
7 National economic management

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

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

The establishment of planning agencies for for-
mulating comprehensive development strategy
represented an important institutional departure
in many developing countries. In some countries
finance ministries continued to oversee economic
policy, primarily through their control of the bud-
get and supervision of the central bank. Both
arrangements have their weaknesses. Finance
ministries tend to be preoccupied with short-run
questions of financial management and pay in-
adequate attention to long-term development
issues. Planning agencies have generally failed to
fulfill the high hopes placed in them in the 1950s
and 1960s, and have often been limited to assem-
bling public investment programs with only weak
links to budgets and policymaking. In most coun-

64

tries, the institutional arrangements do not exist
to coordinate short-term financial management with
longer-term policy analysis and investment plan-
ning, or to respond quickly to changing circum-
stances.

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

Policy flexibility to permit adjustment to
changing circumstances

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

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

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

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

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

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

Macroeconomic policies and adjustment

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

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



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

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

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

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

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

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

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

The most important lessons from experience are
that the transitional problems of adjustment pro-
grams can be considerable and that there is no
universal prescription for the right path of ad-
justment. What is required is "pragmatism" and
"flexibility"; these terms cannot be defined a priori,
but they can be illustrated by the successes of, for
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example, Brazil, Japan, and the Republic of Korea
(see Boxes 7.2-7.4). To be effective, such a prag-
matic and flexible approach in turn requires insti-
tutions capable of designing, evaluating, and ad-
justing key economic policies. Such institutions
are generally weak in developing countries;
strengthening them should be a high priority in
the 1980s.

Economic management and planning

Through their control of the purse strings, finance
ministries have traditionally played a preeminent
role in economic management. After 1945, how-
ever, the establishment of planning agencies rep-
resented a major institutional departure in devel-
oping countries. These agencies were intended to
provide medium- and long-term perspectives on
development, supplementing the short-run preoc-
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Box 7.1 Liberalization in Sri Lanka

During the three decades after inde-
pendence in 1947, government interven-
tion in Sri Lanka's economy increased
significantly. After twelve years of ad hoc
policymaking, a ten-year plan was intro-
duced in 1959 which placed emphasis on
import-substituting industrialization. The
early 1970s saw a further significant move
toward autarky. The authorities estab-
lished strict controls on trade and pay-
ments to maintain an overvalued cur-
rency, controlled many domestic prices,
and set up several monopolies in the
public sector through nationalization and
takeovers.

Between 1971 and 1977 almost all parts
of the economy either stagnated or grew
only slowly. The rate of saving and in-
vestment fell significantly, and unem-
ployment rose. Recent government es-
timates suggest that policy distortions in
1971-77 reduced the GDP growth rate by
about two percentage points a year.

In 1977, with the election of a new
government, economic strategy was
transformed. The government disman-
tled most trade and payment controls,
relied on tariffs to protect domestic in-
dustry, and devalued the exchange rate
by 44 percent. In 1979 the authorities
ended food rationing and introduced a
food stamp scheme for the poor. They

removed subsidies on rice, wheat, and
most petroleum products; abolished most
state trading monopolies and encour-
aged competition from the private sector;
raised interest rates to foster private sav-
ings and more active financial markets;
and gave new incentives to exports and
foreign investment.

The liberalization program initially co-
incided with unusually high commodity
prices for Sri Lanka's traditional exports,
which helped pay for extra imports.
Paddy production also increased at 7
percent a year, so the volume of food-
grain imports fell by 40 percent between
1977-78 and 1981. The economy grew
rapidly, with GDP growth doubling from
3.4 percent a year in 1970-77 to 6.6 per-
cent a year in 1978-81. The rate of in-
vestment rose from 14 percent of GDP
in 1977 to 34 percent in 1980. With mi-
gration of labor to the Middle East, eco-
nomic growth reduced the unemploy-
ment rate from 24 percent in 1977 to 15
percent in 1981.

These achievements have not been
costless, however. Devaluation and the
reduction of consumer subsidies inevit-
ably raised the inflation rate, as mea-
sured by the Colombo cost of living in-
dex, from 12 percent in 1978 to 26 percent

in 1980. The ending of import controls

unleashed pent-up demand for imports
in an economy starved of both producer
and consumer goods. Some local com-
panies failed to compete with cheap im-
ports (often backed by export subsidies
or as part of a dumping strategy), so
some jobs were lost and output reduced.

