suppressed
by rationing loans, causing more administrative
burdens.

Costs of labor

Capital-intensive investment has also been en-
couraged where the price of labor has been in-
creased by unrealistic minimum wage laws and
social security taxes. In many mineral-based
economies, especially in Africa and Latin America,
the drive for higher mining wages has spread to
other sectors. This has pushed labor costs far above
those of competitors, and encouraged rural people
to leave the land in pursuit of the high wages paid
to those lucky enough to find jobs in the urban
sector. In some Latin American countries in the
1970s, social security contributions have added up
to 20 percent to the cost of labor. In the 1970s
wage negotiations in several countries (such as
Ivory Coast and Sri Lanka) failed to allow for de-
terioration in the country’s terms of trade. As a
result, real wages grew significantly faster than
productivity adjusted for changes in terms of trade.

Infrastructural services

The rapid increases in international costs of energy
and capital in the 1970s required correspondingly
higher prices for infrastructural services, which are
generally both energy and capital intensive. With
the exception of some oil-exporting countries and
some energy products, most developing countries
have adjusted domestic energy prices to interna-
tional levels. However, infrastructure prices have
been raised too siowly to judge by the low rate of
return on capital achieved by power utilities. A
review of sixty countries conducted by the World
Bank in 1980 showed that about half had low (less
than 4 percent) rates of return, while several in-
curred losses. In transport and water supply, rates
of return are not available for any sizable sample
of countries, but the indications are that most
countries fail to recover the full costs of these
services. Such underpricing not only increases
demand for these capital- and energy-intensive
services but also undermines the financial viability
of the agencies supplying them.

Inflation

The 1970s was a decade of rising inflation the world
over, with most developing countries experiencing

double-digit rates. Nearly all the countries that
had high—15 percent a year or more—inflation in
the 1960s (such as Brazil, Chile, Republic of Korea,
and Uruguay) continued in that category in the
1970s, and many others joined their ranks. In sev-
eral countries (such as Argentina, Bolivia, Chile,
Ghana, Mexico, Nigeria, and Turkey), the rate of
inflation in the 1970s was high, and several times
that in the 1960s. Rapid and accelerating inflation
undermines allocative efficiency because it in-
creases uncertainty and induces savers to invest
in unproductive “inflation hedges” such as real
estate, consumer durables, gems, and foreign cur-
rency deposits. Some countries have developed
complex systems for indexing wages and prices to
compensate for inflation, though this is adminis-
tratively costly and tends to penalize those (mostly
poor) people outside the indexation system. Where
indexation does not exist, the “inflation tax” con-
tributes to a growing sense of social and economic
injustice.

Linkages among distortions

Most price distortions are connected: some coun-
teract each other, others are reinforcing. For ex-
ample, an overvalued exchange rate tends to offset
the degree of protection given by tariffs, but it
increases the bias against exports caused by export
taxes. Consumer subsidies may moderate the
pressures for raising wages but exacerbate infla-
tionary pressures through increasing budgetary
deficits. Low interest rates and transport prices for
farmers, along with subsidized inputs, may coun-
terbalance the losses they suffer from an overval-
ued exchange rate. Similarly, agricultural protec-
tion works not only through its effects on agriculture
but also through its effects on wages and industrial
efficiency.

It is therefore not enough to judge the efficiency
of allocation on the basis of individual distor-
tions—as is done, for example, when growth is
related just to inflation or just to interest rates.
Some composite measure of price distortions is
needed. Nor is it enough to analyze only static
efficiency. Price distortions that produce a loss of
static efficiency might nevertheless increase dy-
namic efficiency, or they might produce cumula-
tive dynamic losses. Finally, it is hard to know at
what point investment encouraged by protection
or subsidized interest rates becomes profligate. The
answers to these questions must be sought from
empirical evidence.

That evidence is set out in Figure 6.1. For each
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TABLE 6.1

Indices of price distortions and various components of growth in the 1970s

Domestic
Simple Annual GDP Simple savings Simple

Distortion group growth rate group income ratio group
Country index average (percent) average (percent) average
Malawi 1.14 ) 6.3 ) 14 )
Thailand 1.43 7.2 21
Cameroon 1.57 5.6 18
Korea, Rep. of 1.57 9.5 22
Malaysia 157 1.56 78 | 6.8 20 L 21.4
Philippines 1.57 6.3 24
Tunisia 1.57 7.5 27
Kenya 1.71 6.5 19
Yugoslavia 1.71 5.8 27
Colombia 1.71 J 5.9 ) 22 )
Ethiopia 1.86 ) 2.0 ) 8 )
Indonesia 1.86 7.6 22
India 1.86 3.6 20
Sri Lanka 1.86 4.1 13
Brazil 1.86 > 1.95 8.4 r 5.7 2 > 17.8
Mexico 1.86 5.2 22
Ivory Coast 2.14 6.7 24
Egypt 2.14 7.4 12
Turkey 2.14 ) 5.9 ) 17 )
Senegal 2.29 ) 250 8 )
Pakistan 2.29 4.7 7
Jamaica 2.29 -1.1 16
Uruguay 2.29 35 14
Bolivia 2.29 4.8 20
Peru 2.29 \ 2.44 3.0 . 3.1 21 13.8
Argentina 2.43 2.2 22 ﬁ
Chile 2.43 2.4 14
Tanzania 2.57 4.9 12
Bangladesh 2.57 39 2
Nigeria 2.71 6.5 21
Ghana 2.86 -0.1J 9
Overall average 2.01 5.0 17.4

.. Not available.

a. Increase in real GDP valued at current prices divided by investment at current prices. This is the reciprocal of the incremental-capital-output
ratio, adjusted for differential rates of inflation in investment goods and GDP. It is thus equivalent to income rate of return on revalued

capital.
b. GDP growth rates were negative.
Source: World Development Report 1982.

of the major prices, distortions are classified as
high, medium, or low on the basis of available
figures and the qualitative judgments of Bank staff.
For a particular country the degree of distortion
may be widely different for different prices. A
composite index was therefore obtained by cal-
culating an average of price distortions (see Box
6.1). Figure 6.1 ranks countries in order of increas-
ing distortion in the 1970s: Malawi, Thailand,
Cameroon, the Republic of Korea, and Malaysia
have the lowest distortion, while Argentina, Chile,
Tanzania, Bangladesh, Nigeria, and Ghana are in
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the "high” category. It is interesting to note that
these groups contain a mixture of countries, un-
connected by geography, natural resources, or de-
gree of government activism.

Price distortions and growth

A large body of theoretical literature has demon-
strated how price distortions result in a loss of
efficiency. At an empirical level, studies of Brazil,
Chile, Pakistan, Philippines, and Turkey relating
to the 1960s estimated that the costs of distorted



Additional output Annual growth Annual growth Annual growth
per unit of Simple rate of Simple rate of Simple rate of Simple
investment® group agriculture group industry group export volume group
(percent) average (percent) average (percent) average (percent) average
253 ) 41) 7.0 ) 5.7 )
27.6 4.7 10.0 11.8
26.3 3.8 8.6 2.5
31.1 3.2 15.4 23.0
32.6 L 27.6 5.1 . 4.4 9.7 \ 9.1 7.4 \ 6.7
23.1 4.9 8.7 7.0
31.4 4.9 9.0 4.8
32.7 5.4 10.2 -1.0
18.4 2.8 7.1 3.9
27.4 ) 4.9 49 ) 1.9 J
307 0.7 ) 14 ) -1.7 )
40.1 3.8 11.1 8.7
15.6 1.9 4.5 3.7
222 2.8 4.0 -24
355 26.9 49 o 2.9 9.3 o 6.8 75 7 3.9
23.4 2.3 6.6 13.4
25.5 3.4 10.5 4.6
24.2 2.7 6.8 -0.7
245 ) 34 ) 6.6 1.7
12.8 7 3.7 3.7 1.2
28.1 2.3 5.2 1.2
L. 0.7 ~3.5 -6.8
20.9 0.2 5.2 4.8
22.7 3.1 4.3 -1.6
21.5 16.8 0.0 1.8 3.7 3.2 3.9 0.7
10.7 F 2.6 g 1.8 e 9.3 e
15.1 23 0.2 10.9
23.9 4.9 1.9 -7.3
22.3 2.2 9.5 -1.9
23.8 0.8 8.1 2.6
LA -1.2J -1.2) -84 _J
23.2 3.0 6.1 . 3.5

prices due to trade restrictions alone could have
amounted to 4 to 10 percent of their GNP. Those
countries that embarked on programs of correcting
prices in the 1960s (for example, Brazil, Colombia,
and the Republic of Korea) also showed significant
gains in output (and employment) resulting from
these liberalization efforts. More recently, as re-
counted in the 1981 World Development Report, it
has been found that countries which avoided dis-
torting trade policies were typically more success-
ful in adjusting to external shocks in the 1970s
than those with distorted prices.

Statistical analysis of the relationship between
the price distortion index and growth in the 1970s
confirms these earlier findings. The average growth
rate of those developing countries with low dis-
tortions in the 1970s was about 7 percent a year—
2 percentage points higher than the overall aver-
age. Countries with high distortions averaged
growth of about 3 percent a year, 2 percentage
points lower than the overall average.

The relation between price distortions and the
various components of growth is presented in Table
6.1. High distortions are associated with low do-
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7 National economic management

Every government has a fundamental responsi-
bility to establish a sound macroeconomic policy
framework within which economic agents can
function efficiently. It is important that this frame-
work be flexible enough to permit the economy to
adjust to external disburbances, that it provide
adequate incentives for longer-term growth, and
that it permit the attainment of the objectives of
equity and social advance.

The macroeconomic policy framework is com-
posed of a series of interlocking policies that affect
all aspects of economic behavior. The key elements
are fiscal, monetary, exchange rate, wage, and trade
policies. They combine in determining the rate of
domestic inflation, the rate and pattern of capital
accumulation and resource utilization, and the
amount of foreign exchange earnings, the main-
tenance of balance of payments equilibrium and
foreign borrowing, and ultimately, the pace of eco-
nomic activity and growth. There are no simple
generalizations about a single set of appropriate
policies that will apply to all countries in all cir-
cumstances. Similarly, there are no institutional
arrangements for managing economic policy that
are uniformly suitable. The appropriateness of pol-
icies and institutions varies with a country’s level
of development, size, and natural endowment.

The establishment of planning agencies for for-
mulating comprehensive development strategy
represented an important institutional departure
in many developing countries. In some countries
finance ministries continued to oversee economic
policy, primarily through their control of the bud-
get and supervision of the central bank. Both
arrangements have their weaknesses. Finance
ministries tend to be preoccupied with short-run
questions of financial management and pay in-
adequate attention to long-term development
issues. Planning agencies have generally failed to
fulfill the high hopes placed in them in the 1950s
and 1960s, and have often been limited to assem-
bling public investment programs with only weak
links to budgets and policymaking. In most coun-
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tries, the institutional arrangements do not exist
to coordinate short-term financial management with
longer-term policy analysis and investment plan-
ning, or to respond quickly to changing circum-
stances.

This chapter reviews the experience of macro-
economic management and draws lessons for the
future. It underlines the importance of:

e Policy flexibility to permit adjustment to
changing circumstances

e Stabilization efforts that also permit price ad-
justments that increase efficiency

e Managing the system of incentives rather than
formulating comprehensive long-term targets for
investment, production, and consumption

e Improving the capacity of public sector enti-
ties to formulate sound investment programs, with
particular emphasis on appraising major public
sector projects

e Consulting and coordinating both within gov-
ernment and with the public

e Concentrating on a few selected policy issues
and programs in place of elaborate blueprints

® Improving the provision of information to keep
better track of the key economic developments.

Macroeconomic policies and adjustment

The challenge of macroeconomic management is
to adjust established policies in light of changing
domestic and international economic circumstan-
ces. This often requires overcoming vested inter-
ests the given policies have created.

In the past few decades developing countries
have accumulated considerable experience in ma-
croeconomic policy adjustment. Brazil, Colombia,
and the Republic of Korea are among the best-
documented examples of countries that undertook
sustained programs of stabilization and price ad-
justment in the 1960s. In all three, realistic and
flexible exchange rates were adopted, trade re-
gimes liberalized, exports modified, and interest
rates allowed to increase in response to market



conditions. In all three, there were significant im-
provements in export performance, industrial
growth, and domestic savings, leading to faster
growth in GDP and jobs.

These long-term benefits were not obtained
without some short-term costs in a temporary re-
duction of output and incomes. Experience sug-
gests that the best policy is to avoid as much as
possible internal imbalances that require subse-
quent adjustment. Economies with consistently
good growth records in recent years, such as Cam-
eroon and Colombia, have maintained this balance
by avoiding large fiscal deficits and rapid mone-
tary expansion. But when imbalances do arise, the
sooner they are corrected, the smaller the ultimate
costs of adjustment tend to be.

The existence of short-term costs suggests that
reforms may need to be gradual, as long as grad-
ualism does not imply timidity or policy reversal
on the part of the government. Experience sug-
gests that the costs of stabilization are reduced and
the benefits of import liberalization enhanced if
external assistance is provided in a timely manner
in support of stabilization and liberalization
packages.

In the 1970s the developing countries’ capacity
to manage their economy was tested to the limit.
Energy prices surged twice, inflation rose to new
peaks and then came down sharply, exchange rates
fluctuated widely, and international interest rates
were higher for longer than at any time in history.
Growth rates in the industrial countries slumped
as they faced the most protracted recession in fifty
years. The problems of managing in a hostile en-
vironment were thus superimposed on the "nor-
mal” problems of macroeconomic management.

Policy reform has not proved easy to manage.
In the 1970s major changes were initiated in the
Southern Cone of Latin America, starting in 1974
in Uruguay, 1975-76 in Chile, and 1976 in Argen-
tina. In the second half of the 1970s, Sri Lanka
embarked on a program of adjustment. More re-
cently, Ivory Coast, Jamaica, Kenya, Peru, Phil-
ippines, and Turkey have also attempted varying
degrees of adjustment. The elements in these pro-
grams usually include a lower exchange rate, more
export incentives, less industrial protection, tight-
er monetary policy, higher real interest rates, less
direction of credit, higher energy prices, and smaller
consumer subsidies. In addition, programs usually
try to restrain public sector spending and increase
the scope for the private sector and market forces.
Similar reform programs in socialist economies are
described in Boxes 5.3 and 11.6.

Some of these adjustment programs are of rel-
atively recent origin and it is too early to judge
their overall effectiveness. In others the reforms
have had an uneasy course. Chile started with
widespread distortions and made major changes
over a remarkably short period; adjustment was
followed by rapid growth in GNP and consider-
able success in controlling inflation. However, dis-
tortions have subsequently reemerged in certain
key areas and there has been a rise in unemploy-
ment and a weakening in the financial position of
many enterprises. In Sri Lanka, GNP, investment,
and employment have grown faster since 1977,
although the balance of payments and inflation
have worsened (see Box 7.1). Turkey’s case is par-
ticularly interesting; it has achieved rapid growth
in exports and has brought inflation down sharply,
but has managed only modest growth in private
investment and employment. On average, those
countries where adjustment led to low price dis-
tortions have managed a significantly better growth
performance in 1979-82 than have those with high
distortions.

Many other countries are now showing interest
in adjusting their price structure. For them, the
question is not whether to adjust but how. Ex-
perience suggests that the process of adjustment
has to be managed carefully with regard to timing,
pace, and scope. For example, countries have found
difficulty in liberalizing trade and financial mar-
kets while simultaneously trying to moderate in-
flation through restrictive monetary and fiscal pol-
icies. The benefits of liberalization operate through
changes in relative prices, which require new in-
vestment and are easier to bring about when eco-
nomic growth is rapid. The pace of adjustment
has also to be tailored to the circumstances of each
country—its political resilience, the degree of dis-
tortions in its pricing system, and the resources
(especially foreign exchange) it has available dur-
ing adjustment. The Republic of Korea’s successful
reforms in the early 1960s were bold and were
greatly helped by a favorable external environ-
ment. Turkey’s reforms—less comprehensive and
more gradual, though nonetheless radical—were
initiated in much more difficult circumstances, yet
were largely successful.

The most important lessons from experience are
that the transitional problems of adjustment pro-
grams can be considerable and that there is no
universal prescription for the right path of ad-
justment. What is required is “pragmatism” and
"flexibility”’; these terms cannot be defined a priori,
but they can be illustrated by the successes of, for
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implications for financial management over sev-
eral years. Together, public sector projects can
change some basic parameters in the economy and
affect the implementation and viability of other-
wise sound projects.

Experience during the 1970s has shown that even
the most carefully designed policies and invest-
ment programs can be confounded by changes in
the world economy. In addition, limited know!-
edge about how quickly economies adjust to policy
changes means that rigid adherence to policy pre-
scriptions can be hazardous: Chile has provided
an example of this danger. The failure to adjust
investment programs to reduced resources has also
been costly in countries such as Turkey, Mexico,
Yugoslavia, and Venezuela. Governments there-
fore need to be much more flexible in their policies
and programs. To be both flexible and successful,
they require better facilities for obtaining and ana-
lyzing information on the effect of their policies
and programs.

To design adjustment policies and programs,
consultation and coordination between policy-
makers and interest groups is essential. The ex-
amples of Brazil, Japan, and the Republic of Korea
show that consultation and coordination among
different agencies within government and be-
tween government and the private sector can pro-
vide practically sounder, if analytically less artic-
ulate, policies and programs.

For the purposes of sectoral coordination, cen-
tral ministries—such as finance and planning or
any other central coordinating body—need to agree
on clear guidelines for such ministries as agricul-
ture, industry, and energy, and then act as a clear-
inghouse for contacts between them. Similarly,
while proposals for policy issues such as agricul-
tural prices, or exchange rates, or interest rates
originate in the responsible ministries, some cen-
tral agency should analyze the links and present
political leaders with well-evaluated options on
which to base decisions. Governments have found
considerable merit in involving academics and
businessmen in policy discussions. Their partici-
pation, usually through committees, working
groups, and conferences, improves official aware-
ness and helps build a consensus on the means
and ends of national development. Development
research institutes (such as the Korea Develop-
ment Institute) can provide forums for govern-
ment and outsiders to exchange ideas.

Combining flexibility with consultation and co-
ordination is not easy: consultation is time-con-
suming, flexibility implies a quick response. To
reconcile these requirements, governments need
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to be selective in the goals and key instruments
they emphasize. In Japan both the national plans
and “visions” of the Ministry of International Trade
and Industry concentrated on selected themes. In
the Republic of Korea export promotion became a
focal point for the development effort. In Ban-
gladesh planning was improved when it was di-
rected at such important issues as increasing food
production. In Malaysia improvement in the dis-
tribution of income and wealth between Malays
and non-Malays has been the central theme for
the past ten years. In mineral-based economies
such as Botswana, planning has focused on con-
verting mineral wealth into human and physical
capital, while minimizing the adverse side effects
on the rest of the economy.

One way to combine flexibility with consultation
is to assign responsibility for coordination to a
central authority. In the Republic of Korea plan-
ning, budgeting, and policy functions have been
integrated under a deputy prime minister, who is
also the chairman of a policy committee consisting
of various economic ministries. In Brazil and Japan
the finance and industry ministries have played
an active part in coordinating policies. In Hungary
that role has been assumed by an economic policy
committee. In both India and Pakistan policy re-
view capacity has recently been strengthened in
the planning agencies and in the offices of the
prime minister and the president. Although the
specific arrangements depend on the circumstan-
ces of each country, an authoritative coordinating
agency is clearly desirable. Particular attention must
always be given to establishing arrangements that
successfully integrate planning, budgeting, and
performance evaluation.

