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Fareggrd

1. The orpanization of the seminar was preceded by a survey in a number of
representative cointrieg with & view to exploring the various sources of
industrial financing and the criteria for determining their efficient alloca-
tion ta the piblic manufactu=ing sector, and to tdentifying some of the basioe
problems in the effective utilization of these resources at the enterprige
level, Analysie »f the survey indicated (a) that publie manufacturing enter-
prieea form & significant part of the indictrial sec~tor in many developing
~ointries, and () that the institutional framework for the establishment,
cperatione and control >f these enterprises, particularly in their financing
aspects, constitutes an important tyol of povernment econnsmic policy both fop

short-term atatilization and long-term prowth,

2« Following the survey, and as part ot 1ts supporting activities of tech-
nical assistanne, the 'nited Nations ndustrial Development Orpeanisation (IINTDO)
organized 8 seminar on "Financial Aspects of Manufacturing Enterpriges in the

Public Sector"™ which was held in Rome in December 1364,

3, The objectives of the seminar were:

(a) To provide a forum for participants from Loth developing and
developed cruntries to exchange views and experiences on problemsa
of financing of public sector manufacturing enterprises in their
respective countries and to review the varicus approaches and
techniques that have been developed in resolving these problems

(h) 10 formulate some peneral griidelines for the erfective mohilization
of financial resources, their proper allocation to specific indus-
trial sectors and the efficient management Hf these recources within
the operational scope of putlic manufactaring enterprises,

4. The seminar was convened in Kome on | December 1969, and the opening
meating was addressed by Mr, (iuseppe Tacoangeli, “ounsellor of Embassy,
Ministry of Foreign Affairs, on behalf of the ‘overnment of ‘taly, whinh

served as host to the seminar. OStatemeats presented at the seminar on behalf




of the Institute of Industrial Reconstruction (IRI) are reproduced in annex 2.
The agenda and a list of the documents prepared for the seminar are reproduced

in annexes 1 and 4 respectively,

5e The seminar was attended by senior officials from seventeen countries,
nominated by their Covernments but participating in their personal capacities,
Expert cons:iltants and guest speakers were selected by UNIDO from France,
Ttaly, Poland, Cveden and the !nited Kingdom on the basis of their professional
competence and cxperience, Representatives from the International Labour
Organisation ani the Economic Development Institute of the International Bank

, 1
for Heconstruction and Develspment alss> a*tended.

6. This report, drafted and roviewed in the closing meetings of the seminar,
is herewith published as Volume I, to be followed by a second volume which will
contain selected papers presented to the seminar and a report of the preliminary

survey.

7. In ~oneluding the meetings, the participants expressed appreciation to
UNTDO for the osrganization of the seminar and to the Covernment of Ttaly and
the Institute for Iniustrial Reconstruction (IRTY for the generous provision
of facilities an' for the arrangement by the IRT of a study tour of industrial

establishments in Southern Italy.

L/ A complete list of participants is given in annex 3.




dntroduotion

8. As an instrument of industrial development policy, public manufacturing
snterprises play an important role in the industrialization process in many
developing countries. Apart from any ideological predisposition, many devel=
oping countries consider that, on purely pragmatic grounds, there is a case
for government initiative and direot public intervention in the development
of the manufacturing sector of the economy. This initiative may take the
form of resource expansion and mobilization, resource allocation to different
segments of the manufacturing sector, and re source utilization at the enter-
prise level. Some developing countriea, however, have adopted the catalytic
approach whereby government intervention in the development of the manufac.-
turing sector takes the form of indicative planning through which private
entrepreneurship is given broad guidelines and necessary incentives for the
development of this sector. ‘

9,  Whatever the character and method of industrial development in developing
countries, the co-ordination role of government, particularly in mobilising
internal and external financial resources and utilizing them effectively, is
an essential factor in the industrialization effort of these countries,

10. Some of the general problems of organization and administration of publie
enterprises have been the subject of & number of United Nations seminars.

The seminar covered by this report wat an attempt to foous attention on u few
financial policy measures and their implications for enhancing the opsrational
effiociency of manufacturing enterprises in the public sector.

2/ United Nations publications: Some Problems in the Organization snd
Administration of Public Enterprises in the Industrisl Field (54.1T.H. 1)
Public Industrial Management in Asia and the Far East (60.11,H.1)4
Management of Industrial Enterprises in Under-developed Countries
(58.I1.B.5); Report of the United Nations Seminar on the Organization and
Administration of Public Enterprises (67.I1.H.2).




11, As the financial aspects of a public industrial enterprise will neces-
sariiy vary according to its role in the total national economy, and as
different ~ountries huve shusen 4o use such enterprises for different
purposes, one must begin by making sartain broad functional and structural
distinctions. The first of these is between public enterprises which are
intended to perform, on a more or less permanent basis, tasks that are else-
where being performed, also on a more or less permanent basis, by private
enterprice:, and those that are given, Xlﬁ‘éf!lﬁ private enterprise, what

might be described as a catalyst role.

12, In the firet case, a decisicn has been taken that the state shall make
itself responsible, wholly or partly, for the rroduction of a particular
commodity or the provision of a particular service. Such a decision may be
made ad hoc r embodied in a general declaration of policy, such as the Indian
Industrial Policy Resolution of 1956. This may be described as the substitu-

tion of public for private enterprise.

13, Even the most substitution minded of the mixed economy countries, however,
also employ to varying extents, the catalytic technique. Eesentially, this is
the use of publ... enterprise to stimulate private enterprise. In a sense, of
course, catalysis is unavoidable. So long as private entrepreneurship and
investment is lepally permissible (even though it may not be positively
encouraped), it will derive benefit from the investments made in the public
gsect ' - unless it ic taxed so heavily to pay for them that it has no resources
teft. lere, houever, we are concerned not with this natural stimulus that the
private sector may receive, but with deliberate attempts to stimulate it. BEven
more specifically, we are concerned, not with all attempts to stimulate it
(which include a very wide variety of devices, particularly in the fields of
fizcal and financial polioy) but with the role which public enterprises are
called upon to play,

14, There are few countries of mixed economy that have failed to equip them=
selves with such public enterprises. Prominent among them are industrial
finance corporations of various types, created for the purpose of providing
private entrepreneurs with credit on terms more favourable than they could
obtain from private agencies. Where entrepreneurial energies are being
inhibited by shortage of long-term and medium—term loan capital, these public

enterprices can play an important role both in stimulating economic development

and 1n steering it. Rut if private entrepreneurship is extremely weak, it is
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unlikely to be significantly stimulated merely by the offer of loan capital,
even if this is accompanied by the offer of financial advice and technical
services. Under these circumstances it is likely that public development
agencies will be able to make a much greater contribution to economic growth

than public finance agencies.

15. Indeed, most mixed economy countries have established development corpo-
rations of one kind or another. Here we are interested only with those con-
cerned with the development of manufacturing industry. The usual plan is

that the development corporation, using capital provided by the government

from budgetary sources, shall itself create, manage and bring to maturity
manufacturing undertakings of various kinds, either on its own initiative or
in accordance with the priorities laid down by the political authorities., If
necessary, or if considered preferable, it may use its own funds exclusively,
not looking for supplementation elsewhere. Alternatively, and if opportunity
offers, it may from the very beginning enter into partnership with the private
investor, who may conceivably be attracted by the security offered by govern-
ment commitment to the development of the undertaking., The operation, however,
is not necessarily a catalytic one. That depends on the projected future of
the subsidiaries that the development corporation brings into existence. If
they are to remain in the public sector, the policy is one of substitution;

it is only catalytic if they are to be sold out to the private investor.
Whether they actually can be sold out or not largely depends on the availability
of private capital and on the prospects of profitability that the new under-
takings offer. Whether they are actually sold out will depend partly on the
prevalent political ideology,

16. In some countries the industrial development corporation does not play a
very economic role, as the government prefers to undertake the development of
industry in a more direct manner, through setting up a public corporation or
state owned company for each separate undertaking or group of undertakings.
Elsewhere, the development corporation sometimes becomes a major agency of
industrial growth, Both economic ani administrative advantages have been
claimed for it. Economically, it may have the merit of enabling the government
to develop a comparatively large amount of industry with a comparatively small
expenditure of publie funds, since success in the selling-out operation provides

the corporation with revolving capital. Administratively, the responsibilities

of the government are kept within limits - at least in the field of economic
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administration -~ since it is concerned, through the development corporation,
only with those undertakings that are in their early stages of growth and not
witn those which, having reached maturity, are taken over by the private

investor,

17. One further broad distinction may be made. The development corporation,
in general, has a more important part to play in the economies of the devel-
oping countries than in those of the developed ones, particularly if it is
being used for catalytic purposes; for in the developed countries private
industry has comparatively little need of the kind of stimulus that the
development corporation exists to provide, whereas in less developed countries

such a stimulus may be essential to it.