Externally, Sri Lanka started to run large
current account deficits after 1979. Its
terms of trade deteriorated by more than
30 percent between 1977 and 1981. More
liberal imports of motor vehicles and other
energy-intensive consumer goods in-
creased the oil import bill. Export per-
formance suffered owing to a 30 percent
appreciation in the real effective ex-
change rate between the end of 1978 and
the end of 1981. However, the most se-
rious problem was the government's huge
investment program coupled with a de-
clining ratio of taxes to GDP. By 1980
budgetary deficits had increased sharply
to 23 percent of GDP, and the balance
of payments gap widened to unsustain-
able levels. In 1981 the government in-
troduced measures to reduce the budget
and balance of payments deficits. The
sheer size of these deficits means that
adjustment will take several years to
complete.

cupations of finance ministries. They are now
commonplace in developing countries. A recent
World Bank survey of some eighty countries in-
dicated that four out of five have multiyear de-
velopment plans; over the past ten years, approx-
imately 200 plan documents have been prepared.

In most countries, however, planning agencies
have not lived up to expectations. By the late 1960s
there was widespread talk of a "crisis" in plan-
ning. Even India, which pioneered the introduc-
tion of planning in mixed economies, allowed its
plan to lapse between 1966 and 1969 and relied
solely on annual budgets. In Yugoslavia two suc-
cessive plans were abandoned in the early 1960s.
In Latin America there was wide agreement by the
late 1960s that medium-term planning had little
influence either on public sector investments or
on economic policy; indeed, Mexico, which had
the most impressive development record in the



1950s and 1960s, had no medium-term plan. Af-
rican planners were also mostly ineffective since
they were often excluded from decisionmaking.

In the 1970s the relevance of formal plans was
further reduced by dislocations in the world econ-
omy. Some countries (thirteen out of thirty-four
surveyed recently) managed to achieve or exceed
their targets in the first half of the 1970s. None-
theless, developing countries grew increasingly
disillusioned about the performance of their cen-
tral planning agencies and the usefulness of
medium-term plans.

Several factors underlie the limited success of
plans. At root, there is an inherent weakness in
the "blueprint" approach of planning agencies:
available analytical techniques are just not able to
cope with the complexity of economic change and
to produce plans that are up-to-date, relevant, and
comprehensive. Even the less ambitious forms of
planning have their weaknesses. For example, in-
vestment planning based on input-output models
has fallen foul of changing technical coefficients
and demand patterns. Similarly, manpower fore-
casting has been highly inaccurate because of the

Box 7.2 Japan: thematic plans and guiding visions
Since the mid-1950s, Japan has had a se-
ries of national economic plans. Each fo-
cused on one or two themes within the
framework of long-range economic
analysis and prospects. The plans indi-
cated the direction of economic devel-
opment and the contribution expected
from individual sectors. The process of
preparing the plans provided a forum for
identifying and discussing future policy
needs. It also enabled private industry
to consider its problems in a broader per-
spective.

The quantitative targets set out in the
plans were normally conservative, so
(until recently) outturns often far ex-
ceeded projections. All plans were re-
vised before the end of the period they
were intended to cover. This lack of ad-
herence to detailed plan targets was all
to the good inasmuch as the underlying
objective was to achieve maximum
growth. The higher actual growth rate
was the result of buoyant private in-
vestment, which the government did not
try to limit to the plan target. Moreover,
ministries and agencies did not regard
their plan targets as strictly binding.

Flexibility and responsiveness at both
macro- and microlevel were seen as more
important than consistency in macro-
planning and tight overall coordination.
This flexibility extended to the relation
between long-term planning and annual
budgeting. The annual budgets, as well
as public investment and loan plans, were
determined by the Ministry of Finance.
Annual budgets played an important role
in the process of policymaking by deter-

mining the size of total expenditure and
its allocation among ministries and major
expenditure items. The Ministry of Fi-
nance played an important role in eco-
nomic management through its deter-
mined pursuit of a balanced budget.

