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Forsword

l. The organisation of the seminar was preceded by & survey in a number of
representative countries with a view to exploring the various sources of
industrial financing and the oriteria for determining their efficient alloca=-
tion to the pudblic manufacturing sector, and to identifying some of the basic
prodlems in the effeotive utilization of these resources at the enterprise
level. Analysis of the survey indicated (a) that public manufacturing enter-
prises form a significant part of the industrial sector in many developing
countries, and (b) that the institutional framework for the establishment,
operations and control of thase enterprises, particularly in their financing
aspects, constitutes an important tool of government economic policy both for
short-term stabilization and long-term growth,

2. Pollowing the survey, and as part of its supporting activities of teoh-
nical assistance, the United Nations Industrial Development Organization (UNIDO)
organiged a seminar on "Financial Aspects of Manufacturing Enterprises in the
Public Sector" whioh was held in Rome in December 1969,

3. The objectives of the seminar weret

(a) To provide a forum for partioipants from both developing and
developed countries to exchange views and experiences on problems
of financing of public sector manufacturing enterprises in their
respeotive countries and to review the various approaches and
techniques that have been developed in resolving these problems;

(v) To formulate some general guidelines for the effective mobilization
of financial resources, their proper allocation to specific induse
trial sectors and the efficient management of these resources within
the operational soope of public manufacturing enterprisea.

4. The seminar was oonvened in Rome on 1 December 1969, and the opening
meeting was addressed by Mr. Giuseppe Jacoangeli, Counsellor of Enbassy,
Ninistry of Foreign Affairs, on behalf of the Government of Italy, which

served as host to the seminar. Statements presented at the seminar on behalf
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of the Institute of Industrisl Reconstruction (IRI) are reproduced in annex 2,

The agenda and 4 1ist of the documents prepared for the seminar are reproduced
in annexes 1 and 4 respectively.

5¢ The seminar was attended by senior officials from seventeen countries,
nominated by their Governments but participating in their personal capacities,
Expert consultants and guest speakers were selected by UNIDO from France,
Italy, Poland, Sweden and the United Kingdom on the basis of their professionasl
competence and experience. Representatives from the International Ladour
Organisation and the Economic Development Institute of the International Benk
for Reconstruotion and Development also ;ttonded.l

6. This report, drafted and reviewed in the closing meetings of the seminar,
is herewith published as Volume I, to be followed by & second volume which will

oontain seleocted papers presented to the seminar and & report of the preliminary
survey.

T« In ooncluding the meetings, the participants expressed appreciation to
UNIDO for the organization of the seminar snd to the Government of Italy and
the Institute for Industrial Reconstruction ( IRI) for the genercus provision

of facilities and for the Arrangement by the IRI of o study tour of industrial
estadblishments in Southern Italy.

L/ A complete 1ist of participants 1s given in annex 3,
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8. As an instrusent of industrial development policy, public manufacturing
onterprises Play an important role in the industrialisation process in many
developing countries. Apart from any ideclogical predisposition, many devel-
oping countries oconsider that, on purely pragmatic grounds, thare ig a case
for government initiative and direct 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 resource utilization at ‘he enter-
prise level. Some developing countries, however, have adopted the catalytio
approach wheredby government intervention in the development of the manufac~
turing seotor takes the form of indicative Planning through which private
ontromnounhip is given broad guidelines and necessary incentives for the
development of this sector,

9. Whatever the character and method of industrigl development in developing
oountries, the co-ordination role of government, particularly in mobilizing
internal and external finanocial resources and utilizing them effectively, ig
8n essential factor in the industrialisation effort of these countries,

10. Some of the general probleas of organisation and administration of public
onterprises have been the subjeot of o nuaber of United Nations seminars,

T™he seminar covered by this report was an attempt to foous attention on a few
finanoial Policy measures and their implications for enhancing the cperational
eoffioiency of manufacturing onterprises in the pudblic sector,

G GRS L i w a cate  ReET
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11. As the financial aspects of a public industrial enterprise will neces-
sarily vary according to its role in the total national economy, and as
different countries have chosen to use such enterprises for different

purposes, one musat begin by making cartain 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 elge-
where being performed, also on a more or less permanent basis, by private
enterprises, and those that are given, !i_l-&-!i_l private enterprise, what
might be descrived as a catalyst role,