18, Public industrial enterprise, therefore, may be used either as a substi-
tute for or as a stimulus to private industrial enterprise; and in most
countries of mixed economy it operates in both capacities, There is also,
howaver, another possible use for it which deserves at least brief mention,

In some countries and at certain times, public industrial enterprise has been
used as a "stabilizer” for the national economy. Its potential in this
respect was seen as soon as governments, under the influence of Keynesian
economic concepts, began to pursue policies aimed at "full employment™, It
seemed that one of the ways of counteracting a downward swing of the trade
cycle was to pump more resources into that sector of the economy over which
the government exercised full control. Hence public enterprise should be
expanded when there was a down-turn of private economic activity and defla-
Yionary tendencies began to make themselves felt. Conversely, an "overheating®
of the private sector, with its concomitant inflation ani "over-full" employ-
ment could be counteracted by a counteraction of public enterprise., There are
g00d reasons, however, for not using public industrial enterprise in this way.
First, there is no case for making public enterprise bear the burden of the
up-swings and down-swings of the trade cycle, since methods other than the
expansion or contraction of public enterprise are available for influencing
the general level of economic activity, Second, the pursuit of such a policy
imposes unjustifiable distortions on the economic pattern and, over a long
period, tends to make the planned and coherent development of public under-
takings very difficult if not lmpossible. Third, it has a very deleterious
effect on the morale of both managers and workers, who feel that their enter-
prise is at the mercy of governmental decisions which have little or no

relevance to the interests >f the enterprise as such. "nless, therefore, the
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use of public enterprice as a stabilizer forms part of an over-all economic

strategy which has regard to the correct proportions between the various forms
of economic activity, it is to be strongly discouraged. This, of course, doew
not rule out decisions to take up the slack by imtiating or intensifying
programmes of public works in per:ods of economic depression; nor does it mean
that public enterprise can be regarded as occupying a privileged position,

It does mean, however, that every effort should be made to avoid treating the

public sector as souething that can be turned on and turned off as general
economic conditions deteriorate or improve,
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Chapter T CAPITAL SIRUCTIRE AND FINANGING

19, When a public manufacturing enterprise is being established, one of the
most crucial decisions that has to be taken is about the amount of capital
with which it shall be endowed, the source of this capital, and the terms on
which it shall be provided. The provision of capital may Le from internal or
from external sources or from both; internally provided capital will be y

considered first.

Initial capital endowment

?0. Except in the case of mixed enterprises, the whole of the initial capital
endowment normally comes from the government, either directly or througsh the
intermediary of a development corporation or similar typr of body. In theory
it may take any one of three forms or any combination of them: (a) a erant;
(b) equity investment; or (c) a loan. The distinetion between these types of
initial capital endowment is, however, by no means alwayc precise. [lor instance,
if a grant is employed, the government will often rerard it as a quaci-cquity
investment entitling the ministry of finance to receive a dividend from the
operations of the undertaking as soon as it becomes profitable, In many coun-
tries with centrally planned economies, moreover, capital grants, althougsh
non-repayable, carry a rate of interest like loans. This rate, whicn repregents
a minimum profitability raquirement, is analogous to a tax on the enterprise
(particularly, of course, when the enterprise is operating .nler non-competitive
conditiona), It may take the [orm of a grant or a loan or a combination of the
two. If the grant is employed, the government will often popard it a: a quAl -
equity investment, entitling the exchequer to receive a dividend from the
operations of the undertaking as soon as it becomes profitable, The disadvan-
tage of the loan is that it involves the enterprise in fized onligation: which
it may find difficulty in discharging, particularly duringe tne enrly days of

its life, although the difficulty may be, and ic frequently, overcoame by

excusing the enterprise from "service" payments for a aumber of years, or by
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sranting it a moratorium for defermert of such payments., The disadvantage of
an outright prant is that 1t imposes no finarcial discipline on the enterprise,
The equity-type investment, by contrast, cumbines financial diseipline with a
considerable degsren of flexibility., The enterprise is expected to make a
yield on its capital, but the amount that it contributes to the government is
ad jucted to the degree of success that it achieves. Fxcept in the rare case
where vulright grants are used exelusively the enterprise will ultimately be

equipped with both equity-type capital and loan capital,

?ls These distinections apply mainly %o public industrial enterprises in
countries where the market serves as a regulator of the economy, and where the 4
risk element which equity-type capital is intended to provide can be very high,
partiecularly for enterprises pioneering in new and hitherto untried fields, or
which present unfamiliar problems of organization and technique, or which are
attempting to break into an international market. In the countries with
centrally planned cconomier, however, the question of the type of capital
provided is not usually discussed in comparable terms, as the financial obli~
gations of the public manufacturing enterprise to the state authorities are
ineorporated in the over-all plan and the risk element arises not from market
uncertainties but from bad management (which can be replaced) or bad planning
(which can be corrected), Tn such eountries therefore, the precise terms or.
which capital resources may be provided are considered mainly from the perspec-

tive of maximizing incentives o achieve planned coefficients of efficiency.

Proportion of equity to loan capital

an

72« Elsewhere, the proportion of equity to loan capital varies considerably
from country to country and from enterprise tu cnterprise, This is both
inevitable and right, since there are no general principles by which a fixed
proportion may be determined. Much depends on the "rickiness" >f the enter-
prise concerned, on the degree of credit-worthiness 1t may have achieved at a
particular stage in its growth, on the source from which capital is currently
available, anl on the kinds of financial oblipation which the governmental
authorities concider may be reasonably imposed o itgs managament in the light
of tonp-term and madium-tern development plans, ~urrent budgetary exigencies
and other factors, loan capital may be "excessive" when it involves interest
and repayment oblirations whiech the enterprise is unable to meet, or able to

meet only at the expense of the neglect of targets which ought to receive

Priority. Bquity capital may be "excessive" when comparative lack of fixed
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obligations tends to undermine managerial incentives to achieve a high level
of financial performance.

Rate of interest

23. Some countries with long experience of running public manufacturing
enterprises have arrived at a more or less stardard equity/loan proportion,
Although divergence from this standard may be quite frequent, each is regarded
a8 requiring some special justification, Other countries with less experience
have erred on the gide of too great a rigidity or too great a flexibility in
their methods of financing public industrial enterprises. These opposite
errors tend to coincide, respectively, with situations in which capital is
extremely scarce and those in which it is relatively abundant (as currently

in some of the oil producing countries)., The question of the rate of interest
on publicly provided loan capital, together with the period of repayments, is
also subject to a variety of answers. Normally, the rate of interest should
reflect the scarcity of capital resources, and a common rate should apply to
all enterprises whether in tie public or in the private sector. However, there
are many developing countries where, owing to the underdeveloped condition of
the capital market, it is diffioult to determine the going-rate of interest.
Moreover, in countries where it is the intention of the government that the
public seotor shall play a dominant role in the economy and the private sector
no more than a subordinate one, the development of a capital market is not
envisaged. In suoh oiroumstances the prioe of oapital resources can only be
determined by the public authorities themselves in the light of their estimated
scarcity in relation to estimated (or planned) demand. Such determination,
however, should in no case be neglected since only by setting a realistic price
on capital can sound deoisions be taken regarding the priorities to be aocorded

1o alternative projeots within a given area of planned development. It must

i

never be forgotten that no matter what type of economic system a country is
operating, oapital always has an "opportunity cost™,

24. There is also the possibility that a partioular public manufacturing
enterprise may be provided with loan capital at a rate lower than that which
reflects its soarcity. This may be justified on the ground that the enterprise,
whioh is regarded as of vital importance to the development of the national
eoonomy, would incur too heavy a financial burden, particularly during its

running-in period, if it were required to service its loan capital on normal
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terms.  In such a case, measarement of its esonomie performance demands that
a "shadow" rate of interest ohould be uged, refsstine the actual ccarcity of
Inan rcapital,  Alternatively, the enterprias may be osrantel a moratorium on
ito interast and repavm ot o1 rat mey the ltimate offe~t ot yhich is to
prolong the perind of 1aan serviee beyand the expented 1ife of the assets

concerned,  "n either cage, the effert is that of providine the enterprise

L]
with a subsidy, whiek should bte clearly recopmized as such when caleulating

the yield on inveated reco.rees,

Gompetitive accers t) capital

75 Competitinon between publi~ and private enterprises for access to capital
{>r between pub’ie~ cnterprises themselves) ise necessarily limited to circume
stances in which there 15 a free capital market to which enterprises of all
kinds are required Hr permitted to have recourse., In so far as a public enter-
prise obtaing its ~apital from budgetary sources (either directly, or indirectly
through a epe~ialized agency such as a development corpnration), there is no
effective comprtition of this kind, since the government, having decided to
develop a given industrial enterprise in fhe public sector, will be thereby
eommitted to providing 1t with amounts of ~capital requisite for the perfor-
mance of 1ts allated tasks, A mixed enterprise, however, will normally be
acreorded the ripht to p»o t) the market for additional ~apital resources,
althoush 1f these resources are to be in the form of equities the government
will usually wish specifically to authorize the resultant increase in the

proportion of private ty public capital,

Se!f-flnanoing

76, The extent to which publin enterprises should be self-financing through
the plouphing back of their profits, has been variously answered., An initial
distinction should be drawn betweer. two kinds of self-financing: (a) in
respect of the enterprise itself and (b) in respect of the piblic enterprise
system ac a whole,  'n the first case, the enterprise is authorized to retain
and to util:ce for purpasen of expansion the whole of nr g specified part of
tte peafite, v the gerond cage, 1t vields all or some of its profits to the

national treasiry, which ages them fHp investment in such parts of the publie

cnterprioe acctor ag are ached 1o thp expangion,
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27T« In either case, the question of self-financing raises the ingue of profit
making pnlicy., Where free competition prevails the enterprise will be expected
to make a normal rate of profit (except to the extent that it may have to meet
the cost of social obligations not imposed on its privately owned compet itorg)
and to take decisions romparable to those taken in a private enterprige
regarding the proportion between distribited and ploughed back profits., 1In
conditions of monopoly or quasi-monopoly however, profit has a different
significance, since it may be equivalent to 3 tax imposed on the consumer,

The retention of such profit sy the enterprise, either in whole or in part,

is generally regarded as lllegitimate. It should either be handed over to

the national treasury or used for reducing prices to the consumer.

