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Preface

Public expenditure productivity is critically important for fiscal adjust-
ment and sustainability, particularly when resources for supporting public
services are limited. Focusing exclusively on the revenue side is not ad-
visable, as increasing the productivity of public expenditures can provide
aviable option for reducing the deficit or expanding critical expenditure
programs.

The purpose of this pamphlet is to analyze the issue of public expendi-
ture productivity and present some pragmatic suggestions for its improve-
ment. An earlier version was discussed in a seminar by the IMF s Execu-
tive Board.

The pamphlet is the product of a collaborative effort of the staff of the
Fiscal A ffairs Department’s Expenditure Policy Division. The authors
would like to thank Zuliu Hu, Edgardo Ruggiero, and Caroline Van
Rijckeghem for extensive discussions and comments, and Helga
Hessenius for assisting in the final revision of the pamphlet. Tarja
Papavassiliou provided statistical and computational assistance. Other
colleagues in the Fiscal Affairs Department, other IMF departments, and
the World Bank provided many valuable comments on, and contributions
to, earlier drafts. The pamphlet was edited by Thomas Walter of the
External Relations Department. The authors bear the sole responsibility
for any remaining errors.

Finaly, the authors are grateful to Vito Tanzi, Director of the Fiscal Af-
fairs Department, for guidance and comments on earlier drafts of this
pamphlet.



Unproductive Public Expenditures:
A Pragmatic Approach to
Policy Analysis

I ntroduction

This pamphlet discusses how economic policymakers may approach the
question of the productivity of public expenditure. The discussion is
aimed at those in charge of fiscal and budgetary policies. These policy-
makers rely on sectoral experts for detailed analysis, but they should bein
a position to raise relevant questions and receive appropriate answers
about the key features in the design and execution of sectoral programs.
The pamphlet argues that improving public expenditure productivity is not
only amicroeconomic but also a macroeconomic issue. Therefore, macro-
economic policymakers have amgjor role to play in improving the pro-
ductivity of public expenditure.

The first section of the pamphlet discusses why increasing public ex-
penditure productivity isimportant in fiscal adjustment. The following sec-
tion provides a framework in which public expenditure productivity and
unproductive expenditures can be defined and analyzed. In the next sec-
tion, a practical approach for analyzing public expenditure productivity, as
well asillustrative analyses for several major, broadly defined expenditure
components, is offered. The following section surveys the literature linking
public expenditures and economic growth. Finally, conclusions and some
pragmatic suggestions regarding the analysis of public expenditure pro-
ductivity are presented. The appendix provides a summary of the composi-
tion of public expenditure for high-income, middle-income, and low-
income countries, keeping in view the limitations of such cross-country
comparisons for the assessment of expenditure priorities.

Unproductive Expendituresand Their Economic
Implications

This section presents the background for the present discussion and an
analytical framework for defining public expenditure productivity and un-
productive expenditures. It also discusses conceptual and practical



UNPRODUCTIVE PUBLIC EXPENDITURES

difficultiesinvolved in defining and assessing public expenditure produc-
tivity and in identifying unproductive programs.t

Background

In all economies, an efficient and sustainable reduction in the fiscal
deficit requires a sound mix of revenue and expenditure policies. A gov-
ernment facing the need to reduce speedily the fiscal deficit may at times
find it difficult or impossible to raise the level of revenue in the short run.
Increasing the productivity of public programs can provide a viable option
that will release resources to reduce the deficit or to expand other critical
public programs. Moreover, the government may want to reduce the size
of the public sector and the level of public expenditure over time because
the public sector is engaged in activities that can be carried out more effi-
ciently by the private sector. Even without a major fiscal imbalance or a
large public sector, some categories of public expenditure may be so inef-
ficient that improving efficiency could release resources to expand other
critical public programs or to reduce the deficit.

Tax reform, even if it is efficient, will have diminished benefits or can
even be counterproductive if it is not accompanied by an equally efficient
reform of public expenditures, especially if any additional revenue goes to
inefficient public expenditure programs.

In many industrial and transition economies, the role of the public sec-
tor is extensive, and reducing its role will lower public expenditure and
help reduce the fiscal deficit. Particularly relevant in this context are ex-
penditures on social security, producer subsidies, and defense.

For avariety of external and domestic reasons, many developing and
transition economies have experienced arapid decline in revenue, which,
in turn, has created a need to reduce their fiscal deficits. Such reductions,
of course, can be achieved by either raising revenues, reducing expendi-
tures, or a combination of the two. Experience suggests that large increases
in the ratio of tax revenue to GDP may not be feasible in the short run, es-
pecially when they must satisfy efficiency and equity criteria. The excep-
tions have been those countries where a drastic acceleration of the inflation
rate or an excessive overvaluation of the exchange rate has sharply reduced
tax revenue. In these cases (Argentina, Bolivia, Peru, and Uganda, for ex-
ample), reducing the rate of inflation or adjusting the exchange rate can
lead, and has led, to large increases in tax revenue in relation to GDP.
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The fact that tax reform aloneis unlikely to bring about the needed short-
run adjustment in the fiscal accounts often shifts the focus to the expendi-
ture side of the budget. Attempts to reduce public spending have been com-
mon. Unfortunately, experience has shown that expenditure cuts have often
followed criteriathat from an efficiency or equity point of view have left
much to be desired. For example, some countries carried out across-the-
board reductions in spending without regard to the relative importance, at
the margin, of various expenditures. Others chose the politically easier path
of reducing expenditures on operations and maintenance or on capital
spending, or the technically simple step of reducing real wages by keeping
nominal wages unchanged when it was politically feasible.

