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AS PART ONE HIGHLIGHTED, AN EFFECTIVE STATE PROVIDES VITAL INGREDIENTS
for development. This part of the Report argues that governments will achieve
better results by being realistic in what they set out to accomplish. They must
strive to match what they do—and how they do it—to their institutional capa-
bilities, not to some idealized model.

Where government has a long record of failure, seeking a better match
between the state’s role and its capability can sound like a recipe for disman-
tling the state altogether. But market development without a functioning state
is not an option. Rather, as Chapter 3 explains, the point is to prioritize. In
many countries the state is still not securing the economic and social funda-
mentals: a foundation of lawfulness, a benign (and stable) policy environment,
basic social services, and some protection of the vulnerable. At the same time,
it is overproviding many goods and services that private markets and voluntary
initiative could deliver instead. For development to proceed, such governments
need to go back to the basics.

Chapter 4 explores how governments can find the right match between role
and capability in a second area of policy where the state’s behavior will inevitably

make a large difference to development outcomes: regulation, liberalization, and
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industrial policies designed to foster markets. Markets and society need and ben-
efit from effective regulation of certain activities. But many states are stifling pri-
vate sector development by overregulating or, often, monopolizing large chunks
of the economy by attempting complex strategic interventions in industry that
are beyond their institutional capabilities. Deregulation, privatization, and less
demanding approaches to regulation and industrial support in these circum-
stances will deliver large and immediate payoffs.

These chapters carry four basic messages for policymakers:

® States at all levels of institutional capability should respect, nurture, and take
advantage of private and voluntary initiative and competitive markets.

m States with weak institutional capabilities should focus on providing the
pure public goods and services that markets cannot provide (and that vol-
untary collective initiatives underprovide), as well as goods and services with
large positive externalities, such as property rights, safe water, roads, and
basic education.

® Credibility is vital for success. States with weak institutional capabilities
should also focus on the tools for policymaking and implementation that
give firms and citizens confidence that state officials and organizations will
not act arbitrarily and will live within their fiscal means.

B Matching role to capability is a dynamic process. As institutional capability
develops, states can take on more difficult collective initiatives (initiatives to
foster markets, for example), and use efficient but difficult-to-manage tools

for collective action, such as sophisticated regulatory instruments.



SECURING THE ECONOMIC AND
SOCIAL FUNDAMENTALS

EAK STATES MUST TAILOR THEIR AMBITIONS TO
their capability, yet some tasks are inescapable.
The challenge, addressed in this chapter, is to find ways for
states—even states with relatively weak capability—to get
those basic government tasks right. Sustainable, shared,
poverty-reducing development has five crucial ingredients:

u A foundation of law

8 A benign policy environment, including macroeco-
nomic stability

B [nvestment in people and infrastructure

B Protection of the vulnerable

® Protection of the natural environment.

The importance of these fundamentals for develop-
ment has long been widely accepted. But as is shown
below, new insights are emerging on the appropriate mix
of market and government activities for achieving them. It
is now much clearer that markets and governments are
complementary, that government action can be vital in
laying the institutional foundations for markets. Also
much clearer is that faith in governments’ ability to sus-
tain good policies can be as important for attracting pri-
vate investment as the policies themselves.

The track record of developing countries in managing
the fundamentals has been mixed. Many countries in East
Asia—plus others elsewhere such as Botswana, Chile, and
Mauritius—have done a good job. But others have not. As
Box 3.1 reveals, private firms in many developing regions
are seriously constrained by the absence of such basic state
functions as the protection of private property. Institu-
tional impediments are largely to blame and will be hard
to overcome. Yet windows of opportunity for reform can
open and widen even in the most inhospitable of settings.
And a major theme of this chapter is that even a modest
shift in policy priorities in favor of the bare essentials can

do much to put long-stagnant economies back on track.
We address the various approaches to government’s role
in effective environmental protection in Chapter 4.

Establishing a foundation of law and property rights

Markets rest on a foundation of institutions. Like the air
we breathe, some of the public goods these institutions
provide are so basic to daily economic life as to go unno-
ticed. Only when these goods are absent, as in many
developing countries today, do we see their importance
for development. Without the rudiments of social order,
underpinned by institutions, markets cannot function.

The lawlessness syndrome

Markets cannot develop far without effective property
rights. And property rights are only effective when three
conditions are fulfilled. The first is protection from theft,
violence, and other acts of predation. The second is pro-
tection from arbitrary government actions—ranging from
unpredictable, ad hoc regulations and taxes to outright
corruption—that disrupt business activity. These two are
the most important. Unhappily, as Figure 3.1 makes evi-
dent, and as the regional patterns in Figure 3.2 highlight,
in many countries neither is in place. The third condition
is a reasonably fair and predictable judiciary. This is a tall
order indeed for countries in the earliest stages of devel-
opment, yet firms in more than half the countries sur-
veyed considered it a major problem.

The absence of these critical supports for property
rights gives rise to what this Report terms the lawlessness
syndrome. Firms in twenty-seven of sixty-nine countries
surveyed—including more than three-fourths of those in
the CIS, and about half in Latin America and Africa (but
none in the OECD)—are subject to this triple curse on
markets: corruption, crime, and an unpredictable judi-
ciary that offers little prospect of recourse.
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Box 3.1 Weaknesses in fundamentals constrain firms the world over

In many countries the fundamenaals needed o allow
firms to go about creating wealth are not in place.
The survey of businesspeople described in Chaprer 2
asked tirms to rank the relative importance of eight dis-
tncr obstacles w economic activiry, w identity which
aspects of government action most need improving, As

the rable below shows:

B Obstacles associared with uncerain property nighos
and dealing with arbitrariness—corrupuion and
crime—rank among the top thiee evervivhere except
among the high-income countries ot the Organization
tor Economic Cooperation and Development. Regu-
lation does not emerge direcdy as 2 maor obstacle.

Firms” rankings of obstacles to doing business
(Worst = 11

® Policy-related problems—notably regarding caxa-
tion and the operation of financial markets—also
tend to rank high {except in Latin America). Buc it
is impoasible 1o tell from the survey resules alone
whether these widespread perceptions retlect the
unnersal deswre of firms 1o pay lower taxes and o
borrow more at lower interest rates, or whether they
are sympeomatic of tundamental policy shortcom-
ings. Nore telling is the perception in counuies of
the CIS that policy instability is a major constraint.

® Poor infrastructure emerges as the leading constraine
in South Asia and the Middle East and North
Africa, and as one of the top three consuainis in
Latin America and Sub-Szharan Africa.

Sub-Saharan Latin America East and Middle East and High-income

Ohstacle Africa and Caribbean South Asia North Africa CIS CEE OECD
Property rights

Corruption 1 i 3 2 3 3 5

Crime and theit 5 3 & 2} 4 ] 6

Regutatinn 8 & 7 7 8 8 4
Policy

Tares 2 5 2 3 1 1 1

Financing 3] 4 5 4 5 2 2

Inflation 4 T 4 5] 5 4 8

Policy instabhity T 5] 6 5 2 7 7
Public investmernst

Poor infrastructure 3 2 1 7 5 3

Source’ Private sentor survey conducted fin (s Peport,

Corruption emerged from the survey as a major prob-
lem. Its consequences often do not end with paying off
officials and getting on with business. Arbitrary govern-
ment entangles firms in a web of time-consuming and
economically unproductive relations. More than half of
senior managers in firms surveyed in the CIS—but only
about 10 percent of those in the OECD countries—
reported spending more than 15 percent of their time
negotiating with government officials over laws and regu-
lations (Figure 3.2). The burden of red tape is less in other
developing countries, but still consistently worse than in
the OECD countries. Chapter 6 examines in some detail
how the scourge of corruption can be tamed.

The high ranking by CIS firms of the two other ele-
ments of the lawlessness syndrome—crime and judicial
unpredictability—partly reflects the unique institutional
vacuum created by the rejection of central planning in the
transition economies. Yet indicators from other regions
suggest that institutional decay is widespread. In Latin

America, for example, between 1980 and 1991 the mur-
der rate rose from 12.8 per 100,000 people in 1980 to
21.4 per 100,000 in 1991, with increases evident in vir-
tually all countries and subregions.

Much remains to be learned about how to reverse law-
lessness among private citizens. But the solution is likely
to embrace many of the reform priorities highlighted by
this Report, including better protection of the vulnerable
and stronger overall capability of state institutions. A
community’s descent into lawlessness can evoke a sense of
helplessness among the law-abiding. But as Box 3.2 de-
scribes, a recent initiative in Cali, Colombia, has shown
that, even under the most difficult of circumstances, civic
action can start a reversal from despair to hope.