Another agency which played a key
role in economic management was the
Ministry of International Trade and In-
dustry (MIT!). Unlike many countries in
the postwar period, Japan did not na-
tionalize its key industries, Nonetheless,
in cooperation with the private sector and
other government agencies, MIT! con-
tributed significantly in guiding indus-
trial development through its strategic
planning and authority (both formal and
informal) over investment and produc-
tion priorities. This was true not only in
the promotional phase of the 1950s but
also in the liberalizing years of the 1960s
and the retrenchment of the 1970s. In-
stead of drawing up "blueprints" for in-
dustrial development and allocating re-
sources accordingly, MIT! (in the words
of one of its senior officials) "tried to
arrive at a vision that may serve as a
policy target and to persuade and guide
industry towards the vision." In creating
these "visions" and executing its poli-
cies, MIT! sought the opinions of various
expert groups and businesses.

In the 1950s the emphasis of MITI pol-

icies was on the protection of selected
industries from imports, export promo-
tion, fiscal and financial incentives, and
the development of technology. In the
liberalization phase of the 1960s, protec-
tion was gradually and selectively re-

duced. MIII made detailed studies of the
effects of liberalization on industry; the
least vulnerable industries were those first
exposed to foreign competition. For some
industries a detailed timetable of liber-
alization was drawn up, which seems to
have stimulated efficiency. MIT! tried to
realize economies of scale by arranging
mergers where it felt that firms were too
small to compete internationally, by en-
couraging firms in the same industry to
specialize, and by indicating those firms
which needed to modernize their equip-
ment and expand their plants. Steel,
computer, and automobile industries are
examples of such MITT-inspired reorgan-
ization.

Equally interesting and instructive (for
both developed and developing coun-
tries) was the MIT! approach to Struc-
tural adjustment in response to more ex-
pensive energy in the 1970s. Industries
that had become uncompetitive (for ex-
ample, open-hearth and electric-furnace
steelmaking, aluminum refining, syn-
thetic fibers, and Shipbuilding) were
classed as "depressed industries" and
included in a special adjustment pro-
gram. This program set out, for example,
steps to reduce excess capacity, the tim-
ing of such reductions, and restrictions
on further expansion. Where necessary,
the industries were allowed to establish
arrangements to maintain orderly mar-
kets under the condition of excess sup-
ply and were given government financial
support to facilitate structural adjust-
ment.
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Box 7.3 The Republic of Korea: flexible policies and strong planning

Between the early 1960s and the late
l970s, the Republic of Korea made re-
markable economic progress. GNP grew
by 10 percent a year, per capita income
more than tripled in real terms, and the
number of people with incomes below the
poverty line fell from about 40 percent of
the population to about 10 percent. Among
the key factors that contributed to this suc-

cess were a strong and stable government,
single-minded attention to economic
growth, a disciplined and socially mobile
population, a favorable world environ-
ment, and flexible and pragmatic eco-
nomic policies orchestrated by a central
economic authority.

The Economic Planning Board (EPB)
was established in 1961, incorporating the
Bureau of Budget (transferred from the
Ministry of Finance) and the Bureau of
Statistics. The EPB was later made re-
sponsible for price policy, fair trade
administration, project appraisal, and the
monitoring and evaluation of project
performance. It thus became a "super
ministry" overseen by the deputy prime
minister, its status indicating the seri-
ousness of the planning effort in the Re-
public of Korea. The EI'B was able to
coordinate policies and control conflicts
between different economic ministries.
Its work was supported by units in each
operating ministry that were responsible
for both development planning and bud-
geting.

The government of the Republic of Korea

also drew on the views of experts from
bodies outside the government, such as
industrial associations, financial institu-
tions, research institutes, and universities.
They belonged to a number of working
groups contributing to the countly's eco-
nomic plan, which in turn reported to the

Deliberation Committee chaired by the
prime minister. The Korea Development
Institute, which works in close collabo-
ration with EPB, was also a channel
through which outsiders contributed ad-
vice; it became the research arm of the
government for economic policies.

Despite such thorough preparation, the
plans were not remarkable for their tech-
nical sophistication. Nor were they re-
garded as sacrosanct: each of the four
plans produced since the early 1960s was
drastically revised soon after its incep-
tion. Individual policies were also
changed as circumstances changed. For
instance, in 1982 almost 1,000 laws or
regulations were either enacted or
amended, and about 10 percent of them
were revised more than twice in the same

year.
The distinguishing characteristic of the

Republic of Korea's planning has been
the strong emphasis on implementing
investment decisions by means of:

Annual plans. The annual Economic
Management Plan is intended to review
and evaluate performance in the preced-
ing year and, if necessary, revise policy
directions and the list of projects to be
implemented. It also reassesses macro-
economic forecasts in the light of chang-
ing conditions. It provides guidelines for
the government's annual budget and is
expected to indicate the stance of gov-
ernment policy toward the private sec-
tor.

