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Case Studies and
Recommendations

ountries around the world have been
initiating reforms aimed at integrating
their economies into the global market-
place and devolving central power to
local governments. This report has pre-
sented a series of policy prescriptions for
globalizing and localizing economies,
and the five case studies included in this
chapter describe how some of those rec-
ommendations can be put into practice.
The examples differ, both because the
type and extent of the reforms each
country needs vary widely and because
each set of reforms has been imple-
mented in a vastly different economic
and policy environment. Context is par-
ticularly important here, since the feasi-
bility of reform depends on the political
conditions in a country. Successful re-
form requires careful sequencing and
the willingness to exploit sometimes
fleeting opportunities.

The five cases discussed here—in the
Arab Republic of Egypt, Hungary, Bra-
zil, Pakistan, and Tanzania—represent a
regional sampling of fairly typical pol-
icy situations (box 8.1). Each case study
describes the policy setting, the recom-
mended reform strategy, and the success
of new policies thus far. In Brazil, Egypt,

and Hungary, some of the reforms are al-
ready under way though more remains
to be done. Pakistan and Tanzania are at
an earlier stage in the reform process.

Making the most of trade
liberalization: Egypt

The number of regional trading arrange-
ments has surged since 1990, and many
countries are now members of large free
trade areas or customs unions such as the
European Union (EU) and Mercado
Comun del Sur (MERCOSUR). Should
countries that are not members of a re-
gional trading arrangement seek prefer-
ential access to their neighbors’ markets?
How does this option compare with uni-
lateral or multilateral liberalization? This
examination of Egypt’s trade policy
options illustrates the trade-offs many
developing countries face in choosing
whether to join a regional trade group
(box 8.2). And it demonstrates the im-
portance of some of the recommenda-
tions in chapters 2 and 3.

Since the mid-1970s, Egypt has been
steadily liberalizing its trade policies,
which has contributed to economic
growth. But the benefits from liberalized
trade have been stymied by domestic
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Box 8.1
Five case studies

Making the most of trade liberalization: Egypt. This case
applies chapter 2's proposals for trade reform, showing
how international trade agreements can be used to
demonstrate commitment to freer trade. It also illustrates
some of the disadvantages of regional (as opposed to
global) trade agreements and the kinds of domestic re-
forms the Egyptian government will have to implement to
take advantage of the opportunities offered by global trade.

Reforming weak banking systems: Hungary. This case
study deals with the financial sector reforms discussed in
chapter 3. It demonstrates clearly that regulators need to
take prompt action when a bank violates specific guide-
lines or procedures, as the report has argued. Taking steps
to reduce this so-called “regulatory forbearance” is the
next major challenge facing Hungarian policymakers.

Macromanaging under fiscal decentralization: Brazil.
Building on the themes of decentralization and democratic
subnational governance discussed in chapter 5, this case
study illustrates the need for carefully sequenced decen-
tralization. It also identifies the changes Brazil will need to
make in order for its newly centralized structure to function
effectively, including establishing electoral rules, creating
regulations to manage relations between national and sub-
national governments, and drafting rules for subnational
borrowing.

Improving urban living conditions: Karachi. The Karachi
case study draws on chapter 7 to show how community
groups and informal developers can complement the ef-
forts of the public sector to provide essential services.

Cultivating rural-urban synergies: Tanzania. The final
case study focuses on reforming foreign trade (chapter 2)
and establishing policies that deal with urbanization and
growth (chapter 6). It demonstrates how one country can
use international trade and urban-rural economic linkages
to stimulate growth in both the urban and rural sectors.

constraints, including an inefficient service sector, a slow-
moving government bureaucracy, and overcrowded ports
and transportation facilities. For some time, Egyptian in-
dustrial goods have had duty-free access to European
markets, but Egypt is now considering signing an ex-
panded preferential trading arrangement with the EU.!
Such an agreement may reassure investors of Egypt’s
commitment to liberal trade policies, but—as explained
in box 2.1—it would also mean that the pattern of
Egypts imports and exports will be shaped less by mar-
ket forces and more by the differences in tariff treatment
between Europe and Egypt’s other trading partners.

Initial reforms
Economic growth in Egypt accelerated between 1975
and 1985 following the adoption of open-door policies.

It was fueled by sizable increases in foreign assistance,
remittances from Egyptians working abroad, and for-
eign direct investment.? This growth spurt ended in
1980, largely because of a regional economic slowdown
caused by declining oil prices. The level of aggregate de-
mand in the economy then fell further in the early
1990s because of government spending cuts, an in-
crease in real interest rates, and a drop in exports to the
former Soviet Union and Eastern Europe. Per capita
growth of real national output slowed from an average
of 2.5-3.0 percent a year in 1989-91 to 0.4 percent in
1992 and 1993.

The Egyptian government responded with an im-
pressive program of economic reform. Fiscal tightening
reduced marginal tax rates and the government’s bud-
get deficit.> Monetary reforms included decontrolling
interest rates, devaluing and unifying exchange rates,
reducing the growth of the money supply, and liberal-
izing the capital account. A 1991 law established a legal
basis for privatization, and by September 1998, 113 of
the initial 314 public enterprises originally targeted had
been at least partially privatized. In the same year, the
Parliament ratified a law authorizing the privatization
of banks.

Foreign investors were quick to react. In 1995 they
put $400 million in foreign direct investment into
Egypt, followed by $800 million in 1996 and around
$1.2 billion in 1997. Half the foreign direct investment
is in manufacturing and 30 percent in banking. Tariff
revenues as a share of total imports fell from 25 percent
in 1985 to 17 percent by 1997, reflecting the coun-
try’s increased openness to trade. As a result of these
flows and trade reforms, real gross domestic product
(GDP) grew by 5.1 percent in 1996 and by 5.9 percent
in 1997.

Red tape and inefficient services constrain exports
Despite its reforms, Egypt has yet to take full advan-
tage of the potential of trade liberalization. The coun-
try has many advantages to exploit in producing man-
ufactured exports, including a convenient location and
wages that are one-tenth those in Israel or Tunisia.
Given these positive factors and its duty-free access to
European markets, the country was expected to in-
crease its manufactured exports rapidly.* Manufactured
exports (in 1992 prices) did increase, but slowly, rising
from $1.4 billion in 1988 to an estimated $2.4 billion
in 1996—still only about 17 percent of total goods and
services export revenues.



Box 8.2
The Arab Republic of Egypt at a glance
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Lower- Exports and imports
Middle East middle- (millions of U.S. dollars)
Egypt, and North income (00 B Exports
Poverty and social indicators @ Arab Rep. Africa countries B Imports
GNP per capita (U.S. dollars)® 1,180 2,060 1,230 10,000
Poverty (percentage of population
below $1 per day) 7.6 5,000
Urban population
(percentage of total population) 45 57 42 0 1991 1992 1993 1994 1995 1996 1997
Life expectancy at birth (years) 66 67 69
Key economic ratios 1976 1986 1996 1997
Gross domestic
investment/GDP 28.4 23.7 16.6 17.7
Exports of goods and
services/GDP 22.3 15.7 20.2 20.2
Gross domestic savings/GDP 16.7 13.8 10.8 13.0
1976-86 1987-97 1996 1997 1998-2002
Average annual
GDP growth 7.1 4.0 5.0 5.5 5.2

. .Not available.

a. Data shown are from the latest available year within the range 1991-97. GNP per capita figures are from 1997.

b. Calculated using World Bank Atlas method.
Source: World Bank, World Development Indicators, 1999.

One reason for this sluggish growth is the inefficiency
of services, which raises the price of inputs and transac-
tions costs to exporting firms and undermines their
competitiveness.5 For example, the four main Egyptian
ports (Damietta, Port Said, Dekheila, and Alexandria)
are essentially state monopolies, and their service charges
are three times those of their closest competitors. Con-
tainer freight rates to Egyptian ports are generally 15 to
20 percent higher than rates to other Mediterranean
ports, and air freight rates to and from northern Egypt-
ian cities are twice those to cities in Israel.