28, 1In developing countries these issues may be somewhat academic, since the
major problems are (a) to ensure that public industrial enterprises achieve
profitability, so that they contribute to the development of national resources
and do not impose a drain on them and (b) to use their profits as sources of
oapital formation. Normally, therefore, public enterprises are given profit
targets which are formulated in the light of the programme for the raiging

of capital resources embodied in the national economic plan, The realization
of such profit targets may be equivalent to the imposition of a tax of the
consumer - although in conditions of limited or imperfect competition it will
be somewhat difficult to estimate the actual extent of the tax element - and it
is important to realize that thie can result in eignificant economic distor-
tions. Nevertheless as this form of taxation may well be more practicable and
politically acceptable than other forms it clearly cannot be condemned as
illegitimate, providing that the Jdanger:. inhcrent in it are fully understood,
These .ssues should be judged in relation to practicable methods of mobilizing
resources and the optimum utilisation of the resources mobilized,

Public enterprises as means of mobilizing domestic private capital

29. Pudblic industrial enterprises, like public enterprises in general, can be

used not only as a means of generating resources for investment in devel opment
progress, but also as a means of mobilizing domestic private capital., This
role is most clearly illustrated by the "mixed" enterprise, where private
parties participate in providing the equity and enjoy the right of representa-
tion on the board of directsrs, The mixed enterprise can often aitract private
capital more successfully than the purely private enterprine because its

dependence on the government offers (or is thought to -.ffer) the investor an
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extra degree of security. An altarnative method of mobilizing private capital
is the issue by the enterprise concerned of fixed interest stock, normally
carrying with it no rights »f participation in control.é/ The success of this
method will depend on the availability of funds for investn :nt cn the condi-
tions offerel - byt again the enterprise's association with the government may
provide an additional attraction, The use of either of these methods, it
shonuld be n.led, has implicatinns for the objectives that the enterprise is
required to achieve. The mixed enterprise, to be attractive to the private
investor, must necessarily aim at a rate of profit sufficient to permit the
declaration of dividends which compare favourably with those ottainable from
other furms of investment. The enterprise which is partly financed by fixed
interest stock must necessarily give priority to the earning of revenues

sufficient to meet the interest chargzes,

30. Outside the centrally planned economies the mixed enterprise is widely
used, with varying degrees of success. In some cases, it is regarded as
transitional, since the eventual object of the governnent is to transfer the
entire enterprise to the private sector by selling cut the state's share in
its capital, either by one single transaction or by a series of trans- tions
whereby public participation is gradually extinguished. The economics of such
a disinvestment process need to be carefully studied to ensure that its costs
to the national economy do not exceed its benefits. The timing of each dis-~
investment operation is particularly impcrtant. The criteria which ought to
govern disinvestment policies have as yet been insufficiently investigated,

A study of this subject is under preparation by the United Nations and will be
published shortly,

31. The mobilization of private capital through the issue of fixed-interest
securities by the enterprises themselves is less frequently adopted, since
most governments prefer to attempt to stimulate saving through the issue of
their own bonds, the pruceeds of which may be made available in the form of
loans to public industrial enterprises, where this form of financing is con-
gidered appropriate. However, when the two-tier principle has been adopted
whereby the enterprise functions as a subsidiary of a development corporation,

it is not infrequent for the corporation, as distinct from the enterprise

l/ There were some countries represented in the seminar, however, where private
participation in fixed interest stock carried with it the right to attend
"genoval_assemb]y" meetings and thereby, at least in theory, to participate
in the control of the enterprise concerned,
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itaelf, to be authorized to raige money direatly from the piblic by the issue
of its own bondm or of "parti~ipation" shares attached, on tl.: tmit Truat
principle, to apecified groupe f enteryr.ces under ity control, If the
corporation has developed a favourstle repitation as a profit maker, it may
be able to attract in thia way money which would not otherwise have been

mobilizable by the government »r by any other governmental agency,

Externlllz provided capital

32, Externally provided capital for public industrial enterprises may be
private or public, direct or indirect. Whereas private capital is inveriably
directly inveeted in the enterprise concerned (usually by means of a partner-
ship contract) public capital frequently takes the form of government-to-
government grants or loans which (except when specifically project-oriented)
are made available to the recipient gnovernment for investment in whatever
areas of the economy it sees fit. In the latter case the investment is the
government 's own, and the provision of the external capital to the publio
industrial enterprise that benefits by it may be descrided as indirect.
Grante and loans provided by multilateral agencies may either be in general
assistance of a government's development plan or tied to specific enterprises.

33, When a direct investment of externally provided public funds ie made, it
gonerally takes the form of a medium-term or long-term loan, sometimes including
a contribution in kind to fixed assets. But in no case, to our knowledge, is
the enterprise authorized to acquire foreign public capital on its own respon-
8ibility., Invariably, the approval of some higher governmental authority is
needed. This is necessary for coherent economic planning and programming,
partioularly as balance of payment questions may be involved, Moreover it
would be unusual for the foreign lender or donsr to be prepared to make the
funds available in the absence of a governmental guarantee,

34, Major questions involved in the foreign public financing of public enter-
prises relate to balance of payments, project-tying and political relations
between the assisting country and the assisted, Balance of payments considera~
tions, both long-term and short-term, will inevitably influence a government's
decision as to whether acoeptance of a particular form of aid is economically
worth while. The tying of aid to a project may itself cause balance of pay-
ments difficulties and perhaps also tend to create a bias in favour of the
project in whioh the foreign aid giver happens to be interested, at the expense
of other poasible projeots which might be more advantageons from the point of




view of over-s+11 economic development. There is a possibility, too, that

excessive dependence on the aid provided by a particular eountry may cause
8 povernment to lea) more heavily than it would otherwise have done in the
direction of a particular pattern »f eaonomie development and even to adopt

foreign policies which are not, in the long term, in its own best interests.

35.  When the povernment enters into a joint venture with foreign capital
(whether publicly or privately provided) the state share-holding type of
organization usually proves to be the most appropriate. It has also been
suggested, with reason, that, in a developing country, the "absorption" of
foreign capital is easier when the partnership involves an indigenous public
industrial enterprise, as distinct from a private industrial enterprise as
there is less risk that the foreign partner will become the dominant one and
greater possibilities of ensuring that the national interest will be properly
safeguarded, in matters such as the location of the enterprise, provision for

training for indigenous personnel and the 1like.

36. Foreign private loans to public industrial enterprises are not very
frequent, excep' in the form of suppliers' credits. They are also usually
more expensive i: the recipient country than loans from public sources, since
they carry higher interest rates and stricter repayment terms. It is for this
reason that many developing countries have relied entirely on government-to-
government loans and on those extended by international agencies, As far as
puhlicly provided loan capital is concerned, the centrally planned group of
countries tend to offer the most favourable interest rates; the repayment
periods they specify, however, are often shorter than those specified by other

countries,

7. When a developing country ie confronted by a choice between different
potential suppliers of loan capital, these are some of the factors that have

v0 be weighed in the balance. Another, and sometimes much more important,
factor is the extent to which the loan commits the recipient to purchase the
relevant supplies exclusively trom the donor country, If these can be obtained
only at relatively high cost, or if their suitability to the recipient is come
paratively low, a loan made on terms that appear to be favourable may prove,

in real terms, unexpectedly costly,

38, Those countries attempting to use privately provided foreign funds in the

form of equity investments have to consider carefully what regulations they

wish to make about the repatriation of both dividends and capital; for it is
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clear that there may be sharp divergence of interest between capital provider

and capital recipient in this respect. Many developing countries have passed

laws that simultaneously impose certain restrictions on the foreign investor

and guarantee him certain rights, Those that are particularly anxious to

attract foreign capital, whether to the publiec or the private sector of the

economy, tend to emphasize the guerantees rather than the restrictions,
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Chapter [I CAPITAL BUDGETING AND ACCOUNTING

Purpose and nature of budgets and accounts

39. One of the reasons piblic manufacturing enterprises are usual ly given
"autonomous" status (e.g. that of a publie corporation or state owned mmpany\.
is that they use budgeting and accounting systems different from those used by
ordinary government departments. Sometimes they are specifical ly instructed
by higher authority to use systems similar to those used by private busines;y
sometimes they are left free to devise whatever systems seem to them most
suited to their peculiar needs; but often they are required to frame their
budgets and keep their accounts according to a common pattern, essentially
commercial in character but including, for the btenefit of the various control
agencies, information of a kind that would not normally bte provided by a

private enterprise,.