Improving links between planning,
budgeting, and evaluation

In discussions of development planning methods
over the past thirty years, the need to strengthen
links between budgets and plans has been a con-
stant theme—to little avail. Only one developing
country in ten has any system of multiyear bud-
geting, which is essential if multiyear plans are to
be integrated with budgets.

Financial planning and budgeting

While planning agencies have often been preoc-
cupied with the allocation of national resources,
they tend to pay too little attention to the availa-
bility of these resources and the financing needs
of different tiers of government and of state-owned



enterprises. Examples abound of public expendi-
ture being out of control because the central
authorities have not been aware of the spending
programs of different public agencies. Several
countries, particularly large federal states such as
India and Brazil, are now increasing their efforts
to obtain a complete picture of the public sector’s
financial position.

Planning agencies have also tended to concen-
trate on new projects rather than on completing
half-finished projects and financing the mainte-
nance needs of completed ones. In six out of ten
of the World Bank’s borrowers in the early 1980s,
this bias has assumed serious proportions. In sev-
eral countries many projects are not being com-
pleted because of insufficient funds. This problem
can be minimized if, after budgeting for the legit-
imate needs of existing and completed projects,
the amount of “free resources” is calculated sys-
tematically before new projects are approved.
Botswana’s National Development Plan contains
projections of the recurrent budget costs arising
from each project in the public investment pro-
gram. These are consolidated into revenue and
spending projections for the next three years, which
are periodically updated and rolled forward.

To cope with budgetary shortages and uncer-
tainties, finance ministries in many countries have
tended to release money only on a monthly or
quarterly basis. This has made it difficult for min-
istries and project managers to plan their opera-
tions even a year ahead. Finance ministries have
also resorted to across-the-board cuts, which hit
high-priority projects as hard as any others. To
minimize this damage, some countries have found
it useful to identify a “core investment program’”
that has priority for funding in case of cuts. Even
with such provision, however, countries in both
the developed and developing world need to re-
vise their investment programs regularly. For most,
a three-year horizon is the longest that is practi-
cable, with programs being rolled over each year.
With the advent of minicomputers, data process-
ing has opened up new possibilities for consoli-
dating and revising budgetary programs.

Evaluating expenditure

In the past, governments have put too little em-
phasis on getting value for money from public
expenditure. Traditional audits have largely been
confined to examining whether the money was
spent as authorized. Since the mid-1960s, how-
ever, following the program budgeting approach
pioneered in the United States, several developing

countries have tried to employ concepts and pro-
cedures for evaluating the results of public spend-
ing. Only slow and intermittent progress has been
made. The output of many government services
is not clearly definable, let alone measurable. Nor
is it easy to evaluate the performance of an indi-
vidual agency in programs which involve several
agencies. And comprehensive evaluation gener-
ally takes so long that governments cannot wait
for results before deciding whether more money
should be spent in the same way. A more prom-
ising procedure, adopted in several countries, is
selectively to track and evaluate outputs of pro-
grams that have a significant influence on the bud-
get (see Box 7.5). In place of annual pro forma
“checking,” evaluators undertake a thorough in-
vestigation of a service or program. The results
are then made the basis for efforts to improve
performance.

Improving management information

A good information system is essential for all as-
pects of economic management. Systematic ad-
justments in policies and programs, necessary in
a fast-changing world, are not possible without
reliable monitoring of current developments. As a
rule, better information—especially about key per-
formance indicators—brings bigger dividends for
economic management than do sophisticated tech-
niques of long-term forecasting. Although senior
officials may readily agree on the need to improve
statistics, genuine commitment (as evidenced by
the provision of adequate resources) and sustained
efforts are often lacking.

Costs of poor data

The problems of planning without facts have been
well documented in Africa, but they are serious
in many other countries as well. Lacking sectoral
statistics, governments have not been able to ad-
dress sectoral issues. This proved particularly
damaging when oil prices rose sharply in the 1970s,
because few developing countries had the data
they needed to reassess their energy requirements
and to develop conservation programs. For years
the lack of good agricultural statistics has seriously
handicapped the analysis of agricultural devel-
opment programs and the formulation of policies.
And the whole world has now learned of the dan-
gers of ignorance about a country’s financial po-
sition. In several countries—notably Indonesia,
Mexico, and Turkey—the external debt crisis was
compounded by the lack of comprehensive data,
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8 Managing state-owned enterprises

In all countries—developing and developed, mar-
ket and socialist—governments are showing in-
creasing concern over the performance of their
state-owned enterprises (SOEs). One reason is that
SOEs make large and growing claims on the bud-
get. In a sample of twenty-seven developing coun-
tries in 1976-79, the net budgetary payment to
nonfinancial SOEs averaged more than 3 percent
of GDP. Current spending alone—subsidies and
other transfers—represented 1.4 percent of GDP.
State enterprises are also important foreign bor-
rowers; nonfinancial SOEs accounted for 28 per-
cent of all Eurocurrency borrowing by developing
countries in 1980.

Governments, intent on curbing SOE borrowing
and getting value for the money they spend, are
searching for ways to improve SOE efficiency. In
theory, efficiency is highest when an enterprise
strives to maximize profits in a competitive mar-
ket, under managers with the autonomy, moti-
vation, and capability to respond to the challenge
of competition. Inefficient enterprises would not
be able to compete and would go bankrupt. But
SOEs seldom face such conditions. Governments
may have established SOEs for reasons quite dif-
ferent from—and often incompatible with—profit
maximization. SOEs often operate in noncompe-
titive markets; the absence of competition is one
reason for creating them. Their autonomy is often
compromised by government intervention in their
operating decisions. Managers may not be held
accountable for results or given incentives to im-
prove performance. The way they are selected and
rewarded often encourages qualities more appro-
priate to a central bureaucracy than to a compet-
itive enterprise. Even nonviable SOEs are seldom
liquidated.

These special constraints on SOEs need not be-
come an excuse for poor performance. Efficiency
can be greatly enhanced by setting clear and at-
tainable objectives, reducing undue interference,
holding management accountable for results, de-
signing a framework of incentives, and developing
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a team of managers with appropriate skills. These
are the main topics of this chapter, which ends
with a review of the issues involved in liquidating
and privatizing SOEs.

The growing fiscal burden

Accounting deficiencies and different ways of clas-
sifying SOEs make it difficult to generalize about
their financial performance or to assess the return
to capital. Available data for SOEs in twenty-four
developing countries showed a small operating
surplus before depreciation in 1977. However, no
account was taken of interest payments, subsi-
dized input prices, taxes, or accumulated arrears.
Proper provision for these items and depreciation
would show SOEs in many of these countries to
be in deficit.

Since SOEs often control some of the largest
revenue-earning activities (petroleum and mining,
for example), their poor aggregate performance is
especially disturbing. Evidence from individual
countries indicates low and declining profitability.
For example, Turkish public enterprises, which
were breaking even in the early 1970s, averaged
net losses equivalent to 3.9 percent of GDP during
1977-79. Subsequent policy measures resulted in
a profit of 0.1 percent of GDP in 1981 and an
estimated 0.5 percent in 1982. Mexican SOEs (ex-
cluding the state petroleum company), which
earned profits equivalent to 0.3 percent of GDP in
1970, showed a net loss of 1.2 percent of GDP in
1980. Senegal’s SOEs, which had been in surplus
in the mid-1970s, recorded a deficit in 1977-78 and
again in 1979-80, and the number of money-losing
companies reached forty-two (out of sixty-eight in
1980). The picture is not entirely black; in India,
for example, the gross pretax return on capital
employed grew from 7.8 percent (before interest
payments) in 1980-81 to 12.2 percent in 1981-82.
Low profitability limits the ability of SOEs to self-
finance their investments, increasing their de-
pendence on central government resources. Figure





















A different approach to decentralizing has been
tried in several Eastern European countries (East
Germany, Bulgaria, Poland, and Romania), where
a new administrative level has been put between
the ministry and the enterprise. Here again, ex-
perience shows that structural changes by them-
selves are not enough to alter the underlying bal-
ance of power. The centrale in Romania, for example,
were created in 1968 and given certain minor pow-
ers over enterprise investments, borrowing, input
supply, and marketing. But the ministries contin-
ued to intervene directly both in the enterprises
and in the day-to-day operations of the centrale.

Some countries have centralized control in gov-
ernment bureaus or specialized ministries. India,
for example, created the Bureau of Public Enter-
prises (BPE) as part of the Ministry of Finance in
1965. In 1979 Brazil set up the Secretariat for the
Control of State Enterprises, and in Pakistan the
Ministry of Production controls all state-owned
manufacturing enterprises. These bodies are re-
sponsible for setting performance standards (or
expenditure limits in the case of Brazil), evaluating
results, and approving debt and investments. The
BPE collects and analyzes data on India’s SOEs
and in 1982 set performance targets with the en-
terprise managers. It also gives technical assist-
ance and training, does special studies, and pro-
vides guidelines in such areas as wage settlements.
Central bodies thus obtain valuable information
on SOEs, a prerequisite for effectively assessing
and controlling performance. However, some-
times they become involved in unnecessary detail;
one such body has set standards for factory pe-
rimeter fencing. Central bodies can play a vital
role in monitoring performance or they can be-
come an annoying bottleneck obsessed with trivia.
Their role depends largely on whether a govern-
ment is concerned with short-term goals, such as
implementing austerity programs or curbing SOE
abuses, or with the long-run process of changing
relations between SOEs and government.

Holding managers accountable for results

There are strong arguments for creating conditions
in which SOEs can be instructed to maximize prof-
its and then be judged by that standard. Profit is
a composite indicator that applies positive weights
(prices) to benefits (outputs) and negative weights
to costs (inputs). If the weights are correct, a profit-
maximizing firm strives to achieve maximum ben-
efits for minimum costs—the definition of effi-
ciency. For SOEs, this criterion needs modifying

for four reasons: many SOEs are monopolies; the
profit relevant for society is different from private
profits; many SOE objectives conflict with profit
maximization; and market prices may be distorted.

These qualifications need not negate the use of
profits as a guide to performance.

® Monopoly. The best way to end monopoly
power is to introduce competition. Where that is
not possible, the prices of a monopoly SOE can
be set according to its marginal costs (see discus-
sion in Chapter 6); the SOE can then be instructed
to maximize profits. If that produces unacceptably
high prices, the enterprise can still be required to
minimize costs. Although adjusting administered
prices typically involves practical and political
problems, the long-run benefits can be substantial.

® Accounting for public profits. Some items (such
as interest payments) can be excluded from public
profits so as not to encourage SOE managers to
waste time on, for example, interest arbitrage, which
may be deemed irrelevant to their tasks. Targets
can also be set for activities such as investment,
maintenance, and research, which might not be
compatible with short-run profit maximization or
cost minimization.

® Conflicting goals. If the SOE is required to
perform noncommercial roles that reduce its prof-
its (such as hiring extra staff to increase employ-
ment or setting up a plant in a particular area to
promote regional development), the government
can reimburse it for the extra costs or reduce its
profit target accordingly. Careful calculation is
needed of the cost of noncommercial goals: if the
subsidy is too high, the incentive for the company
to improve its efficiency is reduced.

® Distorted prices. These can be rectified by us-
ing shadow prices for assessing SOE results.
Shadow prices are calculated to reflect the oppor-
tunity costs of an enterprise’s inputs and outputs.
For example, the price of imported fuel may be
held down by a government subsidy, but SOE
accounting should value it according to its world
price to ensure it is used efficiently.

The results derived from shadow-price account-
ing can differ widely from conventional profits and
losses, as one study of SOEs in Egypt demon-
strated. In almost all twenty-seven industries sam-
pled, the financial rate of return calculated on the
basis of extensively controlled market prices pointed
in opposite directions from the economic rates of
return based on shadow prices. Industries pro-
ducing oils, soaps, and detergents showed a 14.4
percent economic rate of return, yet financial prof-
itability was negative; nonferrous metals earned a
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dits” for all other companies. The latter would.be
stricter than the current standard but less com-
prehensive (and cheaper) than full-scale audits.

The development of uniform and credible. ac-
counting requires a trained body of practitioners
as well as a system to set and review standards
and to qualify accountants. This foundation can
be built up by designating responsibility within
the government for the development of account-
ing; establishing accounting standards backed by
an appropriate legal framework; assessing staff
needs and designing training for bookkeepers and
accountants; and fostering a professional associa-
tion that could assume responsibility for enforcing
standards.

Formal accountancy procedures are not the only
way managers can improve the information on
which they base their actions. Improvements can
also be obtained through a management audit,
which requires the firm to establish and adhere to
a basic information system and routine control
procedures. As with a financial audit, an outside
auditor would check that these procedures func-
tion properly and generate reliable data that man-
agement and. government can compare with tar-
gets. Many large accounting firms can now assist
enterprises in setting up and using management-
auditing systems.

A somewhat similar management tool is the ac-
tion plan, designed to focus efforts on improving
efficiency and monitoring results. The experience
of the Bolivian railways illustrates how action plans
work in practice. The railway had three action
plans between 1973 and 1979, with objectives that
ranged from reorganizing workshops and repair-
ing rolling stock to rehabilitating and maintaining
track. Monitored targets included the average per-
centage of total cars and locomotives in operating
condition during the year, the number of staff, the
turnaround time for maintenance, and the amount
of track to be rehabilitated. Action plans specify
the measures to be used to achieve the targets
(such as training or allocation of foreign exchange
for the purchase of spare parts) and the timing.

Pressure from competition, the public, and clients

Governments cannot always arrange for their SOEs
to be exposed to competition. Many state firms
are monopolies producing goods and services that
are not traded internationally or that the govern-
ment prefers to produce domestically for reasons
of national security or public interest. In other
cases, the economy may be too small to support

another domestic producer. Where it is possible
to do so, however, exposing SOEs to competition
can be a simple and effective way to promote their
efficiency. And if managers are required to pursue
noncommercial goals for political or social reasons,
competition will help to quantify the costs of those
goals. Thus Peru recently reduced tariffs and elim-
inated import quotas to force industries to com-
pete with imports.

Another possibility is to split large public mon-
opolies into smaller competing units, especially if
the monopoly did not benefit from economies of
scale. In Hungary, for example, at least 130 new
enterprises were established by breaking up hor-
izontal trusts and large state firms. For competi-
tion to be fully effective in promoting efficiency,
these measures must be accompanied by pricing
freedom. Privileged access to subsidized credit and
inputs would have. to end. Also, managers must
be given discretion to respond to competitive pres-
sures, which may mean reducing staff or ending
unprofitable services. The enterprise might also
have to be reimbursed for the extra costs of meet-
ing social goals.

Organized public pressure is another way of
encouraging SOE efficiency. Britain, for example,
has consumer councils. Although they have no
executive powers, they monitor the service pro-
vided by public monopolies and act as a proxy for
market forces. The Electricity Consumer Council
examines not just tariffs but also power cuts, de-
lays in connections or repairs, and responsiveness
of staff to customer inquiries and complaints.

Clients can also induce efficiency; accountability
to growers was an important factor in the success
of the Kenya Tea Development Authority. SOEs
can be required to publish timely annual reports
and accounts, to be tabled in Parliament or made
publicly available. Chile, for example, recently re-
quired state companies to publish their financial
balances in the newspapers.

Appropriate managerial incentives and skills

Institutional success is often attributed to the pres-
ence of “a good manager.” Competent staff are
no doubt essential for any efficient enterprise. They
do not operate in a vacuum. They need incentives
to attract and motivate them, and the power to be
effective.

Incentives linked to results. Some of the most ef-
fective rewards are nonpecuniary—recognition,
greater responsibility, promotion, and national
honors. Autonomy can also be a strong incentive
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for SOE managers. For example, the threat of los-
ing its independence motivated the management
of the Kenya Tea Development Authority. By the
same token, managers need to know that they face
penalties for poor performance, such as losing their
jobs.

As for pecuniary incentives, few countries have
used performance bonuses or profit sharing to mo-
tivate top management. An exception is Mexico,
which distributes 7 percent of SOE profits to all
employees in proportion to their salaries. In Hun-
gary, ministries judge the size of bonuses to senior
SOE managers by reference to such factors as prof-
itability, exports, development of new products,
and punctuality of deliveries. Many more coun-
tries award performance bonuses to workers, and
their experience reveals some of the difficulties
involved. Bonuses run the risk of becoming so
automatic and large that they are treated as part
of everybody’s salary; they are not easily related
to the actions and decisions of individual man-
agers. To be effective, profit-sharing schemes re-
quire that managers affect profits and that profits
be a fair guide to performance. Otherwise man-
agers of SOEs in which profits are inherent in their
operating conditions—such as many petroleum or
electricity companies—would be enriched, while
a manager who stems chronic losses might go
unrewarded.

Appropriate managerial skills. The skills of a public
enterprise manager need to be closer to those of
his private sector counterpart than to those of a
government bureaucrat. Nevertheless, in some
countries managers are part of the civil service, or
at least subject to its pay scale. Even where this
is not the case, their pay seldom matches private
salaries. Although the prestige and challenge of
running what are often the largest corporations in
the country may sometimes compensate for lower
pay, low salaries tend to deter skilled managers
and increase staff turnover. To give one of many
examples, salaries in a Turkish public utility av-
eraged one-third those of the private sector in 1981
and the company has had seven general managers
in the past ten years. In addition, good SOE man-
agers who face frequent unjustified interventions,
or whose achievements go unnoticed for want of
a system to evaluate them, tend to become dis-
gruntled and leave.

The growing number of SOEs has contributed
to a chronic shortage of managers in many sub-
Saharan African and South Asian countries, a
shortage sometimes exacerbated by programs for
rapid indigenization. Many senior posts are left
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vacant or are filled by unqualified staff. For ex-
ample, in Tanzania half of the ten large agricul-
tural SOEs had no financial manager in 1980. In
the Nigerian Electric Power Authority, thirty-five
of eighty-seven higher management posts were
vacant in 1981. The lack of competent middle man-
agers often leads general managers to take over
lower supervisory functions. In a centralized sys-
tem they may also be the only point of contact
with outsiders. The organization thus becomes too
dependent on its chief executive.

The shortage of managers also contributes to a
high rate of turnover, as competent people are
shifted around to head troubled SOEs. A study of
nine countries in sub-Saharan Africa found that
the average tenure of SOE general managers in
the 1970s was less than two years. Even countries
without a managerial shortage change SOE man-
agers with damaging frequency if selection of top
managers is based on nepotism or political pa-
tronage. To counteract this, some countries (such
as India and Brazil) have set up management se-
lection boards to nominate candidates on merit
alone. Continuity of top management is especially
important in a company’s formative years. Fur-
thermore, continuity allows a good chief executive
time to attract and retain talented middle man-
agers. For example, the Hindustan Machine Tool
Company, one of the most successful Indian SOEs,
was also one of the few public corporations in
India to have the same chief executive for almost
fifteen years.