In addition, all trade transactions are subject to an
onerous bureaucratic burden. A 10 percent sales tax is
applied to all commodities, including inputs to goods
produced for export, making it harder for firms to sell
abroad at competitive prices. A process does exist for
refunding import tariffs on inputs to goods for export,
but it involves four forms, a letter, a permit, and two
separate committee reviews. Imports also face delays,
as all goods must go through multiple clearance, licens-
ing, and inspection procedures that impose a cost esti-
mated as equal to an extra 15 percent tariff. Each
Egyptian customs official clears an average of $600,000

worth of imports a year; in Singapore the average is
$666 million a year.®

The government has begun to reduce bureaucratic
delays and charges and lower transportation costs.” But
further reform remains essential. For example, the cus-
toms system could be improved in a number of ways,
including the following: bringing in international in-
spection firms; accepting valuations of imports based
on invoices, rather than having the customs service
value items; focusing tests of imported goods on safety,
which is a legitimate concern, not on quality, which can
be better judged by the ultimate buyer; and accepting
international standards of certification.

Local transportation networks also have to be
strengthened. Private competition should be intro-
duced in port handling, a move that has reduced ship-
ping charges by as much as 50 percent in Mexico and
Chile. The build-operate-transfer contract offered to
the private sector for the expansion of the Cairo inland
port of Athr al-Nabi and the construction of two new
specialized ports are encouraging steps in this direction.
New projects are on the drawing board to improve road
transportation, including an upgrade of the Mediter-
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ranean coastal road as part of the North African coastal
road (which will eventually link with Europe’s road net-
work via the Gibraltar crossing). A 113-kilometer
Greater Cairo Ring Road is also under construction,
but there is still much room for improvement, as the
high incidence of traffic fatalities indicates—44 deaths
per 100,000 kilometers driven.

Nontrade constraints on foreign direct investment
will also have to be eased. At the moment, entry into a
market requires government approval. Moreover, re-
strictive labor laws make exit expensive, which discour-
ages firms from entering markets in the first place. Sur-
veys of firms suggest that about 30 percent of managers’
time is devoted to coping with regulatory demands. Re-
moving these regulatory impediments, especially those
that discriminate against foreign investors, is crucial if
a country is to increase investment rates, as chapters 3
and 6 emphasize.

Further trade reform

In Egypt dissatisfaction with export performance has led
to renewed interest in trade reform. But entry into some
form of preferential agreement with the EU requires
careful assessment. As noted earlier, Egyptian exporters
have had duty-free access to EU markets for industrial
goods since the 1970s. Egypt is currently negotiating
a European-Mediterranean Agreement with the EU that
would seek to liberalize trade in other ways. However,
there are different types of preferential agreements with
the EU, not all of which would benefit Egypt.

A first option is for Egypt and the EU to eliminate
their tariffs on imports of goods from one another.
Such an agreement could lead Egyptian importers to
shift their purchases away from the most efficient for-
eign supplier to EU firms whose cost of supplying the
Egyptian market is artificially lowered because they pay
no tariffs. Indeed, one analysis suggests that such an
agreement could actually reduce Egyptian welfare by
the equivalent of 0.2 percent of GDP. In contrast, full
unilateral elimination by Egypt of such tariff barriers
would benefit Egypt.® A preferential liberalization that
is confined to tariffs on goods offers little to develop-
ing countries, especially when compared with unilat-
eral elimination of tariffs on goods trade.

However, a preferential trade agreement that includes
liberalization in goods, harmonization of standards, and
greater access to service markets can offer substantial
benefits to developing countries such as Egypt. As ser-
vices are used extensively as inputs in the export sector,

measures taken to enhance competition in the service
sector, such as permitting foreign direct investment, can
improve the productivity of many industries further
down the stream of production. Furthermore, to the ex-
tent that such an agreement reduces regulatory barriers
to Egyptian exports (because those exports now comply
with EU health, safety, and product standards), the ben-
efits could be as much as 1.8 percent of Egyptian GDP?
Even further gains will accrue to Egypt if enhanced for-
eign investment enables its firms to fuse into the global
production networks of European firms.

Only a comprehensive trade reform agenda that tack-
les red tape and brings down barriers to trade and invest-
ments in goods and services will benefit Egypt. A broad
preferential trade agreement with the EU would enable
Egypt to harmonize its domestic regulations with those
of its major trading partner. But such an agreement is
no substitute for Egypt’s full participation in the forth-
coming Millennium Round of World Trade Organiza-
tion (WTO) negotiations, which holds out the promise
of multilateral reform in services and agriculture.

Reforming weak banking systems: Hungary

The many banking crises in developing countries over
the last several decades—with their deleterious conse-
quences for poverty reduction, social stability, and
growth—illustrate the importance of a sound regula-
tory framework for banks. The need becomes all the
greater as capital flows move freely across national bor-
ders and as the number and complexity of financial in-
struments available to banks expand. Making progress
toward a strong independent bank regulatory regime,
as described in chapter 3, should be a primary concern
for policymakers in developing countries. Hungary’s
progress points to several lessons of wider applicabil-
ity—and to the challenges facing countries that have
inherited state-run banking systems with substantial
bad debts (box 8.3).

In the last 10 years Hungary has dramatically trans-
formed its banking sector. Once dominated by insol-
vent government-owned institutions, the sector now
has many privately owned banks and is oriented toward
serving a market economy. Hungary made this trans-
formation as part of a radical restructuring of the econ-
omy aimed at replacing socialist principles with a pri-
vate market system.

Hungary’s experience illustrates three recommenda-
tions from chapter 3. First, it demonstrates the need to
strengthen bank supervision and to insulate it from gov-
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Hungary at a glance
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Upper- Exports and imports
Europe and middle- (millions of U.S. dollars)
Central income 25000 7 Exports
Poverty and social indicators? Hungary Asia countries 20,000 ¥ Imports
GNP per capita (U.S. dollars)® 4,430 2,320 4,520 15,000
Poverty (percentage of population 10,000
below $1 per day) 25 o
Urban population
(percentage of total population) 66 67 73 0 1991 1992 1993 1994 1995 1996 1997
Life expectancy at birth (years) 70 69 70
Key economic ratios 1976 1986 1996 1997
Gross domestic
investment/GDP 828 26.9 26.8
Exports of goods and
services/GDP 38.8 39.6 38.9
Gross domestic savings/GDP 31.8 255 25.7
1976-86 1987-97 1996 1997 1998-2002
Average annual
GDP growth 2.4 -0.8 1.3 4.4 512

. .Not available.

a. Data shown are from the latest available year within the range 1991-97. GNP per capita figures are from 1997.

b. Calculated using World Bank Atlas method.
Source: World Bank, World Development Indicators, 1999.

ernment interference. The inability of Hungarian bank-
ing supervisors to take early action against banks with
deteriorating loan portfolios worsened the country’s
banking difficulties. Second, Hungary’s experience sup-
ports the case for complementing regulatory reforms
with private sector monitoring of banks. Hungary
strengthened its monitoring capabilities by reforming
the public deposit insurance scheme, improving corpo-
rate governance of banks, and mandating the issue of
subordinated debt. Third, Hungary’s experience demon-
strates that foreign participation in national banking
systems need not wait until domestic banks have been
strengthened. A recent analysis has suggested that for-
eign participation in transition economies’ banking sys-
tems has tended to improve their performance.!

Initial reforms

When the Berlin Wall fell in 1989, Hungary was
slightly more advanced in banking reform than its East
European neighbors. But the government still faced
many of the same problems as they did. Most of the
banking sector was in public hands, and its assets were
dominated by directed loans to state enterprises.'! As a

result of the breakup of the Council of Mutual Eco-
nomic Assistance (COMECON) and the collapse of
the Soviet Union, Hungarian firms lost 60 percent of
their export market. Many enterprises were unable to
adjust to the competitive pressure of a liberalized im-
port regime, which pitted them against both domestic
and foreign firms. As a result, enterprise arrears to
banks skyrocketed, endangering the banking system.