12, In the first case, a decision has been taken that the state shall make
itself responsible, wholly or partly, for the production of a particular
commodity or the provision of a particular service. Such a decision may be
made ad hoc or embodied in a general declaration of policy, such as the Indian
Industrial Policy Remolution of 1956, This may be desoribed &8s the substitu-
tion of public for private enterprise,

]:3. Even the most substitution minded of the mixed economy countries, however, E
also employ to varying extents, the catalytio technique. Essentially, this is f
the use of pudblic enterprise to stimulate private enterprise. In a sense, of
course, catalysis is unavoidable., 8o long as private entrepreneurship and ]
investment is legally permissible {even though it may not be positively g
oncourugud), it will derive benefit from the investments made in the publio 3
seotor - unless it ig taxed so heavily to Pay for them that it has no resouross x
left. Here, however, we are conoerned not with this natural stimulus that the
private sector may receive, but with deliberate attempts to stimulate it. Bven
more specifically, we are ooncerned, not with all attempts to stimulate it 5
(vhioh include & very wide variety of devices, particularly in the fields of |
fiscal and finanoial Policy) but with the role which publio enterprises are |
called upon to play,

14, There are few countries of mixed economy that have failed to equip thea-
selves with such public enterprises. Prominent arong them are industrial i
finanoe ocorporations of various types, created for the purpose of providing / 3
private entrepreneurs with credit on terms more favourable than they oould ' ;
obtain from private agencies, Where entrepreneurial energies are being ,?
inhibited by shortage of long-term and medius-ters loaq capital, these public !
enterprises can play an important role both in stimulating eoconomic development |
ad in steering it. But if Private entrepreneurship is oxtremely weak, it is
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unlikely to be significantly stimulated merely by the offer of loan capital,
even if this is 8coompanied by the offer of financial advice and technical
services. Under these oircumstances it ig likely that public devel.opment
8gencies will be able to make & much greater contribution to economic growth
then public finance agencies,

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

that the development corporation, using oapital provided by the government
from budgetary sources, shall itgelf oreate, manage and bring to maturity
manufacturing undertakings of various kinds, either on itg own initiative or
in acourdance 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 oconoeivably be attracted by the security offered by govern-
ment commitment to the development of the undertaking, The operation, however,
is not necessarily a oatalytic one, That depends on the Projected future of
the subsidiaries that the development oorporation brings into existence, If
they are to remain in the publio sector, the policy is one of substitution;

it is only oatalytic if they are to be sold out to the private investor,
Whether they actually oan be sold out or not largely depends on the availability
of private capital and on the prospeots of profitability that the new under-
takings offer, Whether they are actually sold out will depend partly on the
pPrevalent politioal ideology,

16, In some countries the industrial development corporation does not Play a
Very economioc role, as the government prefers to undertake the development of
industry in a more direct manner, through setting up a pudblia corporation op
state owmed company for each separate undertaking or &roup of undertakings.
Blsewhere, the development corporation sometimes becomes g major agency of
industrial growth, Both eoonomio end administrative advantages have been
olaimed for it. Economically, it may have the merit of enabling the government
$0 develop a comperatively large amount of industry with a comparatively small
expenditure of publio funds, since sucoess in the selling-out operation provides
$he corporation with revolving capital. Adlinictutivoly, the responsibilities
of the government are kept within linits - at least in the field of eoonomic
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administration - since it is concerned, through the development corporation,
only with those undertakings that are in their early stages cf growth and not
with thcse which, having reached maturity, are taken over by the private
investor,

17. One further brcad distinction may be made, The development corporation,
in general, has a more impcrtant part to Play in the economies of the devel-
oping occuntries than in these of the developed Ones, particularly if it igs
being used for catalytic purposes; for in the develcped countries private
industry has comparatively little need of the kind of stimulys 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
oountries cf mixed econcmy it operates in both capacities, There is also,
however, another possible use for it which deserves at least brief mention,