In certain specialized areas (mining in Zaire, for
example), management contracts with expatriate
firms have helped alleviate the shortage of man-
agers. Another step is to give priority to mana-
gerial development in SOEs. In the past, more
attention has been paid to technical expertise for
SOEs than to their managerial requirements. Al-
though SOE management training does not lend
itself to centralized direction, governments can en-
courage SOEs to earmark funds for training. Some
of the largest have their own management training
centers but most rely on business schools, man-
agement consultants, expatriate advisers, and for-
eign suppliers or collaborators.

”Twinning”” an SOE with its counterpart in an-
other country has proved an effective way of trans-
ferring know-how and training staff. Companies
offering technical assistance as twins are not ex-
clusively from North America and Europe. Among
many examples from developing countries are the
Port of Singapore, the National Irrigation Agency
of the Philippines, and the Tunisian Water Au-






After an initial attempt to promote industriali-
zation through state ownership, the Japanese gov-
ernment in the 1880s sold many state firms, in-
cluding fifty-two factories, ten mines, and three
shipyards. Between 1974 and 1980, Chile sold some
130 state enterprises, with a value of more than
$500 million. (In addition, more than 250 enter-
prises nationalized between 1971 and 1973 were
returned to their former owners.) Despite these
measures, in 1979 the eight largest Chilean com-
panies (in terms of net worth) were still publicly
owned.

Other privatizing programs have been far more
limited. Brazil created a commission for divestiture
in 1981: by mid-1982 it had sold ten enterprises
and was in the process of selling another thirty-
six, while ten other SOEs have been legally dis-
solved. Jamaica has set up a divestiture committee
which has sold three enterprises and leased four
hotels. Pakistan denationalized some 2,000 rice,
flour, and cotton mills, while Bangladesh returned
35 jute and 23 textile mills to the private sector.

Although divestiture can produce important net
gains to society when the costs of public operation
outweigh the benefits, it has been hard to imple-
ment. It is politically sensitive and prompts charges
of corruption. In addition, governments often try
to sell only their money losers, for which there
are few buyers. Even profitable nationalized com-
panies may be hard to sell. An informal survey of
the potential market for Peruvian SOEs found that
likely buyers were reluctant to purchase even fairly
small companies. The reasons given included fear
of renationalization and concern about extensive
government regulation of formerly public firms.
These perceptions may mean governments have
to accept a lower price than the market value for
a similar private firm. Both Chile and Japan sold
most of their state firms on attractive terms.

Another reason divestiture is so difficult in de-
veloping countries is the absence of a strong cap-
ital market. Public companies are often large and
domestic investors may not be able to raise enough
capital to buy them. And selling large SOEs to
oligopolists who already dominate the private sec-
tor might reduce competition. It could also result
in unhealthy ties between finandal institutions and
industry, further reducing the flexibilty of capital
markets.

Efforts to develop the stock market, and schemes
that appeal to small savers through their pension
funds, could make it easier for governments to
divest. Spreading ownership more widely and di-
vesting only gradually can improve the chances of
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privatization; it may even reduce the attendant
political controversy. Leasing can also be a prom-
ising route to divestiture: a private manager might
be brought in to run a potentially profitable en-
terprise for a share of the profits and an option to
buy.

Agenda for reform

This chapter has suggested ways of improving SOE
efficiency, concentrating on the problems that are
common to most SOEs in most countries. Judging
from what is known about the ideal conditions for
operating efficiently, it has examined how the real-
ity of SOEs differs from the theoretical ideal. By
recognizing the SOEs’ special circumstances and
constraints, it is possible to develop an agenda for
reform that would correct some of their main
weaknesses:

® Setting clear-cut and attainable objectives is
the inescapable first step toward improved SOE
performance. The costs of noncommercial con-
straints placed on SOEs should be calculated and
weighed against the benefits to society.

® Once constraints have been identified and
costed, governments can instruct many SOEs to
maximize their profits, taking into account other
objectives that reduce profits by reimbursing the
companies or lowering their profit targets.

® Where there are price distortions, shadow
pricing offers a way to assess SOE performance
consistent with economic efficiency. The better al-
ternative is to move to market pricing (or marginal
cost pricing where market pricing is not feasible).
This would encourage greater efficiency by giving
the correct market signals to managers and con-
sumers. Although market pricing typically entails
short-run political problems and costs, the long-
run benefits are substantial.

® Negotiated agreements, such as contracts or
corporate plans, can help put relations between
SOEs and government on a more constructive
plane. In particular, two-way contracts can help
win SOE management over to the idea of reform
by laying out benefits as well as responsibilities.

® Once government has laid down objectives,
managers can be made responsible for choosing
the methods of achieving them.

® Systems for monitoring and evaluating per-
formance are needed to transform good intentions
into results. By promoting domestic and interna-
tional competition and encouraging consumers and
other customers to make their views known, gov-
ernments can add to the pressures for good SOE



performance. Some of the most powerful incen-
tives are nonpecuniary (recognition, prestige,
awards).

® Managerial ability is a key to the success of
SOE reform. Managerial incentives linked to per-
formance are important in motivating top man-
agers. Compensation and training should be geared
to create a corps of competent SOE managers with
appropriate skills. Efforts should also be directed
at encouraging continuity of senior staff.

® The managerial and fiscal burden of SOEs can
be reduced by liquidating nonviable enterprises as
well as by selective sales. These should not be
treated as instant solutions, but rather as integral
parts of the process of replacing the burden of
central administration by decentralized market
forces.

With strong political backing, this agenda is fea-
sible. In any administrative system there are strong
vested interests opposed to change. Opposition to
reform may come from managers of powerful SOEs
or senior government bureaucrats fearing loss of
power, labor unions fearing job cuts, SOE clients

fearing an end to subsidized outputs, suppliers
fearing reduced SOE spending, or even from SOE
competitors (some private companies profit nicely
when prices or incentives for a sector are geared
to allow an inefficient SOE to survive).

Since these elements are interrelated, a piece-
meal approach is unlikely to achieve the desired
results. Without clear objectives there can be no
standards by which to judge performance; without
accountability few governments would increase
SOE autonomy; autonomy becomes license with-
out performance evaluation; incentives can be linked
to performance only if there is a meaningful way
to measure results; performance evaluation makes
sense only if managers have the autonomy to in-
fluence outcomes; without performance evalua-
tion there is no way to distinguish good managers
from bad. Developing a framework to guide SOEs
toward efficiency is thus a lengthy, complex pro-
cess that requires commitment, persistence, and
flexibility on the part of state authorities and en-
terprise management.
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9 Project and program management

The growing number of development projects and
programs has strained the managerial capacity of
governments in all developing countries. This trend
is likely to continue in the 1980s as population
increases and expectations rise. While there is no
general formula for avoiding management strains,
experience has revealed ways of easing them.

The requirements of project management vary
widely according to the nature of the project and
the number of objectives and agencies involved.
In particular, management techniques appropriate
for physical projects (building and maintaining in-
frastructure, operating industrial plants and utili-
ties) differ significantly from those needed in peo-
ple-centered development (small farmer agriculture,
education, family planning, health and nutrition;
and infrastructure and housing projects where
beneficiaries participate in design, construction, or
maintenance). In general, methods in physical
projects are well understood: constructing and op-
erating an oil refinery may not be simple, but the
technology is well specified and can be applied in
different countries and cultures. The main man-
agerial requirements are to train and motivate staff
and to strengthen operational control. Because
performance can be measured in terms of physical
output, there is much scope for reinforcing gov-
ernment efforts by using private contractors.

In contrast, less is known about how to change
patterns of behavior so that people adopt new
farming methods or birth control, because cultural
influences predominate. These uncertainties about
people-centered development are combined with
less managerial control, since success depends on
stimulating peoples’ voluntary participation. Man-
agement therefore requires experimentation, flex-
ibility, and a willingness to work closely with pro-
gram beneficiaries to learn about, and respond to,
local needs. Governments often find programs in-
volving the poorest are the most difficult to make
effective. The answer to this dilemma is not to
give up, but to build steadily on experience. -

The first two sections of this chapter contrast
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the management approaches needed in physical
and in people-centered development. The final
section reviews the management problems that
arise when projects and programs involve several
implementing agencies. Again, there is a contrast
between physical projects, which can rely on con-
tracts between agencies, and people-centered pro-
grams, which need continuous informal contacts
among field staff.

Managing physical development

Construction projects enjoy a big advantage—the
availability of technical solutions; and suffer from
two common weaknesses—the easiest solutions
are not always the most economically efficient,
and financial constraints can delay projects and
starve them of resources for maintenance.

® Well-defined technology. Fertilizer plants, refi-
neries, dams, highways, and other projects are
broadly alike in that they are built according to
well-defined methods. Technical problems can still
arise, of course, but the techniques for solving
them are generally available to management. Where
skills are lacking domestically, they are universal
enough to be imported. For example, a scheme in
southern Sudan to build the large Roseires dam
used designs by French and British consultants,
and was managed by an Italian contractor. Despite
its remote location and consequent transport dif-
ficulties, the dam was built in five years instead
of six, and for 97 percent of the estimated cost.

® Economic efficiency. The fastest and easiest op-
erational solutions are not necessarily ideal in eco-
nomic terms, however. Developing countries with
abundant labor ought in theory to avoid capital-
intensive construction techniques, yet they often
lack the capacity to manage large labor forces. Nor
do some countries do much to encourage the de-
velopment of such a capacity. For example, a key
criterion for promotion of government engineers
is often their experience in managing machinery.
Such biases can be reduced by the creation of labor-












lable—and, equally important, if it is to be polit-
ically acceptable to central government—its essen-
tial complement is the strengthening of central
monitoring systems. This is a priority for both
physical and people-centered development pro-
grams.

Managing people-centered development

Programs to improve the productivity and welfare
of the poor—who in many countries do not share
even a common language with government ad-
ministrators—have always posed special prob-
lems. In the 1980s increasing concern about the
cost and replicability of programs is leading to
greater involvement of beneficiaries in the con-
struction, maintenance, and financing of local
projects that hitherto either were provided and
run by government or were simply unavailable.
People-centered programs are particularly hard
to manage because of the degree of uncertainty
involved. First, goals can be abstract (community
self-reliance,” for example) and performance not
quantifiable in terms of construction time and costs
or profits and losses. Second, there is little knowl-
edge of how to design suitable programs, because
they involve changing human behavior patterns
that vary among cultures and localities. Third, the
success of a project depends on whether people
want the services it offers: project managers there-
fore often have to create demand. The task of
management is thus more one of experimenting
and learning than of implementing known pro-
cedures, as is the case with physical development.

Responding to local needs

Learning about local communities requires social
skills not needed in physical development—skills
still neglected by governments in developing
countries and by foreign aid agencies. Relative lack
of success in people-centered programs, coupled
with a growing sociological awareness, has led to
greater recognition of their complexity and uncer-
tainty. This has encouraged a gradual move away
from traditional "’blueprint planning,”” in which an
initial learning and design phase is separated from
implementation and operation.

In blueprint planning, learning is accomplished
largely through surveys and pilot projects. The
former have important drawbacks. Although
microcomputers promise speedier data process-
ing, surveys remain complex and time-consuming
to organize. The large amount of data they gen-

92

erate is often turned into usable information too
late for practical planning. Even when they are
timely, large-scale surveys are better suited to
quantitative analysis of people’s assets and pro-
duction, for example, than to the qualitative as-
sessment of social relations and attitudes required
for program design.

Pilot projects—learning by doing, but on an ini-
tially small scale—anticipate implementation prob-
lems in a way surveys cannot. Provided they are
done by the agencies that will later be responsible
for operations, and use procedures that are rep-
licable on a large scale, they can greatly increase
responsiveness to local needs and bureaucratic
realities. Pilot projects make sense particularly for
agencies (including donors) required to justify fu-
ture spending with firm and tested proposals.

They do not solve all the problems of running
big programs, however. These programs need to
be adjusted over time in response to varying local
needs and environmental conditions. More recent
planning methods have therefore moved toward
a continuous learning and design process during
implementation. Rather than design one initial
replicable plan, the aim is to develop a flexible
system for producing local plans in conjunction
with local people. Managing the link between bu-
reaucracy and people therefore becomes centrally
important.

For foreign development agencies, as for recip-
ient bureaucracies, the need to shift away from
blueprint planning is challenging and not entirely
welcome. Pressures to “move money” encourage
focusing on the appraisal, commitment, and con-
struction phases of projects rather than on their
operation. This focus is reinforced by donors’ strong
preferences for financing capital and foreign ex-
change rather than recurrent and local costs. These
pressures, coupled with an interest in quick, vis-
ible, and preferably measurable results, have en-
couraged donors to take a short-term view of the
development process. They have often paid in-
sufficient attention to institutional factors. They
have also badly underestimated the persistence
needed to mobilize the rural poor, to make full
use of local skills and experience, to sort out com-
peting interests and objectives, and to try alter-
native ways of expanding income and employ-
ment. While some external agencies have acquired
a longer-term perspective through multiple proj-
ects with individual institutions, others must be
more prepared to look at their relations with
developing countries in a time frame of decades
rather than of two or three years.
























bility of tenure (PUSRI); collegial management styles
(NIA in the Philippines and T&V); and public
ranking and recognition of performance (Indone-
sia’s population program and Kenya’s examina-
tion system). Management development policies
often have their main payoff in the longer term,
so a continuous commitment to them is a precon-
dition of success.

® The use of external resources—the private sec-
tor, nongovernment organizations, and program
beneficiaries. This involves corresponding changes
in management—such as the ability to supervise
contractors (road maintenance in Argentina and
Yugoslavia), and to enlist the help of beneficiaries
(NIA and FSDVM). It also means changing tech-
nical designs to meet the needs of clients and en-
sure wider replicability.

® Managerial autonomy coupled with the de-
velopment of management information systems.
Successful organizations have made individual
management groups the basic unit for measuring
performance (PUSRI’s cost centers and the Indo-
nesian population program’s field units). Timely
reporting of results has given managers the en-
couragement of recognition and the pressure of
possible sanctions (Colombia’s monitoring and
budgeting system for rural development). Report-
ing results to beneficiaries and the general public
is also an important and much-neglected perfor-
mance incentive.

e A simplified management task, through iso-
lating priorities, defining individual and agency
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roles, and dividing big programs into smaller tasks
and management teams. Clarity and concentration
count, whether in choosing a single program goal
or limiting extension advice to a few key messages
(T&V); agreeing on a set of goals and roles in
multiagency programs (the Minas Gerais inte-
grated program); or developing relevant skills (on-
the-job training). Successful schemes have also de-
veloped those management functions that are crit-
ical to particular tasks—for example, PUSRI's em-
phasis on financial management systems and, in
people-centered programs, the focus on learning,
adapting to local conditions, and managing the
link between bureaucracy and beneficiary.

This chapter has been concerned with initiatives
that are within the discretion of agency managers.
However, such initiatives often require support in
areas beyond the control of individual managers.
First and foremost, political commitment deter-
mines the adequacy of money and the competence
and security of senior staff—the preconditions of
a sustained management-development effort. Sec-
ond, project-level efforts to improve personnel
management cannot compensate for a sectoral or
national shortage of skills, or for national person-
nel practices that need reform; these issues are
discussed in Chapter 10. Third, some structural
and procedural improvements—decentralization
and coordination, for example—may also be pos-
sible only in the context of national measures; these
issues are taken up in Chapter 11.



10 Managing the public service

Earlier chapters have proposed various measures
for improving the performance of the public sec-
tor. Success in implementing these measures is
largely determined by a government’s ability to
staff and manage its public service. That in turn
depends partly on attractive salaries and career
prospects in the public service and partly on po-
litical leaders” being committed to high standards
of performance and integrity. Even then, public
servants often have to work through and with
institutions that have been established only re-
cently—and in conditions that may not be con-
ducive to efficiency. In many developing coun-
tries, public servants have a more challenging task
than their counterparts in developed countries.

This chapter is divided into three sections. The
first traces the growth of public employment and
the skill shortages faced by the public service; the
second, the role of training in overcoming them;
and the third identifies improvements needed in
personnel management. A concluding note stresses
the importance of cultural and political factors in
reforming a country’s management practices. The
chapter has three main findings:

® Public employment in developing countries
has grown rapidly in recent years in response to
the demand for improved public services. But often
there is overstaffing at lower levels, accompanied
by shortages of professional and technical staff.
These shortages are exacerbated by the “'brain
drain.”

® Public service training needs to be made more
relevant to the demands of the job. This requires
forging closer links between trainers and trainees
and between training and career development, as
well as developing local training materials and
programs.

® A strong civil service requires a personnel of-
fice that actively manages rather than passively
administers personnel policies. Strengthening per-
sonnel management demands, above all, improv-
ing the management capabilities of personnel of-
fices and giving them the status they need to carry

out policy reforms. Other policy measures include
establishing career schemes for occupational groups,
instituting an effective system of performance
evaluation, and avoiding big salary differentials
between the private sector and the civil service.

Availability and distribution of skills

The labor force in developing countries is expected
to grow by 588 million people between now and
the year 2000. Finding productive work for them,
and for the millions who are already unemployed
or underemployed, is a fundamental challenge of
development. Although developing countries have
made remarkable progress in education and train-
ing, most still have large reserves of unskilled la-
bor alongside severe shortages of skilled people.
This imbalance is most acute in the public sector,
which provides a high percentage of modern sec-
tor employment. Governments are under strong
political and social pressure to employ more peo-
ple, while facing strong competition from the pri-
vate sector for technical and professional staff.

Growth in public employment

Recent data for about seventy-five countries show
that as countries grow richer public employment
increases on a per capita basis but declines as a
share of nonagricultural employment. The indus-
trial market economies have about twice as many
public employees per 1,000 people as the devel-
oping countries, but public employment in devel-
oping countries has grown three to four times faster
in recent years (see Box 10.1). This often makes
the state the dominant employer, particularly of
professional and technical personnel. In Kenya,
for example, a 1976 study revealed that roughly
70 percent of these people were employed by the
government.

This rapid growth partly reflects the demand for
more public services. For example, the number of
primary school pupils in developing countries in-
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creased from about 117 million in 1960 to more
than 236 million in 1975, requiring a proportional
growth in the number of teachers. Another prin-
cipal reason for the rapid growth in public em-
ployment is the understandable desire of govern-
ments to improve tribal, ethnic, or regional
representation, or to use public payrolls as a means
for combating unemployment. The governments
of such countries as Egypt, Ivory Coast, Mali,
Mauritius, and Sri Lanka have at various times
explicitly acted as “employer of last resort,” par-
ticularly of university graduates. In Egypt, accord-
ing to an ILO estimate, overstaffing was almost
42 percent of total civil service employment in 1976.
A consultant’s recent study of two ministries in a
West African country classified as redundant 6,000
out of 6,800 headquarters’ staff. In some oil-
produding countries, governments have hired extra
staff as a way of distributing oil revenues.

A clear distinction must be drawn between man-
ning the public service with competent staff and
using it to tackle unemployment. For the latter,
temporary public works (or food-for-work) pro-
grams are cheaper and more effective than indis-
criminate increases in public employment. Over-
staffing imposes a financial burden on the state,
undermines morale, and obstructs efficient man-
agement. Several countries have therefore started
to reduce the number of staff members, in part
prompted by recession and fiscal stringency.
Among industrial countries, the Federal Republic
of Germany, United States, Japan, United King-
dom, and Canada have recently trimmed or cur-
tailed the growth of their public service. Among
developing countries, Turkey’s government
stopped hiring in 1980 and has since maintained
strict control over staff. In Yugoslavia the govern-
ment is encouraging older federal officials to retire
early, and Egypt is trying to limit the growth of
staff at lower levels.