Hungary’s early attempts at bank reform were tenta-
tive.!? The government began by creating a two-tier
structure in 1987, shifting the corporate banking busi-
ness of the National Bank of Hungary to three newly
formed commercial banks. The number of banks (ex-
cluding deposit associations and innovation funds) ex-
panded from 8 in 1986 to 30 in 1990 as a result of new
entry and the conversion of small, specialized financial
institutions into commercial banks. The market share
of the four largest commercial banks fell from 58 to
48 percent between 1987 and 1990. But large institu-
tions continued to dominate the banking sector. To-
gether with the government-owned national savings
bank, the five largest banks accounted for 82 percent
of total assets in 1990.



162 WORLD DEVELOPMENT REPORT 1999/2000

In 1991 the government introduced a new regula-
tory framework based on market-oriented principles.'?
The 1991 banking act introduced prudential concepts,
Bank for International Settlements (BIS) regulations on
provisioning, and limits on exposure. The accounting
act introduced international accounting standards. The
new bankruptcy code prohibited banks from simply
rolling over unpaid loans at maturity and forced them
to provision fully for their losses.

While these reforms were enacted, they were not al-
ways enforced. Nor did they address the immediate
problem of bank insolvency. Government-owned banks
were burdened by nonperforming loans, including many
inherited from the former regime and some more re-
cent loans to state-owned enterprises. Under the terms
of two workout programs in 1991-92, the government
took over about $1 billion, or 90 percent, of the banks’
nonperforming debt.

Unfortunately, this debr relief was provided uncondi-
tionally. Banks receiving funds were not forced to mod-
ernize, the same managers remained in place, and regu-
lations were not enforced. As a result, bank managers
continued to believe that the government was ready to
provide unconditional relief to any bank in trouble. Not
surprisingly, poor lending practices continued.

In 1994 the government decided to go one step fur-
ther and privatize the banks. To make the banks salable,
it had to inject about 9 percent of GDP into the bank-
ing system. Banks were recapitalized to meet BIS stan-
dards by the end of 1995. In each troubled bank, loans
were separated so that a core bank with a solid portfolio
could be readied for privatization. Unlike the bailouts
0f 1991 and 1992, this plan stipulated that banks re-
ceiving state funds modernize their systems of control
and operation, replenish the funds they held in liquid
form against the risk of loan defaults, and adopt best
practices in loan appraisal, risk assessment, and asset
clarification. In some cases senior bank managers were
replaced.

When privatization started in 1994, foreign banks
purchased many Hungarian banks. Between 1994 and
1998 foreign ownership in Hungary’s banking sector
increased from 15 to 60 percent, while direct state own-
ership of the sector fell from 67 to 20 percent. Privati-
zation appeared to have the desired effect on bank per-
formance. MKB, the first large bank to be privatized,
saw its income triple, the number of branches double,
and its staff shrink from 1,800 to 1,240. Returns on
bank assets increased from 0.5 to 1.0 percent in

1994-98, and doubtful loans as a proportion of assets
dropped from 20 to 3 percent in 1993-97. Margins on
loans also began to fall with increased competition—
from 7 to 5 percent in 1998.

But Hungary’s banking system faces continuing
challenges. For example, problems remain in enforcing
regulations on domestically owned banks. Two such
banks failed in 1998. One was the second biggest in
Hungary; it appears that its management was largely
unconstrained by a dispersed local ownership, believed
that it was too big for government to allow it to fail,
and so lent recklessly. Regulators were slow to act, de-
spite a bank run in February 1997. Rather than force
prompt corrective action, the government provided
cash infusions and suspended capital requirements.
Only in June 1998 was the management replaced and
in-depth restructuring begun.

Future reforms

This episode, in which it took more than a year after a
bank run to restructure a bank, originated in part in
legal impediments on the power of the supervisory au-
thorities. The Basle Accords core principles suggest that
banking supervisors should have the legal authority to
issue and enforce the regulations necessary to maintain
the soundness of the banking system. But in Hungary
the Ministry of Finance—rather than banking supervi-
sors—had exclusive power to issue regulations. More-
over, the supervisory authority appeared constrained in
its ability to take appropriate disciplinary actions. Be-
cause under current law disciplinary measures can only
be taken on the basis of audited accounts, Hungary’s
bank supervisors could not respond quickly to regula-
tory infractions.

Strengthening the hand of banking supervisors will
help the stability of the banking system, but traditional
bank regulation may be insufficient by itself to forestall
excessive risk-taking by banks. As discussed in chapter
3, countries should consider how to complement gov-
ernment regulation by stimulating private sector moni-
toring of banks, through such steps as improving the
corporate governance of banks and mandating the issue
of subordinated debt. '

If Hungary can take further steps to reduce regula-
tory forbearance and build a greater role for private sec-
tor monitoring of banks, then the country will be well
on its way to cultivating a first-class banking system. At
a fundamental level, Hungary has looked outward to
find solutions to its banking problems. It has recog-



nized the value of adopting and enforcing international
banking standards, while increasingly resisting bank
bailouts to politically connected insiders.

The Hungarian experience offers pointers for other
transition countries, especially in Eastern Europe. Given
the central role that banks play in transforming both do-
mestic and international flows of savings into growth-
enhancing investments, the payoff to a sound banking
system will reach far beyond minimizing the risk and
costs of banking crises.

Macromanagement under fiscal
decentralization: Brazil

In the early decades of the 21st century, demands for
greater local political autonomy will mold the political
structures of developing countries. Policymakers will
have to manage the process of reallocating rights and
obligations to different tiers of government. Brazil’s ex-
perience with decentralization, which resulted in a se-
ries of intergovernmental fiscal crises, highlights the dif-
ficulty of managing the politics of fiscal decentralization
in a period of democratic and economic transition. It
also confirms three of chapter 5’s policy recommenda-

Box 8.4
Brazil at a glance
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tions: first, that the decentralization of revenues match
the decentralization of expenditures; second, that cen-
tral governments maintain a hard budget constraint in
their dealings with subnational governments; and third,
that constitutional mandates, particularly electoral
rules, be in place so that the first two measures can be

enforced (box 8.4).

Formal decentralization

In 1988 Brazil’s first postmilitary constitution sought
to decentralize political power. Power at the federal
level is now divided among the executive, legislative,
and judicial branches. The president, who heads the ex-
ecutive branch, is elected by direct popular vote for a
four-year term. Congress has two houses—the Cham-
ber of Deputies, in which each state receives a certain
number of seats according to its population, and the
Senate, in which each state has three senators.

In principle, the constitution gives the president
considerable powers over the legislature. The president
has the exclusive right to initiate legislation in some
policy areas, including those that create jobs or increase
salaries in many parts of the public sector. The presi-

Latin Upper- Exports and imports
America middle- (millions of U.S. dollars)
and the income 2200 B[EXROITS
Poverty and social indicators?® Brazil Caribbean countries B Imports
GNP per capita (U.S. dollars)® 4,720 3,880 4,520 50,000
Poverty (percentage of population
below $1 per day) 17 25,000
Urban population 0
(percentage of total population) 80 74 73 1991 1992 1993 1994 1995 1996 1997
Life expectancy at birth (years) 67 70 70
Key economic ratios 1976 1986 1996 1997
Gross domestic
investment/GDP 23.1 19.1 20.7 22.8
Exports of goods and
services/GDP 7.0 8.8 7.1 6.2
Gross domestic savings/GDP 20.7 21.6 18.6 20.6
1976-86 1987-97 1996 1997 1998-2002
Average annual
GDP growth 2.9 1.9 2.8 3.2 &b

. .Not available.

a. Data shown are from the latest available year within the range 1991-97. GNP per capita figures are from 1997.

b. Calculated using World Bank Atlas method.
Source: World Bank, World Development Indicators, 1999.




164 WORLD DEVELOPMENT REPORT 1999/2000

dent alone prepares the annual budget and must seek
congressional approval for it. The Congress is restricted
in the kinds of amendments it can propose to the bud-
get, and it cannot initiate programs or projects not in-
cluded in the president’s budget.!