Often these adjustments were neither desirable nor sustainable. A cut
in investment spending on productive new capital projects or a reduction
in outlays for maintaining the existing capital stock may reduce growth
prospects for the economy. Sharp cutsin real wages in the public sector
can lower the productivity of the public sector work force and are un-
likely to be sustainable. Well-designed policies of public expenditure re-
duction have proven difficult to plan and execute, asthey requiredifficul t
technical work, political compromises, and the adoption of complemen-
tary measures.

Regardless of these difficulties, however, governments inevitably have
to—and do—plan and execute expenditure reductions. The goal should be
to achieve fiscal adjustment in the most efficient and sustainable way pos-
sible, with due consideration given to maintaining essential public ser-
vices, protecting growth prospects, and achieving an equitable distribution
of income.

Public Expenditure Productivity and Unproductive Expenditures

Analytical framework

The notion of public expenditure productivity is predicated on the in-
terpretation of public sector activities as production processes. The public
sector employs human and other resources and accumulates capital stock
to produce public goods, such as “economic stabilization,” “judicial ser-
vices,” “national defense,” “protection of the poor,” and, at times, even
private goods.

The distinction between public production and public provision isim-
portant. The government may provide a public good, but may let the
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private sector produceit. For example, the government may decide to con-
tract out the running of prisonsto the private sector, or it may buy military
equipment from the private sector.

Whether the public sector is a producer in anarrow sense or a provider,
it uses resources for production or procurement and for the administra-
tion of benefits. The public sector should use theseresourcesefficiently
to fulfill its objectives. Analogous to labor or capital productivity, public
expenditure productivity may be defined by comparing outputs produced,
or objectives achieved, with given expenditures. The following two con-
ditions are essential for public expenditure programs to be efficient or
“productive.”

LowesT PossiBLE CosT. Public sector operations must be cost-
effective. Individual public expenditure programs or projects should be
designed and implemented to provide given levels of outputs or achieve
specific objectives at minimum cost. For this condition to be satisfied, the
public sector must use human and other resources fully and effectively;
that is, it must not waste any resources. Moreover, given their prices, in-
puts should be mixed optimally. The conditions for cost-effectiveness may
differ, however, between public production in a narrow sense and public
provision. In the latter case, if public provision is based on purchases of
goods produced by private producers, the government may not have to be
excessively concerned about the efficiency of production if the private
sector operates competitively, athough it has to be concerned about the ef-
ficiency of procurement.

APPROPRIATE M1X OF OUTPUTS AND SUSTAINABLE LEVELS OF AGGREGATE
ExPENDITURE. For public expenditures to be productive in the aggregate,
the mix of public sector outputs should be optimal.2 The government
should not produce too much of one good and too little of another. If the
benefits of public sector outputs could be quantitatively measured and
compared with one another, an appropriate mix of outputs for a given
level of aggregate public expenditure would be achieved by equalizing at
the margin the benefits of each program. Thiswould yield the highest ag-
gregate benefit.

The level of aggregate public expenditure should be consistent with a
sustai nable macroeconomic framework. In the simple case of one public
good, the optimum provision of that good is achieved when the marginal
social benefit derived from the good is equal to the marginal social cost of

4
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providing it. If there is more than one good, the marginal social benefit de-
rived from total expenditure should equal the marginal social cost of such
expenditure. As defined by Samuelson (1955), the social benefit of a pub-
lic good is the sum of the benefits derived by the members of society, as
measured by each individual’s willingness to pay. These benefits include
not only those of specific public services provided by these individual pro-
grams but also the overall policy objectives—for example, macroeco-
nomic adjustment and poverty reduction—at which the mix of public ex-
penditure programs are aimed. The social cost of providing the public
good should include not only the cost of producing the good but also the
administrative cost of its provision and any costs arising from financing
the expenditure, including taxation and borrowing.

Unproductive expenditures and their underlying factors

Public expenditure productivity provides a basis for conceptualizing
“unproductive” expenditures. For a single program, unproductive expen-
diture may be defined as the difference between the actual public spend-
ing on the program and the reduced spending that would yield the same
social benefit with maximum cost-effectiveness. Moreover, if achangein
the mix of cost-effective public sector programs were to reduce aggregate
public expenditure without reducing the aggregate benefit, the difference
between the two aggregate expenditure levels that yields the same aggre-
gate benefit could also be considered unproductive expenditure.

It should be noted that in this sense unproductive expenditures are not
necessarily measurable. As discussed below, there are many difficulties
involved in assessing and measuring unproductive expenditures. In many
cases, it is not possible to distinguish between “productive programs’ and
“unproductive programs’; public expenditure programs have varying de-
grees of productivity. Alternative options for mixing public expenditure
programs imply different degrees of aggregate expenditure productivity.
Moreover,even if all programswere cost-effective and appropriately
mixed, the aggregate expenditure level might not be sustainable. In this
case, the productivity of public expenditure programs cannot be deter-
mined without considering the adverse macroeconomic implications (for
example, higher domestic inflation or alarger external debt burden) of ag-
gregate expenditure.

Nevertheless, unproductive expenditures, as defined in this pamphlet,
can provide a useful basis for assessing and improving policies. The

5
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definition developed here provides a basis for discussing reform options
for public sector programs. For example, a generalized food subsidy es-
tablished to protect the poor would be made more productive by reform-
ing it into atargeted one. Changing the mix of health programs from cu-
retive to preventive might increase expenditure productivity by improving
health status without increasing expenditures. Finally, cost-effective ex-
penditure programs might have to be eliminated because the benefits that
they generate are lower than their costs, including the negative macroeco-
nomic implications of these outlays.