In some ocuntries and at certain times, public industrial enterprise has been
used as a "gtgbilizer" for the national economy. Its potential in this

respeot waes seen as soon as governments, under the influence of Keynesian
soonomic ccnoepts, began to pursue policies aimed at *full employment®™, It
seemed that one of the ways of counteracting a downward swing of the trade
ocycle was to Pump more resources into that sector of the economy over which
the government éxercised full control, Hence public enterprise should be
expanded when there was & down-turn of private economic activity and deflg-
tionary tendencies began to make themselves felt, Conversely, an “overheating®
of the private sector, with its concomitant inflation and “over-fyl]l" employ-
ment oould be counteracted by a counteraction of publio enterprise. There are
good Feasons, however, for not using public industrial enterprise in this way.
Pirst, there is no case for making public enterprise bear the burden of the
wp—-swings and down-swings of the trade cycle, since methcds othep than the
exXpansion or contraction of public enterprise are available fop intluonotn.
the general level of economic activity, Seoond, the pursuit of such g poliay
imposes unjustifiable distortions cn the economic pattern and, over o long
poriod, tends to make the Planned and coherent development of publjo under- ;
takings very diffioult if not impossible, Third, it has o very deleterious !
offeot on the morele of beth managers and workers, who feel that their easer-
Prise is at the meray of governmental decisions whioh have little or no E
relevance to the interests of the enterprise ag such., Unless, therefore, the
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use of pudblio enterprise as stabilizer forms part of an over-al} eoconomic
stretegy which has regard to the correct proportions between the various forme
of economic sctivity, it is to be strongly discouraged. This, of course, does
not rule out decisions to take up the slack by initiating or intensifying
programmes of public works in periods 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 mede to avoid treating the

Public sector o something that rnan be turned on and turned off aB genersl
ooonomio conditions deteriorate or improve,
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Chapter I CAPITAL STRUCTURE AND FINANCING

19, When a public manufacturing enterprise is being established, one of the
most orucial decisione 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
whioh it shall be provided. The provision of capital may be from internal or

from external sources or from both; internally provided capital will be
considered first,

Initial ceapital endowment

20. Exoept in the case of mixed enterprises, the whole of the initial capital
endowment normally comes from the government, either directly or through the
intermediary of a development oorporation or similar type of body. 1In theory
it may take any one of three forms or any combination of them: (a) a grant;

(b) equity investment; or (c) a loan., The distinction between these types of
initial oapital endowment isy however, by no means always precise. For instance,
if a grant is employed, the government will often regard it as a quasi-equity
investment entitling the ministry of finance to receive a dividend from the
operetions of the undertaking as soon as it becomes profitable., In many coun-
tries with oentrally planned economies, moreover, capital grants, although
non-repayable, carry a rate of interest like loans. This rate, which represents
& minimum profitability requirement, is analogous to a tax on the enterprise
(particularly, of course, when the enterprise is operating under non-competitive
conditions). It may take the form of a grant or a loan or a combination of the
two., If the grent is employed, the government will often regard it as a quasi-
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 fixed obligations whioh
it may find diffioulty in discharging, partioularly during the early days of
ite life, although the difficulty may be, and is frequently, overcome by
exocusing the enterprise from “servioce” peayments for a number of years, or by
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granting it a moratorium for deferment of such payments, The disadvantage of
an outright grant is that it imposes no financial discipline on the enterprise,
The equity-type investment, by contrast, combines financial discipline with a
considerable degree of flexibility. The enterprise is expected to make a
yield on its capital, but the amount that it contributes to the government is
adjusted to the degree of success that it achieves, Except in the rare case
where outright grants are used exclusively the enterprise will ultimately be

equipped with both equity-type capital and loan capital.

2l  These distinctions apply mainly %o public industrial enterprises in
countries where the market serves as a regulator of the economy, and where the
risk element which equity-type capital is intended to provide can be very high,
particularly for enterprises pioneering in new and hitherto untried fields, or
which present unfam: liar problems of organization and technique, or which are
attempting to break into an international market. In the countries with
centrally planned ecrnomies, however, the qiestion of the type of capital
provided is not usually discussed in nomparable terms, as the financial obli-
gations of the public manufacturing enterprise to the state authorities are
incorporated 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). In such countries therefore, the precise terms on
which capital resources may be provided are considered mainly from the perspec-