Skill shortages

In most developing countries, overstaffing at lower
grades coexists with severe shortages of senior
professional and technical people—shortages that
can often be made good only by employing ex-
patriates. More than half the technical assistance
received by developing countries is used to finance
expatriates, while much of the rest goes for the
overseas training of developing country nationals
(see Box 10.2). This imbalance of skills is partic-
ularly severe in African countries: at indepen-
dence, more than three quarters of the jobs for

university graduates were held by expatriates. Since
then this ratio has been steadily reduced.

While skill shortages are hard to quantify, the
World Bank finds that two-thirds of its borrowing
countries face serious difficulties in filling certain
posts in the public sector, particularly for engi-
neers, managers, accountants, economists, and
doctors. These difficulties are compounded by a
tendency for the more experienced staff to quit the
public service in search of better jobs. In about
half the countries, the outflow from government
is mostly toward employment abroad; in the other
half, mostly toward the domestic private sector.
Vacancy rates derived from manpower surveys also
provide partial evidence of shortages. A 1977 sur-
vey in Nigeria, for example, found a 22 percent
vacancy rate for modern sector occupations; rates
for scientists, secondary school teachers, and other
professionals all exceeded 40 percent.

Shortages are most severe in local government.
In Nigeria a third of the primary school teachers
possessed no qualifications beyond a primary school
leaving certificate and most worked in rural areas.
This bias extends to technical assistance person-
nel. For understandable reasons, rural institutions
everywhere find it hard to lure staff away from
the attractions of urban life.

In many developing countries, skill shortages in
the public service are as much qualitative as quan-
titative. This stems from the uneven quality of
secondary and higher education in most devel-
oping countries, the strong demand from the pri-
vate sector for good graduates, and the fact that
government salaries are too low to attract or retain
enough capable individuals. All these problems
are made worse by emigration.

The brain drain

For many developing countries the export of labor
and skills makes an important contribution to their
balance of payments. But, given the shortage of
professional and technical people in many devel-
oping countries, their emigration often has serious
consequences for development management. The
brain drain has some harmful effects even in the
few instances in which there appears to be a rel-
ative abundance of skilled people (such as doctors
and engineers in urban India), since emigrants are
then replaced by people who might otherwise have
worked in rural areas. Some countries undoubt-
edly benefit substantially from their emigrants,
whose remittances more than offset the cost of
their education. For most developing countries,
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® Training schemes financed by the UN Devel-
opment Programme in 1981 amounted to more
than $70 million, including the award of 11,500
overseas fellowships to developing-country na-
tionals.

® World Bank spending on project-related train-
ing increased from $38 million in 1976 to $187
million in 1981.

According to a survey by the International As-
sociation of Schools and Institutes of Administra-
tion, there were 276 government institutions, uni-
versity departments, and independent institutes
providing public administration and management
training in 91 developing countries in 1980. This
is four times the number listed in a United Nations
report for 1960. In Malaysia the number of people
attending courses at such institutes increased from
1,000 in 1960 to 9,000 in 1980. For the Indian cen-
tral government, the corresponding expansion has
been from 1,500 to 7,000. In the Philippines nearly
20,000 officials participated in a special program
for middle-ranking administrators in the five years
after it was inaugurated in 1972. These are examples
of a general trend in all developing countries.

Coverage and gaps

Despite its growth, training still receives less em-
phasis in developing countries than in public sec-
tor organizations in industrialized countries, or
private enterprises, or multinational corporations.
The US and Japanese governments, for instance,
offer training opportunities to nearly a quarter of
their employees every year. All IBM managers get
at least forty hours of mandatory training a year,
and Siemens and Unilever annually spend the
equivalent of 5 percent of their payrolls on train-
ing. By contrast, most developing countries spend
much less (the Indian central government spent
roughly 0.5 percent in 1968). In Malaysia, which
puts greater emphasis on training than do most
developing countries, only 4 percent of federal and
state employees received some form of training in
1978. In India only one senior civil servant in five
is likely to have some in-service training during
his entire career; in Turkey only one in seven has
received any instruction in public administration.
Local government officials typically fare even worse.
Though they account for 20 to 30 percent of all
government employees, only 10 to 15 percent of
total government budget for training is allocated
to them.

A dominant characteristic of public service train-
ing in most developing countries is its concentration

on pre-entry and immediate post-entry courses for
administrative elites, to the neglect of in-service
training and the needs of lower-level staff. In In-
dia, Malaysia, Pakistan, and the Philippines, among
others, new entrants to the senior administrative
ranks go on courses lasting from nine months to
two years. Several francophone countries in Africa
have followed the French national administration
schools in offering two-year pre-entry training
courses for top civil servants.

The few reliable studies of training in develop-
ing countries show that the quality of most public
service training is low. This is primarily because
itis.usually treated as a discrete event, rather than
as one element in a comprehensive program of
organizational improvement. Too often, little ef-
fort has been made to adapt training programs
borrowed from abroad or to generate indigenous
ones. As a result, most programs are classroom-
based and tend to teach the skills that trainers
know rather than building upon the knowledge
that trainees already possess. Many programs rely
on stylized examples rather than on trying to solve
real problems. And few offer rotational assign-
ments that are tied to a training and career de-
velopment plan, and that attempt to broaden civil
servants’ outlooks and help them develop their
skills in different jobs and organizations.

Policy improvements

The weaknesses of training can be tackled in four
interrelated ways:

® The use of training policies and plans. A re-
cent review of training in developing countries
shows that most have no policies and plans for
public service training, although some (such as
India, Kenya, Malaysia, Philippines, and Zim-
babwe) have made notable attempts to fill this
vacuum. Plans should specify the nature and pur-
pose of training for different categories of person-
nel, and should be based on a systematic assess-
ment of training needs and the effectiveness of
past programs. The experience of the World Bank's
Economic Development Institute in Niger, Tuni-
sia, and other countries shows how important it
is to judge training by its relevance to the actual
problems facing the public service. Field-testing
can therefore be valuable: one such test, con-
ducted in Zambia in 1974 by the African Center
for Administrative Training and Research for De-
velopment, showed that the training curriculum
designed by the headquarters staff dealt with less
than 30 percent of the subjects in which rural proj-
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Frequent shuffling of civil servants can be harm-
ful, however. In more than a third of the developing
countries, principal economic decisionmakers—the
secretary of finance, national planning director, and
central bank governor—have each been changed three
or more times during the past five years. This prob-
lem is not limited to senior staff: in one developing
country, the commercial, technical, financial, and
administrative managers of the national railways were
changed four to six times each during a three-year
period. In another country, the top staff in a pop-
ulation field project were changed at least three times
in five years.

Rapid and unplanned promotions are also a major
problem. Some governments have promoted young
and inexperienced civil servants into the upper
grades, primarily to fill new posts arising from the
growth of the public service, or to take over from
expatriates. Changes of government can also cause
disruptive growth: in Turkey, for example, the num-
ber of senior civil servants increased by 146 percent
between 1976 and 1978, a period of frequent political
changes, compared with an increase of 23 percent
for lower grades.

Japan and France have dealt with promotion bot-
tlenecks by moving some civil servants in their fifties
out of administrative jobs to staff or advisory posts.
Last year China decided to ease bottlenecks by in-
troducing a standard retirement age—sixty for de-
partment directors and vice-ministers, sixty-five for
ministers. Such measures are particularly relevant
when there are no serious shortages of skilled peo-
ple, and young professionals need to feel that their
paths are not blocked for years on end.

Salaries and conditions

To join the public service and stay there, staff need
salary and nonsalary benefits that compete with al-
ternative job opportunities. This is particularly im-
portant for those with unusual skills: public service
compensation, though adequate—and sometimes
excessive—for junior staff, too often fails to attract
and retain senior professionals.

The reward of any job goes far beyond the
straightforward question of salaries. They are rel-
atively easy to compare, however, and the scat-
tered evidence from developing countries indi-
cates that, for senior staff, government pay is
usually lower than in the private modern sector.
Moreover, many governments, for political and
equity reasons, have raised salaries of junior staff
more quickly than those of top civil servants, thus
reducing the incentive for people to stay in the

civil service once they have reached a certain grade.
Countries such as Jordan have experienced a flight
of skilled civil servants to the local private sector
and to nearby oil-producing states. The same thing
has happened in Turkey, where salaries for new
university graduates are about two and a half times
higher in the private sector, and even higher for
many experienced professional and technical staff.
By contrast, qualified public servants in some large
Latin American countries, such as Brazil and Mex-
ico, are relatively well paid, as evidenced by the
difficulties faced by international organizations in
recruiting staff from these countries.

Apart from pay, individuals value government
service for its other benefits—such as status, inter-
est, and security of tenure. For this reason, complete
equality between public and private sector pay is
generally neither necessary nor desirable. Singapore
and Malaysia, where public sector salaries are reg-
ularly adjusted for changes in the cost of living, are
two of the few developing countries that appear to
have maintained parity. In Nigeria, the restructuring
of public sector salaries by the Udoji Commission
in 1975 resulted in virtual parity, but the private
sector quickly restored its competitive pull for skills
in short supply. For most governments it would be
prohibitively expensive to match private sector sal-
aries across the board. To do so would simply push
up private sector wages and would also widen the
gap between public officials and the mass of the
population. Average government pay in many de-
veloping countries ranges from four to ten times per
capita income; for OECD countries, the correspond-
ing ratio is 1.8.

Nor are public servants short of nonsalary “perks.”
Most govemments provide their senior staff with
substantial benefits such as housing, cars, director-
ship fees, medical care, and education. This en-
courages civil servants to seek new benefits while
protecting those they already have, often with dam-
aging results. In one African country, for example,
the daily travel allowance is so generous that mid-
dle- and high-ranking officials spend a third or more
of each year traveling abroad, leaving the business
of running the government to their subordinates.
In an Asian country an overnight allowance was
given to agricultural extension agents if their work
took them more than twenty-five kilometers from
their duty station: consequently, the agents were
rarely seen by farmers living within the twenty-five-
kilometer radius.

Some governments also try to retain important
officials by giving them discretionary allowances and
benefits. In theory, this gives added flexibility for
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rewarding high performers; in practice, it creates
tensions between superiors and subordinates and
can easily degenerate into corruption. Discretionary
benefits are best given to whole groups whose skills
are in short supply—statisticians or computer spe-
cialists, for example. To ensure that an imbalance
does not arise between public and private sector
salaries, regular (and preferably internal) reviews of
public servants’ pay should be conducted. Such re-
views should take into account nonpecuniary ben-
efits resulting from public employment and should
eliminate or modify perks that produce perverse
results.

Linking incentives with performance

While greater rewards do not automatically produce
better performance, it is helpful to establish some
link between the two. This is seldom easy to do
because public bureaucracies are expected to serve
social and political objectives that are inherently hard
to quantify. In addition, informal social relations
between managers and their subordinates are often
so strong that, even where “output” can be meas-
ured, supervisors are reluctant to jeopardize loyal-
ties and friendships.

These considerations notwithstanding, several
developing countries (incuding India, Kenya, and
the Philippines) are starting to devise appraisal sys-
tems that link promotion and pay increases to in-
dividual performance. This requires, first, strength-
ening the capacity of personnel offices to work out
such systems. Second, red tape can often be re-
duced. To take an extreme example, a single pro-
motion decision in one developing country was found
to require fifty-four operations, twenty reviews or
inspections, and seventy-three movements of doc-
uments from one place to another. For an employee
in a provincial office, an additional forty-one steps
were required. Third and most important, promo-
tion on merit requires the backing of political and
bureaucratic leaders and the public at large.

Even with such advantages, performance ap-
praisal systems are difficult to implement objec-
tively. In view of this, developing countries should
install them only gradually, while laying stress on
nonmaterial rewards for good performance. In some
countries where there is strong loyalty among em-
ployers and employees, staff may require fewer pe-
cuniary incentives. Research shows that rewarding
performance with enhanced prestige or considerate
supervisory behavior is often an effective way of
motivating staff. The same is true of job enlarge-
ment—giving people greater responsibility and chal-
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lenge. Finally, productivity and job satisfaction can
often be improved if employees are involved in de-
signing the organization of their work—as demon-
strated by recent field experiments in India, Nor-
way, and Tanzania.

Better management of expatriates

According to a recent World Bank study, there are
at least 80,000 expatriates (including teachers) work-
ing for public agencies under official aid programs
in sub-Saharan Africa alone. More than half the
estimated $7 billion to $8 billion spent annually by
donors on technical assistance goes to finance ex-
patriate personnel, with costs being shared with
host governments. At one extreme, volunteers—
who constitute about one in ten of the technical
assistance staff financed under Development As-
sistance Committee (DAC) bilateral aid—cost about
$10,000 a year, perhaps less. At the other extreme,
the cost of management assistance supplied by North
American or European consulting firms can run as
high as $15,000 to $16,000 per man-month.

Donors and recipients tend to approach tech-
nical assistance from different standpoints. Do-
nors are naturally inclined to push such assistance
as a ready solution to what they see as adminis-
trative shortcomings in the institutions to which
they are lending. Recipient governments may be
less convinced of the need for outside help; in-
deed, local officials often see the recruitment of
expatriates as a threat to their own positions and
promotion prospects. The proferred assistance may
nevertheless be grudgingly accepted for fear that
rejection may lead to the aid program being
reduced.

This conflict of interest can then be com-
pounded. Local staff may not be consulted on ex-
actly what kind of assistance they need. Salary
differentials and differences in lifestyle can cause
frictions. Personal qualities highly prized in the
donor country may be unsuitable in a different
culture. Experts chosen for their technical skills
are often inept at training, and recipient govern-
ments anyhow usually prefer to use them as doers
rather than as instructors.

For all these reasons, better management of ex-
patriates should be a priority both for donor agen-
cies and for recipient governments. Recipients need
to establish clear priorities, specify the objectives
to be met by expatriates, and adopt a more de-
termined approach to managing and coordinating
technical assistance staff. Donors need to accept a
more equal partnership with recipients, which






itin principle, but then offer covert resistance dur-
ing implementation. Opposition is usually greater
the more alien an idea seems and the more it
appears to have been imported indiscriminately.
Once installed, however, success or failure in im-
plementing the practice largely depends on its
suitability to the local cultural environment.
Some new techniques (for example, quantitative
information-based scheduling, accounting, bud-
geting, and inventory control) have been intro-
duced and implemented successfully in many de-
veloping countries. But those that rest heavily on
assumptions about the behavior of individuals (for
example, management-by-objectives, organization
development, and. “matrix” management) have
either failed or been implemented only after con-
siderable adaptation. A study of administrative
change in one Asian country concluded that at-
tempts to introduce Western management prac-
tices (such as position classification, performance
budgeting, participatory learning, and team re-
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search) that ran counter to local values or political
interests, were either rejected outright or failed
eventually. Similarly, in Nigeria, the Udoji Com-
mission’s recommendation to install management-
by-objectives throughout the government has never
been realized.

Such experiences have reinforced the view that
"qualitative” management practices are harder to
transfer than those that are more “quantitative,”
though the latter also need to be adapted to local
conditions. Japan'’s success in using American-based
quantitative techniques, while developing its own
qualitative management approach, is the best ex-
ample of how discrimination can bring consider-
able rewards. Such a course calls for initiating or
expanding programs to adapt foreign techniques
and to identify and develop promising indigenous
practices, which can be undertaken by univer-
sities, management training institutes, and special
units within government.



11 Reorienting government

Many of the management problems identified in
this Report can be corrected only by changing the
way that central bureaucracies are organized and
managed. Recognizing this, developing countries
have made numerous attempts to reform their bu-
reaucracies in recent years. Few have succeeded
in improving public sector efficiency, partly be-
cause of the unfavorable political climate and partly
because of the institutions that many countries
inherited at independence. This chapter reviews
the lessons from their experience and emphasizes
the need for reforms to change both official pro-
cedures and administrative structures. It also sug-
gests that governments should target administra-
tive reforms selectively, as well as keep up the
pressure for general improvements. It is usually
more fruitful to concentrate political and admin-
istrative effort on radical change in a few critical
areas than to spread it ineffectually by attempting
comprehensive reforms.

The historical and political context

Developing strong and efficient public institutions
requires considerable investment in human skills,
and a readiness to experiment with organizational
structures to find those that best fit the societies
they are intended to serve. It took today’s indus-
trialized countries more than a century to develop
reasonably effective institutions (see Box 11.1).
Many developing countries are attempting to com-
press that process into a few decades. It is not
surprising that disappointments and political strains
have often occurred.

Developing countries also have to contend with
unprecedentedly rapid population growth and
technical change, a more integrated and compet-
itive world economy (which multiplies the con-
sequences of mistakes as well as of success), and
high political and economic expectations among
their peoples. Creating the managerial skills and
institutions to cope with these demands is an ex-
ceptional challenge. In countries where general

educational levels are low, poverty severe, and
institutional experience limited, the task will also
need sustained external assistance, although the
main contribution will always be a national one.

Current institutional problems should not ob-
scure the notable progress made by developing
countries. African countries have within a gener-
ation established the entire framework of national
institutions and staffed those institutions with their
own citizens. Some Latin American countries,
whose institutional structures long served pre-
dominantly rural oligarchies, have expanded their
administrations to cope with the demands of rapid
urban and industrial growth. East Asia has de-
veloped sophisticated economies along with a more
modest, but still impressive, growth in govern-
ment capabilities.

Nevertheless, many countries have equated in-
stitutional development with a proliferation of bu-
reaucracy, particularly in the public sector. How-
ever understandable this process was in historical
circumstances, it now needs reexamining. The cost
of developing the public sector has been consid-
erable; the results often disappointing. Inside and
outside governments, people are increasingly aware
that recent strategies of institutional moderniza-
tion have not delivered on their promises.

The alternatives are not simple, however. Many
countries brought some of their key industries into
public ownership to assert national control; change
in their status or their mode of operation is often
politically sensitive. Economic efficiency therefore
has to be balanced against considerations of prac-
tical politics, national sovereignty, and social pol-
icy. Similarly, appointment-by-merit in the public
service is a principle that might have to be mod-
ified to take account of a country’s ethnic or reli-
gious tensions. In many cases, therefore, "ineffi-
ciency” is less the fault of bureaucrats than the
consequence of demands—Ilegitimate or other-
wise—that the political system places on the bu-
reaucracy’s limited capacities.

That said, there are powerful groups that favor
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nothing to gain and much to lose from coopera-
tion. Such a coordinating role is possible only if
planning agencies influence budget allocations.

In the field, the lessons from coordination ef-
forts reviewed in Chapter 9 are clear and widely
applicable. Where effective coordination cannot be
assured, the need for it may be reduced by sim-
plifying development programs and shedding or
postponing their least manageable components.
Otherwise, collaboration may be improved by joint
project planning and the negotiation of contracts
between agencies, and by strengthening financial
control so that funds are released only when agen-
cies deliver on previous commitments. In some
countries—for example, India, Kenya, and Malay-
sia—senior district officials, such as district com-
missioners and collectors, have proved effective
coordinators. They enjoy considerable authority
within the government and the local community,
yet do not threaten each ministry’s control of its
plans and budgets.