40.  Standardized budgeting and accounting systems are invariably used in the
centrally planned economies and frequently used in the mixed ecomomy onuntries,
In general standardization is to be recommenied, proviied that i1t does not
impose an undue rigidity on enterprises that differ i characteristics and
objectives; for without it comparison of performances f pullin enterprises

becomes difficult.

41, Enterprise budgets normally serve tw> purposes. ‘hey provide control
information for the benefit of the higher authorities ani they constitite an
essential tool for the enterprise's own management., n many of tue developing
countries the budpets, ar at present farmulated, cerve neither purpice as well
as it might be served. All too often, a tudpet foncinte Hf [1ttle more than a
series of headings under whi~h anticipated expeniit.re and recoipte m corrent
and capital account are set out. Duch a tuldget nelps neltner mAanagenont or
superior authority to wdentify the cpecifin arear f act . sty whers Lainen ape
roing wrong and where timely norreative actiom ic reqared, winoa et Lt

is based on the identifi:ation of specifin "ront centres™ ani tro cotinats

of unit costs can serve as an effertive instrament HOf peerf omanee o el I
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ite most alvanced form, such a budget Lecomes a true performance budget,

by means »f which regponsible persons at all levels, from the divisional or
gantors]l manaser to the relevint minister, may regularly measure, in strict
mantitative terma, the deprees of success or failure attending the attempts

of the enterprise to discharge its assigned tasks.

42, At the same time, it must be remembered that performance budgeting is a
highly sophisticated technique, requiring for its effective operation a corps
of appropriately trained accountants and an understanding of its methods and
purposes on the part of managerial and technical personnel at all levels.
Developing countries therefore, need to think in terms not of the introduction
of performance budgeting, but of the progressive modification of their existing
budgetary techniques, as appropriately trained people become available, in the
direction of the performance principle. This involves a carefully phased
programme of training both of accountants and of managers. It is, however,
very important that the phasing of the programme should be as far as possible
uniform for all the public enterprises concerned; otherwise, the advantages of
8 standardized budgeting and accounting system, emphasized below, are liable
to be lost,

Fuggetaqy review

43, TPudgetary review by the high suthorities (e.g. the relevant minister, the
minister of finance, the planning organization, or such specialized agencies
a8 may be piven the task) is one of the most important points at which public
eontrol of a public industrial enterprise may be exercised. The danger here,
however, is that the enterprise's annual budgets may be treated as a series of
isolated exercises, with the result that its long-term developmental needs may
be neglected in favour of those current financial exigencies which tend to
dominate the minds of ministerial economic policy makers. [deally, budgetary
review should be no more than one stage in a coherent long-term and medium-term
planning process, and the purpose of the review to make such modifications to
the enterprise's plans as the current economie situation, both of the enter-

prige itself and of the nation, mav demand,

41,  Thie approach to budpetary review is now well established in the more
developed mixed ecomomy countries, and is universally adopted in the countries
with centrally planned economies, [ts necessity, indeed, is everywhere recog-

nized; but many of the less developed countries have not vet succeeded in

tranacending the familiar "hand=to-mouth"” approach, with the result that their
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enterprises are inhibited from engaging in effective planning which goes

beyond the arbitrary limits set by the annual budget.

Capital budegeting and DCF calculations

A5. In no sphere is the adoption of new techniques more urgently required
than in that of capital budgeting. One problem here is to devise methods by
which the costs and benefits of alternative investment decisions may as far as
possible, be objectively measured. Whether the question at issue relates to
the establishment of a new plant, the expansion of ar existing one, or the ;
replacement of existing capacity, there is, in theory, a "least cost" or |
economically optimum answer to be discovered. Of the techniques which may be
used for this purpose, the most widely employed is that of Discounted Cash
Flow (DCF) - a process of calculation whereby the "present value" of a project
may be found by the application of a discount rate, or, alternatively, a dis-
ccunt rate may be defined at which internal costs and internal benefits are
equalized, The object of the exercise is to rank alternative investment
projects in such way that, on the basis of a given time preference, the eco~

nomically optimum one may be selected.

46, This technique may certainly be recommended to developing countries, but
only as one of the tools useful for capital budgeting, and with certain impor- %
tant reservations. The general opinion, is that, as yet, DCF is mainly of use
in deciding between projects of the same kind which represent alternative
methods of achieving a given developmental objective. Even at this level,
moreover, the indications that it provides have to be assessed in the light

of whatever wider purposes, of a socio-economic kind, the enterprise may be
required to serve, e.g. employment creation, regional development, the saving
of foreign exchange etc. To the extent that these are regarded as important,
"social” cost-benefit calculations of a kind difficult to encompass within the
limits of DCF as it is normally used need to be made. A fortiori the DCF
technique is as yet i1l adapted to the taking of strategic decisions about the
development of the economy as a whole. For the present, therefore, DCF becomes

useful only after decisions have been taken about the over-all rate of economic
growth, the broad structure of production and the consequent pattern of invest-
ment. Its main utility for a government engaged in the expansion of public I
industrial enterprise is to provide the basis for an informed choice between

alternative kinds of investment within a given field of industry scheduled for

development in the public sector, |
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A7. Tt must be remembered that DCF calculations are only as good as the
fipures that are built into them, and that these are often highly speculative,
particularly in countries with comparatively little experience of industrial
development. ©ost estimates are particularly fragile, and frequently subject
to the over optimism that tends to be characteristic of planners and program-
mers at all levels., Market estimates can also be wildly inaccurate, while
both the anticipation of price nhanges and the choice of a realistic test
discount rate present difficult problems. In general, it can be said that
the more experience a country has of bringing industrial projects to maturity,
the preater is the likelihood that the estimates it embodies in its DCF calcu-
lations will be realistic. These reservations, it should be noted, are not
intended to discourage developing countries from attempting to employ DCF for
suitable purposes, but merely to advise them that this technique, although
full of potentialities, offers no automatic golution to the problem of taking

the best investment decisions.

Budgetary plans and economic strategy

48, By whatever methods it may be done, capital budgeting cannot be the
responsibility of the enterprise alone. In so far as such budgeting involves
making calls on scarce resources, means have to be provided to ensure that

the enterprise's budgetary plané are in accordance with the nation's over-all
economic strategy. This requires that the capital budget be subject to some
kind of external approval, which will normally involve references to the
relvant minister, the minister of finance, the planning board or commission
and even, in important cases, the council of ministers or the president. In
many countries an investment hank of some kind will also be responsible for
vetting an enterprise’'s requests for new capital resources, particularly when
these are to take the form of loans. Where foreign exchange is required,
there may be a further reference to a specialized committee concerned with

the rationing of this scarce commodity. TIn many developing countries these
multiple references involve frustrating delays which, when added to the delays
arising from non-availability of essential inputs and services, have the effect
2f slowing up the realization of the national plan, creating imbalances and

increasing costs. Tt is essential, therefore, that an effort be made to

streamline the approval giving process.
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49. This is possible only if three conditions are satisfied: (a) that
proposals involving demands for new capital resources be thoroughly formulated,
at the enterprise level, before submission, (b) that the technical work of
vetting such proposals be entrusted to an expert body, informed with a suffi-
cient sense of urgency and (c) that the political authorities confine their
intervention to cases where agreement cannot be reached at the administrative
level or where political issues of an inescapable kind are clearly involved,
It is also of major importance that the proposals coming up from the enter-
prises be considered, as far as possible, in their totality, and not on a
project-by-project basis., Otherwise there is a danger that the requirements 5
of the national development plan will be neglected and that the attempt to i
exeoute too many projects at onoe will stimulate an inflationary situation
and place an undue strain on the machinery of administration.

Acoount ing and audit ing

50. Budgeting and accounting are inseparable parts of a single process., It
is through the accounts that both manager and supervisory authorities are

able to determine the extent to which an enterprise has fulfilled the financial
taske envisaged by its budgetary forecast. It is essential therefore that
budget and accounts be in oomparable form; the m.nimum that can be required

is that both be "oommercial” Although this is now universally recognized,

it is still not universally practised. Some countries use procedures origi~ *
nating in the days when enterprises were organized as government departments, |
and these "normal" departmental accounting procedures, modified to meet
special requirements, still prevail. In some cases there is considerable
ignorance of commercial acoounting practices among the members of the quasi~
judioial organs (such as Courts of Accounts and Comptroller- and Auditor-
General's Departments) which both audit the accounts and prescribe (either
direotly or by way of advice to the relevant minister) the form in which they
shall be kept. Whatever type of auditing body may be employed, the essential
thing is that it (or that part of it which is ooncerned with the accounts of
public enterprises) be staffed by persons who understand the principles of
commercial aooounting and are given the neoessary freedom to apply them., One
may add that it should not operate merely as a watchdog - although this may
well be its most essential funotion -~ but as an aid to management, by pointing
out weaknesses in the internal accounting and auditing system, where these

exist, and helping the managers of the enterprises to correct them. At the

same time, it must sedulously avoid interference in day-to-day financial
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nperations, The application Hf any kind »f "pre-audit™ system to a public
enterprise ran be desdly, Tt may ~omeceivably prevent nertain minor misapoli-
rations Hr minappropriationg of fands, but it inevitably c~ramps the style of
management, tlows down the speration of the enterprise to a bureaucratic crawl,

and hen~e pepilte 1n the wactse of far more ressirces than it saves.