More complex institutional underpinnings

Containing lawlessness is necessary to secure property
rights, but it may not be sufficient. Information and coor-
dination problems can also impede development by under-
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mining markets and property rights, a problem often
found in low-income countries.

Information problems occur because people and firms
inevitably have limited information and understanding,
or because the rules of the game are unclear. The scope of
property rights—including the right to use an asset, to
permit or exclude its use by others, to collect the income
generated by the asset, and to sell or otherwise dispose of
it—may not be well defined. People and firms may lack
knowledge of profit opportunities, or of the probity of
potential business partners. The costs of seeking out such
information decline as markets thicken and their support-
ing institutions develop, making economies more infor-
mation intensive. In developing countries, however, the
costs of learning can be high.

Coordination of economic activity is difficult because
self-interested people and firms behave strategically—they
generally are willing to share information only when they
do not lose by doing so. The presence of moral hazard—
the risk that other parties might opportunistically renege
on agreements—hinders firms from taking advantage of
opportunides for mutual gain, As markets develop, insti-
tutional arrangements evolve to facilitate cooperation
among firms. Again, however, in developing countries
where those institutions are underdeveloped, such cooper-
ation can be difficult to achieve.

Spot markets can emerge even when information and
enforcement mechanisms are weak, since the fact that the
exchange is simultaneous makes it more difficult to cheat.
But for other transactions the costs of providing adequate
information and enforcement mechanisms to enable busi-
ness to proceed can be formidable.

Well-functioning institutions can reduce these trans-
actions costs. History provides abundant examples of the

U
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symbiotic development of markets and institutions: new
industries create demand for more-complex institu-
tions, which in turn enable the industry to develop fur-
ther. Consider the example of mining in the “Wild
West” Nevada territory of the nineteenth-century United
States.

Figure 3.2 Negotiating with government officials can be arduous
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Box 3.2 Standing up to crime in Cali, Colombia

One of the centers of the illegal world trade in cocaine.
Cali saw its humucide race leap from 23 per 100,000
clutzens 1n 1983 te over [0 per 100NN i the early
19905, Many murders could be directh artributed w
drug waficking, but many more seemed due © a
spreading culeure ot vinlence. Fed up with the growing
lawlessness, in 1992 the cinv elecred a5 mayer a re-
spected physician who put combating viclent crime ar
the center ot his political plattorm.

Wichin months the new mavor had mounted 2
majur anocrime iniiative. the Program for the Descl-
opment of Satery and Peace. Starting from the princi-
ple chac prevenuon should wake precedence over repres-
sion—and after an cxhaustive analysis of the parerns
ot crime—rhe program worked o combar ciime across
1 varicry of frone:

¥ Orginizauens of civic order were upgraded. Special
education and heusing programs wete established for
police officers, and improvements were made in the
qualiny of services Hincludmg legal aid and conaliation
services! availsble in dhe frondine inspectorate offices
whete witizens tile complaines of criminal acuion.

In the 1850s a few hundred miners worked a forty-
square-mile area of seemingly marginal value. Only loosely
tied to the US. polity, they operated under entrely
unwritten and informal ownership agreements. The dis-
covery of the gold- and silver-bearing Comstock Lode in
the late 1850s precipitated a flood of prospectors. Within
five months the new miners had established a formal min-
ing camp government, which enacted written rules on pri-
vate holdings and enforced them through a permanent
claim recorder and an ad hoc miners’ court.

By 1861 the surface ore was exhausted and miners
resorted to subsurface mining—a substantially more ex-
pensive and capital-intensive undertaking. With more at
stake financially and with disputes over underground min-
ing rights increasing in complexity, the miners pressured
for, and won, creation of a formal territorial government
with a more extensive judiciary—subsidized in part by the
U.S. Congress.

By 1864, with mining production still expanding, the
territorial judicial system was overwhelmed by a massive
case load, which could have taken up to four years to
clear. At the end of that year Nevada was admitted to the
union as a state, and within a year some important judi-
cial rulings resolved disputes over subsurface rights. Prop-
erty rights stabilized, and legal uncertainty ended.

B Public educarion campaigns promoted tolerance
and respect tor the nghes of others. Communicy
leaders were twained in peacetul dispute setlement:
children were encouraged o join a Friends of Peace
program: humeorous TV commercials aimed w0 re-
educate cirizens to follow the rules of everyday life.
such as obeving traftic signals. or waiting in line to
board a bus.

8 Public services were directed ar reducing inequuties.
Primary and secondan schools vwere expanded in
depressed areas of the cin: warter. light. and sewer-
age senvices were introduced into squarer areas: and
vouth centers and enrerprise development programs
worked o bring teenage sang members back into
sociery’s mainstream.

W Cacalyses of violent crime were directly confronted.
The cinv banned the carryving of handguns on certain
high-risk weekends. and sales of alcohol were re-
stricted late ar night and during holidays.

In 1995, after seven corsecutive vears of increase Ito a
peak of over 120 murders per 100.000 peoplet. Cali's
murder rate finally began o decline.

The progress of land titling in Thailand is a more con-
temporary illustration of how the formal specification of
property rights can unleash “locked-up” assets and accel-
erate private sector-led development. Thailand has issued
more than 4 million title deeds since 1985, in two land
titling projects. A third project to title another 3.4 million
parcels is under way. Land is an ideal form of collateral, so
possession of secure title has improved access to formal
credit. Three years after the first titles were issued, Thai
farmers who had received titles had increased their bor-
rowing from the formal sector by 27 percent. By enhanc-
ing security of tenure, tite to land can boost investment
in land improvements (irrigation, fencing, destumping).
Newly titled Thai farmers increased their use of inputs by
10 to 30 percent, their rate of capital formation by 30 to
67 percent, and their investment in land improvements by
37 to 100 percent. Even after adjusting for other factors,
productivity on titled land was between 12 and 27 percent
higher than on untitled land.

Not every country is in a position to achieve such
resules. In Thailand certain background conditions played
an important role. First, formal credit markets were
already well developed, and lack of formal title (and hence
of collateral) was the only reason why many farmers could
not get loans. By contrast, in a number of African coun-
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tries with weak credit markets, no measurable impact of
titling on borrowing and investment could be discerned.
Second, the Thai titling projects took place against a back-
drop of land disputes that threatened security of tenure
but could no longer be adequately resolved through tradi-
tional mechanisms. This is not always the case. Indeed,
where land is cultivated individually but owned commu-
nally, strengthening traditional, community-based systems
of land administration could increase security at a fraction
of the cost of establishing individual tides. This is a par-
ticularly attractive option where communities can switch
to individual titles once the efficiency gains from allowing
sales to outsiders, and from being able to collateralize land
for borrowing, outweigh the benefits associated with com-
munal tenure,

But some complex transactions can proceed even with
simple judicial systems. A well-functioning judiciary is an
important asset, which developing countries would do
well to build up. As Chapter 6 details, creating a workable
formal judicial system from scratch can be slow and diffi-
cult. But the best should not become an enemy of the
better. Even less-than-perfect judicial systems that are
cumbersome and costly can help sustain credibility. What
matters is not so much that judicial decisionmaking be
fast but that it be fair and predictable. And for that to hap-
pen, judges must be reasonably competent, the judicial
system must keep judges from behaving arbitrarily, and
legislatures and executives need to respect the indepen-
dence and enforcement capability of judiciaries.

Without a well-developed judicial system, firms and cit-
izens tend to find other ways of monitoting contracts and
enforcing disputes. These can often make quite complex
private transactions possible. In the early Middle Ages, for
example, European merchants devised their own sophisti-
cated legal code, the lex mercatoria, to govern commercial
transactions; the code helped revive long-distance trade. A
widespread alternative to legal mechanisms is social
enforcement, based on long-term personal relationships.
Cheating is deterred, not by the law, but by the “long
shadow of the future”: both parties pass up the one-time
gains from cheating in expectation of the larger gains from
a long-term business relationship. The extended family
plays just this role in supporting business transactions in
many Latin American countries. Although family size lim-
its the number and variety of possible transactions, families
find ways to, in effect, expand their membership, for exam-
ple through marriage among business families or “adop-
tion” of trading partners as godfathers, uncles, and aunts.

The extensive business networks created by Chinese
clans, some of which have global reach, are another exam-
ple of social enforcement at work. Against the backdrop
of sound economic policies in large parts of East Asia,
these networks have been very successful in generating
wealth for their members. Indonesta’s Chinese (non-

pribumi) business community used its extended Southeast
Asian network to kickstart exports of garments and furni-
ture. A World Bank survey showed that over 90 percent
of the initial export marketing contacts of non-pribumi
firms were made through private business connections.
Indonesia’s non-Chinese exporters relied much more on
initial support from public agencies.