The integration of plans into bud-
gets. Responsibility for drawing up the
budget rests with the EPB, especially its
Bureau of the Budget. In view of grow-
ing economic uncertainty and fiscal strin-
gency, the government has recently
started some medium-term fiscal plan-

fling so that the budget for a single year
may be formulated on realistic assump-
tions about the availability of resources
in future years.

Monitoring and evaluation. Each re-
sponsible government agency is required
to monitor the progress of all projects
included in the annual plan. The EPB
conducts a quarterly evaluation of how
the plan is implemented and provides a
summary of the results to the president.
The EPB is also responsible for consoli-
dating the results of the performance
evaluations, including recommended
changes in problem projects, and sub-
mits a report to the cabinet twice a year.

Central to the Republic of Korea's suc-
cess was its export promotion policy. Ex-
ports were encouraged mainly by incen-
tives, but the way those incentives were
determined and then made available was
far from automatic. Two institutional
mechanisms that were important in the
country's export drive were the system
of setting export targets and the practice
of holding monthly national trade-pro-
motion meetings. These two mecha-
nisms helped translate political resolve
into bureaucratic and corporate resolve.
They also provided up-to-date informa-
tion on export performance by firm,
product, and market and enabled the
government to analyze the reasons for
any discrepancies between targets and
performance. The government then ad-
justed its export incentives and targets
accordingly. Firms, meanwhile, were kept
informed of the government's shifting
priorities and policies. More recently ex-
port targets are treated more as forecasts
than as policy objectives, and the gov-
ernment is emphasizing the liberaliza-
tion of trade and finance.

difficulties of specifying particular skills and of
projecting demand over a long period. Moreover,
by the nature of their job, many planners have
tended to favor big public sector projects and am-
bitious targets. This bias, sometimes encouraged
by foreign aid agencies, has seldom produced the
most efficient use of resources.

While the products of planning agenciesthe
plans themselveshave frequently been ignored,
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the process of planning has been useful. It has
provided a forum for bringing together different
government agencies and different sections of so-
ciety to think about national development, and it
has helped politicians to mobilize public support
for development programs. These are considerable
virtues. It is now necessary to build on them, so
that in the uncertain economic environment of the
1980s the agencies involved in national economic



management can work together in a more coor-
dinated and systematic way.

Managing in uncertain times

Given the current uncertainties, comprehensive
planning intent on managing quantities (of pro-
duction and investment) over the medium to long
term will be increasingly inappropriate. Instead,
emphasis should be put on rationalizing the cur-
rent policy framework. First and foremost, gov-
ernments must ensure macroeconomic stability
through sound monetary, fiscal, and exchange rate
policies.

Within such a framework of macroeconomic sta-
bility, it is necessary to correct price distortions in
order to provide an environment for the best pos-
sible use of resources. Such reorientationaffect-

ing many aspects of policy, from medium-term
investment planning to the incentive systemis
already taking place in several countries. In the
Republic of Korea, for example, the latest plan
puts most weight on changing incentives and treats
projections for investment and output more as
background scenarios to aid decisionmaking than
as targets. In both India and Pakistan recent plans
give much greater attention than before to prices
and incentives.

While attempts to plan overall national invest-
ment have generally proved futile, governments
clearly need a strong capacity for appraising public
investment programs. In many countries the ef-
ficiency of public investment would increase sig-
nificantly if, as a minimum, large projects were
carefully vetted. In addition, it is important to ag-
gregate all public sector projects to discover their

Box 7.4 Brazil: flexibility and pragmatism in managing industrialization
Between 1950 and 1980 Brazilian manu-
facturing grew at an average of almost
10 percent a year, with GNP growth of
about 7 percent a year. During this pe-
riod, per capita income (in 1980 dollars)
increased from about $600 to more than
$2,000 and, despite continuing problems
of poverty in some regions, the overall
incidence of poverty declined signifi-
cantly.