Development f 'iniform ~astinge and ancrmnting oystems

51, On thie suboect one of the participants in the seminar suggested the
following stayes by whint a sroujp >f enterpriages might make progress towards
the introduction »f a w.fied ~ostings and accounting svstem equally useful for
purpogses of 'rternal c~ontrol a1 external rerformance evaluation, In the first
stage, all firmes should be required to follow a uniform accounting pattern,
This would involve the standardiization of the codings and classification of
ancounte and the ad.ption of aommon accounting procedures. At the second stage,
a uniform system »f ~ost asrounting wouid be introluced, involving uniform
methods »f evaluation, the i1dentification of cost centreg, etc, At the third
stare, this pattern would be developed into a fully fledged system of standard
costing, enabling the firme noncerned to achieve full integration between their
financial recoprds and their ~osting process. firadial but uniforr prosress
towarde this 1dea! will farilitate efficiensy comparisons between the various
firme in the yroup and also the fruitfil exchange of information among t! -,
Morcover, the transfer of trained personnel from one firm to another would be
made much easier, to the extent that at any one time they are all operating

uniform costing and accounting systems,
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Chapter IIT PRICING POLICIES

Ppicing under free competition

52, If, in a mixed economy, a public manufacturing enterprise is operating in

a fully competitive field, its pricing policies will be dictated to it by the
forces of the market, To make a profit or to break even it will have to offer
its goods and services to the consumer at prices comparable with those offered
by its competitors, quality for quality. If this method of price determina-
tion is regarded as a desirable one, the government will need to take positive
steps to preserve the freedom of the market, by preventing the formation of
monopolies and forbidding price fixing agreements and other restrictive prac-
tices. Moreover, it will have to ensure that its public manufacturing enter-
prises do not enjoy any privileges, such as open or concealed subsidization,
that are not available to comparable and competitive enterprises in the private
sector. Likewise it must refrain from imposing on its public manufacturing
enterprises, without adequate compensation, unremunerative responsibilities

from which the private sector is exempt.

53, It must be recognized however that the freedom of the market, even in
oountries most devoted to this principle, is always to some degree fictitious.
In every country there are market imperfections which sometimes arise sponta-
neously and are sometimes deliberate#ly created by the government to achieve
purposes of public policy. The very fact of economic planning implies a
recognition that public policy requires that the factors of production be
pushed and pulled in various direotions. The intervention of the state in

the industrial field, through the oreation of public enterprises, involves a
deliberate disturbance of the pattern of so-called spontanecus economic growth.

io regulation chro th t

54. This does not mean, however, that market prices cannot be deliberately
used as an instrument of economic regulation. All countries in fact rely on

them, to a greater or lesser extent, since "administered" prices run into




grave difficulties if they differ too widely from the prices that reflect the

actual relationship between demsud and supply. The imbalance which results
from such divergence becomes rapidly apparent, even in the most closely regu-
lated economy, in the development of a black market. Nor is it possible to
argue that public industrial enterprise should necessarily be less subject to
the discipline of the market than private industrial enterprise. Indeed,
there is one country of socialized economy, Yugoslavia, which firmly believes
that planning through the market is the most rational form of planning and
leaves all its industrial public enterprises free to engage in price competi-
tion. Neither such countries nor other countries which rely on the free
market, however, can afford to remain uninterested, either in the general
price level or in the relationships between individual prices. All countries
now influence the prices of the commodities produced by both their public and
private enterprises by means of operations in the field of fiscal and credit
policies. This neeus to be emphasized because misunderstandings can easily

arise from an identification of price policy with price fixation.

Administered prices

55 In other countries which have socialized their means of industrial
production, the achievement of price equilibrium is attempted through the
centralized fixation of some, although in no cases of all, prices. In these
countries, any tension that arises between the fixed price and that which the
consumer is ready to pay is taken to indicate the need for changes in the
structure of production and supply, to be undertaken on the initiative of the
state., In these countries, price-fixation is not used, in principle, as a
means of shifting profitability from one sector of the socialized economy to
another, since a simple economic model (which can be developed to take account
of elasticities of demand) is sufficient to show that price changes are neutral
in their effect on over-all profitability. In mixed economy countries, how-
ever, they are obviously not neutral as between the public sector and the
private, and can be used (provided that their enforcement is possible) to
shift profit out of private hands and into public hands, or Vvice versa.
Whether they should he used this way, however, is very doubtful, for it is
impossible, in the long run, to use administrative methods %o disrupt market
equilibrium withont producing inforeseen and deleterious effects on the struc-
ture of the economy, The policy, moreover, is unlikely to be effective in

achieving even the immediate results at which it is aimed. On the publie
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enterprises themselves, its effect is to undermine operational efficiency and
with it managerial morals - an effect similar to that produced by any other
measure that creates disparity between the public and the private enterprise
sectors, such as imposing on public enterprises, without compensation, unnume-
rative social responsibilities (e.g. the requirement to employ an excessive

labour force).

56. Administrative prices, fixed and enforced by state authorities, are
employed most frequently (a) where there is a supplier's monopoly or quasi-
monopoly and (b) where there is a severe shortage of goods essential for the
maintenance of the people's standard of living. In the latter case price
control needs to be accompanied by rationing, if it is to have the desired
effect, Many countries impose such control, or attempt to do so, on the
prices of essential consumer goods, but it is not a form of control which has
any special relevance to the problems of public industrial enterprise as such,
since the source of origin of the goods concerned is immaterial. In eloma
countries of centrally planned economy prices for producers are administered
while prices for consumers of the same commodities are determined by the
market, In such cases, divergencies between the two systems of prices are

ad justed by the budget, through, for instance, a positive or negative turn-
over tax at changing rateas. This arrangement is employed where the impact of
market price relations on the behaviour of producers has to be modified by
reference to social preferences which are not reflected in market price
relations.

@g monopoly or quagi-monopoly situation

57. In many developing countries, public industrial enterprises enjoy a
sheltered market, sometimes because they are the only manufacturing enterprises
in their particular fields, sometimes because the division of the market among
the enterprises, both public and private, has in effect been frozen by the
operation of an industrial licensing system, sometimes hecause effective
demand so exceeds actual supply that there is a more-or-less perminent seller's
market with consequent inflationary pressures. Henre, even though in some
cases the enterprises are in theory free to fix their own prices, they muast
necessarily be guided in doing so by certain rules made for them by higher

authority.

58. Many developing countries report that, as a matter of general principle,

prices are determined by adding an unspecified margin to average costs. This
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may te mood enoamh 4 o rale-of-thumb, provided thut a serions effort is being
made to keep - >ots down wnd thot the margin i decided in the 1ight of some
roherent poli v governine the =~ ntribution that each class of enterprise is
expected to moke towirds ite own expincion und eeneral capital formation,
Otners use important purity e 4 ctandued Ji.e. the landed price of compariable
poody from foreien souces),  'his makes come senge only if the price of the
imported prodact has not already teen raiced, by meqng of import duties, to a
level roughily ~ompariile with the ~ast of the ind ieenons produrt (calculated
on an averusge nost plus marein tais's  In sich ooses import parity means
little more thun the prote:tion of an indieenons industry agiinst foreign
competition, which muy te justified Ly the "infunt industry" argument, or by
considerations of import substitation, balince of payments and saving of
foreign exchange., [t does not offer a firm and intelligible principle to

govarn price fixation,

The seuarch for . principle

%7« The seurch for such a principle is being actively pursued in many coun-
tries, since price fixing nt the ministerial level, often for purposes of
purely politicair advantage and on an ad hoc bisis, has been productive of
serious economic distortions und, in some cases, has had highly deleterious

effects on the viability of the enterprises “oncerned.