Even when parties cannot rely on social enforcement,
mechanisms of information sharing can allow quite com-
plex transactions to take place. Box 3.3 shows how in
Brazil, for example, sophisticated credit information sys-
tems have developed to enable firms to bypass some of the
problems created by a predictable, but cumbersome, judi-
cial system.

Focus on the foundations

Taken together, the evidence presented here offers reasons
for hope—and a major challenge. The hope comes from
the fact that simple institutions can do much to facili-
tate market-based economic development. The challenge
comes from the recognition that so many countries
presently lack even the most basic underpinnings of mar-
kets. The first priority in such economies must be to lay
the initial building blocks of lawfulness: protection of life
and property from criminal acts, restraints on arbitrary
action by government officials, and a judicial system that
is fair and predictable.

Once a foundation of lawfulness is in sight, the focus
can turn to the ways in which specific parts of the legal
system can buttress property rights. The legal terrain is
vast, ranging from land titling and the collateralization of
movable property to laws governing securities markets,
the protection of intellectual property, and competition
law. However, reforms in these areas—especially the more
sophisticated ones—will yield fruit only where institu-
tonal capabilities are strong. In many countries, more
basic challenges remain to be mer first.

Sustaining a benign policy environment

Property rights are the foundation for market-led growth
and poverty reduction. But much more is needed. Firms
need an environment that induces them to allocate re-
sources efficiently, to improve productivity, and to inno-
vate. And unless firms are confident that policies will re-
main reasonably stable over time, they will fail to invest,
and growth will lag.

This section reviews international experience with
some key policies that support development. It highlights
some institutional reasons why countries find it so diffi-
cult to put good policies in place—and the increasing
tisks, in a more integrated world, of pursuing bad policies.
The emphasis throughout is on finding ways in which
countries with different institutional capabilities can lock
in good policies.
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Box 3.3 Contracting and the judicial system in Brazil

The Brazthan judicial svstem 15 exceedinghy cumber-
some from a frm's perspective. A comples maze of law s
may apph t an atherwise simple business ransacuon.
In 1981, for example, getting an ceport license wok
1470 separate legal acuons involving thirteen govern-
ment nunstries and fitn agencies. The legal process is
dso enceedingly dose. primaril because of 2 complex
appeals procedure. Yet surprisingly, when asked w
evaluate the relathve mporance of a diverse array of
constraines on doing business. firms asugned a low
rinking o problems associated with the legal svetem.
Cne reasun is that. cumbersome though i s
Brazil  judictal system nonetheless seems w0 pravide 2
secure backdrop of judicial recourse tor business trans-
acntons Maost firms repart that the judician s reason-
ably tair and predicable. and thev do on occasion win
w it owu-thirds of 1 <ample of Brazilian firms have dis-
agreed with 2 government otficial and soughr w have a
ruling changed. 61 percent have waken the government
to court, and oser S0 percent would do so again, Sim-
ilarly. one in every LOM wransacaons amony produc-

Good policies promote growth
The past few decades have yielded a rich crop of lessons
about the kinds of economic policies that support develop-
ment. The East Asian miracle shows how government and
the private sector can cooperate to achieve rapid growth
and shared development. The recent recovery of some
Latin American economies, breaking out of a long history
of inflation and into renewed growth, has further con-
firmed the power of market liberalization, budget restraint,
and credibility-enhancing institutions. Africa, especially
south of the Sahara, has been slower in joining this move-
ment, with the exception of a few countries such as Mauri-
tius and Botswana. But several more—Cbte d’Ivoire since
the devaluation of the CFA franc, Uganda more recently—
have embarked on promising new development paths.
Analyses of these and other experiences consistently
find a core set of policies that appear to be essential for

growth:

m Providing macroeconomic stability
m Avoiding price distortions
¥ Liberalizing trade and investment.

These policies help position an economy to benefit from
competitive market forces. These forces provide the right

ers and buyers of garments finds its way into court—
onhv one in every 2.600 does so m Chile. and one in
every 20,000 in Peru.

A second reason why firms shrug oft the slowness of
the judicial syscem s thar fas in all private market
econonmues) privae insuructonal arrangements have
evolved 1o restain opportunism in business dealings.
while bypassing court prucecdings. We cite three
esamples. First. Brazilian firms readily provide short-
term credit even W new customers with whom they
have had no privr dealings: they base cheir confidence
on o well-developed credir informadion svseem (back-
stopped by a juridically sancuoned mechanism for
publicizing informaticn on people who fail to pay their
debts), Second although icis difficult ro claim pledged
property when loans are not repaid. under Brazilian
law teased property can be reclaimed much more read-
ily—s0 Brazilians muke liberal use of leasing arrange-
ments. Third, tor some simple financial vansactions,
spectal udicial mechanisms allow the usual proceed-

s w be bypassed.

signals and incentives for economic agents to accumulate
resources, use them efficiently, and innovate. Over time,
as we saw in Chapter 2, getting these basics right can have
a dramatic effect on living standards.

The relationship between growth and macroeconomic
stability is well known. Empirical work has shown that
high rates of inflation (above single digits) adversely affect
growth. High inflation creates uncertainty about the re-
turns on saving and investment, thus creating a disincen-
tive for capital accumulation. Inflation also makes it diffi-
cult to maintain a stable but competitive exchange rate,
impeding the country’s ability to exploit the benefits of
openness and creating wage volatility.

As Box 3.4 shows, governments around the world find
it difficult to achieve the strong fiscal and monetary disci-
pline required for economic stability. Maintaining such
policies is harder still. But reforming governments will not
inspire the confidence necessary to generate growth unless
people believe the new discipline will be sustained. We
discuss below a range of institutional arrangements that
can help inspire such confidence.

Limiting price distortions is an essential clement of good
policies, because price distortions impede growth. They
can discourage necessary investment, divert effort into un-
productive activity, and encourage inefficient use of re-
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Box 3.4 International track records on fiscal deficits and inflation

As the figure shows, fised deficits in the induserial
couniries a8 a whole rose progresaively for nwo decades
starting in the early 19605, swbilized briefly in the late
19505, and then began to grow agam. Persistenthy high
deficits have boosted public debt feven before un-
funded pension habihoes are included) from abour )
percent of GDP n 1950 1o 70 percent in 19935, De-
veloping countries 10 the aggregate have shown con-
stderable improvement in tiscal discipline. although
with cubstanual variadion. Fiscal deficies started falling
in the early 1980s, mainly because of expenditure cuts.

Hovwever, this agarepate picture retleces mamly suc-
cesses in Asia and Latin Amenca. where susuained and
dramatic deficit reductions have been achieved. By
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contrast, 1n the first halt of the 19905 neither the
Atrican nor the Middle Eastern counines have been
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are shewing signs ot convergence tovard these of the
induscrial couneries.

Inflation

Fercent per year
10
10as r Coa

i .'\.
20 F )

Lol

[Tl
a0 { .
g — I i 00

Il L L 1

166155 1a7v1-75% 1951-55 1991-95

Percent per year

20
Lah *
o RN K
220
Tul rahaan i %
S0 }; T ,
150 :
- H
L | Rlitae £a:r
EUFR B N TR
0 b
V]
192165 1AT1-75 1u21-]% 1S 1-9%

a7



a8

WORLD DEVELOPMENT REPORT 1997

Figure 3.3 Countries are discovering the
advantages of the value added tax
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sources. Price distortions come in different forms, de-
pending on their historical origins. The most common,
however, involve discrimination against agriculture, over-
valuation of currencies, unrealistic wages, and hidden taxes
or subsidies on the use of capital.

African agriculture illustrates vividly how price distor-
tions can undermine economic development. Agriculture
accounts for about 35 percent of Africa’s GDP, 40 percent
of exports, and 70 percent of employment. Yet histori-
cally, African farmers have faced high rates of both explicit
and implicit agricultural taxation. Explicit taxes (notably
on agricultural exports) were high because administrative
weaknesses precluded raising adequate revenue from other
sources. Implicit taxes were high because pro-urban and
pro-industry policies combined with high levels of import
protection resulted in currencies being seriously overval-
ued in real effective terms. In addition, in some countries
public sector monopolies raised border prices well above
those at the farm gate, absorbing much of the difference in
in-house expenditures. The combination of high explicit
taxes and overvalued currencies contributed to alarming
declines in Sub-Saharan Africa’s agricultural growth rates:
from an annual average of 2.2 percent in 1965-73 to 1.0
percent in 1974-80 and 0.6 percent in 1981-85.