In practice the president’s power is circumscribed by
the difficulty of marshaling support in a political sys-
tem with so many parties (15 are represented in the
Congress) and weak party discipline at the national
level. The electoral system, and particularly propor-
tional representation, are partly responsible for this
multiplicity of parties. Candidates for the Chamber of
Deputies run at large in each state rather than facing
off in single-seat districts, so small parties must scour
an entire state to obtain enough votes to win a seat or
two. Strong state loyalties lead politicians to form al-
liances in support of projects that will benefit their own
state, regardless of their party. Sitting state governors
command the loyalty of federal deputies, since the gov-
ernor’s support is more useful in their campaigns than
the president’s. Because of their influence over deputies
and senators in their party, state governors can thwart
or propel presidential designs.!®

The constitution sets up a three-tier governmental
structure consisting of the federal government, 26 states
(plus a federal district with the status of a state), and
about 5,500 municipalities. States elect their governors
directly and have unicameral legislatures, with the mem-
bers elected at large by proportional representation. This
structure is repeated at the municipal level, with may-
ors elected directly and municipal councillors elected at
large. The constitution gives subnational governments
broad but vaguely defined powers and creates no real
boundary between them. It grants states “all powers not
otherwise prohibited to them by the constitution” and
municipalities “the power to provide services of local in-
terest.” Since the constitution makes the municipal au-
thorities the third tier of government, states have no
power over the actions of the municipalities within their
jurisdictions.

Although the constitution is vague about the divi-
sion of responsibilities among levels of government, it
divides up revenues very explicitly. It assigns specific tax
bases to each level of government and creates a system
of tax sharing that substantially redistributes revenue
among both the levels of government and the regions.!”
The tax-sharing system has two major components.
The first consists of fixed shares of the federal govern-
ment’s two principal taxes—the income tax and the in-
dustrial products tax—which are distributed according

to a set formula to states and municipal governments.
The second involves the state value added tax (VAT),
which state governments must share with the munici-
palities in their jurisdictions. Consequently, the munic-
ipal share of net tax revenues after transfers increased
by roughly 40 percent in six years, rising from 12 per-
cent in 1987 to 17 percent in 1992.18

Although the 1988 constitution emphasizes decen-
tralization, it does strengthen the central government’s
control in one essential area: personnel. It defines the
rights of public sector employees at all three levels of
government and provides employees with job and
salary security. Governments cannot dismiss redundant
civil servants or reduce nominal salaries. The constitu-
tion also gives public employees generous pension
rights, which have been a factor in subsequent fiscal
crises, since labor costs are a significant share of subna-
tional expenditures.!” These controls exemplify the
problem of overregulating subnational governments de-
scribed in chapter 5.

State borrowing and the debt crisis

Decentralization in Brazil has resulted in a prolonged
macroeconomic crisis sparked by the growing indebt-
edness of the states.”? While the new constitution gives
the national Senate the power to deny all subnational
proposals for borrowing, the Senate has rarely done so.
As a result, states and municipalities continue to bor-
row from a wide variety of sources. They have issued
bonds on the domestic market and have borrowed from
domestic private commercial banks and various federal
intermediaries, including the federal housing and sav-
ings bank and the federal development bank. All but
two of the 26 states own commercial banks from which
they have occasionally borrowed. More frequently, they
have forced these banks to lend to favored clients. States
have also borrowed abroad, both from multilateral
agencies (which demand federal guarantees) and from
private lenders (which do not).

The debt crisis unfolded in three acts. The opening
act was a legacy of the international debt crisis of the
1980s, when states—along with the federal govern-
ment—ceased servicing their debt to foreign creditors.
Once the government and creditors at the national level
had reached an agreement, the federal government tried
to induce the states to resume servicing their debt. In
1989 the federal government agreed to transform the
accumulated arrears and remaining principal into a sin-
gle debt to the federal treasury, rescheduling $19 bil-

lion on these terms.2!



The second act, which began in the late 1980s, in-
volved the states’ debts to federal financial institutions.
It was resolved by rescheduling roughly $28 billion in
loans and transferring them to the federal treasury. But
the federal government wrote an escape clause into the
agreement. If the ratio of states’ debt-servicing costs to
their revenues rises above a threshold fixed by the Sen-
ate, the excess can be deferred and capitalized into the
outstanding stock of debt. By rescheduling the princi-
pal and placing a ceiling on debt-servicing costs, these
agreements considerably reduced the states’ immediate
burden. But the escape clause also made it seem that
the federal government was prepared to provide debt
relief to any state that required it.

The third act began in the early 1990s and revolved
around defaults on state domestic bonds. Four large
states do the most financing through bonds: Sao Paulo,
Rio de Janeiro, Minas Gerais, and Rio Grande do Sul.
Traditionally, the states’ commercial banks underwrite
these bonds, which are ultimately sold to private banks
and investors. They generally have a five-year maturity
date, with interest due then. Ironically, the bond crisis
was precipitated by the considerable success of the gov-
ernment’s stabilization plan, the Plano Real. The plan
dramatically reduced inflation, so states could no longer
count on inflation to reduce real salaries and pensions
over time.?% As a result, state governments soon found
themselves with payrolls equal to 80 or 90 percent of
their revenues.

As state finances became more precarious, private
banks began increasing their interest rates and shorten-
ing the length of time they would hold bonds. Ulti-
mately, private banks declined to hold state debt at any
price. The states found themselves unable either to pay
or to reschedule their debts and sought relief from the
federal government, which authorized them to ex-
change their bonds for more readily marketable federal
bonds. But with the interest rate on federal bonds hov-
ering at 25-30 percent in real terms, the stock of bond
debt exploded by $12 billion in 1995 and by another
$10.7 billion in 1996. At the end of 1996 the stock of
state (and municipal) bond debt stood at $52 billion.
The heavy interest obligations on this growing stock of
debt, combined with the states’ inability to reduce per-
sonnel costs or raise revenues, has resulted in growing
state and municipal deficits. From a surplus of 0.7 per-
cent of GDP in 1992, the operational balance of state
and municipal governments fell to a deficit of 2.3 per-
cent of GDP in 1997—52 percent higher than the fed-
eral government deficit.
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Negotiations to resolve the debt situation began in
mid-1995 with three parties: the federal Congress, the
president and his economic team, and the states. But
not until December 1997 did the first major debtor
state, S2o Paulo, sign a binding agreement with the fed-
eral government. The other major debtor states fol-
lowed over the next nine months. In general, the agree-
ments followed the pattern of the two previous debt
agreements. Debt was rescheduled rather than written
off, and a debt service ceiling was imposed above which
costs could be capitalized into the stock of debt. The
main innovation of the new debt agreements is a large
interest rate subsidy. Rather than requiring subnational
governments to pay the existing interest rate on federal
bonds, the federal government agreed to impose a fixed
real interest rate of 6 percent.

With each debt workout, the federal government has
tried to tighten the regulations on state borrowing.
States benefiting from debt rescheduling are required
to permit the federal government to deduct debt ser-
vice from intergovernmental transfers. New federal
lending to states currently in default is prohibited. The
constitution has been amended to prohibit the issue of
new state bonds until 2000, and the central bank does
not allow private banks to increase their holdings of
state debt. These federal regulations have not been
enough to forestall the most recent act of the debt cri-
sis that started in 1999, since most of the recent growth
in debt stems not from new borrowing but from the
capitalization of interest on existing debt.

The macroeconomic effects of the rescheduling
agreements have been limited. Although the agree-
ments lowered the interest rates the states pay, the fed-
eral government continued to be the states” creditor and
to pay the actual cost of borrowing funds. The interest
rate paid by the public sector as a whole has not de-
clined. The terms of the agreements, moreover, have
not been enough to forestall the capitalization of inter-
est on debt owed to the federal government. State debt
has continued to grow, so the agreements have not re-
duced the aggregate interest costs paid by the public
sector. They have merely shifted more of the interest
costs to the federal treasury.

What can be done?

Some aspects of the solution to this financial and inter-
governmental crisis are not hard to identify. Initially,
the federal government must address the underlying
source of the debt crisis by finding a way to control per-
sonnel costs, which consume 80-90 percent of current
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revenues. Reducing these costs will require eliminating
the controls on state personnel policies mandated in the
1988 constitution, so that states can dismiss redundant
staff, negotiate salary reductions, adopt stricter criteria
for retirement, and reduce pension benefits.