60, In one ~ountry, the following general ~riteri. have been recommended for
the determination of putlic enterprise prices:
(2) Level of profitability to be aimed at by the enterprise;

(b) Contribnution to revenue to be expected from the enterprise and the
development reserves to be creditcd to self-financing;

(c) Manner in which the earnings of the enterprise should make good any
logses to porernment revenue through import substitution;

(d) Level of operitional efficiency and the unit costs which should be
taken .8« euide for price determination;

(e) Comparative levels of market and cei.f. prices of the imported
equivalents of enterprise products; and

(f) Impact «f enterprise prices on other sectors of the economy.,

61. While the formulition of such principles indicates a desire to achieve
rationality 1nd consistency, the principles themselves tend to be too general
to have great operational ntility. Moreover, it is obvious that they are not

necessarily muitunlly consistent. The essential question is what degree of

priority is to be arcorded to each,




- 33 -

62, 1In the last resort, an administered price is a matter of ludeement, since
a government running a mixed economy has imperfect knowledge of the impact of
numerous exogenous factors which should be influencing its decisions. In this
respect, it is a very different position from the government of - centrally
planned economy particularly if such an economy is relatively self-contained.
Ideally, if not always in reality, the latter kind of goverament has ull the
factors under its own control. ¥ven when such control is rensonably complete,
however, there will remain a conflict of obljectives which somehow has to be
resolved; for there are very few public enterprises, even in the Tield of
manufacturing industry, which have not been given wider socinl objectives that
have to be taken into consideration when deciding price policies; but the ever-
present danger is that these will be used as excuses for bad policies rather
than as reasons for good ones. Hence the importance of at least starting the
price fixing exercise by the most rigorous application of the best economic
prir-iples that are currently available. In the opinion of many economists,
these are summed up in the phrase "marginal cost pricing" - although there is

still plenty of controversy about the techniques of calculating marginal costs,
about the precise circumstances that warrant the application of the short-term
as distinct from the long-term marginal cost principle and vice versa, and
about modifications that may have to be made, particularly if it is decided §
that full accounting costs also have to be covered. The use of such pricing
policies, as is well known, is impossible unless the right kind of accounting
information is available to properly trained accountants. One would therefore
hesitate to recommend it for immediate adoption by the less developed of the
mixed economy countries. Nevertheless, it should certainly be seriously

studied by them, with a view to possible future adoption.

63, While it is impossible to recommend a general principle which should
govern the determination of prices charged for the products of public indus-
trial enterprises in all countries and under all circumstances, it is at least

possible to make certain recommendations about the machinery for price fixing.

The machinery of price fixing

54, If any coherent and consistent principle is to be applied to pricing
polioy, it is essential that the policy should be centrally determined. As

pricing policy, moreover, is inseparably connected with fiscal, credit, mone-
tary and income polioy, it must, in the last resort, be in the hands of an

authority with over-all responsibility for economic policy making. This means %
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the decisionzs ~un neither te mnade on 1 cnge~to-case basis nor left to the
relevint ministers, but must be taken after proper advice hag been enlisted by
the minister of fininre or minister of economic affairs in consultation with
thogse of his ministerial ~ollewmies to whom responsibility for the different

branches of the economy hnve been confided.,

65. To provide them with the advice they need, some kind of expert advisory
body should te constituted, The exact loecation of this body in the adminis-
trative system will vary from country to country., It miy be attached to the
ministry of finance, t5 the ministry of economy or industry or to the planning
board; it may form part of the premier minister's or president's office; or

it may be completely independent., Wherever it i3 located and however congti-
tuted, it must recommend the principles thnt should govern pricing policy and
investigate the direct impact of all interventions in this field, actual and
proposed, on the development of the economin and socinl life of the country,

A strong case - although not nenessarily a wuniversally valid one - can be
made for giving publicity to the recommendations of such a body and for
requiring the political authorities, when they choose to reject or modify such

recommendations, publicly to state their reusons for doing so.

66, One of the major cubjects for investigation for a body of this kind is
the price poliries to be pursied by publis industrial enterprises that are
aiming nt the development of an overseas market for their products. What
advantages and disadvantages may accrue from the attempt to break into a new
overseas market by offering products at a price lower than the domestic price,
and perhaps below cost of production? What justification may there be for the
deliberate subsidization of certaia expcrtc? Such questions are particularly
important for countries with infant industries which require for their ultimate
economic viability mark:ts considerably wider than the domestic market. They
are equally important for countries faced with serious balance of payments and
foreign exchange problems. They raise wide considerations of international
economic policy and must be discissed in relation to *tne rules which the

country may have accepted as governing its trading relations with other

countries, Clearly, they cannot be discussed in the present context.,
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Chapter IV PROFITABILITY AND EFFICIENCY

Profit as a measure of efficiency

67. The question of the appropriate profit-making policy to be pursued by a
public industrial enterprise, together with that of how the profit should be
allocated as among alternative uses, has been dealt with in previous sections
of this report. Here we are concerned with profit only as one of many possible |

criteria for the measurement of efficiency.

68. It is generally agreed that profitability may be taken as a rough-and-
ready measure of efficiency only where enterprises are subject to the discipline
of free competition, When competitive conditions are non-existent or extremely
imperfect, profitability and efficiency are by no means necessarily correlated.
As the latter situation, by and large, prevails in the systems of public manu-

facturing enterprise created in the developing countries, the profitability of

these enterprises can play only a very limitad role in efficiency measurement.
Other criteria of efficiency and other means of stimulating it need to be dis=- ;
covered and applied.

69, The concept of efficiency has meaning only in relation to objectives.

The first essential, therefore, is that the objectives of the enterprise should
be clearly defined (and periodically re-defined as economic circumstances and
national goals undergo change) and that these objectives should be communicated
to all concerned with the operation of the enterprise, from the general manager
or board of management downward. Efficiency can then be defined as the optimi-
zation of the input-mix for the achievement of stated targets, whioh will
frequently include certain social benefits, accruing to the national eoconomy

as a whole rather than to the enterprise itself, It is particularly important
that the costs of achieving such targets to the enterprise should as far as
possible be quantified. Otherwise the enterprise will be unfavourably and j

unjustly compared with similar enterprises (whether in the public sector or

the private) which are not burdened with such obligations. Only when these
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{"ir'rg have been duly taken into sccount does the achievement of a specified
rite of return on invegsted capital oftfer a useful, if partial and preliminary
yardetick for efficliency mearurement and a meaningful stimulant to managerial
cutreprencurchips  The meaninsfulness of such a yardstick and stimulant will,
ot enurge, aloo be dependent upon itg beiny calculated on the true value of

the enterprices isets, which mway te very different from their nominal value.

Other meagurce of efficiency

10s  Puother, and owoct rnportint ardstick is provided by the identificatio
of ecogt centren for purposes of measuring the movement of ccsts every time and
of comparing cocte as between tifferent enterprises producing for the same
murket or for cimilar markets. 'This technique, however, needs to be used with
some cautione  If ~osts for lusthnce ure snown Lo be increusing, this does

not necessarlily indicate that the quality of management is poor; the reason
may lic in fuulty plan orpanisation, in input prices over which management has
no control, in a general inflationary situation or in a host of other possible
factors. "he important thing ic clearly to identify the true reasons for the

higher costsy go as to be able to prescribe the uppropriate remedinl measures.

{ls Uther efficienty ~“riteris: ‘h.t may be applied are familiar to both public
and private enterprises in the more developed countries. How long does the
enterprise take to fill orders, and with what degree of reliability does it

fill them? What is the size of 1ts inventories in relation to the optimum for
an enterprige of its particular size and structure? How does the size of its
storage fucilities wnd its utilization of factory space compare with reasonably
attuinutle stunduards? Hae it installed an ndequate maintenance schedule for
equipment? Is its turnover ot personnel above or below the average for similarly
situated enterprises? 's the utilization of its inputs of raw materials and
components improving or deteriorating? ‘Through the use of these and other
criteria it should be possible to construcl an efficiency profile for the enter-
prise, as a base from which to evaluste managerial performance.

72 the applicution of these criterina is primarily the responsibility of

managcemen? itcelf, which should be trained in their use. External measurement,
however ie¢ also required, iy only to ensure (a) that managers are performing

their functions to the best of their ability and (b) that the true reasons for
Fess than adequate enterprise performance (which, as stated, may be beyond the

reach of managerial skills) can be correctly identified. It ig for this reason

that many courtrics have developed, at the level of the central government,
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special organs for efficiency measurement comparable in purpose (if not always
in organization and in techniques employed) to the French Commission.de
Vérification des Comptes; for instance, the Prime Minister's High Control Board
in Turkey, the State Audit Department in the United Arab Republic, the Bureau
of Public Enterprises in India, and the public enterprises section of the State
Comptrollor's Department in Israel.4 The intention behind these organizations
is.excellent, but the results they achieve is not always commensurate; for in
most developing countries the personnel with the necessary qualifications are
soaroe, and there is a strong tendency for the organization to develop ;nto
another bureaucracy sitting on top of the enterprise and to become more of a
nuisance than a help to enterprise management. It should be clearly realized,
therefore, that the mere establishment of such an organization does not auto-
matiocally resvlt in the achievement of a higher degree of efficiency; it may
oconceivably have just the opposite effect.