Since the mid-1980s many African countries have
made great strides in reversing the long-standing bias
against agriculture. By the early 1990s two-thirds of a sam-
ple of twenty-seven countries had reduced the degree of

distortion by cutting explicit taxes and, often, correcting
overvaluations. The 1994 devaluation of the CFA franc
(see Box 3.5) significantly reduced the bias against agri-
culture among virtually all the franc zone countries that
had not reformed earlier.

Harder to detect, but also widespread, are price distor-
tions in labor and capital markets. Legal minimum wages,
for instance, may be set too high, unintentionally making
it more difficult for unskilled and low-wage workers to
find jobs in the formal economy. Similarly, the price of
capital—the interest rate—is sometimes kept falsely high
through heavy taxation of financial transactions or high
reserve requirements. When the authorities respond to
borrowers’ complaints by clamping a lid on lending rates,
or by handing out subsidies to investors, yet another layer
of distortion is added to the price system.

- Maintaining [iberal trade, capital market, and invest-
ment regimes is also essential for growth. As Chapter 8
details, many countries have recently moved toward
greater openness. Open markets offer opportunities for
citizens and businesses by increasing access to supplies,
equipment, technology, and finance. Trade linkages with
the world economy also help domestic prices adjust to
global market conditions, so that prices reflect the scarcity
values of goods and services. And improved incentives
and opportunities allow entrepreneurs to use resources
more efficiently.

Recent changes in the way developing countries raise
tax revenues show how increased global integration can
affect domestic policies. Internationalization of business
and relentless competition for foreign investment—plus
the presence of tax havens and low-tax jurisdictions—
imply that countries cannot hope to tax corporate or per-
sonal income at rates much higher than global norms and
still attract investment. And a growing worldwide consen-
sus for lower national trade barriers has put pressure on
the collection of border taxes, historically a major source
of tax revenue for developing countries. (As a group,
developing countries still derive about 30 percent of their
revenue from trade taxes.) With increasing integration,
the share of trade taxes in the total revenue of developing
countries may be expected to fall further.

With these new constraints on traditional sources of
revenue, many countries are turning toward consumption-
based taxes such as the value added tax (VAT). Indeed, the
combination of its revenue potential and pressures on
other sources of revenue has led to dramatic growth in the
number of countries using the VAT (Figure 3.3).

A liberal and open trade regime is also a powerful dis-
cipline on the other elements of economic policy. More-
open economies are more exposed to external risks, mak-
ing it more costly for governments to pursue inconsistent
policies. Consequently, economies in which trade looms
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relatively large tend to have lower fiscal deficits than those
where it does not. The need to comply with the rules and
conventions of international treaties will be another spur
to good behavior.

An economy without sound policies is unable to
engage fully in international trade and investment. But
being part of an integrating world economy also carries
new risks. Where markets for goods and capital are open,
the state has a hard time suppressing the consequences of
monetary indiscipline. If it prints too much money, the
foreign exchange market will quickly expect higher infla-
tion, and the local currency will depreciate. This market
feedback causes domestic interest rates to rise, and with
them the government’s financing costs. Good policies are
needed to cope with the risks of capital flight, volatile
arbitrage activity, and sharp movements in commodity
prices. Box 3.4 summarized some differences in how
countries have responded to the new global environment.

Foreign capital inflows also impose discipline on poli-
cymakers. Inflows tend to make the currency appreciate in
real terms, and they can affect competitiveness and
domestic saving. They can also be seriously destabilizing
because they respond quickly to short-run financial tur-
bulence. Recent experience suggests that this turbulence
can be contagious, spilling over to other countries and
even other regions in ways not necessarily commensurate
with the change in risk. Countries experiencing sizable
capiral inflows may need to run positive fiscal balances,
using these precautionary savings as a hedge against the
possibility of sudden capital outflows. Capital inflows also
have major implications for exchange rate policy; fixed
exchange rates, for example, are unlikely to be a workable
option if a country is vulnerable in financial markets. In
short, the quality of a government’s management of the
economy is critical.

The risk of capital flight and financial turmoil is vividly
illustrated by Mexico’s experience in 1994-95. An impor-
tant reason for the loss of confidence there was an over-
valued peso, maintained despite very large current account
deficits. As foreign exchange reserves fell below the domes-
tic monetary base late in 1994, the authorities failed to
bring about the necessary monetary contraction. More-
consistent policies could have limited the loss of confidence.

An open economy is also exposed to price shocks aris-
ing from world markets. Energy and food prices are par-
ticularly volatile and can affect a country’s external pay-
ments and fiscal positions. Exchange rates and interest
rates are also volatile. Prudence calls for anticipating ad-
verse shocks (a sharp price increase for importers, a price
drop for exporters) by not borrowing excessively and
maintaining scope for new borrowing and by holding ade-
quate foreign exchange reserves, and in the medium term
by establishing a more diversified economic base.

Favorable sutprises can cause as much trouble as
adverse ones. The prudent response to a positive eco-
nomic shock is to set aside part of the windfall for future
use. When the 1990-91 Gulf War pushed up oil prices,
Nigeria used its windfall oil revenue to expand spending
(Figure 3.4). So in spite of the large increases in revenue,
Nigeria’s fiscal deficit actually rose in 1990. When oil
prices and revenue fell in 1991, spending remained at the
new higher levels. By contrast, Indonesia responded to its
oil windfall with fiscal discipline, explicitly budgeting a
reserve fund to keep the increase in expenditure below the
increase in revenue and maintain budget balance.

Good policies are hard 1o achieve

Although the recipe for good policies is well known, too
many countries still fail to take it to heart, and poor per-
formance persists. This often signals the presence of polit-
ical and institutional incentives for maintaining “bad”
policies.

Policies that are bad from a development perspective
are often highly effective at channeling benefits to politi-
cally influential groups. Many macroeconomic prob-
lems—inflation, exchange rate misalignment—are in fact
covert ways of levying unexpected taxes on the private sec-
tor or of redistributing economic benefits. Similarly, a
broad array of microeconomic restrictions on the opera-
tion of markets—import restrictions, local monopoly

Figure 3.4 Unlike Nigeria, Indonesia managed
its recent oil windfall prudently
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privileges, regulatory red tape—serve to shelter powerful
incumbent firms or other favored segments of society.

The political system in some countries has a built-in
tendency toward chronic budget deficits. Legislators
exchange favors, each promising to vote for benefits to the
other’s constituents, without specifying how these bene-
fits will be paid for. So fiscal deficits rise.

When revenues fall short and politicians have little
stomach for cutting spending, governments have to choose
either to levy or raise taxes that are desirable from an effi-
ciency standpoint, or impose hidden taxes such as the so-
called inflation tax—the tax on real incomes that comes
from financing government spending with debased cur-
rency. The latter course is often the easier. Increasing for-
mal tax collection requires an efficient and honest tax
administration. Achieving that may first require deep
structural reform of fiscal administration. A change in the
VAT rate might take a vote of parliament, implying delays
and political compromise. But an increase in the inflation
tax might involve no more than a ministerial order to the
central bank.

Even when intentions are good, governments may
sometimes be forced to use hidden taxes like the inflation
tax—although they recognize that in the long run this
brings huge costs and undermines credibility. How does a
government with a history of inflationary financing con-
vince potential bondholders that it will not inflate its way
out of its obligations this time, or simply defaul? How
can it convince trade union members that it will not cut
their real income by raising the cost of living? If it cannor,
investors will protect themselves by demanding a higher
interest rate on government debt, and workers will protect
themselves by demanding bigger raises. Their doubts may
then become self-fulfilling: the government could be
forced to bring about the inflation that these private
agents expect, by loosening monetary policy and allowing
real wages or interest rates to rise.

These perverse but powerful institutional incentives
can make policy reform very difficult. And even if reforms
are initiated, the skepticism of businesses, workers, and
consumers may be borne out by events, unless the gov-
ernment can communicate the seriousness of its intent.

Locking in good policies

Once reforms are announced, their lasting success may
depend on designing and implementing policies in ways
that credibly signal that the government will not renege
on its promises. A number of possible lock-in mechanisms
are available, all with the same basic logic: to provide
checks that restrain any impulse to depart from an-
nounced commitments. If institutional capabilities are
strong enough to allow some flexibility to adapt rapidly to
unexpected events, so much the better. If not, experience

suggests that long-run goals are better served by sticking
to self-imposed restraints and living with the rigidities
they inflict. The examples here concern fiscal and mone-
tary policy; further examples in the field of regulation are
discussed in Chapter 4.

FiscAL poLICY. Many macroeconomic disturbances
start life as fiscal imbalances. Recent research suggests that
changing the institutional features of the budgeting process
can improve fiscal performance significantly.