If government feels a strong need to coordinate,
it could well be a sign that other things in its
structure and activities have gone wrong. Perhaps
it is trying to do too much. Its decisions may have
been inefficiently overcentralized. Departments may
be jealously guarding their ““territory.” Or officials
may not be responding to the requirements of
policy and of their clients. Whatever the reason,
governments have to decide whether elaborate
coordination will improve their effectiveness or
simply postpone other kinds of improvements in,
for example, cabinet decisionmaking, policy analy-
sis, and budgetary control.

Decentralizing government activities

The need for coordination is reduced when gov-
ernment managers transfer those functions they
cannot manage efficiently to other levels of gov-
ernment, public enterprises, local communities, or
the private sector. Decentralization is convention-
ally defined as one of three things: (a) “deconcen-
tration”—transferring resources and decisionmak-
ing from headquarters to other branches of central
government; (b) “devolution”—to autonomous
units of government such as municipalities and
local governments; and (c) “delegation”—to or-
ganizations outside the regular bureaucratic struc-
ture, such as public corporations and regional de-
velopment authorities, or even to nongovernmental
bodies such as farmer cooperatives, credit asso-
ciations, and trade unions. In practice, the three
forms are often combined: responsibilities for
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executing development projects might be given
to provincial officers of central government (de-
concentration) to work with local government (de-
volution) and with community groups (delegation).

The most common form of decentralization in
developing countries has been deconcentration. In
Indonesia, for example, the centrally funded pro-
vincial and village development programs enable
provindal and district planning units to plan and
execute schemes for increasing rural productivity
and incomes. In Thailand funds are now provided
to tambon councils to identify and manage small
projects. Pakistan has created markaz councils—
under the supervision of project managers—which
coordinate the credit, marketing, and other de-
velopment- activities of central government with
those of local agricultural cooperatives and private
businesses. Bangladesh is stregthening its thana-
level administrators to undertake local develop-
ment activities. In Tunisia each of the country’s
provincial governments receives a block grant for
spending on locally generated projects under the
national rural development program (see Box 11.5).
Few countries "“deconcentrated” as radically as
Tanzania did—with mixed results—in the 1970s,
when many ministries’ functions and staff were
transferred from Dar es Salaam to provincial centers.

Delegation has also been used extensively in
developing countries—especially by creating state-
owned enterprises (SOEs). And governments have
resorted to special agencies to tackle specific prob-
lems, though this may do little more than en-
courage bureaucratic proliferation. Mexico is a
striking example: apart from having more than 600
SOEs, it has approximately 100 “decentralized or-
ganizations.” Governed by federal administrative
laws, they provide social services such as pen-
sions, health, education, and research. Mexico also
has some 800 independent councils and commis-
sions dealing with issues from the development
of arid areas to electricity rate-setting to the pro-
motion of tourism. Another characteristic form of
delegation is the regional development authority.
It is often established to supervise irrigation de-
velopment, as in much of Asia, or to open up
underdeveloped regions—for example, the Ama-
zon basin in Brazil.

Recent trends have not favored devolution as a
decentralization technique. After independence,
Africa’s political leaders tended to see local gov-
ernment as incompetent, profligate, and politically
divisive, so its functions and revenues were whit-
tled away. In countries of the francophone ad-
ministrative tradition, local government was in any









rather than to privatize ownership (although the
latter has also occurred to a small extent—see Box
11.6). In many developing countries, managerial
economies in the public sector may be realized by
simplifying objectives and increasing the auton-
omy of managers to carry them out. This is par-
ticularly important in SOEs, as Chapter 8 showed;
managers spend much of their time coping with
problems created by central government, and
sponsoring ministries get involved in details in-
stead of concentrating on strategic policy issues.

Decentralization should therefore be seen as part
of a broader market-surrogate strategy, designed
to make public enterprises and bureaucracies more
responsive to their ministers and to their clientele,
and to achieve a closer connection between inputs
and outputs. But a balance clearly has to be struck.
Governments often need greater central control
over some activities—as they do today over bud-
gets and foreign debt, for example. And some
functions will always be subject to close central
supervision for political and other reasons. How-
ever, improving some kinds of central control can
lay the groundwork for decentralizing other kinds
of government activity—particularly the delivery
of rural and social services and routine mainte-
nance and administration. Since good senior man-
agers and administrators are scarce almost every-
where, it is always worth examining the scope for
dividing up development tasks to make greater
use of junior managers. They may be less sophis-
ticated but they are also more abundant.

Making bureaucracies responsive

All these avenues for management-saving re-
form—rationalizing the policy framework, im-
proving coordination, and decentralization—need
to be supported by corresponding changes in the
way public employees regard their work. In many
countries, that means improving the accountabil-
ity of individual employees and of the bureaucracy
at large.

Improving accountability

As criticism of bureaucracy has mounted in both
developed and developing countries, administra-
tive reform has increasingly been seen as an issue
of accountability. This has both external and in-
ternal dimensions.

Political responsibility for the conduct of public
business—especially the spending of public
money—is at the heart of external accountability.

In many countries it needs strengthening by, for
example, prompter publication of accounts and
increased power and staff for auditing agencies.
However, there is little point in establishing the
principle of accountability if political leaders do
not enforce it. Enforcement is clearly much less
likely in countries where the political process does
not extend far beyond the state apparatus itself,
Elsewhere, a clear political commitment, even if
mainly symbolic, can have salutary effects. In Ma-
laysia, for example, all public servants (including
the prime minister) have to punch a time clock
when they arrive at, and leave, work.

One way to strengthen accountability—and also
to give managers a dispassionate view of particular
agencies’ competence and problems—is to de-
velop performance (or “value for money”) audit-
ing of government bodies. Since monitoring is
costly, it needs to be done selectively and in col-
laboration with the bodies concerned (while taking
care to avoid being “captured” by them). There
may also be opportunities to improve performance
by making the bureaucracy accountable to its
"users.” The Brazilian debureaucratization proc-
ess has something of this approach in its concen-
tration on the everyday encounters between state
and citizen. Where agencies are operating with
organized community or user groups, they may
become answerable to them—especially if the
clienteles can be given some market power. Chap-
ter 8 gave the example of Kenya’s Tea Develop-
ment Authority, where small tea growers can switch
to other crops if they are dissatisfied with the Au-
thority’s performance.

External pressures must be complemented by
internal accountability—officials being individ-
ually accountable to their superiors. This can sel-
dom be done, however, without managerial re-
sponsibilities being decentralized to the appropriate
operational level. Most large private companies
give managers specific responsibilities and the
budgets and staff to go with them—and then judge
them on their results. Public bureaucracies, by
contrast, have been slow to give their managers
similar freedom—just as governments have been
reluctant to increase the autonomy of public en-
terprises.

The connection between autonomy and ac-
countability matters most in SOEs. As Chapter 8
made clear, before SOE managers can be held ac-
countable for performance, their goals have to be
established, preferably by negotiation; they must
have reasonable control over the means of achiev-
ing them; and government must be capable of
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monitoring their achievements. Performance
agreements—contracts specifying conditions that
can then be monitored—are among the most
promising mechanisms, although they are not
without problems.

Budgetary reform can also help improve internal
accountability in the bureaucracy itself, as Chapter
7 indicated. The example of Kenya’s Ministry of
Agriculture, for instance, showed how budgetary
procedures and allocations can be brought closer
to the way programs are managed. These changes
are always difficult to implement—but the alter-
native can often be worse. In Liberia, for example,
it can still take a senior official in a rural area three
or four months to buy a few bags of cement from
a local merchant. He also needs eleven signatures
on the purchase order and at least one trip to the
capital, Monrovia—for expenditure that is already
approved in the budget. In such circumstances,
nobody is really accountable; the system tends to
breed irresponsibility and corruption.

Individual accountability can sometimes be en-
couraged by organizing the internal workings of
agencies so that units can offer market-like serv-
ices to each other. Yugoslavia, for example, has
decentralized management accountability in its
railway system, so that separate units for traffic,
traction, workshops, track, and so on buy and sell
services between each other. Similar structural
pressures are part of the Training and Visit Sys-
tem, with extension workers being encouraged to
put pressure on agricultural specialists to come up
with more relevant advice, because that is what
farmers are asking of them.

Finally, this Report has emphasized that better
management is at root a question of people: in-
dividual incentives in both private and public sec-
tors are therefore a vital part of any strategy of
reform. Accountability needs to be buttressed by
careful changes in the material and nonmaterial
rewards which public organizations extend to their
employees—as discussed in Chapter 10.

Conclusions

The approach to reform discussed in this Report
has emphasized that ends should influence means:
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much depends on what governments are trying
to achieve, and on what reforms will best fit the
administrative system of individual countries.
Nonetheless, it is worth repeating that all coun-
tries need specific capacity to plan and execute
organizational reforms in the public sector—for
better policy analysis, to improve the management
of public enterprises and the design of develop-
ment projects, and to improve accountability and
incentives. That capacity is probably best located
close to particular targets of reform rather than
combined in a single grand “reform agency.”
Whatever the precise arrangements, experience
suggests some guidelines for effectiveness:

® Administrative reforms should concentrate on
a few strategic institutions or functions, rather than
be dispersed (and ineffective) across the board.

e Governments can simultaneously keep up
pressures for gradual system-wide improvements,
particularly by incremental changes which in-
crease official accountability and which reduce ex-
cessive coordination requirements or unproduc-
tive centralization.

® Reform needs careful administrative planning
and continuity in implementation—close attention
to detailed procedures as well as the overall policy
thrust.

e Nonbureaucratic interests must be included in
the reform process to keep up pressure for
accountability, to ensure that external criteria of
efficiency and service are observed, and to see that
the viewpoint of ordinary people is taken into
account.

® There should be incentives for officials and
agencies to help devise and execute reforms:
otherwise their suspicion or hostility can quickly
undermine results.

Any realistic agenda of reform requires a balance
between society’s objectives and the limitations
and interests of the bureaucracy. Progress is more
likely if reforms take account of that reality—by
assessing the administrative impact of policy
changes, by reducing the more unproductive and
burdensome bureaucratic interventions, and by
providing officials with incentives to adopt im-
provements rather than resist them.



12 Concluding themes

For three years worldwide development has been
stunted by recession. While population continues
to grow inexorably, production and trade have
lagged, unemployment has risen, much industrial
capacity has remained idle, and the standard of
living in Africa and Latin America has declined.

In some industrial countries there are now signs
of recovery. But business confidence has been badly
shaken, investment is sluggish, and large debts
overhang many countries. Global recovery cannot,
by itself, produce accelerated, equitable growth in
low-income countries, and there is a danger that
continued recession in developing countries will
undermine the pace of economic recovery in the
industrial countries.

The World Bank’s assessment suggests that a 4
to 5 percent GDP growth rate annually over the
next decade is feasible for the developing countries
as a group. What is needed to achieve this result
is a concerted national and international effort to
ensure that recovery from the current recession is
strong and lasting, and that individual economies
are restructured to meet the changed economic
conditions.

Policy reforms are needed so all economies can
conform better to their comparative advantage, keep
wages in line with productivity, and remove price
distortions. These will be much easier to accom-
plish if pressures toward increased protectionism
are resisted and existing barriers to trade begin to
be rolled back, permitting the return to a rapidly
expanding world trade, including increasing trade
among developing countries.

But if the developing countries are to return to
the growth rates of the 1960s and 1970s, net capital
flows of all kinds must continue to increase, not
as rapidly as in the 1970s, but by 10 percent or
more in nominal terms (see Table 3.7). Interna-
tional private capital is essential to the develop-
ment process, in the form of both direct invest-
ment and commercial lending. The liquidity

problems of some major borrowers have shaken
confidence in international lending with the perv-
erse effect of reducing the availability of commer-
cial capital even to some developing countries that
have managed to perform well through the current
crisis; this has resulted in postponed investment,
curtailed inputs, and slowed development.

In this context the role of international financial
institutions is extremely important. The IMF’s re-
cently expanded capacity will help ensure that re-
sources are available to ineet urgent short-term
balance of payments crises. But the restoration of
growth requires that flows from multilateral de-
velopment banks be expanded as well. They have
proven to be effective intermediaries between pri-
vate markets and developing-country borrowers,
and yet their current lending levels fall far short
of what can be done. Substantially increased lend-
ing in support of sound development programs is
essential to regain and sustain the development
momentum in middle-income borrowers.

The poorest developing countries—especially
those in sub-Saharan Africa—have been hardest
hit by the current prolonged recession. They are
particularly dependent on flows of concessional
resources (ODA). Yet only 35 to 40 percent of ODA
is channeled to the low-income countries; meas-
ures should be taken to raise this share. IDA loans
are the most important component of ODA and
are focused entirely on the poorest countries. An
essential international action to ameliorate the cri-
sis and restore some forward movement for these
countries would be completion of the currently
delayed IDA VI replenishment and early agree-
ment on a substantially increased IDA VII.

The present debt difficulties of the developing
countries are the culmination of trends over sev-
eral years—especially the effect of higher energy
prices and expanding commercial bank lending
combined with inappropriate domestic policies.
These difficulties were exacerbated to the point of
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crisis by the prolonged recession that has caused
export earnings to fall and by unprecedently high
real interest rates. All arrangements to help indi-
vidual countries to avoid default depend in the
first instance on the sustained recovery of the in-
dustrialized countries, and ultimately on the bor-
rowing countries putting in place successful ad-
justment programs. With ample underutilized
capacity, economic recovery will produce many
benefits—cutting unemployment, reducing the
pressure for protection, easing the debt problem,
and facilitating structural adjustments.

The restructuring strategy in developing coun-
tries should aim at correcting price distortions and
at overcoming institutional weaknesses that have
contributed to the low productivity of investment
in recent years. These and other measures dis-
cussed in Part II would assist countries to exploit
more effectively their comparative advantage. For
them to bear full fruit, however, the world econ-
omy must regain the momentum it achieved in
1976-78. Without that, the developing countries’
prospects are bleak indeed.

Over the longer term the challenge for devel-
oping countries is to use their limited resources
more efficiently and more equitably. Every gov-
ernment faces this challenge: whatever the polit-
ical objectives, the goal is to find the most cost-
effective means of achieving them. Evidence
abounds of how much can be gained from greater
efficiency. Price distortions alone may slow down
GDP growth by as much as two percentage points
a year. Other substantial losses result from poor
investment decisions, project delays, inadequate
maintenance of plant and machinery, and failure
to make full use of human skills and energy. And
in most countries, the consequences of these inef-
ficiencies are felt most by those who have least—
the poor.

In an effort to accelerate development, govern-
ments have become increasingly active. In the
process many have often been badly overextended
and hence have contributed to inefficiency. This
Report has suggested ways to strengthen public
management and, more generally, the incentives
for all enterprises to operate more efficiently. Gov-
ernments could also share more of the burden of
promoting development with other organiza-
tions—private firms, community associations, and
the like.

This Report has stressed the importance of gov-
ernment policy in the adjustment process—partic-
ularly in correcting price distortions and exploiting
comparative advantage. Whatever the state’s role
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as producer and owner, its role as regulator is
everywhere of prime importance in establishing
incentives for efficiency.

Good management of the economy depends on
well-functioning public institutions as well as on
the correct choice of policies, which has been the
main theme of Part II. The role of the public sector
has to be tailored to the human and financial re-
sources available, and these are almost every-
where overstretched. Hence the importance of re-
lying on markets to do what experience has shown
that markets generally do best. That still leaves
the government responsible for macroeconomic
policy, for managing public revenues and expendi-
tures, and for running public enterprises and pub-
lic services. Equipping the public service to carry
out these tasks well is challenge enough.

Though diverse, the experience of developing
countries in managing development has revealed
four broad conclusions:

® Policy and institutional reform are comple-
mentary. Policies are relevant only if there is the
institutional capacity to carry them out, while strong
institutions are ineffective—even counterproduc-
tive—if the policy framework discourages effi-
ciency.

® The implied rejection of “blueprints” in tack-
ling the complexities of development is not a coun-
sel of despair. The chief lesson to be drawn from
experience is the importance of building into every
strategy and program an effective learning proc-
ess. This is as true for programs of structural ad-
justment and administrative reform as it is for new
initiatives in rural development.

® Public bureaucracies would be more effective
if they paid less attention to form and more to
substance. This means agencies’ preparing fewer
grand plans and instead undertaking more ana-
lyses of the actions needed to achieve govern-
ment’s central goals. It means restructuring tra-
ditional budgeting to identify the costs of specific
programs. It means transforming auditing into a
system of selective performance evaluation that
relates the cost of inputs to the value of outputs.
And, at the field level, it means officials’ looking
outward to serve their clients rather than inward
to satisfy predetermined bureaucratic procedures.
All these changes imply more vigorous attention
to issues of accountability, cost-effectiveness, and
incentives.

® On administrative reform, governments can
achieve more through persistent but selective ef-
forts at change, step by step, rather than through
major reforms that threaten many entrenched in-



terests simultaneously and are therefore often
neutralized by them. The correct time horizon for
institutional development is decades rather than
years.

Yet the very pressures that push governments
into an activist role are those that drive them to

seek quick solutions. Too often a program has
hardly started before fashions change, support is
withdrawn, the approach changed, and a new
program started. Institutional reform will be suc-
cessful only if it is pursued with vision, tenacity,
and strong political leadership.
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Technical appendix

This technical appendix discusses the sources of
data in Chapter 2 and the main reasons for dis-
parities between sources and across years between
this World Development Report and previous Re-
ports. It also outlines the procedure used for mak-
ing projections in Chapter 3 and notes some of
the major changes in these projections compared
with those presented in the 1982 Report. This ap-
pendix should be read in conjunction with the
Introduction to the World Development Indicators
and Technical notes.

Historical data

The World Bank assembles its data from a variety
of national sources, and the information reported
by other international organizations, including the
International Monetary Fund (IMF), the United
Nations agencies, the Organisation for Economic
Co-operation and Development (OECD), the Gen-
eral Agreement on Tariffs and Trade Secretariat,
and the Bank for International Settlements. Staff
estimates are used to fill data gaps.

Comparisons of Report data with those of other
international organizations, such as the IMF, is
complicated by differences in country groupings
and in underlying statistical concepts—in each case
owing to different analytical requirements and
varying access to source material. Continuous ef-
forts are made to reduce these differences.

For balance of payments data the Bank mainly
relies on the IMF. For countries included in the
Bank’s country groupings, but not reporting to the
Fund, the Bank staff obtains estimates from the
country authorities. For a few other countries, IMF
data are adjusted on the basis of information de-
rived from the Bank’s country economic work. Also,
the statistical conventions used by the Bank oc-
casionally differ from those of the Fund. For ex-
ample, while the Bank values all gold holdings at
the London Clearing House price, the Fund values
gold holdings for some countries according to that
country’s convention and for other countries at
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the world market price. The Bank’s country group-
ings differ from those of the Fund because, for its
analytical work, the Bank needs to make different
distinctions among groups of developing countries
with different economic structures.

Historical data are revised from one Report to
the next for several reasons:

e Country authorities constantly revise data

e Country authorities re-base their country sta-
tistics to different years, often changing measured
rates of growth

¢ The membership of country groupings is ad-
justed to reflect changes in income levels which
are largely the basis for country classification.