tive of maximizing incentives to achieve planned coefficients of efficiency,

Proportion of equity to loan capital

22, Elsgewhere, the proportion of equity to loan capital varies cuneiderably
from country to country and fronm enterprise to enterprise., This is both
inevitable and right, since there are no general principles by which a fixed
proportion may be determined, Much depends on the "riskiness® of the enter-
prise concerned, on the degree of credit-worthiness it may have achieved at a
particular stage in its growth, on the source from which capital is currently
available, and on the kinds of financial obligation which the governmental
authorities consider may be reasonably imposed on its management in the light
of long-term and medium-term development plans, current budgetary exigencies
and other factors, [an capital may be "excessive" when 1% involves interest

and repayment obligations which the enterprise is unable to meet, or able to

meet only at the expense of the neglect of targets which ought to receive
priority. Equity capital may be "excessive"™ when comparative lack of fixed

i e e, som—————— .
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obligations tends to undermine managerial incentives to aohieve @ high level

of finanoial performance.

Rate of interest

23, Some countries with long experience of running public manufacturing
enterprises have arrived at & more or less standard 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 tre side of too great a rigidity or too g eat a flexibility in
their methods of financing public industrial enterprises. These opposite
errors tend to coincide, respectively, with situations in which capital ig
extremely scarce and thoge in which it is relatively abundant (as currently

in some of the oi: 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
refleot the scarcity of oapital resources, and a common rate should apply to
all enterprises whether in the publio or in the private sector, However, there
are many developing countries where, owing to the underdeveloped condition of
the oapital market, it is diffioult to determine the going-rate of interest,
Noreover, in countries where it is the intention of the government that the
publio seotor shall play a dominant role in the eoonomy and the private sector
no more than a subordinate one, the development of a capital market is not
envisaged. In such oircumstances the prioe of capital 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 oapital can sound deoisions be taken regarding the priorities to be accorded
to alternative projects within a given area of planned development, It must
never be forgotten that no matter what type of eoonomio system a country is
Ooperating, capital always has an “opportunity ocost".

24, There is also the possibility that a partiocular publio 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
soonomy, would inour too heavy a financial burden, particularly during its
running-in period, if it were required to service its loan capital on normal




terms. In such a case, measurement of its economic performance demands that
a "shadow” rate of interest should be used, reflecting the actual soarcity of
loan capital, Alternatively, the enterprise may be granted a moratorium on
its interest and repayment obligations, the ultimate effect of which is to
pProlong the period of loan service beyond the expected 1ife of the assets
conoerned. In either case, the effect is that of providing the enterprise
with a subsidy, which should be clearly recognized as such when calrulating

the yield on invested resources,

Competitive aAccess to capital

25. Competition between public and private enterprises for access to oapital
(or between public enterprises themselves) is neoessarily limited to ciroume
stances in which there is a free capital market to which enterprises of all
kinds are required or permitted to have recourse. In so far as a public enter-
prise obtains its capital from budgetary sources (either directly, or indirectly
through a specialized agency such as a development corporation), there is no
effective competition of this kind, since the government, having decided to
develop a given industrial enterprise in the Public sector, will be thereby
oommitted to providing it with amounts of capital requisite for the perfor-
manoe of its alloted tasks. A mixed enterprise, however, will normally be
accorded the right to g0 to the market for additional capital resources,
although if these resources are to be in the form of equities the governmemg
will usually wish specifically to authorize the resultant inorease in the
proportion of private to public capital.

Balf—finnncing

26. The extent to which public enterprises should be self-finanoing through
the ploughing back of their profits, has been variously answered. An initigl
distinction should be drawn betweer. two kinds of self-financing: (a) in
respeot of the enterprise itself ang (b) in respect of the public enterprise
system as a whole. 1In the first case, the enterprise is authorized %o retain
and to utilize for purposes of expansion the whole of or a specified part of
its profits. In the second case, it yields all or some of its profits to the

national treasury, which uses them for investment in such parts of the public
enterprise sector as are scheduled for expansion,

|
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27y In either case, the question of self-financing raises the issue of profit
making policy. Where free competition prevails the enterprise will be expected
to make 8 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 i torg)
and to take decisions comparable to those taken in a private enterprise
regarding the proportion between distributed and ploughed back profits, In
conditions of monopoly or quasi-monopoly however, profit has a different
significance, since it may be equivalent to a tax imposed on the eonsumer,