Increasing the transparency of budgeting is particularly
important. Although society as a whole will lose from bud-
getary ambiguity, it can be a boon for politicians, blurring
the cost of favors to special interests, for example, or
understating the long-run costs of short-term profligacy.
When budgets are not transparent, “creative accounting”
practices, such as off-budget spending and overoptimistic
revenue and growth projections, become all too easy.
Needless to say, all of these gimmicks make it harder to
control spending.

How budgets are formulated and approved is also
important. The evidence suggests, for example, that it
matters whether a country takes a hierarchical approach to
budgeting—giving considerable power over departmental
spending totals to the finance ministry—or one that s
more collegial. In principle, the hierarchical approach
ought to foster greater fiscal discipline by enabling more
“top-down” control of spending and limiting the scope
for legislators to expand the budget piecemeal.

A recent study of twenty Latin American countries
suggests that moves toward more transparent, hierarchical
budgeting could deliver improved restraint (Figure 3.5).
It found that budget deficits tended to be higher among
countries that used collegial and nontransparent ap-
proaches to budget preparation. Countries with the least
transparent and least hierarchical systems ran public
deficits averaging 1.8 percent of GDP. The middle third
ran an average budget surplus of 1.1 percent, while those
with the highest combined hierarchy-transparency scores
had budget surpluses, on average, of 1.7 percent. These
results highlight that countries looking to improve their
aggregate fiscal management need to scrutinize not just
their balance sheets, but also the institutional environ-
ment that shapes the incentives to spend.

MONETARY POLICY. A well-functioning, independent
central bank can effectively reduce the threat of politically
motivated monetary expansion while maintaining some
flexibility to accommodate unavoidable outside shocks.
Many countries seeking credibility for their monetary pol-
icy have chosen the model of central bank independence.

In many cases this enthusiasm sprang from evidence
that OECD countries with independent central banks
generally had lower rates of inflation than others—with
no slowdown in growth. But attempts to find a similar

P
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pattern in developing countries have yielded mixed
results, depending on how central bank independence is
defined. Russia’s move to central bank independence in
the early 1990s, for example, did not seem to restrain that
country’s inflation. This more complex story for develop-
ing countries suggests that monetary restraint through
central bank independence cannot simply be manufac-
tured by fiat. It may require a prior foundation of checks
and balances on arbitrary action by public officials.

Choosing a conservative central bank governor, one
who is more opposed to inflation than society in general,
may be one way for developing countries to reap the ben-
efits of central bank independence while containing the
risks. Another way is to assign the bank only instrument
independence—the day-to-day setting of policy to achieve
a certain goal—while leaving the choice of the goal itself
to the political authorities. A third option is to establish a
contract for the central bank governor that provides for
some penalty for deviating from an announced inflation
target. This mimics the effect of employing a conservative
central banker without relying on subjective judgments
about the person holding the position.

The mixed success of independent central banks in
restraining inflation raises the possibility that some devel-
oping countries may simply be unable to put in place
mechanisms that credibly signal monetary restraint and
at the same time maintain the capacity to respond flexibly
to outside shocks. For these countries the choice may
be between commitment through rigid mechanisms and
no commitment whatsoever. A variety of inflexible ap-
proaches have been tried:

® Argentina, in breaking away from a long tradition of
inflation, enacted a currency convertibility law in April
1991 that essentially turns the central bank into a quasi
currency board. The money stock must be fully backed
by foreign exchange.

® Many Latin American countries switched to a fixed
nominal exchange rate to anchor prices and coordinate
private sector expectations. A fixed rate precludes the
use of devaluation to accommodate short-run external
shocks. But as Mexico discovered to its dismay in 1994,
a fixed nominal exchange rate can become dangerously
destabilizing when capital inflows or domestic policies
pull the real exchange rate out of line.

B Most of the francophone countries of Aftica affiliated
themselves with the CFA franc zone and its suprana-
tional central bank. Central bank advances to a member
government are limited to 20 percent of tax revenues
collected the previous year. This prevents countries from
substituting the inflation tax for conventional taxes (Box
3.5). But the same mechanism can also provoke defla-
tion if growth turns negative, as happened in the 1980s.

]
Figure 3.5 Well-designed budgetary
institutions help avoid large deficits
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These hard-line approaches represent a high-stakes
race against time. By raising the cost of policy reversal,
such policies contribute to a belief that the government
will hold fast. In time, however, some exogenous shock
will be strong enough—or, perhaps, political opposition
to some side effect of the policy will be strong enough—
to demand a reconsideration. At that point, countries that
have won the race against time will already have put in
place more flexible approaches to monetary restraint, or
will have won enough credibility that adapting the strat-
egy will not be interpreted as a reversal.

Investing in people and infrastructure

Well-functioning markets are usually the most efficient
means of providing the goods and services an economy
needs—but not always. In particular, markets undersup-
ply a range of collective goods—public goods, and private
goods that have important spillover benefits for society at
large. Generally these are goods that have a significant
impact on the quality of life: clean air and safe water, basic
literacy and public health, and low-cost transportation
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Box 3.5 Commitment versus flexibility in the CFA zone

The CFA franc zone of West and Central Africa is
borh & currency unien and 2 monetary standard: the
CFA franc is converuble to French francs ar a fixed
nonminil eschange rate. France established the zone
atter World War IT ro eversee monetary and financial
policies in 1es African colonies. and France continues o
play a ceneral role in it operation.

In exchange for France s guaraniee of convertibiliny,
member countrics surrender the nght w print new cur-
rency. Policy changes require malulateral negotiadions
among the member states and France. Short of with-
drawing completely from the zone, a single country
cannot unilacerally renege on it commutment.

Compared with similarly endowed neighbars zone
member: expericneed lover average intlation and faster
wrowth rhroughour the 19704 and ewrly 1980 By the
second halt of the 19505, however, cerain costs of rone
membership had tecome apparent. The CEA zone was

and communications. They are also goods whose provi-
sion can dramatically affect the welfare and life prospects
of the poorest in society.

Public investments in health, education, and infrastructure
yield high returns

Access to safe water and the control of infectious disease
are public goods and services with large externalities that
will be underprovided, or not provided at all, by the pri-
vate sector. Infectious diseases still account for a large pro-
portion of deaths in developing countries, and the poor
suffer the most. Nearly 1 billion people in the developing

* world lack access to clean water, and 1.7 billion have no
sanitation. Water-borne diseases such as cholera, typhoid,

and paratyphoid remain a pervasive threat in many devel-
oping countries, especially for the poor. Evidence from
Malaysia shows that traditional public health interven-
tions, such as immunizations and provision of safe water,
can make a significant difference in rates of illness and
death, especially in infant mortality.

Returns to education are especially high at the primary
level, because universal basic literacy yields large external-
ities to society. Educating girls, for example, is linked to
better health for women and their children and to lower
fertility rates. Many attribute a good part of the East Asian
countries’ economic success to their unwavering commit-
ment to public funding for basic education as the corner-
stone of economic development.

hit by 1 pair of external shocks: 1 red appreciation of the
French frane agamse the dollar, which led direcdy 1o a
real appreciation of the CFA frane: and a dramaric drop
in the prices of some members’ nuajor expores. The fived
exchange rate ruled our adiustment through a nominal
devaluadon. Inflation remained low in this period. but
at the cost of stagnant growth. The ven: factors that had
contributed o the credibiliy and seabilin: of the CFA
zone now made it extremely difficult o devalue che
CFA franc. By the carly 19905, hovever, 2 consensus
way finallv reached thar a devaluation was necessary.

A S percent desaluadon v as announced in Janu-
ary 1994 Jos dramaew sue signaled thar the devalua-
tion was 2 once-and-for-all measure. Thus ics benefis
could be reaped without undermining the future cred-
ibiline of the fixed exchanae rate. Indications o dare
suggest that the devaluadion has proved largely success-
ful on both counts.

As World Development Reporr 1994 highlighted, pub-
lic investment in infrastructure boosts private activity in
developing and industrial countries alike. A study of
eighty-five districts in thirteen Indian states found that
lower transport costs led to considerable agricultural
expansion by making it easier for farmers to get their
goods to market. More broadly, competing for new export
markets requires high-quality infrastructure, to transport
goods large distances at lowest cost.

Yer public resources often do not go to these

high-return investments

The world over, too few resources are devoted to vital
basic services. Governments spend roughly $1 per capita
on public health, against a minimum requirement of
$4 per capita. About 130 million primary-school-age chil-
dren—060 percent of them girls—were not enrolled in
schools in 1990. Half the children in Africa do not go to
school. Gitls, the rural poor, and children from linguistic
and ethnic minorities are less likely to be in school than
others. :

Part of the problem is misallocation of resources across
sectors—among defense, state enterprises, and social ser-
vices, for example. In many developing countries, state
enterprises produce goods that private markets could sup-
ply; the funds these enterprises absorb could be better
spent on public goods. Turkey’s state-owned coal-mining
company lost $3.5 billion between 1990 and 1996. Tan-
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zania’s central government spent one-and-a-half times
what it spent on public health to subsidize money-losing
state enterprises. In low-income countries state enter-
prises’ losses averaged 2.3 percent of GDP between 1978
and 1991.