Unproductive expenditures arise because of many factors, including un-
certainties, the lack of awell-trained civil service, inadequate checks and
balances in the political and budgetary process, and corruption. Govern-
ment expenditures often grow faster than revenues because of asymmetries
in the political costs and benefits associated with taxing and spending.?

Generalized subsidies that benefit a broad populace, including the mid-
dleclass, illustrate the political factors that underlie the growth of unpro-
ductive expenditures. These subsidies, while enhancing political support
and election prospects, are an inefficient means of increasing the con-
sumption standards of the poor. Replacing these subsidies with benefits tar-
geted to the poor will improve the efficiency of expenditures, provided that
these benefits do not have a strong adverse effect on work incentives by in-
creasing the implicit marginal tax rates for low-income workers. Expendi-
tures on “white elephant” projects (prestigious projects that do not serve
useful economic or socia objectives), subsidies through marketing boards
or investment incentives, and transfers to loss-making public enterprises
often reward important political groups or benefit particular regions at the
expense of the larger populace (Krueger (1990)). Lobbying to obtain these
benefits increases further the costs of such public expenditures (Becker
(1983)).

The problems involved in identifying the inflation tax or debt-service
burden associated with certain government expenditures make it more dif-
ficult for votersto hold policymakers responsible for their decisions.
Long-term government borrowing shifts the burden of making politically
unpopular decisions to increase taxes to future generations of policymak-
ers. At the sametime, thereis a*” property rights’ problem associated with
prudent and purely productivity-oriented expenditure policies: the bene-
fits of such policies may only accrue in the long run, and future genera-
tions of policymakers will enjoy the political benefits (Lee (1987)).

6
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Conceptual and practical difficulties

While public expenditure productivity is an apparently straightforward
concept, there are many difficulties involved in measuring public expen-
diture productivity and unproductive expenditures.

It isdifficult to measure or value public sector outputs, particularly for
public goods, such as national security or criminal justice. Many public
sector outputs are neither marketable nor offered competitively; they are
neither tangible nor divisible. It is often not easy even to value the inputs
used. The public sector is not profit oriented; it often employs scarce pro-
ductive factors without offering competitive prices that reflect opportunity
costs (as, for example, with administered producer prices and minimal
wages for military draftees), and it finances its operations largely through
taxation—a nonmarket instrument.

Assessment is further complicated when programs serve more than one
objective (for example, a highway serving both economic and defense ob-
jectives) or have economic implications not directly related to their pri-
mary objectives. Public programs can have important positive externali-
ties on private sector investment, employment, and production. As a
result, deciding on the mix of public sector outputsis always difficult and
may require value judgments. For example, choosing between a
military and a development program requires a policymaker to weigh the
relative merits of national security and economic development. Assess-
ment may also be complicated because the demand for public services
and various risks are not correctly anticipated. Underutilized public facil-
ities can emerge. Some public programs, such as government loan guar-
antees, may have only small initial budgetary costs but incur large contin-
gent liabilities.

M oreov er, available public expenditure data often do not adequately
cover public sector institutions, such as local governments and public
enterprises. For many countries, disaggregated expenditure data (in par-
ticular, by functional classification) are either unavailable or not
compiled on atimely basis.# There are difficulties and ambiguities in-
volved in classifying expenditures functionally. Lack of timely and com-
plete data hampers efforts to monitor and improve the efficiency of spe-
cific programs. In addition, inefficient programs often emerge ex post as
aresult of inefficient implementation or the failure of complementary
programs.
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Implications of Unproductive Expenditures

The economic costs of unproductive public expenditures can be far-
reaching. Inefficient public programs imply that the overall level of ex-
penditure is higher than is necessary to fulfill the objectives of these pro-
grams; this, in turn, implies alarger deficit or higher taxation than when
these programs are efficient. Reducing expenditures without improving
expenditure productivity implies scaling down public sector output. Main-
taining high taxation limits the resources available for the private sector.
The result can be smaller public or private investment, lower economic
growth, fewer resources available for use elsewhere, and a greater debt
burden in the future.> By reducing or eliminating unproductive expendi-
tures, a country can either reduce the fiscal deficit without reducing the
provision of essential public programs, reduce taxes, or expand the provi-
sion of other essential public programs.

Certain public programs have far greater costs than the budgetary re-
sources that they command. Consumer subsidies reduce the efficiency of
resource use by encouraging wasteful consumption of goods that are sub-
sidized or by discouraging their domestic production (if financed by taxes
on producers) and thus create an excessive import demand, for which for-
eign exchange must be allocated.

Some expenditures can have important external effects on resource al-
location even beyond their national boundaries. Subsidization of exports
lowers their world market price and thereby reduces foreign exchange
earnings and welfare in other exporting countries.® An increase in pro-
ducer subsidies for tradable goods in a country may trigger retaliatory
increases in similar subsidies or the erection of trade barriers in com-
petitor countries. An increase in military expendituresin a country may
cause military buildupsin rival countries. Therefore, reductionsin these
expenditures in a country can have virtuous effects on global resource
alocation.”

Reducing unproductive public expenditures worldwide would yield a
large increase in available resources. Based on the assumption that aggre-
gate world GDP was some $30 trillion as of the early 1990s, with public
expenditures accounting for about 30 percent of GDP, the immediate and
direct effect of a 1 percent increase in public expenditure productivity
would have been an increase of $90 billion in resources available for ad-
ditional public investment, social programs, or deficit reduction.
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Public Expenditure Productivity: Illustrative Analyses

Increasing public expenditure productivity can yield large returnsin
terms of budgetary savings, reduced negative externalities, and increased
direct benefits. Although difficult, it is possible for governments to take
steps to this end. Governments can improve the data base and use more
systematic—but pragmatic—analysis to increase public expenditure pro-
ductivity.