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

is gencrally regarded as illegitimate. 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
Bajor probleme 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
capital formation. Normally, therefore, public enterprises are given profit
targets which are formulated in the light of the programme for the raising

of capital resources embodied in the national economic plan. The realization
of such profit targets may ve 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 realigze that this can result in significant 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 dangers inhecrent in it are fully understood,
These issues should be judged in relation to practicable methods of mobilizing
resources and the optimum utilization of the resources mobiligzed,

Public enter rises means of mobilizing domestic rivate cgpital

29. Public industrial enterprises, like public enterprises in general, oan be
used not only as a means of generating resources for investment in development
progress, but also as a means of mobilising 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 directors. The mixed enterprise can often attract private
ocapital more sucoessfully than the purely private enterprise because its
dependence on the government offers (or is thought to offer) the investor an
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extra degree of seourity. An alternative method of mobilizing private oapital
is the issue by the enterprise ooncerned of fixed interest stook, normally
oarrying with it no rights of participation in control.}/ The suooess of this
method will depend on the availability of funds for investment on the condi-
tions offer:d - byt again the enterprise's association with the government may
provide an additional attraction. The uge of either of these methods, it
should be n:ted, has implications 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 obtainable from
other forms of investment., The enterprise which is partly financed by fixed
interest stock must necessarily give priority to the earning of revenues
suffioient to meet the interest chargzes,

30. Outside the centrally planned economies tha mixed enterprise is widely
used, with varying degrees of success. In Some cases, it is regarded as
transitional, since the eventual object of the government is to transfer the
entire enterprise to the private sector by Belling out the state's share in
its capital, either by one single transaction or by a series of transaotions
whereby public participation is gradually extinguished, The economios of such
& disinvestment process need to be carefully studied to ensure that its oosts
to the national economy do not exceed its benefits, The timing of each dis-
investment operation is particularly important, The oriteria whioh ought ¢o
govern disinvestment policies have as yet been inauffioientLy investigated,

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

31. The mobilization of private oapital through the issue of fixed-interest
securities by the enterprises themselves is less frequently adopted, since

most governments prefer to attempt to stimulate Baving through the issye of
their own bonds, the proceeds of whioh may be made available in the form of
loans to publio industria] enterprises, where this form of finanoing is ocon-
sidered appropriate, However, when the two-tier principle has been adopted

whereby the enterprise funotions as subsidiary of a development oorporation, ‘
it is not infrequent for the oorporation, as distinct from the enterprise %

}/ There were some countries represented in the seminar, however, where privats
partioipation in fixed interest stook oarried with it the right to attend !
"general assembly" meetings and thereby, at least in theory, to participate
in the oontrol of the enterprise oonoerned,

[ ——




itself, to be suthorized to raise money directly from the Public by the issue |
of its own bonds or of "participation” shares attached, on the Unit Trust
principle, to specified groups of enterprises under its control, If the
corporation has developed a favourable reputation as a profit maker, it may
be able to attraot in this way money which would not otherwise have heen
mobilizable by the government or by any other governmental agency,

htoml;x provided capital

J2, Externally provided capital for publio industria] enterprises may be
private or pudblic, direot or indirect. Whereas private capital ig invariably
directly invested in the enterprise concerned (ulu.ally by means of a partner-

ship oontract) public capital frequently takes the form of government-to-
government grants or loans which (oxcept when specifically project-oriented)
&re made available to the recipient government for investment in whatever
8reas 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 public
industrial enterprise that benefits by it may be desoribed as indirect,
Grants and loans provided by multilateral agencies may either be in general
assistance of o government 's development Plan or tied to specific enterprises,

33. Mhen a direct investment of externally provided public funds is made, it
gonerally takes the form of a medium-term or long-term loan, sometimes including
& contribution in kind to fixed assets. But in no case, to our knowledge, is
the enterprise authorised to aoquire foreign public capital on ite own respon-~
sibility, Invariably, the approval of some higher governmental authority is
needed. This is necessary for coherent economic Planning and programming,
particularly as balanoe of payment questions may be involved., Moreover it
would be unusual for the foreign lender or donor to be prepared to make the
funds available in the absence of o governmental guarantee,