Historical data may be subject to substantial re-
vision even for periods far into the past. The growth
rate for China during 1960-73, for example, in-
creased from 4.7 percent reported in the 1982 Re-
port to 5.5 percent reported in the 1983 Report;
this change was based on additional benchmark
data for different years supplied by the Chinese
government. For high-income oil-exporting coun-
tries between 1960 and 1973 GNP growth was
changed from 8.6 percent to 10.7 percent because
of changes in the oil prices used by country au-
thorities to value national output, and because of
their revisions of estimates of investment income.

As countries improve their statistical collection
techniques and the scope of data coverage, such
revisions are made by statistical agencies in all
countries. Historical data for the industrial coun-
tries for the period 196073 have been revised every
year as at least one country in that group has
revised data for that period. The United States,
for example, from time to time revises components
of its national accounts as far back as 1929. In
addition to such revisions, the periodic changing
of the base year changes the weights used in com-
puting indices and, therefore, measured GNP
growth.

Membership in country groupings is varied to
reflect changes in relative levels of economic de-
velopment. Declines in income, for example, led



to shifting Ghana from the middle-income to low-
income developing-country category. A rise in in-
come and continued growth of industry, on the
other hand, moved Spain from the middle-income
developing-country group to the industrial-coun-

try group.

Projections

Table 3.1 was derived by first projecting potential
industrial-country output growth, industrial-coun-
try demand for developing-country exports, and
potential industrial-country lending to developing
countries. These are then used to arrive at indi-
vidual developing-country and regional projec-
tions consistent within a global framework.

Projecting industrial-country growth

To obtain the projections of potential industrial-
country output at full employment, assumptions
are made about industrial-country labor force
growth and technical progress. The industrial-
country labor force is assumed to grow 0.7 percent
a year between 1980 and 2000, based on existing
population size and age structure, with some rise
in the female labor force participation rate, and no
change in migration regulations. Technical prog-
ress for all industrial countries is assumed to ad-
vance at the historical rate experienced in the United
States, so that potential per capita income growth
for the industrial countries as a whole falls to 2.8
percent over the forecast period from 3.6 percent
experienced between 1960 and 1980. Domestic
capital formation is projected to be lower than in
the past in view of diminished projected profit
opportunities arising from reduced labor force
growth and technical progress. The High case as-
sumes a continuation of past trends in reducing
differences in technologies, so that less prosperous
industrial countries experience more rapid rates of
per capita GDP growth than the average industrial
country. Under the High case, more rapid tech-
nical progress would permit repeating the 3.6 per-
cent annual rate of per capita GDP growth wit-
nessed between 1960 and 1980; capital formation
would, accordingly, be higher. The Low case as-
sumes that all industrial countries experience the
rate of technical progress experienced by those
industrial countries with the lowest rate of per
capita growth, thereby lowering rates of capital
formation and reducing industrial-country per
capita growth to 1.8 percent a year.

Combining the projected labor force growth rate

of 0.7 percent a year with the three rates of growth
of per capita output associated with the different
technical progress and capital formation assump-
tions—1.8 percent, 2.8 percent, and 3.6 percent—
forms the “cone” of Low, Central, and High in-
dustrial-country potential output growth rates of
2.5 percent, 3.5 percent, and 4.3 percent for ca-
pacity GDP that lie behind the projections of actual
output shown in Table 3.1.

Actual industrial-country output presently lies
far below its potential. While the potential output
projection does set a ceiling for industrial-country
output, it does not provide any information on the
rate (or direction) of growth of actual OECD out-
put when below the ceiling. In projecting actual
output for 1983 and 1984, the Bank follows the
forecast of the OECD published in mid-1983. As
an institution specializing in long-term develop-
ment and adjustment and making longer-term
loans, the Bank concentrates on longer-term pro-
jections. Therefore, the time horizon is shifted pe-
riodically to cover eight to twelve years into the
future. For this Report, it was shifted from 1990
to 1995. The Bank makes no independent projec-
tion of short-term industrial-country develop-
ments, but reviews the upside and downside risks
surrounding the short-term forecasts of the OECD
and the Fund, and assesses their implications for
developing countries.

When, as is now the case, all short-term fore-
casts envisage a level of output well below poten-
tial, the Bank projects a rate of growth over the
longer term (3.8 percent from 1984 to 1990) which
brings the industrial countries gradually back to
full employment and capacity output; after that,
growth is assumed to fall to the Central case ca-
pacity rate of growth of 3.6 percent. That projected
rate of recovery is about the average based on
postwar cyclical experience; recoveries from rela-
tively deep recessions tend to be somewhat faster.
The rate of recovery was assumed to be faster in
the High case and slower in the Low case projec-
tions.

Since potential output depends on technical
progress and labor force growth, not demonstra-
bly sensitive to recession over the longer term, the
projection of potential industrial-country income
levels for 1990 to 1995 is unchanged from the pre-
vious Report. The more severe the recession,
therefore, the larger the gap between potential and
actual output and the greater the possible recovery
of output growth after the recession. The increase
in projected growth rates for the industrial coun-
tries—this year’s Central case is 3.7 percent whereas
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last year’s High case was 3.6 percent—reflects the
severity of the present recession rather than a re-
vision of expectations about long-term potential
growth.

Projecting developing-country growth

Given the projected industrial-country growth and
the projected rate of inflation, the Bank projects
real and nominal developing-country exports of
primary products in detail by individual commod-
ities. It constructs aggregate projections of trade
in manufactured goods. These projections show
the exports of developing countries to the indus-
trial countries both in aggregate and by develop-
ing-country region of origin.

The Bank computes a notional “potential lend-
ing” by industrial countries; this is partly based
on past shares of net foreign lending in total in-
dustrial-country GNP and shares of foreign assets
in total industrial-country assets. A separate pro-
cedure projects high-income oil-exporting country
lending, combining the previous projection of oil
exports with a projection of imports. Given the
assumed underlying long-term real interest rate of
3 percent (plus a 150 basis point spread to devel-
oping countries), trial debt service ratios are com-
puted based on the projected exports and trial
growth rates in developing countries. If the en-
suing lending path produces debt service ratios
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within historical experience, the lending path is
considered feasible.

The composition of net capital flows by type of
investment is projected with a variety of tech-
niques. It is sensitive to data revisions, which can
be quite large for some time series. Direct foreign
investment, for example, showed a growth rate in
the 1981 Report of 13.6 percent over the period
1970-80; but subsequent revisions in estimates of
the 1980 level of direct foreign investment raised
that growth rate to 18.5 percent. In view of this
upward revision in historical growth rates, the
projected growth rates were raised in this Report
to 11 percent, up from the range of 5 percent to
7.5 percent shown in the 1982 Report.

Given the above global framework, the Bank’s
regional economists prepare projections of re-
gional economic growth based on detailed country
economic analysis. These regional projections are
then reconciled with the Bank’s aggregate projec-
tions of net capital flows, trade, and debt service
payments. The end result is the Central case
scenario. The High and Low cases are obtained
by projecting high and low OECD growth paths
and simulating the effects of these changes on
developing countries by using a general equilib-
rium system developed, in cooperation with the
Bank, by the Centre d’Economie Mathematique et
d’Econometrie of I'Universite Libre de Bruxelles.



Bibliographical note

This Report has drawn on a wide range of World
Bank work as well as on external research. Se-
lected sources used in each chapter are briefly noted
below, and then listed alphabetically by author. They
are divided into two groups. The first consists of a
set of background papers commissioned for this
Report; their primary purpose is to synthesize the
relevant literature and Bank work. (Thus not all
the sources cited in these papers are listed sepa-
rately.) Those issued as World Bank Staff Working
Papers are available from the Bank’s Publications
Sales Unit. The views they express are not, how-
ever, necessarily those of the World Bank or of
this Report. The second group consists of external
publications and World Bank sources, which in-
clude sector policy papers, ongoing economic
analysis and research, and project sector and eco-
nomic work on individual countries.

Selected sources, by chapter
Chapters 2 and 3

These chapters draw heavily on the Bank’s data
files and on published statistics from other official
agencies including the IMF, OECD, GATT, and
United Nations organizations. The basic projec-
tions are the product of the World Bank’s Global
Framework as explained by Cheetham, Gupta, and
Schwartz. The sensitivity analysis is the result of
simulations undertaken with the Brussels global
development model described in Waelbroeck and
Associates. The trade discussion draws on Hughes
and Krueger’s study of protectionism and the re-
port of the group of experts commissioned by the
Commonwealth Secretariat.

Chapters 4 and 5

Public finance data were derived from IMF sources.
Short’s study and World Bank files are the main
sources of information on SOEs. General discus-
sions of the impact of state regulations on the

economy can be found in Balassa; Bhagwati; Choksi;
and Krueger. Rhee, Pursell, and Ross-Larson, as
well as Shinohara, Yanagihara, and Kim’s work
for the World Bank, provided insights into the role
of the state in the Republic of Korea and Japan.

Chapters 6 and 7

The discussion of price distortions and their im-
pact on growth draws on the extensive literature
that has developed on the subject over the past
two decades. In addition to the earlier World De-
velopment Reports, key sources were the writings
of Balassa; Bhagwati; Krueger; Fry; Little; and
McKinnon.

On planning, the key references are Waterston
and Lewis. A review of the crisis in planning in
the late 1960s is provided by Faber and Seers.
Issues on budgetary policy are examined in Caiden
and Wildavsky, and the experience of budgetary
reforms reviewed in Baudrillart and Poinsard. ‘

Boxes on Japan and the Republic of Korea draw
on the background papers by Shinohara and Kim
respectively. Other boxes draw on material pre-
pared mostly by Bank staff but also by some out-
side experts.

Chapter 8

The analysis of SOE problems is based primarily
on the Bank’s extensive operational experience,
supplemented by materials published by UNIDO,
APDAC, and individual governments. Works by
Choksi and materials edited by Baumol; Jones;
Shepherd; and Vernon provide a useful overview
of SOE problems. The chapter also draws on Jones’
work on the cost of noneconomic objectives and
Bank-sponsored research on performance evalua-
tion systems in Pakistan. The statistics on SOEs,
like those in Chapter 5, are predominantly from
Short’s research for the IMF, as well as UNIDO
publications and World Bank data.
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Chapter 9

This chapter is based much more on Bank oper-
ational experience than on published research.
While the Bank’s evaluations of individual projects
are unpublished, they are summarized in a series
entitled Annual Review of Project Performance Audit
Reports, which is available from the Bank’s Publi-
cations Sales Unit. Box 9.4 outlines a learning proc-
ess approach to development more fully described
in Korten, and Box 9.5 on the Training and Visit
System of extension is amplified in Benor and
Harrison.

Relevant Bank Staff Working Papers include
Esman; Heaver; and Smith, Lethem, and Thoolen.
Other publications include Chambers; Honadle and
Klauss; Paul; and Tendler.

Chapter 10

The analysis of growth in public employment is
based on World Bank country studies and data
compiled by ILO. Figures on the composition of
public service employment reported in Box 10.1
are derived from Heller and Tait. Material on skill
shortages stems primarily from World Bank re-
ports and the discussion of brain-drain issues from
UNCTAD studies and World Bank reports. Fig-
ures on technical cooperation were compiled from
data provided by DAC Secretariat and other donor
agencies.

The discussion of public service training is based
primarily on Paul and secondarily on reports by

Background papers

the UN, ILO, USAID, Ford Foundation, Com-
monwealth Secretariat, and the World Bank’s Eco-
nomic Development Institute. The treatment of
career development and salaries and incentives is
based predominantly on World Bank materials and
UN reports. The section on management of ex-
patriates is based on information gathered from
the major donor agencies and on Lethem and
Cooper. Finally, the note on the cultural dimen-
sion relies, among others, on Kubr and Wallace;
and Stifel, Coleman, and Black. A full set of ref-
erences for the chapter is listed in Ozgediz.

Chapter 11

There is a great deal of published material on the
evolution of institutions in industrialized coun-
tries: Heady; Pempel; and Williamson discuss much
of the relevant literature for the public and private
sectors. The discussion of administrative reform
draws on a number of reports by government com-
missions in developing countries, on World Bank
country studies, on Caiden and Siedentopf; on the
UN Development Administration Division stud-
ies; and on others. Material on coordination is
drawn primarily from World Bank sources, as is
the discussion of experiences in Thailand and
Hungary. Background papers on decentralization
(Rondinelli, Nellis, and Cheema), on local govern-
ment (Cochrane), and on corruption (Gould and
Amaro-Reyes) provided material on these themes
for this chapter. The section on accountability is
based on World Bank sources.
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Key

In each table, countries are listed in their
group in ascending order of income per
capita. The reference numbers indicating
that order are shown in the alphabetical
list of countries below.

Figures in the colored bands are sum-
mary measures for groups of countries.
The letter w after a summary measure
indicates that it is a weighted average;
the letter m, that it is a median value;
the letter ¢, that it is a total.

. . Not available.
(.) Less than half the unit shown.

All growth rates are in real terms.

Figures in italics are for years or periods
other than those specified.

Afghanistan 9  Hong Kong 91  Peru 60
Albania 118 Hungary 119 Philippines 49
Algeria 80  India 17 Poland 122
Angola 50 Indonesia 41 Portugal 83
Argentina 84 Iran, Islamic Republic of 75 Romania 120
Australia 107 Irag 76 Rwanda 16
Austria 105 Ireland 99 Saudi Arabia 9
Bangladesh 5 Israel 92 Senegal 36
Belgium 110 Italy 101 Sierra Leone 27
Benin 25 Ivory Coast 63 Singapore 93
Bhutan 2 Jamaica 62 Somalia 18
Bolivia 43 Japan 104 South Africa 86
Brazil 81 Jordan 72 Spain 100
Bulgaria 121 Kampuchea, Democratic 1 Sri Lanka 24
Burma 8 Kenya 35 Sudan 32
Burundi 14 Korea, Democratic Republic of 69 Sweden 116
Cameroon 56 Korea, Republic of 74 Switzerland 117
Canada 108 Kuwait 97 Syrian Arab Republic 71
Central African Republic 26 Lao People’s Democratic Republic 3 Tanzania 19
Chad 4 Lebanon 79  Thailand 48
Chile 85 Lesotho 42 Togo 33
China 21 Liberia 40  Trinidad and Tobago 94
Colombia 66 Libya 95 Tunisia 67
Congo, People’s Republic of 58 Madagascar 28 Turkey 70
Costa Rica 68 Malawi 11 Uganda 13
Cuba 57 Malaysia 77 Union of Soviet Socialist
Czechoslovakia 124 Mali 10 Republics 123
Denmark 113 Mauritania 37 United Arab Emirates 98
Dominican Republic 64 Mexico 82 United Kingdom 103
Ecuador 61 Mongolia 65 United States 112
Egypt, Arab Republic of 46 Morocco 52 Upper Volta 15
El Salvador 47 Mozambique 31 Uruguay 88
Ethiopia 6 Nepal 7 Venezuela 89
Finland 106 Netherlands 109 Viet Nam, Socialist

France 111 New Zealand 102 Republic of 20
German Democratic Republic 125 Nicaragua 53  Yemen Arab Republic 38
Germany, Federal Republic of 114 Niger 29 Yemen, People’s Democratic

Ghana 34 Nigeria 54 Republic of 39
Greece 90  Norway 115  Yugoslavia 87
Guatemala 59 Pakistan 30 Zaire 12
Guinea 2 Panama 78 Zambia 45
Haiti 23 Paraguay 73 Zimbabwe 55
Honduras 44
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Introduction

The World Development Indicators, produced as
a by-product of the World Bank’s statistical and
analytical work, provide information on the main
features of social and economic development. Over
time, the World Bank has developed standard data
formats for operational use, and its data bank has
become increasingly geared to the provision of
statistical inputs for internal information and de-
cision papers. The broad range of internationally
comparable statistical information is intended to
be suitable for cross-economy analysis.

Most of the data collected by the World Bank
are on its developing member countries. Because
comparable data for developed market economies
are readily available, these are also included in the
indicators. Data for nonmarket economies, a few
of which are members of the World Bank, are
included if available in a comparable form.

Every effort has been made to standardize con-
cepts, definitions, coverage, timing, and the eval-
uation of the basic data to ensure the greatest
possible degree of comparability. Since the pub-
lication of the first World Development Indicators
in 1978, considerable progress has been made,
through the use of more uniform definitions and
concepts, toward making the data more interna-
tionally comparable. Although the number of in-
dicators included in this edition is greater than in
the first edition, it is believed that the quality of
the data has been substantially improved.

The indicators in Table 1 give a summary profile
of economies. The data in other tables fall into the
following broad areas: national accounts, agricul-
ture, industry, energy, external trade, external debt,
aid flows, other external transactions, demogra-
phy, labor force, urbanization, social indicators,
defense and social expenditure, and income dis-
tribution. Two of these tables appear for the first
time this year, one on agriculture and food, the
other on terms of public borrowing. The first is
now included because of the importance of the
agricultural sector and food aid in developing
economies; the second, because of growing atten-
tion to the external obligations of developing coun-
tries.

Most of the information used in computing the
indicators was drawn from the data files and pub-
lications of the World Bank, the International
Monetary Fund, and the United Nations and spe-
clalized agencies.

For ease of reference, ratios and rates of growth
are shown; absolute values are reported only in a
few instances. Most growth rates were calculated
for two periods: 1960-70 and 1970-81, or 1970-80
if data for 1981 were not available. All growth rates
are in real terms and were computed, unless noted
otherwise, by using the least-squares method. Be-
cause this method takes all observations in a pe-
riod into account, the resulting growth rates reflect
general trends that are not unduly influenced by
exceptional values. Table entries in italics indicate
that they are for years or periods other than those
specified. All dollar figures are US dollars.

Some of the differences between figures shown
this year and last year reflect not only updating
but also revisions to historical series. They also
reflect revisions to the estimates of population on
the basis of new information from surveys and the
1980 round of censuses.

The economies included in the World Devel-
opment Indicators are classified by GNP per cap-
ita. This classification is useful in distinguishing
economies at different stages of development. Many
of the economies included are also classified by
dominant characteristics—to distinguish oil im-
porters and exporters and to distinguish market
and nonmarket industrial economies. The groups
used in the tables are 34 low-income developing
economies with a GNP per capita of less than $410
in 1981, 60 middle-income developing economies
with a GNP per capita of $410 or more, 4 high-
income oil exporters, 19 industrial market econo-
mies, and 8 East European nonmarket economies.
Note that because of the paucity of data and the
differences in the method for computing national
income, estimates of GNP per capita are available
only for nonmarket economies that are members
of the World Bank.

The format of this edition generally follows that
used in previous years, but some of the economies
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Technical notes

This edition of the World Development Indicators
provides economic indicators for periods of years
and social indicators for selected years in a form
suitable for comparing economies and groups of
economies. Although the statistics and measures
have been carefully selected to provide a compre-
hensive picture of development, readers are urged
to exercise care in interpreting them. This is par-
ticularly true of comparing indicators across
economies, because statistical methods, coverage,
practices, and definitions differ widely. The sta-
tistical systems in many developing economies still
are weak, and this affects the availability and re-
liability of the data, the more so for countries that
are not members of the World Bank.

All growth rates shown are in real terms and,
unless otherwise noted, have been computed by
using the least-squares method. The least-squares
growth rate, 7, is calculated by regressing the an-
nual values of the variable in the relevant period
using the logarithmic form: Log X, = a + bt + ¢,
where X, is the variable, 4 is the intercept, b is the
slope coefficient, t is time, and e, is the error term.
Then r is equal to [antilog b] — 1, the least-squares
estimate of the growth rate.