This section discusses a practical approach for assessing public expen-
diture productivity and illustrates the analysis of public expenditure
productivity for major expenditure categories. The list of expenditure
components is not meant to be exhaustive but to illustrate the range of is-
sues that might arise. With each example, plausible primary objectives of
public programs are identified; possible criteria to assess the feasibility of
achieving the objectives are suggested; the feasibility of alternative ways
to achieve the objectives is assessed; and finally, possible ways to identify
inefficient programs are indicated.

The discussion isintended to illustrate a framework that can be helpful
for assessing public expenditure policy within each country’s process of
choosing expenditure priorities.8

Overview of an Approach

Cost-effectiveness

Economic policymakers can and should examinethe cost-eff ectiveness
of major programs or projects. At times, glaring inefficiencies, such as
ghost employees or vastly underutilized infrastructure requiring large op-
erational costs, can be easily recognized without elaborate analysis.

Unproductive expenditures may emerge because of the ambiguity and
multiplicity of outputs and objectives. It is necessary, therefore, to identify
each program’ s primary—separate from its less important—outputs or ob-
jectives. For example, the primary objective of college education programs
isthe provision of higher education rather than providing a sort of employ-
ment for college-age youths. The primary objective of military research is
improving national security rather than discovering new technologies for
industrial use. Secondary objectives may be important, but aiming at the
c o st - effective fulfillment of the primary objective may yield more than
enough savings to achieve secondary objectivesin asimilar manner.
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The appropriate mix of inputsisatechnical aswell as an economic issue.
The analysis of thisissue often involves key technical relationships. For in-
stance, a shortage of medicine or nurses relative to doctors may imply in-
e fficient health expenditures. Ashortage of textbooks relative to teachersis
an indication of ineffective education programs. General s without adequate
numbers of enlisted soldiers are an indication of ineffective military ex-
penditures; and roads without adequate provision of operations and main-
tenance are an indication of inefficient infrastructure expenditure.

The performance of the private sector in providing certain goods and
services can suggest a useful benchmark for assessing the efficiency of
public expenditures. Public programs that could be implemented more
e fficiently by the private sector in a competitive environment, such as the
production, processing, and distribution of many consumer goods
currently controlled by the state in the former Soviet Union countries
and some Middle Eastern countries, would be obvious candidates for
privatization.®

In assessing the efficiency of expenditures, it is often useful to analyze
the empirical data comparing main output indicators or their proxies with
certain input or cost indicators. Educational attainment indicators, such as
literacy rates, standardized test scores of students, and school enrollment
ratios, can be compared with relevant measures of expenditure on educa-
tion. Studies analyzing these data demonstrate that certain inputs (for ex-
ample, teacher experience, textbooks, homework, and length of school
year) have a positive effect on student achievement; however, these stud-
ies have not been able to identify the relative productivity of different in-
puts.10 High teacher-student ratios, in the absence of high educational at-
tainment, can also indicate inefficiency.!! Similarly, the infant mortality
rate or life expectancy may be compared with health expenditures, and
linkages between health indicators and certain types of health outlays can
be assessed. For example, utilization of community and family-planning
clinics appears to promote infant health.12 Indicators are also compiled in
some countries for such output indicators as military capabilities or crime
prevention, which can be compared with expenditures on defense or pub-
lic order to assess the productivity of these outlays. Gore (1993) describes
the efforts of a U.S. city to make public sector objectives transparent and
to quantify public sector outputs.

Prices of inputs should be correctly valued. When input prices are ad-
ministratively controlled, proper shadow prices reflecting opportunity

10
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costs should be used. Government guarantees, including those for lending,
borrowing, and exchange rates, should also be priced on an economically
sound basis to avoid distorting the pattern of private sector risk taking and
placing an undue burden on future budgets.13

Appropriate mix of outputs and level of aggregate expenditure

Cost-benefit analysis often provides a basis on which policymakers can
determine the mix of outputs or benefits. For those expenditures for which
benefits can be quantified and compared with one another, reallocating ex-
penditures from those programs yielding smaller additional benefits to
those yielding larger additional benefits will increase total benefits. In de-
signing an investment program, it isimportant to rank possible investment
projects in accordance with their discounted net present values and to
choose the highest-yielding projects. At times, however, even where ade-
quate data are available, appropriate analytical tools—for example, social
cost-benefit analysis—are not systematically applied. In other circum-
stances, available information is not collected or made use of in formulat-
ing policy advice.14

In some cases, an inappropriate output mix can be identified (for exam-
ple, high-technology urban hospitals in the absence of rural clinics, or
high levels of expenditure on university education in the presence of in-
creasing illiteracy rates). In many cases, however, the benefits associated
with various expenditures can be neither quantified nor compared. Vaue
judgments are unavoidable, and the domestic political process inevitably
plays a paramount role.

To be successful, the political process that determines the mix of public
sector outputs should be supported by the economic analysis of policy op-
tions and their implications. Aclear assessment of opportunity costsis es-
sential. For example, in determining the appropriate size of military ex-
penditure, it is essential to analyze not only the level of benefits that such
expenditure brings about but also possible trade-offs of benefits resulting
from reallocating a certain amount of military expenditure to a develop-
ment project, asocial program, or deficit reduction.

An analysis of the macroeconomic and structural implications of ex-
penditure policies is necessary to assess trade-offs properly. In particu-
I ar, itisuseful to assess the short- and longer-run effects of public ex-
penditure programs on aggregate demand, resource allocation, and
external balances, because the analysis of expenditure programs for each

11
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sector does not usually take into account the implications of the overall
resource envelope under which a country is likely to operate over the
medium term. It is difficult for a sector-oriented analysis to assess the
“appropriateness’ of a project in isolation—even if its efficiency is
assured.