Another part of the problem is the misallocation of
resources within sectors. Spending on infrastructure and
social services tends to be concentrated in areas where
markets and private spending can meet most needs—
urban hospitals, clinics, universities, and transport—
rather than on essential public goods. These expenditures
often benefit the rich disproportionately, while the poor
receive only a small fraction.

For example, governments often try to finance the
entire range of health care services. Yet public health inter-
ventions directed at improving the health status of large
sections of the population, including the poor, warrant a
higher priority. Most curative health care is a (nearly) pure
private good—if government does not foot the bill, all but
the poorest will find ways to pay for care themselves. This
may explain why the public provision of clinical care ser-
vices had no effect on health status in Malaysia, where
people have the option of using private clinical services.

Although some governments are beginning to spend
more on primary and secondary education, higher edu-
cation is still heavily subsidized relative to other tiers.
Whereas the Republic of Korea, for example, allocates 84
percent of its education budget to basic schooling,
Venezuela allocates just 31 percent. Thirty-five percent
of Bolivia’s education budget—but only 11 percent of
Indonesta’s—is allocated to higher education. The tilt
toward higher education is most acute in Africa, where
public spending is about forty-four times greater per
student in higher education than in primary schools. At
the extreme—in Tanzania~—the ratio was 238 to 1.

This emphasis on clinical health services and higher
education entrenches social inequities. Evidence from
Vietnam confirms that wealthier groups benefit dispro-
portionately from hospital care: the richest fifth of the
population are estimated to enjoy some 30 percent of the
benefits of hospital spending, while the poorest fifth get
only 11 percent (Figure 3.6).

Government decisions about what kind of services to
supply are not the only reason why the benefits of public
spending are unequally distributed. Differences in
demand, especially those related to gender, are also impor-
tant. In Céte d’Ivoire, for instance, almost two-thirds of
public spending on education goes to boys. In Pakistan,
boys benefit from about one-and-a-half times as much
public spending on their education as do girls. Often the
relative disadvantage of girls is even greater in poorer
households, reflecting differences in demand in these
households for education for girls and boys.

Figure 3.6 In Vietnam, the benefits of hospital
care are skewed toward the better-off
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Making better use of public resources

To focus public resources more efficiently on providing
collective goods and services, countries will need to reallo-
cate expenditures and learn to use their resources more
efficiently. In many countries this will take both political
and institutional change. The vital first step in institu-
tional change is a readiness to embrace a pluralistic
approach to delivery: to permit private participation while
focusing direct public involvement on genuinely collective
goods and services (although, as discussed below, govern-
ments might also choose to subsidize needy groups’ con-
sumption of goods even when the returns are wholly pri-
vate). Viewed against the common postwar presumption
that infrastructure and social services are the exclusive
domain of public monopolies, pluralistic approaches
might seem radical and untested. In fact, private and com-
munity participation in infrastructure and social services
has a long historical pedigree (Box 3.6).

Only in the twentieth century did governments, first in
Europe and later elsewhere, become important providers
of services, in extreme cases excluding the private sector
altogether. This transition to a more pervasive govern-
ment role evolved differently for different services and in
different countries, giving rise to wide variation in pat-
terns of financing and delivery within and across income
groups. Among low-income countries, for example, the
private share of total education expenditure ranges from
around 20 percent in Sii Lanka to around 60 percent in
Uganda and Vietnam (Figure 3.7). The breakdown of
health spending shows similar variation. In Latin America
the private share ranges widely: from one-third of total
health expenditures in Ecuador to 43 percent in Mexico
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Box 3.6 Private provision of social services: A historical perspective

Only i the nwentieth centuny did dhe state assume an
important role in providing social services such as edu-
cation and health care. The abilin of the state w pro-
vide these services hasvaried. howeser, resulting in dif-
terent public-privare mixes.

Today s madern education sstems were founded on
private—ofien rebigious—inivavves. From the fslamic
schoals i Indonesa and West Africa o the Hindu gurus
in India. the Christtan churches in most of Europe. and
the village teachers of China. private religious schools
have been reaching children for centunies. In general,
however, education was 2 privilege of the elites. Mass
public cducadon 15 1 nincreenth-century inventon, ong-
inaung in Europe 1nd North America and spreading o
former colonies after independence. Siemificanr public
investment led w expanding public sector enrollments.
accompanied in several countries by 1 shrinking role tor
private schools In Malavi. for example. enroliment in
privace primary schools went rom ™ percent of the woeal
in 1965 o 10 percent in 1979, Ehewhere the inabilicy of
governments to keep up with demand or overcome dis-
satistaction with public school qualioy led w an increase
m pris ate school enrollments.

Hustoricdly . most medical services were privaeely
provided by midviines. tradwiona) healers, and neigh-

and 57 percent in Brazil. Eighty percent of health expen-
ditures in Thailand are private.

In many settings unbundling the delivery of infrastruc-
ture and social services can help achieve a better match
between roles and capabilities. In bundled systems of deliv-
ery a diverse array of activities—private and collective, sub-
sidized and unsubsidized, competitive and monopolistic—
are all undertaken by a single public provider. When
services are unbundled, it becomes possible:

m To distinguish between activities that could be financed
and delivered entirely through private markets, and
those that have important collective elements—and to
begin to shed the former

m To distinguish between those collective activities whose
delivery should remain in public hands, and those
whose financing should be public and their delivery
private—with vouchers, contracting, and similar mech-
anisms providing the bridge between the public and the
private sector (Chapter 5 explores these options in
more detail)

& To take advantage of new opportunities for competi-
tion among the array of goods and services that can now

barhood doctors. Not unil the first antiblorics were
mass-produced after World War 1T did Western medi-
cine begin o benetit large groups of people. In devel-
oping countries, increased urbamzanon and industrial-
ization led ro the tormation of labor groups. which
organized themsehes o provide health insurance
through “sickness funds™ or pressed for publicly
tinanced social insurance systems. By 1950 sixeeen Ladn
American countnies had enacted laws o provide health
insurance o selected groups. but only two Atrican and
four Astan nations had done e,

The Internadona) Conference on Primany Health
Care, held in Alma-Awa. Kazakstan, in 1979, pro-
claimed health a “basic human right” and urged gov-
ernments o take “responaibility for the health of their
people.” Several governments in developing counries
created naoonal health svstems that purport o provide
frec medical care o the entire population. These cHorts
met with mived success. and the private sector ex-
panded to fill the void. In Nalaysia, tor example, physi-
Clans in private practce rose from 43 percent of the
total in 1975 0 M percent of the ot in 1990, Bur

vives. while ochers relv chietly on private providers paid
out of pocker.

be delivered privately (sometimes, as we see in Chapter
4 for uilities, taking advantage of these new opportuni-
ties may require new regulatory arrangements)

® To increase the transparency of the uses to which pub-
lic money is being put (much harder when many diverse
activities are bundled together within a monopoly pub-
lic provider).

Yet organizational changes will not do it all. Perhaps
the most important change in the incentive environment
is to empower users themselves with “voice”—not only to
work in partnership with providers where localized infor-
mation is key to efficient delivery, but also to monitor
providers’ performance and to enforce, through the polit-
ical process, a commitment to quality. How this can be
achieved is the subject of Chapter 7.

Protecting the vulnerable

Over the long term, rapid growth and investment in peo-
ple will cut poverty dramatically. Yet regardless of a coun-
try’s income level-—and regardless of the gains accruing to
the economy as a whole—some citizens will be left be-

hind, and others will suffer temporary hardship. This sec-
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Figure 3.7 The balance of private and public education differs enormously worldwide
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tion examines how states have wrestled with the challenge
of protecting the vulnerable.

A wide variety of protective measures

Table 3.1 offers a glimpse of the rich variety of initiatives
governments have tried to protect the vulnerable in devel-
oping countries. All of these initatives fall into one of two
broad categories:

® Pension, unemployment, and other social insurance
programs aim to support people who—for reasons of
age, the business cycle, or other circumstances—are
outside the wage economy for some part of their lives.

W Programs of social assistance aim to help the poorest in
society, those who are barely able to support themselves.