Table 1. Basic indicators

The estimates of population for mid-1981 are pri-
marily based on data from the UN Population Di-
vision. In many cases the data take into account
the results of recent population censuses. The data
on area are from the FAO Production Yearbook 1980.

Gross national product (GNP) measures the total
domestic and foreign output claimed by residents.
It comprises gross domestic product (see the note
for Table 2) and factor incomes (such as invest-
ment income and workers’ remittances) accruing
to residents from abroad, less the income earned
in the domestic economy -accruing to persons
~abroad. It is calculated without making deductions
for depreciation.

The GNP per capita figures were calculated ac-
cording to the World Bank Atlas method, under
which the conversion of GNP proceeds in the fol-
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lowing manner. The first step is to convert the
GNP series in constant market prices and national
currency units to one measured in constant av-
erage 1979-81 prices. This is done by multiplying
the original constant price series by the weighted-
average domestic GNP deflator for the base period
(that is, by the ratio of total GNP in current prices
to total GNP in constant prices for the 1979-81
period). The second step is to convert the series
measured in constant average 1979-81 prices in
national currency to one in US dollars by dividing
that series by the weighted-average exchange rate
for the base period. The weighted-average ex-
change rate is the ratio of the sum of GNP in
current prices to the sum of the GNP divided by
the annual average exchange rate in national cur-
rency per US dollar for 1979, 1980, and 1981. The
third step is to convert the series measured in
constant average 1979-81 US dollars to one meas-
ured in current US dollars by multiplying that se-
ries by the implicit US GNP deflator for 1979-81.
This procedure was followed for most economies.

The GNP per capita figures were obtained by di-
viding GNP at market prices in US dollars by the
population in mid-1981. The use of the three-year
base period is intended to smooth the impact of
fluctuations in prices and exchange rates. Because
the base period is changed every year, the per
capita estimates presented in the various editions
of the World Development Indicators are not com-
parable.

Because of problems associated with the avail-
ability of data and the determination of exchange
rates, information on GNP per capita is shown
only for East European nonmarket economies that
are members of the World Bank. The World Bank
has a research project under way to estimate GNP
per capita for nonmarket economies that are not
members. But until a broadly acceptable method
is prepared, figures will not be shown for the GNP
per capita of such economies.

For Romania the GNP per capita figure has been
derived, following the World Bank Atlas method,
by using adjusted official Romanian national ac-
counts data and converting them into US dollars
at the effective exchange rate for foreign trade
transactions in convertible currencies. For Hun-



gary the GNP per capita figure has been derived
by applying the Atlas method to official GNP es-
timates with the official commercial exchange rate.
Several factors may influence the level and com-
parability of these estimates with those of other
countries. The World Bank is also aware of other
estimates that have been made for Hungary: these
estimates have been derived by using methods
that attempt to account for taxes, subsidies, wage
and price distortions, and other possible distor-
tions introduced through the exchange rate; they
cover a range of different results.

The use of official exchange rates to convert na-
tional currency figures to US dollars does not ac-
curately measure the relative purchasing power of
currencies. In particular, differences between de-
veloping and industrial economies in their real
income, measured by their GNP per capita in US
dollars, are likely to be exaggerated. The reason
is that exchange rates are based on prices of in-
ternationally traded goods and services and may
bear little relation to the prices of goods and serv-
ices that do not enter international trade but that
make up the bulk of the national product of most
developing economies.

The inadequacy of the exchange rate has been
demonstrated by the UN International Compari-
son Project, which has developed reliable meas-
ures of real GNP on an internationally comparable
scale (see Irving Kravis and others, A System of
International Comparisons of Gross Product and Pur-
chasing Power [Baltimore: Johns Hopkins Univer-
sity Press, 1975]; Kravis and others, International
Comparisons of Real Product and Purchasing Power
[1978]; and Kravis and others, World Product and
Income: International Comparisons of Real GDP [1982]).
This project has already covered 34 countries and
will ultimately cover about 75. The World Bank,
the United Nations, and several other interna-
tional and regional agencies are engaged in data
gathering and research on appropriate ways of
extending purchasing power comparisons to all
the countries of the world. Until such coverage is
comprehensive, however, exchange rates remain
the only available means of converting GNP from
national currencies to US dollars for purposes of
comparison.

The table on this page gives examples of the
differences between gross domestic product per
capita as conventionally computed and as com-
puted using the ICP method.

The average annual inflation rate is the implicit
gross domestic product (GDP) deflator, which is
calculated by dividing, for each year of the period,
the value of GDP in current market prices by the

Gross domestic product per capita computed convention-
ally and computed by using the ICP method, selected coun-
tries, 1975

Index of GDP per capita
(United States = 100)

International
dollars con- GDP per capita at
US dollars verted at purchasing-power-
converted at  purchasing-power- parity exchange rate
official exchange  parity exchange  as percentage of that
Country rate rate? at official rate
Africa
Kenya 3.4 6.6 195
Malawi 1.9 4.9 255
Zambia 6.9 10.3 149
Asia
India 2.0 6.6 322
Iran, Islamic Rep. of 22.1 37.7 171
Japan 62.3 68.4 110
Korea, Rep. of 8.1 20.7 254
Malaysia 10.9 21.5 198
Pakistan 2.6 8.2 312
Philippines 5.2 13.2 251
Sri Lanka 2.6 9.3 365
Syrian Arab Rep. 10.0 25.0 250
Thailand 5.0 13.0 261
Europe
Austria 69.8 69.6 100
Belgium 87.8 77.7 88
Denmark 104.5 82.4 79
France 89.6 81.9 91
Germany, Fed. Rep. 94.7 83.0 88
Hungary 29.6 49.6 168
Ireland 37.2 42.5 114
Italy 47.9 53.8 112
Luxembourg 90.2 82.0 91
Netherlands 84.5 75.2 89
Poland 36.0 50.1 139
Romania 24.3 33.3 137
Spain 41.0 55.9 136
United Kingdom 57.6 63.9 111
Yugoslavia 23.2 36.1 156
Latin America
and Caribbean
Brazil 16.0 25.2 158
Colombia 7.9 22.4 283
Jamaica 19.6 24.0 123
Mexico 20.4 34.7 170
Uruguay 18.2 39.6 217

a. An international dollar has the same purchasing power over total
GDP as a US dollar.
Source: Kravis and others, “World Product and Income: International
Comparisons of Real Gross Product (Baltimore: Johns Hopkins Uni-
versity Press, 1982).

value of GDP in constant market prices, both in
national currency. This measure of inflation has
limitations, especially for the oil-producing coun-
tries in the light of sharp increases in oil prices.
It is used as an indicator of inflation because it is
the most broadly based deflator, showing annual
price movements for all goods and services pro-
duced in an economy.
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The adult literacy rate is the percentage of persons
aged 15 and over who can read and write. These
rates are based primarily on information from the
UN Educational, Scientific, and Cultural Organi-
zation (UNESCO), supplemented by World Bank
data. Because such data are normally. gathered in
large-scale demographic surveys and censuses, they
often are not available for the most recent year.
For some countries the estimates are for years other
than, but generally not more than two years dis-
tant from, those specified. Thus the series are not
comparable for all countries.

years newborn children would live if subject to
the mortality risks prevailing for the cross-section
of population at the time of their birth. Data are
from the UN Population Division, supplemented
by World Bank estimates.

The table on this page shows basic indicators
for 34 countries that have a population of less than
a million and are members of the United Nations,
the World Bank, or both. For most of these coun-
tries, comprehensive data are not available.

The weighted averages in Table 1 are weighted
by population.

Life expectancy at birth indicates the number of

Basic indicators for UN/World Bank members with a population of less than 1 million

GNP per capita
Area Average Average annual Adult Life ex-
) (thousands annual rate of inflation? literacy pectancy
Population of square growth (percent) rate at birth
(millions) kilo- Dollars (percent) (percent) (years)
UN/World Bank member Mid-1981 meters) 1981 1960-80° 1960-70 1970-81¢ 19804 19814
Equatorial Guinea 0.3 28 180 .. 3.7 . . 48
Guinea-Bissau 0.8 36 190 . . 7.2 28 37
Maldives 0.2 () . 14 1.0 14.0 82 47
Comoros 0.4 2 320 0.7 34 11.8 .. 48
Cape Verde 0.3 4 340 11.2 .. 61
Vanuatu 0.1 15 350 0.4 . .. . .
Gambia, The 0.6 11 370 2.5 2.2 10.7 15 42
Sao Tome and Principe 0.1 1 370 0.0 . 8.8 . .
Djibouti 0.4 22 480 . . 12.6 10 45
St. Vincent and the Grenadines 0.1 () 630 0.3 4.0 14.0
Western Samoa 0.2 3 . . .. . .. 68
Solomon Islands 0.2 28 640 1.3 3.0 6.8 .. .
Guyana 0.8 215 720 1.8 2.4 9.9 . 70
Dominica 0.1 1 750 -1.0 3.8 16.9 . ..
Swaziland 0.6 17 760 5.5 2.2 11.5 65 54
Grenada 0.1 (.) 850 1.7 34 14.1 . 69
St. Lucia 0.1 1 970 34 3.6 11.5 . .
Botswana 0.9 600 1,010 7.9 24 11.6 35 57
Belize 0.1 23 1,080 3.0 34 8.7 . .
Mauritius 0.9 2 1,270 2.1 2.2 15.0 85 65
Antigua and Barbuda 0.1 () 1,550 -0.2 3.1 11.7 .. .
Seychelles 0.1 () 1,800 2.9 . . . 66
Fiji 0.6 18 2,000 3.3 2.5 12.5 75 72
Suriname 04 163 3,030 5.1 2.7 9.1 65 69
Barbados 0.3 () 3,500 4.9 2.3 13.9 99 71
Malta 0.4 () 3,600 8.1 1.5 4.6 . 72
Bahamas 0.2 14 3,620 -0.2 3.4 6.9 93 69
Cyprus 0.6 9 3,740 6.3 1.3 5.9 89 73
Gabon 0.7 268 3,810 4.9 5.4 19.5 . 48
Oman 0.9 300 5,920 8.3 2.4 27.2 . 49
Bahrain 0.4 1 8,960 . . . . 67
Iceland 0.2 103 12,860 3.3 12.2 36.8 . 77
Luxembourg 0.4 3 15,910 4.1 3.7 6.9 100 74
Qatar 0.2 11 27,720 2.6 2.6 . . 58

a. See the technical notes for Table 1. b. Because data for the early 1960s are not available, figures in italics are for periods other than that
specified. c. Figures in italics are for 1970-80, not 1970-81. d. Figures in italics are for years other than that specified. See the technical notes.

204



Tables 2 and 3. Growth and structure of
production

Most of the definitions used are those of the UN
System of National Accounts.

Gross domestic product (GDP) measures the total
final output of goods and services produced by an
economy—that is, by residents and nonresidents,
regardless of the allocation to domestic and foreign
claims. It is calculated without making deductions
for depreciation. For most countries, GDP by in-
dustrial origin is measured at factor cost, but for
some countries without complete national ac-
counts series at factor cost, market price series
were used. GDP at factor cost is equal to GDP at
market prices, less indirect taxes net of subsidies.
The figures for GDP are dollar values converted
from domestic currency by using the average an-
nual exchange rate for the year in question: that
is, they were not calculated by using the World
Bank Atlas method described in the note for Table
1. Because of these differences in concept and in
method of conversion, the figures in these tables
are not comparable with the GNP-based numbers
in Table 1. The GDP figures nevertheless show the
relative size of different economies.

As in Table 1, data are shown only for East
European nonmarket economies that are members
of the World Bank.

The agricultural sector comprises agriculture, for-
estry, hunting, and fishing. The industrial sector
comprises mining, manufacturing, construction, and
electricity, water, and gas. All other branches of
economic activity are categorized as services.

National accounts series in domestic currency
units were used to compute the indicators in these
tables. The growth rates in Table 2 were calculated
from constant price series; the shares of GDP in
Table 3, from current price series.

The average growth rates for the summary
measures in Table 2 are weighted by country GDP
in 1970 dollars. The average sectoral shares in Table
3 are weighted by GDP in current dollars for the
years in question.

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

GDP is defined in the note for Table 2.

Public consumption (or general government con-
sumption) includes all current expenditure for
purchases of goods and services by all levels of
government. Capital expenditure on national de-

fense and security is regarded as consumption ex-
penditure.

Private consumption is the market value of all goods
and services purchased or received as income in
kind by households and nonprofit institutions. It
includes imputed rent for owner-occupied dwell-
ings.

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

Gross domestic saving shows the amount of gross
domestic investment financed from domestic out-
put. Comprising public and private saving, it is
gross domestic investment plus the net exports of
goods and nonfactor services.

Exports of goods and nonfactor services represent the
value of all goods and nonfactor services sold 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 and workers’ remittances from
abroad, is excluded.

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

National accounts series in domestic currency
units were used to compute the indicators in these
tables. The growth rates in Table 4 were calculated
from constant price series; the shares of GDP in
Table 5, from current price series.

The summary measures in Table 5 are weighted
by GDP in current dollars for the years in question.

Table 6. Agriculture and food

The figures for value added in agriculture are from
the World Bank’s national accounts series in na-
tional currencies, converted to 1975 dollars.

Cereal imports and food aid in cereals are measured
in grain equivalents and defined as comprising all
cereals under the Revised Standard International
Trade Classification (SITC) Groups 041-046. The
figures have discrepancies attributable to the use
of crop-year and calendar-year data and donor-
country and recipient-country data.

Fertilizer consumption is measured in relation to
arable land, defined as comprising arable land and
land under permanent crops, including land under
temporary crops (double-cropped areas are counted
once), temporary meadows for mowing or pas-
tures, land under market or kitchen gardens, and
land temporarily fallow or lying idle.

The figures on food and fertilizer are from the
Food and Agriculture Organization (FAO): from
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computer tapes for Production Yearbook 1981, Trade
Yearbook 1981, and Fertilizer Yearbook 1981; and from
Food Aid Bulletin, October 1980 and January 1983.
In some instances data are for 1974 because they
provide the earliest available information.

The index of food production per capita shows the
average annual quantity of food produced per cap-
ita in 1979-81 in relation to that in 1969-71. The
estimates were derived from those of the FAO,
which are calculated by dividing indices of the
quantity of food production by indices of total
population. For this index, food is defined as com-
prising cereals, starchy roots, sugar cane, sugar
beet, pulses, edible oils, nuts, fruits, vegetables,
livestock, 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.

Table 7. Industry

The percentage distribution of value added among
manufacturing industries was calculated from data
obtained from the UN Industrial Development Or-
ganization (UNIDO), with the base values ex-
pressed in 1975 dollars.

The classification of manufacturing industries is
in accord with the UN International Standard In-
dustrial Classification of All Economic Activities
(ISIC). Food and agriculture comprise ISIC Major
Groups 311, 313, and 314; textiles and clothing 321-
24; machinery and transport equipment 382-84; and
chemicals 351 and 352. Other manufacturing com-
prises ISIC Major Division 3, less all of the above.

The figures for value added in manufacturing are
from the World Bank’s national accounts series in
national currencies, converted to 1975 dollars.

Table 8. Commercial energy

The data on energy generally are from UN 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 coal equivalents. Fig-
ures on liquid fuel consumption include petroleum
derivatives that have been consumed in non-
energy uses. For converting primary electricity into
coal equivalents, a notional thermal efficiency of
34 percent has been assumed. The use of firewood
and other traditional fuels, though substantial in
some developing countries, is not taken into ac-
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count because reliable and comprehensive data are
not available.

The summary measures of growth rates of en-
ergy production are weighted by volumes of pro-
duction in 1974; those of growth rates of energy
consumption, by volumes of consumption in 1974;
those of energy consumption per capita, by popula-
tion in 1974.

Energy imports refer to the dollar value of energy
imports—SITC (Revised) Section 3—and are ex-
pressed as a percentage of earnings from mer-
chandise exports. The summary measures are
weighted by merchandise exports in current dol-
lars.

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 be overestimates of the depend-
ence on imported energy.

Table 9. Growth of merchandise trade

The statistics on merchandise trade are from UN
publications and the UN trade data system, sup-
plemented by statistics from the UN Conference
on Trade and Development (UNCTAD), the In-
ternational Monetary Fund (IMF), and in a few
cases World Bank country documentation.

Merchandise exports and imports cover, with some
exceptions, all international changes in ownership
of goods passing across customs borders. Exports
are valued f.o.b. (free on board), imports c.i.f.
(cost, insurance, and freight), unless otherwise
specified in the foregoing sources. These values
are in dollars at prevailing exchange rates. Note
that they do not include trade in services and are
thus different from the trade figures in Part 1 of
this year’s World Development Report.

The growth rates of merchandise exports and imports
are in real terms and are calculated from quantum
(volume) indices of exports and imports. For most
developing economies these indices are from the
UNCTAD Handbook of International Trade and De-
velopment Statistics and supplementary data that
show revisions and updates. For industrial econo-
mies the indices are from the UN Yearbook of In-
ternational Trade Statistics and UN Monthly Bulletin
of Statistics. The summary measures are median
values. Note again that these values do not include
trade in services and are thus different from the
trade figures in Part I of this year’s World Devel-
opment Report.

The terms of trade, or the net barter terms of
trade, are calculated as the ratio of a country’s



index of export unit values to that of import unit
values. The terms-of-trade index numbers shown
for 1978 and 1981, with 1975 = 100, thus indicate
changes in export prices in relation to import prices.
Note in this year’s edition that data are given for
1978 rather than 1960. The unit value indices are
from the same sources cited above for the growth
rates of exports and imports.

Tables 10 and 11. Structure of merchandise
trade

The shares in these tables are derived from trade
values in current dollars reported in UN trade tapes
and the UN Yearbook of International Trade Statistics,
supplemented by other regular statistical publi-
cations of the UN and the IMF.

Merchandise exports and imports are defined in the
note for Table 9.

In the categorization of exports in Table 10, fuels,
minerals, and metals are the commodities in SITC
(Revised) Section 3, Divisions 27 and 28, and the
nonferrous metals of Division 68. Other primary
commodities comprise SITC Sections 0, 1, 2, and 4
(food and live animals, beverages and tobacco,
inedible crude materials, oils, fats, and waxes) less
Divisions 27 and 28 (minerals, crude fertilizers,
and metalliferous ores). Textiles and clothing rep-
resent SITC Divisions 65 and 84 (textiles, yarns,
fabrics, and clothing). Machinery and transport equip-
ment are the commodities in SITC Section 7. Other
manufactures, calculated as the residual from the
total value of manufactured exports, represent SITC
Sections 5 to 9 less Section 7 and Divisions 65, 68,
and 84.

In the categorization of imports in Table 11, food
commodities are those in SITC (Revised) Sections
0, 1, and 4 and in Division 22 (food and live an-
imals, beverages and tobacco, and oils and fats).
Fuels are the commodities in SITC Section 3 (min-
eral fuels, lubricants, and related materials). Other
primary commodities comprise SITC Section 2 (crude
materials excluding fuels), less Division 22 plus
Division 68 (nonferrous metals). Machinery and
transport equipment are the commodities in SITC
Section 7. Other manufactures, calculated as the re-
sidual from the total value of manufactured im-
ports, represent SITC Sections 5 to 9 less Section
7 and Division 68.