The aggregate resource constraint that a country faces may require it to
reduce the level of public expenditure when government revenue falls or
when available financing dwindles or becomes more expensive. In this
case, efficient and sustainable expenditure adjustment will likely require
di fferential reductionsin various expenditure categories. If, for example,
afall in revenue occurs that was not fully anticipated at the time that a
public expenditure review was made, the desired expenditure pattern in-
dicated in that review may need to be revised. Cutting obvious waste
should be the first step in reducing expenditure. Public expenditure cuts
are often more sustainable when public sector employment is reduced
than when pay is compressed (Tanzi (1990)). In Tanzania, for example, a
decline in the average purchasing power of civil service salaries to one
fifth of their 1970 level by the end-1980s was reported to have resulted
inaseriousfall in public service morae, motivation, and discipline. T hi s,
inturn, led to high levels of absenteeism, frustration, and corruption,
compromising the quality of public services (World Bank (1994b)). To be
sustainable, expenditure cuts need to emphasize the protection of key
public investment programs, in particular, those aimed at promoting ex-
ternal adjustment and growth, as well as social expenditures targeted to
the poor. In fact, when available resources fall, the targeting may have to
become more pointed, that is, the definition of the target group or the
beneficiaries of government social programs may have to become more
restrictive.

Output mix, expenditure composition, and value judgments

Because of the difficultiesinvolved in valuing public sector outputs and
measuring the efficiency of their production, the empirical analysis of
public expenditures often assumes that changes in the composition of
functional expenditure suggest changes in the public sector output mix.
Moreover, there is atendency to characterize changes in the composition
of expenditure as solely a normative issue.

Thistendency is detrimental to the analysis of public expenditure pro-
ductivity.A change in expenditure composition is hot synonymous with a

12
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change in the output mix if an increase in the productivity of a public pro-
gram brings about a reduction in cost, but not output. In this case, a change
in expenditure composition is an efficiency issue that does not necessarily
involve value judgments.

I nstitutional and political considerations

In some cases, ingtitutional arrangements can point, indirectly, to inef-
ficient programs—for example, when budgetary control, the procurement
system, project management, or auditing procedures are deficient.1> Also,
state enterprises often can exercise considerable influence on budgetary
alocations for enterprise transfers; many transition economies maintain
budgetary transfers or subsidized credit to loss-making enterprises. These
shortcomings can facilitate the emergence of unproductive expenditures,
but their removal may be far from easy for political reasons. Frequently,
powerful vested interest groups profit from such expenditures and lobby
strongly against their elimination.26 |t is therefore much more difficult po-
litically (although more efficient economically) to reduce overemploy-
ment in the public sector than to reduce spending on textbooks or hospital
supplies. A careful identification of the winners and losers of an expendi-
ture reallocation, coupled with the implementation of awell-targeted com-
pensation scheme, can significantly enhance the political feasibility of re-
ducing unproductive expenditures.

The expenditures of central banks (through their quasi-fiscal activities)
or extrabudgetary funds can be a source of unproductive outlays that is
often less than transparent to policymakers. Such expenditures can take
the form of inefficient and inequitable social security programs, the alo-
cation of below-market credit to certain enterprises, or the provision of
foreign exchange at below-market rates to certain users, which generate
not only huge implicit subsidies but also, in some instances, large finan-
cial losses for central banks. Every effort should be made to make these
expenditures and activities transparent, so that the costs and benefits of
these activities can be readily assessed.

In ademocratic political process with institutions promoting good gov-
ernance, awell-informed public may help set appropriate public expendi-
ture priorities by fostering public participation in the assessment of alter-
native goals and the exploration of cost-effective strategies to achieve
established goals, as well as by maintaining the accountability of the
government.

13
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I mportance of data

Proper analysis, policy design, and policy implementation require ex-
tensive data. Proper expenditure data should include data on detailed func-
tional expenditure components, including the administration of justice,
national defense, and major economic and social services, such as agri-
cultural services, primary education, and primary health care, with each of
these components broken down to show their major economic compo-
nents, such as wages, other current expenditures, and capital outlays.
These data should cover all public entities, including central and local
governments and other public sector institutions, and should be collected
in atimely fashion.

Analyses of Economic Components

Public sector employment and wages

During 1983-90, the central government wage bill in a sample of high-
income, middle-income, and low-income countries accounted for, on aver-
age, 3.7 percent, 5.5 percent, and 2.5 percent of GDP, respectively, and
11.9 percent, 21.2 percent, and 11.5 percent of centra government
expenditure (see Appendix, Table A 1) .17 The policy implications of public
sector employment and wages depend upon the particular circumstances of
individual countries; however, several general issues may be considered.

Public employment represents only one input into the production of
public goods and services. While in some cases a high degree of capital
intensity in the face of abundant labor and high unemployment may be a
sign of inefficiency, in others high public sector employment may bein-
dicative of overstaffing. Maintaining alarge number of public sector em-
ployees on the grounds of social protection can result in alow (or even
negative) marginal product of labor for alarge portion of the public sec-
tor work force. In these cases, it may be more efficient to utilize the |east-
cost input mix at appropriate input prices and implement a separate social
protection program.8 In some circumstances, employment can become
relatively excessive because of increasing shortages of other inputs (for
example, medicine or textbooks), resulting in low labor productivity in the
public sector. Additional public sector employment will not necessarily
substitute for other inputs—it can, for instance, imply additional expenses
for office space, vehicles, and support staff. Moreover, it is often easy to
underestimate labor costs when wages are supplemented by in-kind enti-
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tlements, such astravel and housing allowances and privileged access to
free or subsidized goods or services.