Industrialization was clearly the goal
of Brazil's development strategy, al-
though priorities were not set in any sys-
tematic or detailed way. Growth fol-
lowed a typical, and in some sense
natural, sequence: first came import sub-
stitution of consumer nondurables and
then consumer durables; intermediate
goods and capital goods followed. The
pattern of protection was adjusted flex-
ibly and gradually. Whereas in the 1960s
the protection rate was high for con-
sumer goods, medium for intermediate
goods, and low for capital goods, by the
early 1980s this pattern had been fully
reversed.

Brazil's style of growth did not, of
course, occur accidentally. Government
decisions about exchange rates, tariffs and
other import controls, public invest-
ments, investment subsidies, and export
incentives strongly influenced the allo-
cation of resources. The basic logic fol-

lowed until the mid-1960s by both pri-
vate investors and public officials was
import substitution: anything imported
was potentially a candidate for domestic
production. Beyond this, public officials
had some ideas about priorities to be
given to some sectors, especially in steel,
automobiles, and petrochemicals. But in-
direct promotional policiessuch as trade
protection and fiscal and credit subsi-
diesowed their design at least as much
to the entrepreneurs who stood to gain
or lose from them as to the public offi-
cials' view of what was "best" or "effi-
cient" for the nation. Indeed, one reason
for the "miracle" growth in the late 1960s
and early 1970s was precisely that gov-
ernment listened to the private sector and
largely accommodated its wishes.

Consultation and consensus also pre-
vailed during the 1950s, notably in the
"Executive Groups" formed to promote
growth in five industrial sectors. These
groups, made up of senior officials from
all relevant agencies, negotiated with
private investors to achieve a package
that gave the government what it wanted
in terms of import substitution, domestic
procurement of inputs, and so forth, but
that also gave the investors what they
needed to be profitable. The government
negotiated hard, but the policy package
was designed jointly. The automobile in-

dustry, one ct the five, is a classic ex-
ample. Costs were high at first, but by
the late 1960s at least one firm was pro-
ducing at internationally competitive
costsperhaps the only one in any de-
veloping country at that time. Since then
costs and prices have come down in other
firms, and today the industry produces
competitively and exports a large part of
its output.

In the mid-1960s, when the initial phase
of import substitution was largely com-
pleted, Brazil switched to an export-ori-
ented strategy with major adjustments
in its real exchange rate and in financial
policy. This was followed by a boom in
exports and economic growth that lasted
nearly a decade. Since the mid-1970s the
government has expanded its share of
industry and played a bigger role in the
choice of new investment. It has pro-
moted a new wave of import substitution
in the few activities where this remained
possible. Some sectors (such as steel) may
have been overexpanded, and many of
the new industries (such as sophisticated
machine tools and computers) have com-
plex and rapidly evolving technology;
being capital goods, their cost and qual-
ity will affect the whole economy.
Whether these new activities will be-
come internationally competitive re-
mains to be seen.
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implications for financial management over sev-
eral years. Together, public sector projects can
change some basic parameters in the economy and
affect the implementation and viability of other-
wise sound projects.

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

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

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

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

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

Improving links between planning,
budgeting, and evaluation

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

Financial planning and budgeting

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



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

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

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

Evaluating expenditure

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

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

Improving management information

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

Costs of poor data

The problems of planning without facts have been
well documented in Africa, but they are serious
in many other countries as well. Lacking sectoral
statistics, governments have not been able to ad-
dress sectoral issues. This proved particularly
damaging when oil prices rose sharply in the 1970s,
because few developing countries had the data
they needed to reassess their energy requirements
and to develop conservation programs. For years
the lack of good agricultural statistics has seriously
handicapped the analysis of agricultural devel-
opment programs and the formulation of policies.
And the whole world has now learned of the dan-
gers of ignorance about a country's financial po-
sition. In several countriesnotably Indonesia,
Mexico, and Turkeythe external debt crisis was
compounded by the lack of comprehensive data,
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Box 7.5 Government watchdogs: tracking bureaucratic effectiveness
From Russia's inspectors general to the
United States' Government Accounting
Office, watchdogs have long been ap-
pointed to help keep governments hon-
est. Many countries are now emphasiz-
ing efficiency as well. Since 1977 Canada
has required that federal agencies and
departments undertake periodic apprais-
als of their own efficiency in administer-
ing programs and their effectiveness in
meeting objectives. In 1978 Malaysia
added a unit charged with improving
management systems and civil service
operations to the already strong project
monitoring team in its prime minister's
office.