The government must also act to eliminate the ex-
pectation of federal bailouts. The first bailout signaled
states and their lenders that the federal government was
ready to step in to rescue debt-ridden local govern-
ments. While some lenders may actually have believed
their borrowers were creditworthy, they also believed
that the federal government would make good on state
obligations if the stability of the financial system were
threatened or a breakdown of services in a major state
loomed. This implicit federal guarantee permitted
states to continue to borrow well past the point at
which they had the means to service their debts.

The current federal regulations to limit subnational
borrowing are clearly not sufficient to counteract this
expectation. But the states cannot borrow unless some-
one is willing to lend to them. If private lenders are con-
vinced that the federal government will not bail out de-
faulting states, the lenders themselves will act as a source
of restraint.”? Convincing lenders that no federal bailout
will be forthcoming requires more than a statement
of intent, particularly given Brazil’s recent history of
bailouts. The federal government needs to demonstrate
its commitment by allowing a state government to de-
fault and leaving the lender and the state to work out a
settlement. Once private lenders are persuaded that fi-
nancing subnational governments carries real risks, they
are likely to restrain their lending despite the supplica-
tions of state governors. Establishing a constitutional re-
straint on the federal governments ability to lend to the
states will enhance the credibility of this policy.?4

Softening federal mandates on subnational person-
nel policies and hardening the budget constraint on sub-
national borrowing will help to forestall future debt
crises. But ultimately, sustainable reform requires chang-
ing the political circumstances that gave rise to these
policies. The distribution of power between the presi-
dent and the legislature needs to be reexamined, along
with the electoral rules that result in such a high degree
of party fragmentation and lack of discipline. Several
measures discussed in chapter 5 are especially relevant
to the Brazilian case. To make it harder for interest
groups from the states to conspire against the whole, the
office of the president must be strengthened, perhaps by
requiring a supermajority to override a presidential veto.

Since the height of the debt crisis, Brazil has taken
several positive steps. In 1998 the Congress approved a
constitutional amendment that would allow states to dis-
miss staff (provided their personnel spending exceeded a
certain percentage of state revenues). In 1999 the gov-
ernment responded to one state’s much-publicized de-
fault on rescheduled debt by exercising its new authority
to deduct the overdue debt service from federal-to-state
transfers. Later in the year the Congress opened debate
on a proposal to change the electoral rules for the lower
house, replacing the current system of proportional rep-
resentation with one in which half the seats would be
filled from single-seat electoral districts. The first two of
these actions will go a long way toward providing states
with the means and incentive to respond to fiscal pres-
sures without resorting to default. The third, if it func-
tions as its advocates anticipate, may reduce party frag-
mentation and strengthen the government’s ability to
resist appeals for bailouts.

Improving urban living conditions: Karachi

The explosive growth of urban populations in develop-
ing countries will challenge the capacity of society to im-
prove urban living conditions. This case study suggests
how the recommendations of chapter 7 concerning the
provision of municipal services can be translated into ac-
tion in Karachi, Pakistan’s major metropolis.?> Karachi
is representative of many large cities in developing coun-
tries where the public sector has had difficulty coping
with rapid urban growth. It shares many characteristics
with Bombay, Istanbul, Jakarta, and Lagos, though the
reasons for the difficulties in providing services differ
from city to city. As chapter 7 recommends, in Karachi
the public sector needs to tap the knowledge and dy-
namism of the rest of society through partnerships with
private enterprise, community groups, and nongovern-
mental organizations (NGOs). With their support, the
public sector can focus on those services only it can pro-
vide, including land titling, appropriate building and
development regulation, and trunk infrastructure for
water, sewerage, and roads.

Karachi today

Karachi’s 11 million people account for around 8 per-
cent of Pakistan’s total population and a quarter of its
urban population (box 8.5). The city grew rapidly after
the massive migration that followed the partition of
British India in 1947, putting severe stress on the hous-
ing market.”® The public sector, which owned most of



Box 8.5
Pakistan at a glance
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Low- Exports and imports
South income (millions of U.S. dollars)
Poverty and social indicators? Pakistan Asia countries [oCO e Exports
GNP per capita (U.S. dollars)® 490 390 350 B Imports
Poverty (percentage of population e
below $1 per day) 34
Urban population 200
(percentage of total population) 85 27 28
Life expectancy at birth (years) 64 62 59 0 1991 1992 1993 1994 1995 1996 1997
Key economic ratios 1976 1986 1996 1997
Gross domestic
investment/GDP 17.2 18.8 18.7 17.4
Exports of goods and
services/GDP 10.7 12.3 16.5 16.2
Gross domestic savings/GDP 7.9 10.9 14.2 12.4
1976-86 1987-97 1996 1997 1998-2002
Average annual
GDP growth 6.8 4.7 4.7 -0.4 5.8

. .Not available.

a. Data shown are from the latest available year within the range 1991-97. GNP per capita figures are from 1997.

b. Calculated using World Bank Atlas method.
Source: World Bank, World Development Indicators, 1999.

the land in and around Karachi, reserved for itself the
dominant role in land development. Regulations on
land development drove up the cost of new housing by
mandating large plot sizes, making generous allocations
for rights-of-way, setting high on-site infrastructure
standards, and mandating costly building materials.
This excessive regulation priced most households out of
the market. Delays in extending trunk infrastructure—
roads, piped water, and sewerage—limited the supply
of land with access to those services and raised still fur-
ther the prices of plots that already had them. These
constraints on the supply of housing interacted with
constraints on demand, especially the inability of low-
and middle-income households to obtain mortgage fi-
nancing. The result has been an informal, unplanned,
and unregulated system of housing development.

From 1970 to 1985 the informal sector managed an
estimated 33 percent of all residential land conversion
and development in the metropolitan region and met
more than 50 percent of the city’s housing needs. Al-
though Karachi needs an estimated 80,000 housing
units each year, between 1987 and 1992 an average of
only 26,700 building permits were issued yearly. The
informal sector created about 28,000 units each year in

unplanned settlements termed katchi abadis, in which
half the city’s people now live. The population of katchi
abadis has grown at an annual rate of 9 percent, nearly
twice the city’s overall population growth rate of 4.8
percent. Densification of existing housing in inner-city
areas and illegal construction in the suburbs have met
the rest of the housing gap.

A supporting industry has emerged in connection
with katchi abadis. Unregulated land developers obtain
land—often in collusion with government develop-
ment authorities—and divide it into plots that are sold
to individual households. Such middlemen illegally ac-
quire at least 1,000 acres of state land every year in
Karachi and use it for informal housing. Water distri-
bution is controlled by the so-called “water mafia,”
which takes water from various water hydrants and dis-
tributes it by truck. Even high-income areas regularly
have water delivered by tankers. A 1,200-gallon tank
sells for Rs. 200 ($3.40), and the price per unit in-
creases for water sold in smaller quantities to house-
holds unable to afford the money or storage space for
larger amounts. Over time, low-income neighborhoods
acquire trunk water connections by lobbying their rep-
resentatives on the municipal council or by collecting
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money and bribing public officials. Alternatively, the
supply can be arranged by the land developers, who
create illegal connections to the public piped network.
Communities often collect money and lay internal
water supply networks at their own cost.

Katchi abadis also arrange their own wastewater dis-
posal. A survey of 136 katchi abadis in Karachi com-
prising 79,426 houses and 8,479 lanes shows that these
communities have laid sewer lines in 82 percent of the
lanes at an estimated investment of Rs. 200 million
($3.4 million). In Orangi township, 88,211 houses in
5,856 lanes have built their latrines, lane sewers, and
over 400 collector sewers with an investment of Rs. 74
million ($1.5 million). At public sector rates, this con-
struction might well have cost nearly 10 times as much.