The use of a blanket prescription to reduce expenditures, such as an
across-the-board reduction in public sector wage rates, may not always be
appropriate. It is also often unproductive to maintain, for the sake of eg-
uity, uncompetitively low public sector wages, particularly for skilled
managerial and professional staff, and inadequate wage differentials in the
public sector. The results could be absenteeism, low morale, corruption, or
the inability to attract qualified personnel, thus contributing to an ineffi-
cient provision of public goods. In Peru, for example, two major factors
have contributed to the decline in the quality of education—afall in real
salaries of teachers and areduction in the salary gap between professional
teachers (those with a degree in education) and nonprofessional teachers
to only about 20 percent. As aresult of these factors, the percentage of
professional teachers in public schools fell from 80 percent in 1980 to
only 49 percent in 1990 (World Bank (1994€)). However, it should also be
noted that wage differentials, in the absence of good governance, can be a
strong incentive for nepotism and thus inefficiency. Reform in this area
could include cuts in unproductive employment, coupled with arisein real
wages for the remaining productive employees.

The experience in Ghana provides a good example of the benefits of
streamlining public sector employment and improving the competitive-
ness of compensation while increasing public sector productivity. T h e
1970s and early 1980s in Ghana were characterized by the rapid growth
of public employment and dramatic declinesin productivity and real
wages, by 1983, real monthly earnings were less than 11 percent of their
1975 level. The result was an overstaffed, poorly trained, and unmotivated
civil service. Civil service reform, in the context of a program supported
by the IMF’ s enhanced structural adjustment facility and a World Bank
structural adjustment loan, was aimed at reducing overall staff levels
while improving the competitiveness of civil service pay, particularly at
higher levels, and providing training and incentives for increased produc-
tivity (see Kapur and others (1991) and Mackenzie and Schiff (1991)).19
While reforms such as these may not greatly reduce a government’ s wage
bill, they can lead to efficiency gains and productivity spillovers. In fact,
public sector retrenchment with severance pay and other social safety nets
can increase public expenditures in the short run, while reducing public
expenditure in the long run.
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Subsidies and transfers

Centra government subsidies and transfers include those to local gov-
ernments, public and private enterprises, and households. Social security
payments and producer and consumer subsidies, in particular for high-
income countries, account for the bulk of the subsidies and transfers. Dur-
ing 1983-90, central government subsidy and transfer payments ac-
counted for alarge share of GDPand total government expenditure—17.1
percent, 7.2 percent, and 5.5 percent of GDP; and 54.5 percent, 27.1 per-
cent, and 25.2 percent of total expenditure, respectively, in a sample of
high-income, middle-income, and low-income countries (Appendix, Table
A1).20 Subsidies and transfers are prevalent in all countries.

Subsidies and transfers are justified on a number of grounds: to offset
market failure, exploit economies of scale in production, redistribute in-
come, and alleviate poverty. In many countries, however, subsidies and
transfers do not achieve their objectives efficiently. Only asmall part of
the subsidies and transfers aimed at alleviating poverty actually benefit the
poor. For some transfers, thisis inevitable—pensions, for example, are
usually designed to benefit those who have joined the scheme regardiess
of their preretirement incomes. To a significant degree, however, thereis
unintended waste. Producer subsidies on tradable goods not only raise
questions about both their efficiency and equity implications but also have
negative international externalities, as they might induce retaliatory ac-
tions by competitor countries. In many cases, the analysis of subsidiesis
difficult because their provision is not transparent; subsidies are some-
times financed by the implicit taxation of producers (for example, through
controlled producer prices) or by the banking system (for example,
through low-interest-rate loans to producers).

In the case of generalized food subsidies, the stated primary objectiveis
often to enhance the nutritional status of the poor. Therefore, it isnot un-
reasonabl e to expect that food subsidies would be targeted to the poorest
segment of the population, for example, the poorest 20 percent. A typical
open-ended general subsidy, however, tends to provide greater absolute
benefits to the rich than to the poor, as the former usually consume more
than the latter do for most goods.

Moreover, low food prices encourage wasteful consumption (for exam-
ple, the use of food to feed livestock). Where general subsidies are sup-
ported by low producer prices in order to minimize budgetary outlays,
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these prices discourage domestic production, thus adversely affecting the
external balance. In several countries in the Middle East and North Africa,
for example, the incidence of food subsidies to the poorest quintile is as
low as 3 percent of total food subsidy expenditure, and it rarely exceeds
20 percent. A study of the incidence of bread, mutton, rice, and sugar sub-
sidiesin Jordan suggests that in 1987 the ratio of the benefits for the rich-
est quintile to those for the poorest ranged between 1.5 and 17.4, while the
share of total benefits going to the poorest quintile was between 3 percent
and 16 percent.The Jordanian authorities have been making effortsto im-
prove the efficiency of food subsidies and have successfully introduced a
number of measures to improve targeting (Ahmad (1991)).

Subsidy reforms should go hand in hand with pricing reforms. Both
producer and consumer prices should be liberalized. Providing higher pro-
ducer prices while maintaining low consumer prices may lead to a posi-
tive producer response, but it would imply alarger budgetary expenditure
on consumer subsidies.

Enhanced targeting would allow the government to support the poor at
the same level at lower cost, thus freeing resources for other programs for
the poor or for other public or private uses. Unfortunately, attempting to
reform subsidies through excessive targeting may be counterproductive in
the short run in many countries—not only because such targeting is not
feasible administratively but also because reducing or eliminating the ben-
efits for middle-income groups may elicit strong political opposition to the
subsidy reform and even to overall economic reform.