34, Major questions involved in the foreign public finanoing of public enter
prises relate to balanoe of payments, projeot-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 &cceptanoce of a particular form of aid is economiocally
worth while, The tying of aid to o project may itself cause balance of pay-
aents diffioulties and perhaps also tend to oreate a bias in favour of the
projeot in whioh the Toreign aid giver happens to be interested, at the expense
of othai' possidble projects which might be more advantageous from the point of




view of over-all economic development., There is a possidbility, too, that
éxcessive dependence on the aid provided by a partioular country may cause

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

35. When the government enters into g joint venture with foreign capital
(whether publicly or pPrivately provided) the state share-holding type of
organization usually proves to be the most appropriate. It has also been
suggested, with reason, that, in g developing country, the “absorption” of
foreign capital is easier when the partnership involves an indigenous publie
industrial enterprise, as distinct from a private industrial enterprice 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 like,

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

37. When a developing country is oconfronted by a choice between different
potential suppliers of loan capital, these are some of the factors that have

to be weighed in the balance, Another, and sometimes much more important,
faotor is the extent to which the loan ocommits the reoipient to purohase the
relevant supplies exclusively from the donor oountry. If these oan be obtained
only at relatively high cost, or if theipr 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 oonsider carefully what regulations they
wish to make about the repatria_tion of both dividends and capital; for it ig
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clear that there may be sharp divergence of interest between capital provider
and capital recipient in thig respect, Many developing countries have pagsed
laws that simulta.neously impose certain restrictions on the foreign investor
and guarsntee hinp certain rights, Those that are particularly anxious to
attract foreign capital, whether to the public or the Private sector of the

economy, tend to emphasize the guarantees rather than the restrictions,
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Om«' Il CAPITAL BUDGET I NO AND &COUNP;E

ture of by ts d accounts

39. One of the reasons public manufacturing enterprises are usually given
®autonomoys™ status (e.g, that of & public corporation or state Owned company)
is that they use budgeting and &ccounting systems different from those used by
ordinary government departments, Sometimes they are Bpecifically instructed
by higher authority to use systems similar to those ysed by private business;
Sometimes they are left free to devige whatever systems seem to them mogt
suited to their peculiar needs; but often they are required to frame their
budgets and keep their &ccounts according to o common pattern, essentially
commercial in character byt including, for the benefit of the various control
&gencies, information of & kind that would not normally be provided by a
private enterprige,

40. Standardized budgeting and &ccounting systems are invariably uged in the
oentrally planned economies and froquontly used in the miveq economy countries,
In genersl standardi sation i, to be recommended, provided that it does not
impose an undue rigidity on enterprises that differ in charecteristics and

objoctivu; for without it comparison of performances of Public enterprises
becomes difficult,

41, Wnterprige budgets normally serve two purposes. They provide control
informetion for the benefit of the higher authoritjes and they constitute an
*ssential tool for the enterprisge's own management, In many of the developing
countries the budgets, as gt present fomulatod, Serve neither purpose as well
& it might be served. 41l too often, a budget congigte of little more than s
series of headings under which anticipated oxpenditure and receipts on current
and oapitel Sccount are set out, Such a budget helps neither management nop
superior authority to identify the Specific areas of wtivity where things are
&oing wrong and where timely corrective action ig required., Only a budget that
is based on the identifisation of 8pecific "cost centres"” and the estimation
of unit costy QR serve a9 an offective instrument of performance control, [n
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ite moat advanced form, surh a budget becomes a true performance budget,

by means of which responaible persons at ali levels, from the Aivisional or
seotoral manager to the relev.nt minister, may regul-irly me.8ure, in striot
quantitative terms, the degrees >f auccess or failure attending the sttemptn

of the enterprise to disacharge 1ta argigmed tasks,

A2, At the same time, it must he remembered that parformance budpeting is a
highly sophisticated technique, requiiring for itr effe-tive Jperation & corps
of appropriately trained accountants and an understanding f 1ts methods and
purpoges on the part of manageriai and technical personnel at all levels,
Developing countries therefore, need to think in terms not of the introduction
of performance budgeting, but of the progregsive modification >f their existing
budgetary techniques, as appropriately trained penple become avallable, in the
direction of the performance principle. This invylves a raretilly phased
programme of training both of accountants and of managers. It 1s, however,
very important that the phasing 3f the programme should he ag far as possible
uniform for all the public enterprises concerned} otherwise, the advantages of
& standardized budgeting and accounting system, emphasized below, are liable
to be lost.