Trainigg needs

73+ 1In most developing countries, the basic requirements are (a) to train
managers in those techniques of efficiency measurement which they themselves
may apply within their enterprises and (b) to give both managers and workers
adequate incentives to improve the efficiency of their operations. Management
training of all kinds is generally taken seriously but the training is often
deficient, for reasons that are both identifiable and remediable. Training
courses tend to be insufficiently related to the actual problems that the

manager is likely to encounter (being over theoretical and based too exclusively
on the experience of developed countries). They are also frequently designed
for the exclusive benefit of managerial recruits and middle level managers,

who find that, on returning to their enterprises, they do not possess the
suthority to put into practice the lessons they have learned, since their
seniors, who have rot undergone similar training, remiin firmly attached to

the old ways. The use of industrial oconsultants (which, in essence, is another
form of managerial training) is often badly organized, sinoe the consultants

are too frequently employed by the government as a means of critisizing rather

5/ In certain countries, evaluation of the performance of public enterprises,
as distinct from efficiency measurement in the narrowest sense, is under-
taken by parliamentary committees, such as the Select Committee on
Nationalized Industries in the United Kingdom and the Committee on Public
Undertakings in India. In suitable circumstances such bodies are useful
as a means of keeping the legislature adequately informed about the progress
of public enterprises.
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than of helping their managerial clients. Foreign consultants moreover tend

to be birds of passage who lack the time (and sometimes the will) to acquaint
themselves adequately with problems of industrial organization and managerial
roles which are inevitably very different from those with which their experience
has familiarized them. One of the major tasks, therefore, is to build up an
indigenous body of consultants, who will be welcomed by enterprise managers

as helpers and not feared as quasi-inspectors. One should immediately add,
however, that at least initially the consultancy service should be kept small,
since those who are worth consulting presumably themselves have high managerial
capacities, which are in short supply. It is encouraging to note that the
development of training and consultancy services is being taken very seriously
in most of the developing countries. One may particularly commend schemes
whereby indigenous consultants are associated with foreign counterparts. To
establish fruitful relationships of this kind is one of the objects of UNIDO.
Also to be commended is the use of training, not merely for the introduction of
new techniques but for the transformation of current attitudes - which are all

too often negative - towards business activities,

Incentives

74. As for incentives to achieve efficiency among managers, this problem is
not as serious as it is sometimes presented by those who can see no incentive |
beyond the profit motive characteristic of private enterprise., Adequate é
salaries, security of tenure and prospects of promotion for the efficient
together with public recognition of meritorious service, should provide incen-
tive enough.. The only reason these incentives are often absent is a mistaken
determination on the part of the government tc treat the public enterprise

management service as a mere branch of the bureaucracy. It is the managerial

spirit, together with managerial type incentives, that should be introduced
into the bureaucracy itself, and not the bureaucratic spirit into public enter-
prise management, Similar types of incentive should prevail all down the line,

to the shop floor itself,

The question of participation

75. When considering incentives, it is necessary to make a brief appraisal

of participatory schemes which find fairly wide application in developing coun-
tries, and are sometimes written into the laws relating to public industrial
enterprises. Participation of personnel in tLic economic results of the enter-

prise finds its highest expression in Yugoslavia, whe , under the system of
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workers' self-r.una,ement, the enterprise itself is run under the general
direction of an elected wurkers' council and where, subject to certain lepal
provisions, decisions regarding the disposal of profits are at the discretion

of the workers themselves. As Yusoslavia, to a preater extent than any other
country, that has socialized its meanc of production, subjects its enterprises
to the discipline of the murket, the level of profit constitutes some measure

of efficiency and the search for profit provides a real incentive. The Yuroslav
experience is unique and cuannot be adequately expounded and assessed in a brief
and general report., It chould be noted, however, that the demand for the parti-
c¢ipation of the work force in managerial functions by way of representation
either on the board of management or on consultative committeces would appear

to be growing in many countries hoth developed and develuping, Responses to

it vary from country to country, and likewise cpinions as to the extent to which
it offers an incentive to improved performance, by increasing the sense of
identification of the workers with the enterprise that provides them with their
livelihoods. The value as an incentive of assigning to the management and work
force of a portion of the profits of an enterprise, by way of additions to
normal salaries and wages, is also controversial., In theory it should be good
for morale: in practice it is not always so. Whe1 an enterprise enjoys a
ccmparatively sheltered existence, the payment of bonuses out of regularly
accruing profits may settle down into a routine and the bonuses come to be
expected. Perhaps more serious is the situation where certain enterprises,
through no particular effort of their own, are able to pay bonuses, whereas
cther enterprises, through no fault of their own, are unable to do so. In this
case whatever stimulatory effect the bonus-paying regulations have on the first
group of enterprises may be offset by the depressant effect on the second group.
8imilar considerations apply to the use of profits for the provision of services
in kind, such as housing and recreaticnal facilities.

76. Much more useful is the payment of bonuses and provision of servioeg
based, not on prefitability, but on productivity, both individual and colleo-
tirej but this requires that there be a reasonably sophisticated means of
measuring productivity and of apportioning responsibility for it. So far as
woerkers are concerned, the simplest method is the introduction of piece-work
schemes; but whether this is possible depends both upon the nature of the

enterprise's cperaticns and the reacticns of the workers to this particular
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form of remuneration, which differs from country to country and from industry

to industry. In some countries, productivity bonuses of various kinds are paid

There is plenty of room for fruitful

in addition to profit based bonuges,
experiment and for interchange of different national experiences in this field,
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STATEMENT TO THE SEMINAR RY PROFESSOK RONALDO ARENA, CENTRAL DIRECTOR
FOR FOKEIGN SERVICE INSTITUTE 8Ok INDUSTRIAL RECONSTRUCTION (IRT)

On behalt ot IPT, our President, Mr, 7, Petrilli, and tte Director General,
Mr. leopoldo Medwrno, 1 have great pleasure 1n welcoming 211 participants in
this seminar, the '™WIDO representatives and organizers, officials of the Ministry
for Foreign Affuairs, 1PT fellowship nolders, officials of our enterprises and

all those who have done us the honour of attending this meeting,

1 do not i1ntend to address you on the subject of your work. This after-
noon Mr, 3araceno will make a statement on the role of public manufaciuring
enterprises 1n the developmenti «t" the Italian economy. No one is better placed
than he to expound on this subject, tor Mr, O-r.ceno was not only one of the
founders of the svstem of State shareholding in Italy, but was also an early

advocate of Ttalian national planning.

At the end of his statement Mr, Saraceno will be happy to reply to any
questions which participants may wish to raise concerning the role of public

enterprises in Italy's economic development,

As head of TRI's international relations service, I shall limit myself to

a few remarks which may prove useful for your discussions.

In recent years certain countries have wiinessed the creation of economic
enterprises under public law whose purpose is to participate in national devel=-
opment, In some cases they attempt to further the development of industrial
structures by encouraging mergers and technological iodernization; in others
they try to bring about better co-ordination in particular economic sectors or
to accelerate development 1in certain zones; in yet others, they are concerned

with management problems.

In all cases, however, the aim is to bring ubout solutions of the mixed
economy type, 1n which the future of market economy countries seems to reaide,
This probably explains why the work of IRT has often been taken as a model,
Although based on a market economy, it enables the State to direct its active

ities towerds the economic sectors which are considered crucial.

But before intervening in a particular economic sector, 1t is essential

to consider the training of personnel,

This explains the vital importance of your gseminar, which UNIDO has

convened to discuss the highly specific and complex subject of the functioning
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of public manufacturing enterprises. And since there are many representatives
of the developing countries among us, I should like to draw their attention to

the Pearson report to the World Bank, entitled "Partners in Development",

Reading this report, I was struck by the thoroughness of the investigation,
which covers 70 Governments and hundreds of specialists, and the remarkable
frankness with which the author discusses the errors made by the advanced and

the developing countries.

The report contains numerous criticisms with which I am in full agreement,
particularly in connexion with the tendency of technical assistance to develop
a life of its own, independently of the activities of both donor and beneficiary

countries.,

We all agree on the fundamental importance of this type of collaboration;
but we have also observed how easily it can degenerate if the donor and the
beneficiary are unable to implant it in the heart of the development process.
We all know what happens when the technical assistance expert is out of touch
with the realities of the country where he works: he becomes a sort of remit-
tance man, enjoying a comfortable and easy life, serving no useful purpose and
alwaye able to fall back on the excuse that his ineffectiveness is the result

of outeide factors over which he has no control,

This is a very dangerous situation since it jeopardizes a most important
activity and may even have a negative effect on the relations between aid-giving

and aid-receiving countries.

The Pearson report rightly states that technical assistance should form
part of any aid programme both at the level of the over-all project and itse |
implementation. ?

I should like to repeat how much I agree with these criticisms, whose

validity all of ue have had ocoasion to note, just as I agree on the need to

improve oco~ordination in both donor and beneficiary countries.

The Pearson report clearly demonstrates the fundamental importanoe of

technical assistance provided it is well organized and co-ordinated and relates

directly to the principal objectives of the beneficiary countries. However,

while recognizing its merits, I should like to voice one criticiam of the

Pearson report. In my opinion, it does not pay sufficient attention to the

problem of personnel training in the developing countries. It has long been

my belief that the problem of under-development is first and foremost a human

problem.
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It is a human problem in the sense that the true and decisive short-

comings which place a countiry in the '"under-developed" category is the absence

of a sufficient number of senior technical and administrative staff capable of

assuming direct responsibility for solving their own problems, making the choices

needed to face up to them, and finally of supervising the implementation of

projects at the technical and administrative levels.

When discussing training, we should not restrict ourselves to purely
educational measures. 1 am convinced, {or instance, that the really basic
structures for the training of personnel in the developing countries are the
management centres, planning offices and public holdings which have grown up
and developed to an increasing extent in recent years. The administrators and
personnel who receive training in these centres are the very people on whom we
should concentrate attention, since they exert a most prolound influence on
the life of a country. Through their work they can have a determining effect
on the formation of the human infrastructure within their particular fields of

activity.