It may be possible to improve benefit incidence in a number of more
limited ways. For example, in the absence of sufficient administrative ca-
pacity for means testing, countries could limit commaodity subsidies by re-
stricting the level of subsidized consumption of essential commodities to
particular groups of households regardless of their income, such as pen-
sioners, unemployed workers, and familieswith children. Administra
tively, such a system could be designed to operate without interfering sig-
nificantly with a competitive market for the relevant commodity. A key
question is whether such systems are feasible at a reasonable cost. While
attractive as a transitory measure when relative price changes are large,
these arrangements entail significant administrative costs. Therefore, it is
important to phase them out as the transition to market arrangements pro-
ceeds and as permanent social protection mechanisms, including pensions,

17



UNPRODUCTIVE PUBLIC EXPENDITURES

child allowances, unemployment insurance, and local social assistance,
are introduced.

Another attractive option for protecting low-income groups at minimal
administrative cost is public works programs, in which low wages act as
a self-targeting mechanism. In any event, there are often alternatives that
protect the poor at alower cost than generalized subsidies and are consis-
tent with sustainable economic reform.

Political opposition to targeting may be reduced by designing a reform
program that enlists broad public support by spreading the burden of ad-
justment widely while protecting the poor, rather than requiring any one
social group, even if it is a high-income group, to bear alarge burden of
adjustment. Recent experiences suggest that the elimination of severe
shortages following the liberalization of prices mitigates the adverse ef-
fects of higher prices. Again, the immediate removal of all subsidies may
prove counterproductive in many environments, and it isimportant to be
aware of alternative adjustment patterns and social safety nets that might
be essential to underpin economic reform efforts.

Producer subsidies for competing countries’ traded goods can increase
the aggregate amount of such subsidies globally above the level that
would prevail in the absence of trade. In this case, as in the case of mili-
tary expenditure, a coordinated reduction in subsidies may result in no loss
of global welfare, and even in gainsin efficiency.

In many countries, thereis aneed for permanent insurance-based social
security programs, including pensions and unemployment benefits. When
such programs are introduced, substantial surpluses are often generated in
early years. This promotes the proliferation of benefits and the “backdoor”
financing of the budget deficit by requiring the funds to hold government
paper at below-market prices, as well as other forms of inefficient invest-
ment. However, growing expenditures on the contingent liabilities haveto
be met in the future—for example, in connection with the aging of the
population. As the value of reserves has in many countries dwindled and
vanished, there is often a substantial call on budgetary resources (for ex-
ample, in several Latin American countries).

Public investment

In many devel oping countries, public investment accounts for a large
proportion of total expenditure, reflecting the role of the government in
providing infrastructure—for example, in transportation, communica-
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tions, and energy. During 1983-90, central government capital outlays ac-
counted for 1.8 percent, 3.8 percent, and 4.3 percent of GDP, respectively,
for a sample of high-income, middle-income, and low-income countries,
and for 5.7 percent, 14.5 percent, and 19.9 percent of total expenditure, re-
spectively, for the same three country groups (Appendix, Table A1).2t To
the extent that such projects increase the supply of public goods, the in-
volvement of the government may be worthwhile. However, some public
investment is commercial in nature and may directly compete with, or
crowd out, more efficient private sector activity. Other investments by the
government may provide alow social rate of return.

In evaluating investment activities, governments should follow sound
economic analysis, including, where feasible, the principles of cost-
benefit analysis, and undertake only those projects with a positive net
social present value. The experience of Madagascar illustrates the possi-
bility of using economic analysis to increase the efficiency of public in-
vestment. A three-year public investment program stressing an improve-
ment in infrastructure and overall project quality was put in place in 1989.
Atask force was established to monitor public investment systematically,
and a trigger mechanism was put in place to reduce the public investment
program in midstream should expenditures lag behind expectations. This
mechanism led to a downscaling of the original program after six months,
with the core projects maintained (Miranda (1991)).

Cost-benefit analysis may also be useful in evaluating public expendi-
ture policy more generally.22 However, using cost-benefit analysis will
often raise complex measurement and valuation problems. Owing to these
difficulties, it is perhaps wise to employ cost-benefit analysis systemati-
cally for selected public programs and for the broad expenditure compo-
sition only as a framework for informed debate on policy alternatives,
rather than as a mechanical tool for providing precise answers.

Public investment is an area in which, even without careful cost-
benefit analyses, one can find extreme examples of white elephants.
Moreover, in countries where aggregate public investment does not seem
to contribute significantly to economic growth, inefficiency may be wide-
spread.z While public investment is often undertaken to meet |egitimate
objectives, such as the provision of infrastructure, it is sometimesimple-
mented in costly and inefficient ways. Other seemingly viable investments
may turn out to be inefficient, owing to poor coordination between pro-
jects (for example, aroad leading to an industrial complex that is never
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developed). In some other cases, the productivity of existing public capi-
tal deteriorates either because of insufficient maintenance or because qual-
ified manpower does not exist for public operations.24 The allocation for
recurrent expenditures in the 1993/94 road budget for Ethiopia, for exam-
ple, was less than half of what would be needed for regular maintenance
and rehabilitation. Partly as aresult of poor maintenance in the past, ap-
proximately 65 percent of the road network in Ethiopia can be classified
as poor, and only 10 percent as good (World Bank (1994d)).

Analyses of Functional Components

Nutrition, health, and education

The resource implications of nutrition, health, and education programs
are large. During 1983-90, central government expenditures on health
and education accounted for 3.3 percent and 1.7 percent of GDP, respec-
tively, forasample of 80 countries (Appendix, Table A1). Combined out-
lays of the general government on health and education for a smaller
number of sample countries were almost 10 percent of GDP (Appendix,
TableA 2).