Eudggturx review

43. Budgetary review by the high authorities (e.g. the relevant minister, the
minister of finance, the planning orpanization, or such specialized agencies
&8 may be given the task) ig one of the most important points at which publin
control of a public industrial enterprise may be exer~imed, The danger here,
however, is that the enterprise’'s annual badpets may be treated as a series of
isolated exercises, with the reg,it that its lonpg-term developmental needs may
be neglected in favour of thoge current financial exigencies which tend to
dominate the minds of ministeria] economic poliry makers, Ideal ly, budgetary
review should be no more than one stage in a coherent lTong-term and medium-teorm
Planning process, and the purpose of the review to make such modifications to
the enterprise’'s plans as the current economic situation, both of the enter-

prise itself and of the nation, may demand,

44. Thie approach to tudgetary review is now well established in the more
developed mixed economy ~ountries, and im uriversally adopted in the countries

with centrally planned economies, [te necessity, indeed, is averywhere recoge-
nigzed; but many of the less developed countries have not yet succeeded in
transcending 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,

C‘ngtgl pggggging and DCF calculations

45 In no gphere ig the adoption of new techniques more urgently required

than in that of capital budgeting. One problem here ig to devise methods by
which the costs and benefits of alternative investment decisions nay as far as
posgible, be objectively measured, Whether the question at issue relates to
the establ ishment of A new plant, the expansion of an existing one, or the
replacement of existing capacity, there 18, in theory, a "least ~ost" or
economicelly optimum answer to be discovered, Of the techniques which may be
used for this purpose, the most widely employed is that of Discounted Cash
Plow (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-
ocount rate may be defined at which internal costs and internal benefits are
equalized, The object of the exercige is 10 rank alternative investment
projects in such way that, sn the basis of a given time preference, the eco-

nomically optimum one may be selected.,

46, This technimie may certainly be recommended to developing countries, but
only a8 one of the tnols useful for capital budgeting, and with certain impor-
tent reservations, The Feneral opinion, is that, as yet, DCF is mainly of use
in deciding between projects of the same kind which represent alternative
methode of achieving a given developmental objective, FEven 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.2. employment creation, regional development, the saving
of foreign exchange etc, To the extent that these are regarded as important,
®80cial® ocost-benefit celculations of & kind difficult to encompass within the
limits ~f DCF qp it is normally used need to be made. A fortiori the DCF
teohnique is as yet {11 adapted to the taking of strategic decisions about the
development of the ¢conomy as & whole. For the present, therefore, ICF becomes
useful only after decisions have been taken about the over-all rate of economic
@rowth, the broad structure of production and the oconsequent pattern of invest-

sent, Tts main utility for a government engaged in the expansion of public
industrial enterprise is to provide the basis for an informed choioce between
eltermative kinds of investment within a given field of industry scheduled for
dovelopment in the public seotor,
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47. It muet be remembered that DCF calculations are only as good as the
figures that are built into them, and that these are often highly speculative,
particularly in countries with comparatively little experience of industrial
development. Cost 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 changes and the choice of a realistic test
discount rate present difficult problems. 1In general, it can be said that
the more experience a country has of bringing industrial projects to maturity,
the greater 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 solution to the problem of taking

the best investment decisions.

Bud‘gtggl_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 plans 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
relevant 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 bank 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. In 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

of slowing up the realization of the national Plan, oreating imbalances and
increasing costs, It is essential, therefore, that an effort be made to
streamline the approval g€iving process.