In industrial countries the universal welfare state,
which has influenced welfare programs around the world,
has blurred this distinction. Most of the main transfer
programs—pensions, unemployment insurance, family
assistance—began during the 1930s and 1940s in re-
sponse to the Great Depression and World War II, and
following the realization that the elderly were especially

vulnerable in industrial societies. These three programs,
pensions especially, absorb a rapidly increasing share of
national income, and rich countries around the world are
revisiting some aspects of their welfare programs (Figure
3.8). Even Sweden, where the commitment to the welfare
state remains firm, and which has an unrivaled record in
eradicating poverty, has embarked on wide-reaching
reforms to find a better balance between the social bene-
fits and the heavy—often invisible—economic costs.

In Central and Eastern Europe and the former Soviet
Union the state has traditionally provided a wide range of
social services. Before their transition to the market these
states offered comprehensive benefits, but they differed
from those in industrial market economies in four respects.
First, because the system was premised on full employment
guaranteed by the state, there was no unemployment insur-
ance. Second, social protection focused on those (such as
the old and the disabled) who could not work. Third, ben-
efits were decentralized at the firm level. And fourth, in-
kind subsidies (housing, energy) played an important role.

With an unprecedented economic contraction and
tight budgets accompanying transition, some countries in
Central and Eastern Europe and the former Soviet Union
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Table 3.1 Social insurance, social assistance, and poverty-targeted programs in developing countries:
Characteristics and lessons

Program type

Coverage and
regional pattemns

Design issues and lessons

Positive stories

Pensions

Family
assistance

Social
assistance
(cash)

Food
subsidies

Housing
subsidies

Energy
subsidies

Public works

Ciedit-based
programs

Nearly unwversat in transi-
tion countries, very low In
Sub-Saharan Africa,
mediim to high in Latin
America Pay-as-you-go
schemes dominate.

Inciuded in middle- to
high-income countries as
part of soctal insurance., It
IS universal at the enter-
prise level in transition
economies.

Limited in transttion coun-
tries. rare in Asia, nonexis-
tent tn Latin America and
Africa.

Generat price subsidies
doninate in Africa and the
Middle East. Quantity
rationing 1 prevalent In
South Asia. Food-forwork
schemes are used in Latin
America. Countries are
shifting toward food stamp
and targeted programs.

Prevalent in transition
economies. mostly on-
hudget; less prevalent in
other regions, mostly off-
budget.

Prevalent m transition
countries and oil-producing
countries, such as
Venezuela.

The Maharashtra Employ-
ment Guarantee scheme
in india and social funds
in Africa and Latin America
are funded domestically
and by international
donors.

Prevalent everywhere
especially in Afnica, South
Asta, and Latin Amenica.

Actuanal imbalances. even in some countres with
young populations, threaten macroeconomic stabil-
ity, especially in transition countries, Brazil, and
Uruguay. Transition countries need to increase
pensionable age. Separate redistribution from
insurance.

Family size correlates highly with poverty in the
Central Assan republics but not in Eastern Europe
and the rest of the CIS. Poverty incidence deter-
mines the degree of progressivity. Where incr-
dence 1s low, means testing 1s crucial to contain-
ing cost.

More suitable to countnes with relatively low
poverty incidence.

Open-ended price subsidies are fiscally unsustam
able. distortionary, and regressive Leakages can
be prevented by innovative targeting. Nutrition pro-
grams are more cost-effective than guantity rations
or general subsidies Programs that set work
requirements are more cost-effective than rations
Political economy often entalls an urban bias.

Often regressive. Urban poor are hest protected by
increasing and encouraging low-cost housing pro-
duction. Community organizations and coopera-
tives have been more successful at targeting. Sub-
sidies in the former Soviet Union complicate
functioning of housing and labor markets

In Asta, Africa, and Latin America gasoiine subsi-
dies largely benefit the nonpoor They are also
somewhat regressive In transition countries
because of their importance in the consumption
basket of the nonpoor Elimination of subsidies
would affect the urban poor.

Provide both insurance and assistance. They are
appropriate in areas where poverty IS transient
and there 1s scope for unskilled labor-intensive
projects. The program wage should not exceed the
prevailing market wage. In-kind payments attract
more women.

Main problem 1s the inahbility to borrow in the
absence of coifateral. Programs should subsidize
transactions costs but not interest rates, use local
groups instead of direct targeting programs, orga-
nize beneficiaries, and incorporate incentives to
both borrowers and lenders to enforce repayment.
Incorporate saving as a necessary component

Innovative schemes 1in
Argentina and Chile

Chile's family subsidy
and old-age social
assistance pension

Tunisia’s price subsidy
reform. which reduced
costs by 2 percent of
GDP and improved tar-
geting; 1993 Food for
Education Program in
Bangladesh

Chile’s one-time subsi-
dies for housing pur-
chase on the private
market

Incdha’s Maharashtra
scheme; Korea's intro-
duction and cancella-
ton of work program

Grameen Bank in
Bangladesh

Source Adapted from World Bank 1996e.



SECURING THE ECONDOMIC AND SOCIAL FUNDAMENTALS

Figure 3.8 Pensions and other transfers have
crept upward in the industrial countries
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are beginning to realize that this system of universal cov-
erage is no longer affordable and must be replaced by
more-targeted programs. Cash transfers as a percentage of
GDP are high. But adapting the welfare system to the new
conditions is proving politically difficult. In Poland trans-
fers doubled from 9 percent of GDP in 1988 to 18 per-
cent in 1993.

In contrast to the OECD countries, the vast majority
of developing countries have created “oasis” social insur-
ance systems, which grant family benefits and pensions to
formal sector workers and civil servants. The size of this
oasis increases with income per capita. It covers 6 percent
of the labor force in Sub-Saharan Africa, 23 percent in
Asia, and 38 percent in Latdn America. Formal unem-
ployment insurance is rare, but the use of the public sec-
tor as employer of last resort is a form of disguised unem-
ployment insurance.

Developing countries have also experimented with 2
variety of social assistance measures for meeting the basic
needs of the poorest. These have ranged from programs
that bundle cash assistance and insurance, to price subsi-
dies (food, housing, energy) and labor-intensive public
works (Table 3.1). The design of social assistance pro-
grams has often been heavily influenced by international
aid. The prevalence of food aid from the United States in
the 1950s and 1960s, for example, led to the adoption of
many food-for-work programs, particularly in South Asia.
The emergence of social funds in the 1980s, especially in

Latin America, reflects the shift to nonfood aid and greater
cooperation with nongovernmental organizations (NGOs)
and community-based groups in the delivery of targeted
assistance. Labor-intensive public works programs have
risen in popularity, particularly in South Asia and Africa.

In many countries, social insurance and assistance pro-
grams have failed to achieve their objective of protecting
the vulnerable. Often they have resulted instead in trans-
fers of resources to elite groups, sometimes with fiscally
destabilizing consequences. New approaches are begin-
ning to emerge for both insurance and assistance. We
examine each in turn.

Sacial insurance—options and hazards
The generosity of social insurance programs has sometimes
wrought havoc with long-term fiscal policy. As Table 3.2
suggests, in many countries the liabilities implicit in indi-
viduals” accrued pension rights far outweigh any reasonable
measure of the government’s tax-raising capacity.
Demographic changes partly explain these ballooning
pension liabilities. Aging populations account for more
than half of the expansion of pension and other welfare
benefits in the OECD countries over a recent thirty-year
period. Ukraine and Hungary, too, have older popula-
tions, which partly account for their high implicit pension
debt. Demographic pressures on pension programs are
likely to intensify especially rapidly in some developing
countries. China’s over-60 population will double from 9
to 18 percent of the total in thirty years—a transition that
took a century in France and Britain.

Table 3.2 Implicit pension debt in selected
countries
rpereantags of GDP)

Implicit pension debt

Country of governments
Uruguay 296
Hurgary 213
Braan 187
UKramne 141
Turke, e
Crona B3
Camercon dd
Peiu a7
Corgo a0
venezuela 30
Sensgal 27

Man 13
Ghanza <
Burtina Faso €
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Box 3.7 The new Chilean unemployment
insurance scheme

Chile has 3 severance pav scheme bur no system
of unemplovment imsurance. The government has
drafted 2 law o create one walled PROTAC). The
desigr of thus scheme deputs tfrom models pres ail-
ing in the QECD counenes. The proposed scheme
tries ta circumivent the disincentines to work often
assoctated with unemployment insurance. It would
create indiodual accounts o which workers and
emplovers would wintly contmibure 4.4 percent of
the worker s salan' These accounts would accumu-
late up o tive munchs of salare and would be pri-
vateh managed. possibly by the <ame mstitaoons
that now manige Chile s private pensions. A faid-
off worker voould recene sererince pav of one
month ob salin per vear of senice, o 2 maimum
of five vears, and could make up o five mondhly
withdravwals from his or her mdividuad account
while unemploved. Workers who became unem-
plaved tolleviing a resignanon ould only be enor-
tled o the monchly withdrawals The scate would
regulate these unemployment insurance accounts
and guarantee 1 minimum anemployment bencfic.
As wich penanns this minimum guarineee would
be provided only atter Funds in the account arc
ervhausted, The individual account would thus act
2> 1 deduciible,

But at their root the problems go beyond demograph-
ics. Civil servants in many countries view their pensions as
an entitlement, rather than a form of savings: they make
limited contributions to a retirement scheme but receive a
full salary as pension after thirty to thirty-five years of ser-
vice. More generally, influental constituencies success-
fully lobby for transfers from the budget, which they are
unwilling to see scaled back even in the face of a severe
fiscal crunch. Or, as in some African countries, public
bureaucracies direct toward themselves resources intended
for social insurance or for vulnerable groups.