Two other examples, in more detail,
are:

Value-for-money audits in the United
Kingdom. A 1982 government report
noted that, over a period of three years,
the audits had saved $850 million in
wages, boosted tax collections by more
than $40 million, and reduced social se-
curity operating costs by 6 percent. The
audits involve rigorous three- to six-
month scrutinies carried out by exam-
ining officers drawn from the manage-
ment of the office being investigated.
"Ministers and their officials are better
equipped than anyone else to examine
the use of resources for which they are
responsible," said a 1981 note on the
program. "The scrutinies, therefore, rely
heavily on self-examination; on applying
a fresh mind to the policy or activity under
scrutiny, unfettered by committee or
hierarchy."

A staff of nine in the Management and

Personnel Office helps set the ground
rules for individual scrutinies, then turns
over the task of carrying them out to the
examining officers. Each scrutiny is ex-
pected to lead to an action document
within three months; these show the ex-
amining officers' recommendations, the
minister's response, the legislative and
administrative actions needed for imple-
mentation, target dates, and expected
savings in money and manpower. They
also name the officials responsible for
carrying out the recommended reforms.

The government has been impressed
enough with the 135 scrutinies so.far to
extend the system throughout the gov-
ernment. Every department is now re-
quired to draw up a financial manage-
ment plan to aid it in answering the
question "Where is the money going and
what are we getting for it?" Each must
also develop a management information
system to track its costs. To involve civil
servants in the spirit of reform and "guard
against a failure of morale," staff are to
be more involved in decisionmaking. Part
of the anticipated savings is to be used
to "enhance the working environment,"
and staff-management communications
are to be improved, all with the goal of
helping the civil service to "sustain its
sense of pride in a job worth doing well."

Program evaluation in India. The
Programme Evaluation Organization
(PEO) was created to oversee India's
Community Development Programme.
Its success led to its investigating pro-
grams of education, health, rural devel-
opment, and social welfare. PEO became

one of the world's largest evaluation or-
ganizations, with more than 200 profes-
sional staff and a network of thirty-four
field offices. Local evaluation offices have
also been established in India's twenty-
two states.

PEO is an independent branch of the
Planning Commission. It reports to Par-
liament and provides the Planning Com-
mission with information for forward
planning and mid-course revisions to
programs. Most PEO reports are made
public; their findings are debated in the
media and in Parliament. The atmos-
phere of accountability that PEO has cre-
ated has encouraged the government to
take quick corrective action on program
shortcomings. At the project level, the
feedback provided by PEO has come to
be appreciated rather than feared.

PEO's working methods have changed
considerably since the days it limited it-
self to evaluating completed agriculture
and rural development projects. Now it
combines sophisticated data gathering
and analysis with surveys of intended
beneficiaries, particularly those from mi-
nority groups. It has developed a train-
ing program including courses in cost-
benefit analysis, performance budgeting,
and statistical sampling and interviewing
techniques. Regular regional workshops
for senior and supervisory staff have be-
come an important forum for teaching
techniques and sharing experiences. PEO
programs have also been used to train
evaluators from Egypt, Philippines, Ni-
geria, Malaysia, and Nepal.

especially on private debt (which had been grow-
ing rapidly). Finally, at the project level, the ab-
sence of effective monitoring and evaluation pro-
cedures has hampered mid-course correction, and
made it difficult to feed back information helpful
in the design of future projects.

Benefits of good data

The rewards of a better information system are
illustrated by the experience of several countries
such as Kenya, Bangladesh, India, and the Re-
public of Korea. The export-oriented strategy of
the Republic of Korea was greatly aided by corn-

72

prehensive and up-to-date statistics on foreign
trade. Kenya, through its rural household surveys,
gathered estimates of food production and pre-
pared crop forecasts that proved invaluable in the
drought of the late 1970s. The authorities were
able to act quickly in organizing transport and
distribution of supplies to the drought-stricken
areas. By contrast, the countries of the Sahel re-
gion had poor or nonexistent information on food
production, which made it difficult to organize
effective drought-relief operations in the 1970s.
Improved data on food supplies helped Bangla-
desh tackle food shortages in 1979 much better



than it had done in 1974. And in India the recent
centralization of information on movements of
railway wagons has helped improve the railways'
efficiency, with spin-off benefits for such indus-
tries as coal and fertilizers.