To achieve this fundamental aim, we must avoid giving training programnes
a purely educational or scholastic bent. Obviously we must not train personnel
who are out of touch with the practical reality of the problems they will be

called upon to solve.

Training activities must produce concrete results as rapidly as possible,
not only in the form of qualified personnel but also centres of activity and

action, testing grounis for experiments which can rapidly become an instrument

for practical action,

IRI, which tops the pyvramid of the Group and is composed of a amall team
of directors, has operated along the lines I have just deacribed. It is not
only an economic guidance centre but also, in practice, a managerial training
centre, with .reat influence on the economic life of Italy., Its historio,
non-ideoslorical oririns have greatly facilitated a wide-ranging search for
alternative solutions, It has been the acene of a variety of experiments,
which have developed side by side in the course of tackling the nation's

jrincipal economic problems,

I have drawn attention to this particular aspect of TRI since I believe
that the studien to be undertaken by participants in the UNIDO seminar will

probably lead to the creation of new activities and economic structures in the

countries where they nlready play a leading role,
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And, looking beyond the structures of the new institutions which will be

set up, I think we should consider the problems of the men who will be put in
charge of them,

On this note, gentlemen, I shall close, wishing you every success in your
work,
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CLOSING ADDRESS T THE SEMINAR KY PROFESSGK GlUSEPPE PETRILLI,
PRESIDEN'T OF THE INSTITUTE FOR INDUSTRIAL KECONSTRUCTION

As this seminar draws to n close, | hope you will nllow the President of
the institution which wag privileged to offer you 1ts premises and facilities
to say o few words and to wish you every success 1n the future Jlevelopment of
the work beyun here. | am the more honoured to greet you here or behalt of
[HE since | have closely followed UNIDO's work since 1ts creation and was among
the f'irst to welcome the setting up within the 'Inited Nations system of a .
speclal 1l ed aprency dealing with the problems of Industrialization 1n the devel-
oping countries, VYour Organization has an important part to play in connexion
with the ever-increusing volume o1 exchanges between the 1ndustrialized and the
developirigr countries, which span the entire range o technical co-operation
from fellowships to refresher courses, trom vocational schools to experts, and

the financing of studies and projects prepared by consultant {irms,

Our 1interest 1n this type of co-operation has so tar mainly taken the form
of a programme of {ellowships for technicians from the developiné countries and
the holding of a series of courses ut varlous enterprises within our Group.
We are prompted Lo thic torm of naction both by our public responsibilities and
our entrepreneurial role, OCur public responsibllities make us aware of the
usefulness of any attempt to bring about a more satisfactory balance in inter-
national trade through the diversificati n of exchanges between the industrialized
and the developing countries, while our business gense told us how important it
18 to tuke the opportunity of establishing close and friendly relations which
might ultimately lead to a strengthening of the various links between the com=

panies 1n our Group and the home countrics c¢f our trainees.

In my view there cai be no contesting the need to give priority in any
development policy to training, The well known contemporary French economist,
Alfred Bauvy, gave a startling illustration of this need by comparing the
position of the population of an advanced industrial society obliged to start
all over again from scrateh after the catastrophic destruction of the material
bapiy off 1ts civilization with that of a primitive people miraculously set
down 1n the midst of a highly advanced technical society abandoned by 1ts
creators. 1t 1 obvious that in the first 1nstance the civilized community
would eventually make up the lont sround thanks to the knowledge 1t had

inherited, whereas the primitive group would be unable to make use of the

miteria! structures placed at 1ts disposal because of its inability to master
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them. Consequently, even from a functional point of view, the problem of
development is mainly a cultural problem. Anyone who has studied the regional
policies pursued by various countries within a national framework is aware of
the fact that the launching of an industrial process in a geographical area
whose economy is dominated by agriculture gives rise to all kinds of training
problems at every level and calls for the closest attention on the part of the
promoters to the adaptation phenomena linked with social evolution. As far as
possible the development process must take place in such a way as to avoid
breaks or tensions which might prejudice the economic results of the new

undertakings.

This is particularly true of international relations, since economic and
social imbalances are often the reflection of the age-long historical experience
of different countries. A policy designed to promote social progress, which is
& prerequisite for any real economic development, must be primarily directed
towards awakening people’s awareness, thus helping to create a new élite.
Technical assistance - in the form of training and refresher courses for
technicians from the developing countries, the provision of foreign technicians
and co—-operation in the implementation of programmes and projects - is essential
for supplying the developing countries with the knowledge and skills they need
in order to make rational use of their own resources and external financial

agsistance.

Technical assistance for the industrialization of the developing countries
has so far come up against difficulties arising from the lack or shortage of
local technical personnel oapable of fully briefing international experts on
the specific problems of a particular area. For their part, the experts from
industrialized countries are usually technicians with a sound knowledge of their
ow field but accustomed to a background that has nothing in common with the
developing countries. They therefore need counterparts who can properly inform
them of oonditions in the developing countries. This explains the value of the
teohnical oo-operation activities which economic groups such as IRI, covering
a wide range of different sectors, are alone capable of undertaking and which
meet exaotly the requirements which led to the establishment of UNIDO,

In more general terms I believe that experience with the Italian system
of state shareholding - essentially based on IRI - is of special interest for
the developing countries, both from the point of view of the role that public
enterprises of this kind can play in the industrialization of developing areas

and in connexion with the actual techniques of indirect public management of
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economic enterprises. In this respect it is significant that a seminar devoted
to the problems of financing public enterprises should have been held at IRI,

with the participation of our own highly qualified experts.

We are well aware of the fact that a solution of this kind is not directly
applicable to situations that are entirely different from our own. The expreg=
sions of interest we have received from abroad cannot obscure the fact that we
began in a completely pragmatic way and do not believe that our experience is
necessarily exportable. In fact, the type of public intervention which we
represent was ideally suited to a historic situation characterized by shortage
of risk capital and the possibility of associating private savings with the
financing of activities launched by the public sector. Obviously this situation
is not typical of the most economically advanced countries, where a considerable
amount of risk capital is available and government action can therefore be
limited to fiscal matters and public expenditure. Nor is it typical of the
situation in the developing countries, which usually suffer from a very marked
lack of savings and a weak private sector. In spite of these basic differences,
however, our experience has broader implications because of the world-wide need
to find machinery capable of combining the pursuit of aims in the general
interest, which is used everywhere as the basic justification for the involve-
ment of the public sector in commercial enterprises, with the need for sound
management, which is regarded as the ability to pursue these aims at the

lowest possible cost.

As an indication of the importance of t.e indirect public management of
economic activities within the Italian economy, it should be mentioned that
our approach is highly suitable for solving the problems connected with ensuring
competitiveness at the national and international levels. Nationalization, on
the other hand, i, better adapted to the special conditions arising in such
activities as fiscal monopolies and public utilities, which are characterised
by the fixing of prices and rates at a higher or lower level than would result
from the normal play of market forces., While nationalization has often been
vpposed to a market economy and its activities set in a protectionist context, 3
the indirect public management of economic activities has increasingly opened
up various sectors to international trade. In the case of IRI, this is partio=
ularly true of the Italian iron and steel industry whose present progress is
due to the gradual creation of a common coal and steel market within the frame-
work of ECSC,
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At the present stage of development of the Italian economy, the cutstanding
feature of public enterprise is its promotional aspect. This statement must be
viewed in the light of the contribution that the system of State shareholding
has made to the balanced growth of the Italian economy, The best examples of
the work carried out by the public sector for the economic renewal of ihe
southern regions of Italy show that the notion of public intervention has
ceased to be too closely linked with the provision of assistance. This notion,
which presided in the past over major public endeavours in the south, could
only lead to the creation of public works in the traditional sense, i.e. pyramids
in the desert, which were incapable of setting in motion a self-sustaining process
of development., The main efforts of our enterprises have the merit of closely
associating two different kinds of goal. They attempt both to set in motion a
true process of development through the establishment of large-scale enterprises
and to bring about a lasting solution to certain sectorial problems related to
national economic development as a whole. This guiding principle of public
intervention has in some respects anticipated the introduction in Italy of a
process of economic planning, by closely linking the geographical and sectorial
aspects of national economic growth and by ensuring that the industrialization
of the south is fully compatible with tha increased international competitiveness
of the Italian economy.

In concluding my remarks, I should like to add that, while we do not believe
that our approach can be exported, we are nevertheless convinced of the value of
taking every opportunity to develop a fruitful dialogue based on the broad com-
parieon of different experiences. As businessmen we have attempted in all our
technical co-operation activities to develop relations, not as a form of welfare
or in a paternalistic spirit, but as a matter of mutual interest. For this
purpose we have endeavoured to link the industrialization of our southern regions
with the possibility of expanding our overseas trade. In the same spirit, we
have tried to create further opportunities for meetings and discussions with all
groups interested in the problems of industrialization and its geographical
extension, The UNIDO seminar, which we were fortunate enough to host and which
has enabled us to welcome so many outstanding foreign specialists in public
enterprise, marks an important stage in the development of this friendly

collaboration,
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