Whatever the cause of these problems, unless social
insurance can be put on a sounder financial footing, either
the programs will collapse, or countries will be plunged
into deep fiscal crisis, or both. An essential first step
toward reform is for governments to distinguish between
the goals of insurance and those of assistance—especially
in developing countries where the gap is often vast
between the poorest citizens (generally the targets of assis-
tance programs) and those who participate in the formal

economy (generally the targets of insurance programs).
Experience suggests that failure to make this distinction is
virtually certain to undermine both the fiscal viability of
insurance programs (because the “insured” can lobby for
unfunded benefits) and the impact of assistance programs
(because nontargeted groups are likely to capture re-
sources intended for the poor).

With insurance clearly distinguished from assistance,
states can bring private participation and competition into
insurance systems previously dominated by public
monopolies. This can be done in several ways:

B The redistributive component of pensions can be un-
bundled from the saving component through a manda-
tory multipillar system, with the saving pillar fully
funded, privately managed, and publicly regulated.
Redistribution can be accomplished through a flat pub-
lic pension (as in Argentina).

m States can introduce mandatory savings accounts for
unemployment insurance, as well as pensions (Box 3.7
describes a Chilean initiative along these lines).

® Companies and individuals can be allowed to choose
between public and private providers, as in Japan, Sri
Lanka, and the United Kingdom.

® Management of the assets of public insurance programs
can be contracted out to the private sector (as in
Malaysia).

® States can enlist independent professionals, rather than
political appointees, for the boards of trustees of public
programs.

Of course, private provision of social insurance is only
workable if financial markets are well enough developed
so that private intermediaries can readily match these
long-term liabilides with long-term assets. Yet even in
poor regions such as Sub-Saharan Africa, thin capital
markets need not be a bar to the development of private
pension funds. Given an appropriate—and enforceable—
legal framework for financial sector development, coun-
tries could set up regional equity markets. This is a par-
ticularly attractive option for countries of the CFA zone,
which share a common currency. Already some equity
markets in Sub-Saharan Africa compare favorably in
terms of market capitalization with those in Latin Ameri-
can countries that have recently privatized their pension
systems (such as Peru).

Sustainable approaches to social assistance

Unlike social insurance, which can be self-financing, social
assistance requires direct expenditure of public funds. Bal-
ancing the objectives of poverty alleviation and fiscal pru-
dence is thus vital to success. (Table 3.1 summarized the
wide variety of approaches that have been tried.) In the past
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the debate was primarily over the relative merits of broad-
based subsidies and means-tested programs. Today, the
limitations of both have become more apparent.

Because means-tested programs (in which benefits are
set according to the recipient’s income) are administra-
tively demanding, they are likely to achieve their goal at
reasonable cost only in countries with strong institutional
capability. But broad-based subsidies have also lost their
appeal: they are expensive and relatively inefficient at
reducing poverty. Housing and infrastructure subsidies,
for exaraple, turn out to benefit higher-income house-
holds disproportionately (Figure 3.9). Food subsidies
can be more effective if they are targeted toward items
consumed primarily by the poor. Tunisia has effectively
moved from a nontargeted to a targeted program by elim-
inating all subsidies on goods consumed disproportion-
ately by the nonpoor and, for those food products still
subsidized, by differentiating product lines through dif-
ferences in packaging and the use of generic ingredients.
These reforms have reduced the cost of food subsidies
from 4 percent of GDP in the mid-1980s to 2 percent
by 1993, while still maintaining a food safety net for
the poor.

With both means-tested and more broad-based assis-
tance programs increasingly in question, attention has
shifted to self-targeted approaches. One approach is to
focus delivery on those localities, urban and rural, with
disproportionate numbers of poor residents. Another is to
set the level of benefits low and build in some kind of quid
pro quo. Food-for-work programs incorporate these fea-
tures. So, too, do lending programs for microenterprises
in poor communities. Box 3.8 illustrates how Indonesia,
which has made huge strides in reducing poverty through
broad-based growth, is initiating a variety of self-targeted
programs in an effort to eliminate poverty by 2003.

The challenge of sustaining programs of social assis-
tance is political as well as fiscal: since the marginalized
poor are politically weak almost everywhere, in times of
fiscal belt tightening even prudently designed programs
risk losing support. Self-targeted programs—especially
those that impose reciprocal obligations on recipients—
seem muore politically resilient than those targeted more
narrowly, but they too are vulnerable. At its root, then,
the task—explored in Chapter 7—is to find ways of giv-
ing voice to the concerns of the poor, enabling them to
become more effective advocates of their own interests.

Strategic options: Doing better on the fundamentals

Each of the four sets of economic and social fundamentals
poses distinctive challenges, but all have some challenges
in common.

First, prioritization is vital. As this chapter shows, in all
too many countries the state still does not provide the full
complement of core public goods and services: a founda-
tion of lawfulness, a stable macroeconomy, the rudiments
of public health, universal primary education, adequate
transport infrastructure, and a minimal safety net. At the
same time states are overproviding a wide variety of goods
and services that private markets could supply in their
stead. Especially in countries with weak institutional capa-
bilities, the need is therefore urgent to focus the state’s
role on the fundamentals.

Second, skillful use of private, competitive markets and
voluntary activity can support development while sharply
reducing the burden on states with weak institutional
capabilities. Market-led growth in a supportive incentive
environment is fundamental. Additionally, markets can
provide a variety of private goods and services that in
many countries have somehow wandered into the domain
of public provision, such as higher education, curative

Figure 3.9 Housing subsidies in developing countries mostly fail to reach the needy
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Box 3.8 Reducing poverty in Indonesia—how social assistance complements broad-based growth

Indonesia’s rapid and broad-based growth has had a
spectacular ettect on poverty reduction. Between 1970
and 1990 the proporuon of the population living
below the offictdl poverty line dechned from 36 10 15
percent: other indicators of welfare, such as intant
mortaliny, showed similar improvement. The gonern-
ment has now set wself the ambitious targer of eradi-
caring absolute povernv within the neat decade. The
challenge is that the remaining poor ar¢ concentrated
in isolated pockers of poverny with poor natral
resource endowmencs, low population densities, and
ather sociocconomic characteristics that make them
ditticult to reach. Several targeted interventions have
heen initiated 1n recent vears, including the following:

B The Inpres Desa Terunggal tIDT) program. launched
in 1994, s directed ar villages that the counery's
development has lett behind. The program distrib-

utes grants totaling $200 nullion per year among

health services, and pensions and other forms of insurance.
In a range of other areas—using social funds for poverty
alleviation, enhancing the quality of primary education,
encouraging participation by NGOs and communities—
reform can greatly improve service delivery. Countries
with weak public institutions should assign high priority
to finding ways to use markets and involve private firms
and other nongovernmental providers in service delivery.

20.000 villages—the poorest wne-third of all
Indonesian villages—ro be used as seed capnal for
income-generanng activities. The program s com-
bined with public works programs.

B The Prosperous Fanuly program. launched in 1996,
aims to improve the conditions of families living in
non-IDT villages. and whose living seandards are
below a ceruain level. through small grants and sub-
sidized credit.

B Under the Transmigration Program abour 750,000
tamilies, or over 3.0 million people. have been reset-
thed at government expense from overpopulated Java
to less populated outer islands. The program aims to
address landlessness as a cause of poverty and provide
new sertlers wirh agricultural fand and other benefits.

8 The Kampung Improvement Program 1s targeted at
improving the provision of social services and infra-
scructure 0 densely populated. low-income, urban
neighborhoods.

Finally, states should seek ways to enhance the credibil-
ity of their actions. In the short run, while weak domestic
institutions are being reinforced, stronger ties with external
actors—for example, through stabilization programs with
the IMF—can help governments signal their commit-
ment. In the long run, however, as Part Three explores in
depth, the vital challenge is to build homegrown commit-
ment mechanisms, rooted in domestic institutions.