A massive informal sector is far from the optimal ap-
proach to housing shortages. Because households ob-
tain their land through irregular channels, they do not
own their primary asset and cannot use it as collateral
to finance housing construction. The insecurity of their
property rights undermines what should be a natural
incentive to invest in property and infrastructure.
Economies of scale do not exist for the delivery of es-
sential services because services are provided piecemeal
(and sometimes illegally). Facilities are often of ques-
tionable quality because the informal sector does not
have the necessary technical capacity. And the illegal
dumping of wastes and inadequate treatment of sewage
lead to increasingly dangerous health conditions. Sew-
age remains a particular problem in the informal set-
tlements, which often discharge it into open natural
drains. Community-built sewerage systems are seldom
integrated into official sewerage system plans. If they
were, the costs would be dramatically reduced, the proj-
ects would be completed in a fraction of the time it
takes to complete them now, and the poor, not the con-
tractors, would be the beneficiaries.

Governments have so far been indifferent, if not hos-
tile, to the katchi abadis even though they house half
the city’s population. The rationale is that katchi abadis
are a transitory phenomenon. Formal plans and projects
ignore the existing investment in these communities on
the assumption that the government will ultimately
provide high-quality standard solutions. Community-
based organizations and NGOs have pressed for a
change in policy, but official responsibility for housing
is fragmented among overlapping city, provincial, and
federal agencies, making concrete action difficult.?”

The path to reform

What institutional changes and arrangements would
yield the most favorable outcomes, given Karachi’s con-
dition today? As a key first step, the government needs
to recognize that what exists on the ground is not a tem-
porary situation, but a reality. The katchi abadis repre-
sent the starting point for thinking about Karachi’s fu-
ture. These vast community investments in housing and
infrastructure are part of the city’s future, and wiping
them out in order to start again from scratch is simply
not feasible. Thus, any housing plan the government
puts forward must take the informal communities into
account.

The government must also nurture—and ultimately
institutionalize—positive interactions among govern-
ment agencies, interest groups (formal and informal),
and communities. Currently, there is little trust among
the various actors in the housing drama, especially be-
tween the government and organizations representing
low-income households. These groups have the most ac-
curate knowledge of housing conditions and are well
positioned to articulate residents’ needs. Working with
them will help ensure that housing priorities are met,
but the groups need access to good information if they
are to function effectively. An additional method of
reestablishing trust is to rationalize the overlapping re-
sponsibilities of municipal, provincial, and federal agen-
cies in order to strengthen accountability at each level.

Opverregulation of the housing market has resulted
in Karachi’s current unworkable system of housing pro-
vision. This system needs to be replaced by one that in-
corporates legitimate private construction firms into
the market for low-income residents. Standards for sub-
dividing and building, for example, should be made
more realistic. While housing must meet public health
and safety requirements, it need not be so elaborate that
it unnecessarily raises the price of housing out of the
reach of low-income people.

The public sector, for its part, should confine its role
in the formal system of housing production to areas in
which it has a comparative advantage. The first of these
areas is property rights. The government should pursue
title adjudication and improve the administration of
property registration systems. The second area is trunk
infrastructure. Karachi needs new water and sewer lines
and trunk roads that will connect the tertiary networks
already existing in the katchi abadis to existing public
infrastructure. The third area is housing credit. The



government can improve housing prospects for low-
income residents by allowing them to apply for credit
collectively. Community groups able to make an accept-
able down payment on land can be an important source
of infrastructure development. Once they have acquired
title to the land, they can use this asset as collateral for
infrastructure loans.

These three measures can reduce the cost of new and
tenured housing with access to essential services. But the
government must also address the current problems of
the katchi abadis, possibly by adopting the model of de-
velopment offered by the Orangi Pilot Project described
in chapter 7.28 This model reduces the cost of internal
development to about 10 percent of conventional plan-
ning costs and makes maintenance and operation feasi-
ble. It is socially acceptable and can be upgraded over
time. The city can design future infrastructure that in-
corporates community-built facilities into the overall
network. It can also provide technical advice to the
informal contractors, perhaps through certification
processes to upgrade their skills.

For water supply, the government could consider
formalizing the de facto privatization that has already
occurred. Rather than attempting to extend its water
networks into informal settlements, the Karachi water
authority might be better off considering competitive
wholesale water concessions. Paraguay’s experience
shows that when small private providers are allowed to
operate competitively in a stable environment, truckers
will eventually find it in their economic interest to
progress to piped distribution (chapter 7). In the mean-
time, however, private providers can better tailor their
services to the socioeconomic and physical characteris-
tics of the neighborhoods they serve.

Over time, these measures can transform Karachi’s
housing market. As the cost of formal housing declines,
the proportion of households relying on the informal
system of housing production will fall. And as govern-
ments take a more supportive approach to katchi
abadis, the number of households lacking secure tenure
and trunk infrastructure will decline as well.

Cultivating rural-urban synergies: Tanzania

Of all the developing regions, Sub-Saharan Africa has
registered the weakest overall growth in the last 15 years.
The area has become increasingly marginalized in the
global economy, and its debt burden as a share of GDP
is now the heaviest of any region. Sub-Saharan Africa is
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also experiencing the fastest increase in its urban popu-
lation. The prognosis for the continent, having bright-
ened briefly in 1995-97, once again looks uncertain,
however. For the typical, predominantly rural African
economy such as Tanzania, globalization and urbaniza-
tion open a small window of hope (box 8.6). How can
Tanzania exploit these forces to galvanize its rural econ-
omy and make it an engine of growth for a country
whose GDP is currently rising at 3—4 percent per year?

Initial conditions

Three-quarters of all Tanzanians live in rural areas, and
agriculture accounts for over 50 percent of the country’s
GDP. Most farming is traditional land-extensive, low-
input, subsistence agriculture. Agricultural production
has increased in recent years, largely because farmers are
cultivating more land (yields are low and have stagnated
for almost three decades). Manufacturing contributes a
bare 7 percent of GDD, a share that has declined over the
past two decades as tariff barriers have been removed and
the public sector has withdrawn from some loss-making
production activities. The main activities are food pro-
cessing, and manufacture of building materials and paper
and packaging, largely for the domestic market. Tanza-
nia’s exports consist of unprocessed agricultural products
and minerals and have diversified little since the mid-
1980s. Export crops, which are produced mostly by
smallholders, account for only around 8 percent of agri-
cultural production, although sales of cut flowers are
rising. Apart from these items and commodities like cof-
fee, tea, cashews, maize, cotton, and fish, the main for-
eign exchange earner is tourism, a signiﬁcant source of
income for the country. Over the medium term, exports
of gold could overshadow income from cash crops.

In 1998 Tanzania attracted $140 million a year in
foreign direct investment, as against $70 million in the
mid-1990s, most of it going into mining and the bal-
ance into infrastructure for tourism. The privatization
of banks and utilities is beginning to draw funds into
some other sectors, such as telecommunications. Do-
mestic savings and public sector resource mobilization
are modest, as they are in most African countries. But
investment, financed in part by international aid, is
fairly high relative to GDP.

Tanzania’s urban population is growing at about 5
percent annually—a rapid but not unusual rate, given
the country’s relatively low level of urbanization (figure
8.1). The six largest cities generate over one-third of
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Box 8.6
Tanzania at a glance

Sub- Low- Exports and imports
Saharan income (millions of U.S. dollars)
Poverty and social indicators® Tanzania Africa countries 25500 7 g Exports

GNP per capita (U.S. dollars)® 210 500 350 2,000 - B Imports
Poverty (percentage of population 1,500

below $1 pgrday) 51 6
Urban population

(percentage of total population) 24 32 28 200
Life expectancy at birth (years) 51 52 59 0 S

1991 1992 1993 1994 1995 1996 1997
Key economic ratios 1976 1986 1996 1997

Gross domestic

investment/GDP .. 22.0 18.0 19.5
Exports of goods and

services/GDP . 7.8 21.5 232
Gross domestic savings/GDP . 9.9 34 12.6

1976-86 1987-97 1996 1997 1998-2002

Average annual

GDP growth .. 2.9 4.1 81 515

.Not available.

a. Data shown are from the latest available year within the range 1991-97. GNP per capita figures are from 1997.

b. Calculated using World Bank Atlas method.
c. Import data for 1997 are not available.
Source: World Bank, World Development Indicators, 1999.