Statistical priorities

Since it is expensive to collect information, gov-
ernments must set themselves clear priorities. This
task can be assisted by a medium-term plan for
statistical development, as the Malaysian experi-
ence has shown. Such plans identify not only what
figures are required, but also what is needed to
collect themequipment, manpower, office ac-
commodation, and so on. In many countries,
priorities include financial statistics, covering both
external debt and government receipts and spend-
ing. In several countries, however, even the basic
components of the national income accounts and
balance of payments are absent or unreliable; as a
rule, these should receive priority.

To assist flexible policymaking, governments
need to make more use of sample surveys and
administrative records. Well-planned and well-
designed sample surveys are relatively cheap in
comparison to censuses, impose a smaller burden
on the statistical office, and can produce thorough
and up-to-date information. Kenya has made wide
use of such surveys; its Central Bureau of Statistics
is now able to provide better historical data as well

Box 7.6 The management
The value of microcomputers in process-
ing information is well illustrated by their
use in Nigeria and Kenya. In Nigeria mi-
crocomputers are now handling data from
farm management surveys on nine ag-
ricultural projects, three of which cover
entire states. The first computer was in-
troduced in August 1981 and was in op-
eration two months later. By June 1982
seventeen machines were in use, with
another eleven on order. Field staff
needed only two weeks' training in op-
eration and preventive maintenance. They
now enter data directly onto computer
files, so avoiding the need to code and
cardpunch large numbers of survey forms
for later analysis. Managers now obtain
reports within a month of survey com-
pletion and they can handle large quan-
tities of data bunched at peak seasons.

Kenya's Ministry of Agriculture
adopted microcomputers in 1981 to im-

information revolution
prove its annual budgeting process. Un-
til then, spending estimates sent to the
Finance Ministry were simply the sum
of the estimates proposed by operating
divisions. Sometimes they amounted to
double the previous year's spending on
agriculture and twice the likely amount
available from the Treasury. As a result,
the Finance Ministry was effectively in
charge of deciding agricultural priorities.
Microcomputers have helped the Min-
istry of Agriculture regain control of its
own budget through:

Improved management information.
With a simplified reporting format,
showing budgets, commitments, and
spending for different subheads on a se-
ries of single summary sheets, the min-
istry can now calculate expenditure re-
turns within two days of receiving the
raw data.

Clearer ranking of priorities. As with

as current statistics for short-term policymaking,
particularly dealing with food and agriculture.

The administrative records of government agen-
cies can also provide valuable information. Al-
though they have weaknesses, administrative rec-
ords are an inexpensive source of data. The records
of different agencies can often be linked in useful
ways: in Malaysia, for example, information on
family planning acceptors has been combined with
records on births to indicate the impact of the
family planning program. The usefulness of ad-
ministrative records can be enhanced if statistical
agencies are consulted in the design of adminis-
trative forms and the development of appropriate
classifications and codes.

All three themes developed in this chapter
coordination of planning efforts, reforms of budg-
etary systems, and monitoring of projectsentail
the processing of large quantities of data. They are
therfore all greatly helped by recent advances in
microcomputers and associated software (see Box
7.6). Being relatively cheap, portable, resifient, and
easy to operate, microcomputers are suitable for
work in rural areas and for middle and junior
managers who have no special programming skills.
However, their full exploitation does depend on
accounting systems being rationalized and on the
development of appropriate indicators for pro-
gram monitoring. Both of these changes initially
require a substantial investment of skills and time.

expenditure reports, the ministry has de-
veloped a printout format that reduces
the annual budget documents from 100
stenciled pages to only 5 pages of sum-
mary information. Where budget short-
falls are identified, the computer projects
the results of alternative budget cut-
backs. When officials decide to reduce
spending on a particular activity, the
printout immediately summarizes the
corresponding reduction in the overall
budget deficit, and shows the average
percentage cut needed on other activities
in order to stay within Treasury ceilings.
This kind of control has been made pos-
sible by up-to-date expenditure reports,
since any requests for more money could
immediately be compared with recent
performance and inflated requests ad-
justed accordingly.
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