The summary measures in Table 10 are weighted
by merchandise exports in current dollars; those
in Table 11, by merchandise imports in current
dollars.

Table 12. Origin and destination of merchandise
exports

Merchandise exports are defined in the note for Table
9. Trade shares in this table are based on statistics
on the value of trade in current dollars from the
UN and the IMF except those for nonmember East
European nonmarket economies, which are based
on data from the Secretariat of the Council for
Mutual Economic Aid (COMECON). Unallocated
exports are distributed among the economy groups
in proportion to their respective shares of allocable
trade. Industrial market economies also include Gi-
braltar, Iceland, and Luxembourg; high-income oil
exporters also include Qatar. The summary meas-
ures are weighted by merchandise exports in cur-
rent dollars.

Table 13. Origin and destination of
manufactured exports

The data in this table are from the United Nations
and are among those used to compute special Table
B in the UN Yearbook of International Trade Statistics.
Manufactured goods are the commodities in SITC
(Revised) Sections 5 through 9 (chemicals and re-
lated products, manufactured articles, and ma-
chinery and transport equipment) excluding Di-
vision 68 (nonferrous metals).

The economy groups are the same as those in
Table 12. The summary measures are weighted by
manufactured exports in current dollars.

Table 14. Balance of payments and reserves

The current account balance is the difference between
(i) exports of goods and services plus inflows of
unrequited official and private transfers and (ii)
imports of goods and services plus unrequited
transfers to the rest of the world. The current ac-
count estimates are from IMF data files.

Net direct private investment is the net amount
invested 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, these
net figures also take into account the value of di-
rect investment abroad by residents of the re-
porting country. IMF data files were used in com-
piling these estimates.

Workers’ remittances cover remittances of income
by migrants who are employed or expected to be
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employed for more than a year in their new econ-
omy, where they are considered residents.

Gross international reserves comprise holdings of
gold, special drawing rights (SDRs), the reserve
position of IMF members in the Fund, and hold-
ings of foreign exchange under the control of mon-
etary authorities. The gold component of these
reserves is valued throughout at year-end London
prices: that is, $37.37 an ounce in 1970 and $397.50
an ounce in 1981. The data on holdings of inter-
national reserves are from IMF data files. The re-
serve levels for 1970 and 1981 refer to the end of
the year indicated and are in current dollars at
prevailing exchange rates. The reserve holdings at
the end of 1981 are also expressed in the number
of months of imports of goods and services they
could pay for, with imports at the average level
for 1980 or 1981. The summary measures are
weighted by imports of goods and services in cur-
rent dollars.

Table 15. Flow of public and publicly
guaranteed external capital

The data on debt in this and successive tables are
from the World Bank Debt Reporting System. That
system is concerned solely with developing econo-
mies and does not collect data on external debt
for other groups of borrowers. Nor are compre-
hensive comparable data available from other
sources. :

Data on the gross inflow and repayment of principal
(amortization) are for public and publicly guar-
anteed medium- and long-term loans. The net in-
flow is the gross inflow less the repayment of prin-
cipal.

Public loans are an obligation of a public debtor,
including the national government, its agencies,
and autonomous public bodies. Publicly guaran-
teed loans are external obligations of private debt-
ors that are guaranteed for repayment by a public
entity.

The data in this table and in successive tables
on debt do not cover unguaranteed private debt
because comprehensive data are not available; for
some borrowers such debt is substantial. The debt
contracted for purchases of military equipment is
also excluded because it usually is not reported.

Table 16. External public debt and debt service
ratios

External public debt outstanding and disbursed repre-
sents the amount of public and publicly guaran-
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teed loans that has been disbursed, net of repay-
ments of principal and write-offs at year-end. In
estimating external public debt as a percentage of
GNP, GNP was converted from national curren-
cies to dollars at the average official exchange rate
for the year in question. The summary measures
are weighted by GNP in current dollars.

Interest payments are those on the disbursed and
outstanding public and publicly guaranteed debt
in foreign currencies, goods, or services; they in-
clude commitment charges on undisbursed debt
if information on those charges was available.

Debt service is the sum of interest payments and
repayments of principal on external public and
publicly guaranteed debt. The ratio of debt service
to exports of goods and services is one of several
rules of thumb commonly 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 17. Terms of public borrowing

Commitments refer to the public and publicly guar-
anteed loans for which contracts were signed in
the year specified.

Interest rates, maturities, and grace periods are av-
erages weighted by the amounts of loans. Interest
is the major charge levied on a loan and is usually
computed on the amount of principal drawn and
outstanding. The maturity of a loan is the interval
between the agreement date, when a loan agree-
ment 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 principal repayment.

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

Table 18. Official development assistance from
OECD and OPEC members

Official development assistance (ODA) consists of net
disbursements of loans and grants made at conces-
sional financial terms by official agencies of the
members of the Development Assistance Com-
mittee (DAC) of the Organisation for Economic
Co-operation and Development (OECD) and
members of the Organization of Petroleum Ex-



porting Countries (OPEC) with the objective of
promoting economic development and welfare. It
includes the value of technical cooperation and
assistance. All data shown were supplied by the
OECD.

Amounts shown are net disbursements to de-
veloping 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 pre-
viously reported on the basis of the date of en-
cashment. Net bilateral flows to low-income countries
exclude unallocated bilateral flows and all dis-
bursements to multilateral institutions.

The nominal values shown in the summary for
ODA from OECD countries were converted into
1980 prices using the dollar GNP deflator. This
deflator is based on price increases in OECD coun-
tries (excluding Greece, Portugal, and Turkey)
measured in dollars. It takes into account the par-
ity changes between the dollar and national cur-
rencies. For example, when the dollar depreciates,
price increases measured in national currencies have
to be adjusted upward by the amount of the de-
preciation to obtain price increases in dollars.

The table, in addition to showing totals for OPEC,
shows totals for the Organization of Arab Petro-
leum Exporting Countries (OAPEC). The donor
members of OAPEC are Algeria, Iraq, Kuwait, Li-
bya, Qatar, Saudi Arabia, and United Arab Emir-
ates. ODA data for OPEC and OAPEC were also
obtained from the OECD.

Table 19. Population growth, past and
projected, and hypothetical stationary
population

The growth rates of population are period averages
calculated from midyear populations. The sum-
mary measures are weighted by population in 1970.

The projections of population for 1990 and 2000,
and to the year in which it will eventually become
stationary, were made for each economy sepa-
rately. Starting with information on total popula-
tion by age and sex, fertility rates, and mortality
rates in the base year 1980, these parameters were
projected at five-year intervals on the basis of gen-
eralized assumptions until the population became
stationary. The base-year estimates are from up-
dated computer printouts of UN, World Population
Prospects as Assessed in 1980, from the most recent
issue of UN, Population and Vital Statistics Report,

and from the World Bank, the Population Council,
the US Bureau of the Census, and recent national
censuses.

The net reproduction rate (NRR) indicates the
number of daughters that a newborn girl will bear
during her lifetime, assuming fixed age-specific
fertility rates and a fixed set of 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 replace-
ment level: at this rate childbearing women, on
the average, bear only enough daughters to re-
place themselves in the population. A population
continues to grow after replacement-level fertility
has been reached because its past higher birth
rates will have produced an age distribution with
a relatively high proportion of women in, or still
to enter, the reproductive ages. The time taken
for a country’s population to become stationary
after reaching replacement-level fertility thus de-
pends on its age structure and previous fertility
patterns.

A stationary population is one in which age- and
sex-specific mortality rates have not changed over
a long 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 also is constant, and the growth rate is zero.

To make the projections, assumptions about fu-
ture mortality rates were made in terms of female
life expectancy at birth (that is, the number of
years a newborn girl would live if subject to the
mortality risks prevailing for the cross-section of
population at the time of her birth). Economies
were first divided according to whether their pri-
mary-school enrollment ratio for females was above
or below 70 percent. In each group a set of annual
increments in female life expectancy was assumed,
depending on the female life expectancy in 1975~
80. For a given life expectancy at birth, the annual
increments during the projection period are larger
in economies having a higher primary-school en-
rollment ratio in 1975-80 and a life expectancy of
up to 62.5 years. At higher life expectancies, the
increments are the same.

To project the fertility rates, the first step was
to estimate the year in which fertility would reach
replacement level. These estimates are speculative
and are based on information on trends in crude
birth rates (defined in the note for Table 20), total
fertility rates (also defined in the note for Table
20), female life expectancy at birth, and the per-
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formance of family planning programs. For most
economies it was assumed that the total fertility
rate would dedline between 1980 and the year of
reaching a net reproduction rate of 1, after which
fertility would remain at replacement level. For
sub-Saharan Africa, total fertility ratés were as-
sumed to remain constant until 1990-95 and then
to decline until replacement level was reached. For
a few other countries in Asia and the Middle East,
those rates were also assumed to remain constant
for some years before beginning to decline. In sev-
eral industrial economies, fertility is already below
replacement level. Because a population will not
remain stationary if its net reproduction rate is
other than 1, it was necessary to assume that fer-
tility rates in these economies would regain re-
placement levels in order to make estimates of the
stationary population for them. For the sake of
consistency with the other estimates, the total fer-
tility rates in the industrial economies were as-
sumed to increase to replacement level by 2000
and then to remain constant.

For all the projections, it was assumed that in-
ternational migration would have no effect.

The estimates of the hypothetical size of the
stationary population, the assumed year of reach-
ing replacement-level fertility, and the year of
reaching a stationary population are speculative.
They should not be regarded as predictions. They are
included to provide a summary indication of the
long-run implications of recent fertility and mor-
tality trends on the basis of highly stylized as-
sumptions. They differ from the corresponding
figures in last year's edition because of the as-
sumption of a higher life expectancy at birth: 82.5
years compared with 77.5. A fuller description of
the methods and assumptions used to calculate
the estimates is available from the Population,
Health, and Nutrition Department of the World
Bank.

Table 20. Demographic and fertility-related
indicators

The crude birth and death rates indicate the number
of live births and deaths per thousand population
in a year. They are from the same sources men-
tioned in the note for Table 19. Percentage changes
are computed from unrounded data.

The total fertility rate represents the number of
children that would be born per woman, if she
were to live to the end of her childbearing years
and bear children at each age in accord with pre-
vailing age-specific fertility rates. The rates given
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are from the same sources mentioned in the note
for Table 19.

The percentage of married women using contracep-
tives refers only to married women of childbearing
age (1544 years). These data are mainly derived
from Dorothy Nortman and Ellen Hofstatter, Pop-
ulation and Family Planning Programs: A Factbook (New
York: Population Council, various issues); Doro-
thy Nortman, “Changing Contraceptive Patterns:
A Global Perspective,”” Population Bulletin, vol. 32,
no. 3 (Washington, D.C.: Population Reference
Bureau, August 1977); Office of Population, Family
Planning Service Statistics, Annual Report 1976
(Washington, D.C.: US Agency for International
Development); and publications of the World Fer-
tility Survey. The data refer to a variety of years,
generally not more than two years distant from
those specified.

All summary measures are weighted by popu-
lation.

Table 21. Labor force

The population of working age refers to the popula-
tion aged 15-64. The estimates are based on the
population estimates of the World Bank for 1981
and previous years. The summary measures are
weighted by population.

The labor force comprises economically active
persons age 10 years and over, including the armed
forces and the unemployed, but excluding house-
wives, students, and other economically inactive
groups. Agriculture, industry, and services are de-
fined in the same manner as in Table 2. The es-
timates of the sectoral distribution of the labor
force are from International Labour Office (ILO),
Labour Force Estimates and Projections, 1950-2000, and
from the World Bank. The summary measures are
weighted by labor force.

The labor force growth rates were derived from the
Bank’s population projections and ILO data on
age-specific activity rates, from the source cited
above. The summary measures for 1960-70 and
1970-81 are weighted by labor force in 1970; those
for 1980-2000, by estimates of labor force in 1980.

The application of ILO activity rates to the Bank’s
latest population estimates may be inappropriate
for some economies in which there have been im-
portant changes in unemployment and under-
employment, in international and internal migra-
tion, or in both. The labor force projections for
1980-2000 should thus be treated with caution.



Table 22. Urbanization

The data on urban population as a percentage of total
population are from the UN (Patterns of Urban and
Rural Population Growth, Population Studies, no.
68, 1980), supplemented by data from the World
Bank and from various issues of the UN Demo-
graphic Yearbook.

The growth rates of urban population were calcu-
lated from the World Bank’s population estimates;
the estimates of urban population shares were cal-
culated from the sources cited above.

Data on urban agglomeration are also from the
United Nations.

Because the estimates in this table are based on
different national definitions of what is “urban,”
cross-country comparisons should be interpreted
with caution.

The summary measures for urban population as
a percentage of total population are weighted by
population; the other summary measures in this
table are weighted by urban population.

Table 23. Indicators related to life expectancy

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

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 sources—including different issues of
the UN Demographic Yearbook and UN, “Infant
Mortality: World Estimates and Projections, 1950~
2025,” Population Bulletin of the United Nations, no.
14 (1982)—and from the World Bank.

The child death rate is the number of deaths of
children aged 14 per thousand children in the
same age group in a given year. Estimates were
based on the data on infant mortality and on the
relation between the infant mortality rate and the
child death rate implicit in the appropriate Coale-
Demeny Model life tables; see Ansley J. Coale and
Paul Demeny, Regional Model Life Tables and Stable
Populations (Princeton, N.J.: Princeton University
Press, 1966). The summary measures in this table
are weighted by population.

Table 24. Health-related indicators

The estimates of population per physician and nursing
person were derived from World Health Organi-
zation (WHO) data, some of which have been re-
vised to reflect new information. They also take

into account revised estimates of population.
Nursing persons include graduate, practical, as-
sistant, and auxiliary nurses; the inclusion of aux-
iliary nurses enables a better estimation of the
availability of nursing care. Because definitions of
nursing personnel vary—and because the data
shown are for a variety of years, generally not
more than two years distant from those speci-
fied—the data for these two indicators are not
strictly comparable. The daily calorie supply per capita
was calculated by dividing the calorie equivalent
of the food supplies in an economy by the pop-
ulation. Food supplies comprise domestic produc-
tion, imports less exports, and changes in stocks;
they exclude animal feed, seeds for use in agri-
culture, and food lost in processing and distribu-
tion. The daily calorie requirement per capita refers to
the calories needed to sustain a person at normal
levels of activity and health, taking into account
age and sex distributions, average body weights,
and environmental temperatures. Both sets of es-
timates are from the Food and Agriculture Organ-
1zation.

The summary measures in this table are weighted
by population.

Table 25. 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.

The data on number enrolled in primary school refer
to estimates of total, male, and female enrollment
of students of all ages in primary school; they are
expressed as percentages of the total, male, or
female populations of primary-school age to give
gross primary enrollment ratios. Although pri-
mary-school age is generally considered to be 6-
11 years, the differences in country practices in
the ages and duration of schooling are reflected
in the ratios given. For countries with universal
primary education, the gross enrollment ratios may
exceed 100 percent because some pupils are below
or above the official primary-school age.

The data on number enrolled in secondary school
were calculated in the same manner, with second-
ary-school age generally considered to be 12-17
years.

The data on number enrolled in higher education are
from UNESCO.

The adult literacy rate is defined in the note for
Table 1.

The summary measures in this table are weighted
by population.
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Table 26. Defense and social expenditure

Data on the central government transactions are
from the IMF Government Finance Statistics Yearbook,
IMF data files, and World Bank country docu-
mentation. These transactions include current and
capital (development) expenditure. The inade-
quate statistical coverage of state, provincial, and
local governments and the nonavailability of data
for these lower levels of government has dictated
the use only of central government data. This may
seriously understate or distort the statistical por-
trayal of the allocation of resources for various
purposes, especially in large countries where lower
levels of government have considerable autonomy
and are responsible for many social services.

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 does not necessarily comprise all public ex-
penditure.

Defense expenditure comprises all expenditure,
whether by defense or other departments, for the
maintenance of military forces, including the pur-
chase of military supplies and equipment, con-
struction, recruiting, and training. Also falling under
this category is expenditure for strengthening the
public services to meet wartime emergencies, for
training civil defense personnel, and for foreign
military aid and contributions to military organi-
zations and alliances.

Education expenditure comprises public expend-
iture for the provision, management, inspection,
and support of preprimary, primary, and second-
ary schools; of universities and colleges; and of
vocational, technical, and other training institu-
tions by central governments. Also included is ex-
penditure on the general administration and reg-
ulation of the education system; on research into
its objectives, organization, administration, and
methods; and on such subsidiary services as trans-
port, school meals, and medical and dental serv-
ices in schools.

Health expenditure covers public expenditure on
hospitals, medical and dental centers, and clinics
with a major medical component; on national health
and medical insurance schemes; and on family
planning and preventive care. Also included is
expenditure on the general administration and
regulation of relevant government departments,
hospitals and clinics, health and sanitation, and
national health and medical insurance schemes.

It must be emphasized that the data presented,
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especially those for education and health, are not
comparable for a number of reasons. In many
economies private health and education services
are substantial; in others public services represent
the major component of total expenditures but
may be financed by lower levels of government.
Great caution should therefore be exercised in us-
ing the data for cross-economy comparisons.

The summary measures for defense expenditure
as a percentage of GNP are weighted by GNP in
current dollars; those for defense expenditure as
a percentage of central government expenditure,
by central government expenditure in current dol-
lars. The other summary measures in this table
are weighted by population.

Table 27. 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 1966 and 1981.

The estimates for developing economies in Asia
and Africa are from the results of a joint project
of the World Bank and the International Labour
Office (ILO). Those for Turkey, Hong Kong, Ma-
laysia, and the Republic of Korea are from data
gathered by the World Bank from national sources
but not adjusted. The estimates for Sri Lanka are
from the results of a joint project of the World
Bank and the Economic and Social Commission
for Asia and the Pacific. The estimates for Latin
American countries other than Mexico come from
the results of two joint projects of the World Bank,
one with the ILO, the other with the Economic
Commission for Latin America. Those for Mexico
are the results from the 1977 Household Budget
Survey.

Data for industrial market economies other than
the Netherlands are from Malcolm Sawyer, Income
Distribution in OECD Countries (OECD Occasional
Studies, July 1976); the joint project of the ILO
and the World Bank; and the UN Statistical Office,
A Survey of National Sources of Income Distribution
Statistics (Statistical Papers, Series M, no. 72, 1981).
Data for the Netherlands are from that country’s
statistical office.

Because the collection of data on income distri-
bution has not been systematically organized and
integrated with the official statistical system in many



countries, estimates were typically derived from
surveys designed for other purposes, most often
consumer expenditure surveys, which also collect
some information on income. These surveys use
a variety of income concepts and sample designs.
Furthermore, the coverage of many of these sur-
veys is too limited to provide reliable nationwide
estimates of income distribution. Thus, although
the estimates shown are considered the best avail-
able, 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
capita household income, not according to their
total household income, is superior for many pur-
poses. The distinction is important because house-
holds with low per capita incomes frequently are
large households, whose total income may be rel-
atively high. Information on the distribution of per
capita household income exists, however, for only
a few countries. The World Bank Living Standards
Measurement Study is developing procedures and
applications that can assist countries in improving
their collection and analysis of data on income
distribution.
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