GDP, with Dar es Salaam accounting for 17 percent. If
Tanzania is to achieve and maintain growth rates of 7-8
percent over the next two decades (as it must to make
substantial progress against poverty), more growth must
come from its cities. However, given the preponderance
of the rural sector, overall economic performance will
depend upon the multiplying of rural-urban linkages,
the commercialization of agriculture, and the spread of
nonfarm activities. Currently, agricultural diversification
and productivity are at low levels, and nonfarm incomes
are below the average for the Sub-Saharan Africa region.
But such development is most likely to flourish in the
periurban areas and then spread to the hinterland, deriv-
ing impetus from markets and agglomeration economies
in cities.??

Urban-rural partnerships

How would an urban-rural partnership work? The ex-
perience of other low-income agricultural economies,
such as China, Indonesia, and Vietnam, suggests four
ways of improving the links between rural and urban
areas that can help raise rural productivity. These in-
clude employing new technical and organizational

knowledge, expanding access to markets for agricultural
produce, and harnessing new biological, chemical, and
mechanical inputs. Tanzania can adapt these approaches
by taking the following steps:

Step 1. Establish support networks that create trusting
relationships between urban businesses and periurban and
rural producers. With over 70 percent of its rural in-
come dependent on agriculture, Tanzania has great
scope for developing rural industry.® Furthermore,
with only one-third of agricultural output currently
marketed at all, rural-urban linkages have much to con-
tribute to agricultural development. Tanzanian farmers
lack information, infrastructure, transportation, and
credit because of the small size and subsistence orienta-
tion of farming activities.’! In rural areas that are rela-
tively close to cities, however, proximity to markets and
information can help overcome these problems. Mar-
ket transactions must operate against a backdrop of as-
surances that most of the time, obligations will be met,
bills will be paid, goods will be delivered, and trans-
actions costs will be manageable. Formal legal and in-
surance contracts are one mechanism for providing
these assurances. But ties of ethnicity, religion, and kin-



Figure 8.1
The population in Tanzania
is increasingly urbanized
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ship are a source of social capital and support flexible
production arrangements, subcontracting, and out-
sourcing schemes (see box 2). Such social networks
flourish in eastern Nigeria along an axis that includes
Aba, Nnewi, and Onitsha. In Nnewi, for example,
members of the Igbo community have established a
motor parts industry that relies on ethnic ties to reduce
transactions costs.>?

Intermediaries with strong rural connections, play a
large part in building such networks. Much depends on
periurban-urban social relationships and on the will-
ingness of urban business groups to reach out to the
surrounding rural areas.> In such cities as Arusha and
Moshi, an entrenched business elite—the Chaggas—
may already possess a local network, along with ade-
quate financing, that could serve as a basis for expan-
sion. Likewise, Asian communities in Dar es Salaam,
Lindi, and elsewhere could enlarge their marketing net-
works among the periurban villages. But a deepening
of formal institutions that safeguard rights would sup-
plement informal arrangements.

Step 2. Build infrastructure. A modern economy de-
pends on efficient surface transportation and telecom-
munications, which link rural producers, service pro-
viders such as freight transporters and marketing firms,
and urban businesses. In transportation, the govern-
ment’s imperative is to appreciably strengthen the road
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system. Good roads are particularly needed in the im-
mediate vicinity of the major urban areas in order to fa-
cilitate the integration of cities and the surrounding
countryside. Only 12 percent of Tanzania’s roads are in
good condition, with the rest imposing excess vehicle
operating costs equivalent to a third of export earnings
in 1990.%* The implications for the development of mar-
keted crops are severe: in the past, when rising prices
have resulted in a spurt in production, crops could not
be moved because of inadequate transportation. As a re-
sult, farmers had difficulties selling their produce, and
production quickly fell back again.?>

Improved transportation and communications are
important not only because they will strengthen ties
within Tanzania but also because they will link the
country more closely with the global economy. To
maintain close contact with foreign markets—and to
ship and receive goods on exacting schedules—Tanza-
nia’s businesses need a well-managed infrastructure that
keeps handling and user charges at seaports and airports
to a minimum.>® The same is true for international tele-
communications rates. For Tanzanian exporters to com-
pete effectively against suppliers in South Africa and
South Asia, the country’s infrastructure must deliver
comparable services and charge similar rates. This re-
quires the private sector to play a large role in building
and operating the transportation, communication, and
electricity infrastructure.

Step 3. Improve channels for agricultural and indus-
trial research and extension services to bring new technol-
ogy to the rural economy. The diffusion of technology, by
private businesses, government research institutes, and
the media, is vital to raising Tanzania’s agricultural pro-
ductivity, incomes, and demand for nonfarm products.
It can also nurture processing and industrial activities
in the belts around cities, where the potential returns
from these activities are highest and most visible.?”

Specialized agricultural extension services managed
from the top down have not worked well in East
Africa.’ But experience in other countries suggests that
extension services can be made more effective. They
must be client driven, customized to the needs of par-
ticular groups, and capable of delivering the newest
technologies.*” They must operate in areas with sound
infrastructure, especially roads and electricity, ready
access to modern agricultural inputs, and good market
access, for example, in the vicinity of cities. These
efforts must also be directed to those groups that are
most likely to be innovative—that is, to groups that
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have the educational level to exploit the opportunities
new technologies present.

Providing effective research and extension services
requires an understanding of the rural economy around
cities, where the incentive to innovate is greatest. The
services can then be oriented to the emerging periurban
commercial agriculture with industrial linkages and can
evolve with the changing economic environment. Try-
ing to provide such services everywhere in the country
will probably have a negligible payoff. But concentrat-
ing what capacity there is in areas where the scope for
rural-urban synergy is greatest might create the dynamic
clusters of growth that Tanzania so badly needs.

Step 4. Exploit the advantages of global business and in-
tellectual linkages. Tanzania does have an indigenous
business community connected to the Middle East,
Europe, and South Asia (see chapter 1). But a history of
government constraints on private sector activity has
channeled much of the energies of this community into
trade, wholesaling, and retailing activities.4® Whether
the objective is to encourage local businesses to expand
and diversify or to make Tanzania more attractive to for-
eign investors, effective constitutional and legal rules are
needed to safeguard property rights, enforce contracts,
and reduce state interference.! A free press can support
these legal measures by acting as an agent of restraint
and by helping enforce accountability of public as well
as private bodies. The basic framework exists in Tanza-
nia but lacks credibility in the eyes of investors, who re-
cently ranked Tanzania as one of the world’s most cor-
rupt countries.*?

The progressive lowering of trade barriers will im-
prove urban entrepreneurs’ access to the equipment, in-
puts, and technology they need to build competitive
business operations. But openness embraces more than
free trade. It also involves subscribing to rules govern-
ing commercial codes, contracts, and individual rights.
In this deeper sense, openness can reinforce the govern-
ment’s assurances to the business community on prop-
erty rights and contractual agreements. It can also stim-
ulate private domestic investment and increase the flow
of foreign direct investment in industry.*?

A secure and open business environment is likely to
lead to a reflux of skills from abroad and to generate the
incentives that encourage individuals to acquire tech-
nical expertise. Several East Asian economies, after ex-
periencing a brain drain from the 1960s through the
early 1980s, established open and flexible business en-
vironments that drew back many of those who had left.

The entrepreneurship, knowledge, and capital from
this reverse migration have helped these countries find
new overseas markets. But reverse migration is at best a
partial solution. Tanzania must expand its secondary
education facilities and rebuild its tertiary education
and research facilities. Tanzanian universities have been
drained of talent and barely partake in the international
commerce in ideas and research.** Strengthening the
scientific culture and the competitiveness of universi-
ties are necessary steps to rapid and sustainable devel-
opment in a globalizing environment where technol-
ogy is one of the principal drivers.*> For example, the
promise of transgenic technology to enhance the yield
and disease resistance of staple crops, such as maize, will
only be realized by building the research base and
biosafety regulatory capacity and by enforcing rules to
protect breeders’ rights. Without these, there is limited
prospect that the country will participate as an in-
formed stakeholder in the biotechnology business.*

Laying the foundation for this new strategy requires
political initiative. Tanzania’s leaders must change the
climate of opinion in the country, building a consen-
sus among local and foreign businesses and following
up their views with credible institutions. The govern-
ment can signal its commitment to change by more ac-
tively pursuing privatization and transparent reforms
in the banking industry.