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-
clent sense of urgency and (o) 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 in also of major importance that the proposals coming up from the enter~
prises be considered, as far as posBible, in their totality, and not on a
project-by-project basis. Otherwise there is a danger that the requirements
of the national development plan will be neglected and that the attempt to
execute too many projeots at once will stimulate an inflationary situation
and place an undue strain on the machinery of administration,

Aooou.ntin‘ and auditin‘

50, Budgeting and accounting are inseparable parts of a single process, It
is through the socounts that both manager and supervisory authorities are
able to determine the extent to which an enterprise has fulfilled the financial
tasks envisaged by its budgetary forecast. It is essential therefore that
budget and accounts be in comparable form; the minimum that can be required
is that both be "commercial™, Although this ie 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 "rormel" departmental account ing procedures, modified to meet
special requirements, still prevail. 1In 8ome cases there is considerable
ignorance of commercisl accounting practices among the members of the quaBi-
Judicial organs (such as Courts of Accounts and Comptroller- and Auditor-
General's Departments) which both audit the accounts and prescribe (either
directly 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 thet part of it which is ooncerned with the accounts of
Public enterprises) be staffed by persons who understand the principles of
oommercial accounting 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 function - 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 oorrect them. At the
same time, it must sedulously avoid interference in day-to-day financial
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operations., The application of any kind of "pre-aqudit® system to a public
enterprise can be deadly, It m&y conceivably prevent oertain minor misappli-
oations or misappropriations of funds, but it inevitably cramps the style of
management, slows down the operation of the enterprise to a bureaucratic orawl,

and hence results in the waste of far more resources than it saves.,

Development of uniform costigg;gpd aAccounting systems

51. On this 8ubject one of the participants in the seminar suggested the
following stages by which a group of enterprises might make progress towards
the introduction of a unified costing and accounting system equally useful for
purposes of internal control and external performance evaluation, In the first
stage, all firms should be required to follow a uniform accounting pattern,
This would involve the standardization of the coding and classification of
accounts and the adoption of common accounting procedures, At the second stage,
& uniform system of cost accounting would be introduced, involving uniform
methods of evaluation, the identification of cost centres, etc, At the third
stage, this pattern would be developed into a fully fledged system of standard
oosting, enabling the firms concerned to achieve full integration between their
financial records and their costing process. Gradual but uniform progress
towards this ideal will facilitate efficiency comparisons between the various
firme in the group and also the fruitful exchange of information among tl.am,
Moreover, the transfer of trained personnel from one firm to another would be
made muoh easier, to the extent that at any one time they are all operating
uwniform oosting and accounting systems.
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Chapter III PRICING POLICIES

under free oo tition

52 If, in a mixed eoonomy, 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 ag 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 ag 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 respongibilities
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 fioctitious.
In every ocountry there are market imperfections which sometimes arise sponta~
neously and are sometimes deliberately created by the government to achieve
purposes ci' public policy. The very faot of economio planning implies a
Pecognition that public poliocy requires that the factors of production be
pushed and pulled in various directions. The intervention of the state in

the industrial field, through the oreation of publio enterprises, involves a
deliderate disturbance of the pattern of eo-oalled spontanecus economic growsh.

mmmw

54, Thie does not mean, however, that market prioces camnot be deliberately
used as an instrument of tconomio regulation. All countries in fact rely on
them, to a greater or lesser extent, since "sdministered” prices run into
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grave diffioulties if they differ too widely from the prices that reflect the
aotual relationship between demand and supply. The imbalance which results
from guch divergence becomes rapidly apparent, even in the most closely regu-
lated soconomy, in the development of a black market. Nor ig 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 oountry of socialized economy, Yugoslavia, which firmly believee
that planning through the market ie 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 countriee
now influence the prices of the commodities produced by both their publio and
private enterprises by means of operations in the field of fiscal and oredit
policies. This needs to be emphasized becauge misundcrstandings can easily
arise from an identification of price pclicy with price fixation,

Adainistered prices

55. In other countries which have socialiged their means of induetrial
produotion, the achievement of price oquilibrium ig attempted through the
oentralized fixation of some, although in noc cases of all, prices. In theee
countries, any tension that arises between the fixed Price and that whioh the
consumer is ready to Pay is taken to indiocate the need for changes in the
struoture 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 s.ifting profitability from one sector of the socialized sconomy to
another, since a simple economic model (whioch ocan be developed to take acoount
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
pPrivate, and can be used (provided that their enforcement ig possible) to
shift profit out of private hands and inte public hands, or Yice Yerss.
Whether they should be used this way, however, is very doubtful