Policies that support macroeconomic stability, liber-
alize the market, and build human capital should pro-
vide some of the conditions for future development
in Tanzania. But Tanzania must do more in order to
experience the kind of development that will substan-
tially reduce poverty. The government needs to estab-
lish strong political and legal institutions that reduce
the risk to local and foreign investors of doing business
in the country. It must also invest in urban and periur-
ban infrastructure, especially transportation and com-
munication. Finally, by fostering openness the govern-
ment can help create competitive markets, spread
knowledge, and build human capital.

The shifting development landscape at the dawn
of the 21st century

In 1990 many in the development community and
elsewhere expected the raw vitality of market capital-
ism to lift billions of people out of poverty into a new
era of sustainable development. These expectations
have not been borne out. Some nations have achieved
remarkable progress. But with nearly 1.5 billion people



living on less than $1 a day and more than 2 billion on
less than $2 a day, the task is very far from completed.

Development policy is being rethought. The World
Bank’s Comprehensive Development Framework
(CDEF), this report, and the 2000/2001 report on poverty
alleviation strive for better understanding of all aspects of
development—drawing from experience and the forces
that will shape the development landscape to provide
pointers for the future course of development policy.
This reexamination has been wide ranging. It suggests
that no one element of development is above all others;
no one future trend is all-encompassing; no one institu-
tional or policy initative is likely to be a panacea.

This report argues that two forces will significantly
alter the development landscape in the early decades of
the 21st century, with implications for how the devel-
opment agenda can be tackled, who the relevant actors
will be, and what forms their interactions are likely

to take:

B Globalization—the continued integration of the
world’s economies through expanding flows of goods,
services, capital, labor, and ideas and through collec-
tive action by countries to address global environ-
mental problems

B Localization—the increasing demands of local com-
munities for greater autonomy, which will be bol-
stered by the growing concentration of developing
countries” populations in urban centers.

These forces interact in many ways. The urban cen-
ters discussed in chapters 6 and 7 have much to gain
from the open world trading system of chapter 2 and
the global capital flows of chapter 3. Foreign direct in-
vestment (chapter 3) will play a significant role in pro-
viding the needed urban services (chapter 7). Many
more such connections have been drawn throughout the
report. These disparate yet interrelated forces pose many
challenges for the development process, each requiring
a different type of institutional and policy response.

Three central implications for development policy
First, these forces underscore the growing global in-
terdependence across space, time, and issues. The rapid
spread of financial contagion from East Asia to the
Russian Federation and Latin America in 1997-98
stands as a compelling testimonial to the growing in-
terdependencies that can undermine economic growth
and increase poverty.
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The recognition that the health of a country’s bank-
ing system can alter investor perceptions of the health
of neighboring countries’ banks has transformed the
calculus of international cooperation. Yet, as chapter 3
pointed out, merely adopting common banking stan-
dards without adequately enforcing them is unlikely to
restrain excessive risk-taking. Countries must not only
adopt sound banking standards but must also devise in-
stitutional structures to ensure that these standards are
enforced by insulating bank regulators from external
pressures. They also need to consider establishing a sys-
tem of regional surveillance of banking practices, as is
taking place in the Manila Framework.

Some of the starkest examples of growing interde-
pendencies appear in the discussion of the global com-
mons in chapter 4. Although slow progress has been
achieved in negotiating an agreement to substantially
reduce greenhouse gas emissions, the growing recogni-
tion of the linkages among international environmen-
tal problems suggests that better policies and new in-
stitutions will be needed.

A second outcome of the forces of globalization and
localization is a more crowded development scene. Nation-
states will less and less be the sole agents for develop-
ment. Instead, countries will increasingly act through
multinational agreements, and through their interac-
tions with multinational corporations, nongovernmen-
tal actors, and subnational entities, especially cities.
Institutions and norms will have to evolve to define re-
lations between these new actors and nation-states. This
will have implications for the way global accords are ne-
gotiated, for how governments within a country man-
age central-local relations, and for how enduring part-
nerships are established within cities.

In describing the challenge of localization, chapter 5
offers suggestions for avoiding the pitfalls highlighted in
the case study of Brazil. Chapter 7 points to the impor-
tant role partnerships play in revitalizing cities and im-
proving the quality of life for urban residents. Each of
these developments requires new institutions that will ac-
commodate the growing number of development actors.

Despite the new supranational and subnational chal-
lenges, governments will remain central players in the
development process. National governments may well
undertake fewer functions, ceding responsibility to
other entities. But they remain the linchpin that holds
the institutions of governance together. They alone can
define the constitutional rules within their borders and
shape their relations with each other.
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The greater mobility of capital and labor between
and within countries—and the potential competition
among national, subnational, and urban governments
for scarce resources—underlies the third implication of
these forces: the rewards for successful development strate-
gies, and the punishments for failure, are likely to be greater
and experienced more quickly than in the past. For exam-
ple, urban centers that provide stable property rights
and an environment conducive to the accumulation of
social and human capital can attract more foreign in-
vestment and more skilled migrants. The consequences
of delays and partial, half-hearted attempts at reform,
giving little thought to building long-term credibility,
will become apparent much more immediately than in
the past, as discussed in chapters 2, 3, and 6.

The central role of institutions

This report’s focus on the institutions of governance
does not diminish the key role government policymak-
ing plays in development. Fostering the administrative
and analytical capacity to formulate, innovate, and im-
plement policies will remain essential to promoting de-
velopment in the future.

However, government policies alone will not suffice.
Responding to these new forces of globalization and lo-
calization requires robust mediating institutions, espe-
cially when countries commit to take actions in a crisis,
separately or collectively. Institutions serve to balance
the diverse interests of society and to determine how the
forces of development distribute their benefits and ad-
vantages, and their costs and risks. Fortunately, devel-
oping countries do not need to create all of these insti-
tutional structures from scratch; in many cases, they can
build upon existing international agreements and inter-
nationally recognized standards. Countries can use the
procedures of the WTO to enhance the credibility of
their unilateral trade reforms by binding reforms into
their multilateral commitments, as discussed in chapter
2. By moving toward international banking standards,
as discussed in chapter 3 and in the case study of Hun-

gary in this chapter, developing countries can use pre-
existing and accepted global standards to guide and sup-
port the credibility of their reforms.

These institutions do not arise in a vacuum, and due
regard must be given to how rules are negotiated and
enforced. Whether the concern is global or local, far-
sighted policymakers have to induce the participation
of every actor with the capacity to enhance or reduce
the collective welfare. No doubt some government en-
tities will be tempted to “hold up” negotiations to press
for greater benefits from such agreements. However,
such tactics are likely to prove less and less successful:
growing interdependencies will create linkages across
issues, and pariahs will be shut out of the benefits of
cooperation on many fronts.

These institutions, once established, will evolve in
response to numerous factors: the changing needs of
members, technological advances, growing or receding
consensus among experts, and pressures from non-
members. Such institutions will also have to be robust
enough to handle rapid changes in sentiment—abetted
by improvements in communications, disseminating
new information faster to greater numbers of con-
cerned parties.

The last 10 years have been a mixed blessing for de-
veloping countries. East Asian nations surrendered some
previous gains in a crisis with substantial human and eco-
nomic costs. Large parts of Africa have had yet another
lost decade. No one wants to see these experiences re-
peated. We have learned from the past, and we have a
better sense of the forces that will mold the development
landscape over the coming decades. Globalization and
localization are transforming many aspects of the human
experience—so many that only a comprehensive, multi-
layered response of policy and institutional reform will
be adequate. If we fail to meet this challenge, we will con-
demn the world’s poor to a cycle of instability, hunger,
and despair. By seizing the opportunities presented at
the dawn of the 21st century, together we can turn our
dream into a reality—a world free of poverty.
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