It is conventional wisdom that public expenditure on nutrition, health,
and education is relatively productive not only because of its direct impact
on well-being but also because of itsinvestment aspect, that is, its benefi-
cial effect on the development of human capital. These outlays provide di-
rect benefits to individual recipients and may provide indirect benefits to
society as awhole.?s The efficiency of government nutrition, health, and
education programs, which is a universally critical issue, varies widely
across countries. From an economic perspective, a primary objective of
these programs is to enhance the productive capacity of human resources.
L ow-income countries, in particular, have alarge need for expenditures on
health.26 The efficiency of these programs requires a proper mix, taking
into account the complementarity of, as well as substitutability between,
nutrition, health, and education programs. For example, enhanced nutri-
tion and health can complement education programs by ensuring that stu-
dents are healthy enough to attend class. At the same time, enhanced hy-
gienic education can to some extent reduce the need for nutrition and
health programs.2’

The intrasectoral program mix should also be examined. In general,
costly university education programs in the presence of very low primary
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and secondary school enrollment ratios are relatively unproductive. While
such a situation may indicate that a reallocation of education expenditures
isin order, it should be recognized that the expansion of primary or sec-
ondary education will increase the demand for some of the products of
university education, such as qualified teachers. A recent World Bank
study of Tanzania noted that the opportunity cost of sending 1 student to
university was not sending 238 students to primary school. Areallocation
of expenditures from university education to primary education could
therefore yield vastly increased benefits and prevent a further increase in
theilliteracy rate. According to official estimates, illiteracy ratesin Tan-
zania increased from 10 percent in 1986 to 16 percent in 1992 (World
Bank (1994b)).

In some cases, user charges, judiciously applied, can improve the eff i-
ciency of public programs. The recent experience of Kenyaillustrates
this point. Higher education has been highly subsidized through interest-
freeloans and low tuition and charges. Asaresult, thehigher-education
sector has deprived other levels of education of needed funds. Beginning
in 1991/92, in the context of a program supported by the IMF' s enhanced
structural adjustment facility, tuition and fees were raised and student
loans were reduced; in addition, enrollment was to be limited to 10,000,
compared with 21,500 in the previous year, and was to increase by no
more than 3 percent ayear. The Government sought to mitigate the im-
pact on the poor of the higher user charges by granting targeted scholar-
ships and loans.

Similarly,ressarch has shown that the rate of return on preventive
health careis particularly high and that the costs incurred per patient are
typically low. By definition, per patient costs of large hospitals are higher
than per patient costs for primary health care. This points to the need to
assess carefully the needs of preventive health care relative to available
curative facilities, and the mix of both types of facilities.28

Several indicators can provide useful clues of inefficiency in social pro-
grams. For example, imbalances between categories of current expendi-
tures, such as a declining share for school books or operations and
maintenance relative to historical or international averages, may indicate
inefficiencies. In Sierra Leone, for instance, the eightfold reduction in re-
current health expenditures per capitain real terms between 1980/81 and
1992/93—causing a near breakdown of essential government health ser-
vices—was cited as an indicator of inefficient expenditure allocations (see
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World Bank (1994a)). In Sierra Leone, during the 1980s, the imbalance
between expenditures on wages and salaries and other goods and services
resulted in alack of suppliesfor clinics, and over 80 percent of the edu-
cation sector budget for recurrent expenditures was allocated for staff
salaries and allowances, leaving hardly anything for textbooks or other in-
structional materials (World Bank (1994a)). In Ethiopia, many health care
facilities would have had no drugs to dispense in 1991/92, in the absence
of support from the international community, and 98.9 percent of the bud-
get for primary education was allocated for salaries (World Bank
(19944)).

Underutilization of existing facilities often pointstoineffici ency.In
Ethiopia, government health facilities in the late 1980s and early 1990s
recorded only about 0.25 visits per person ayear, compared with 2.5to 3
visits per person ayear in Tanzania, Kenya, and Zimbabwe (World Bank
(1994d)). In Lithuania, many schools are operating below capacity; the
number of vocational and college students per schools fell from an aver-
age of 460 and 720, respectively, in 1990, to 280 and 330 in 1993 (World
Bank (1994c)).

Military expenditure

Military expenditure that is excessive—in the sense that the marginal
improvement in national security associated with this expenditure isless
than its economic cost—imposes burdens on both the spending country
and other countries that believe their own security may be jeopardized by
such expenditure. The issue is sensitive and difficult because it involves
national security and because the measurement of national security is
problematic.

From the perspective of an individual country, national security isa
public good. However, considerable gains for both individual countries
and the world community at large could emerge from a coordinated mul-
tilateral reduction in resources devoted to the military. No loss of national
or international security need occur, provided, of course, that the unifor-
mity of implementation could—which does not necessarily imply equal
spending cuts—be defined and verified. Thisisin sharp contrast to the
global impact of many other types of public sector expenditures, for ex-
ample, health care and education.

The importance of these issuesis highlighted by the scale of global re-
sources devoted to military spending. Estimates of world military spend-
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ing in 1988, for example, range from $850 billion to $1,000 billion, some
4.5 percent to 5 percent of world GDP.2° Of the total, industrial countries
accounted for about 60 percent, equivalent to almost 4 percent of their
GDP; and Eastern Europe (including the former Soviet Union) accounted
for almost 25 percent, equivaent to some 10 percent of its GDP. There are
considerable regional variations among developing countries; Middle
Eastern and North African countries are estimated to have devoted some
$66 billion to military spending in 1988 (8.1 percent of GDP), whereas
Western Hemisphere countries spent $17 billion (2.1 percent of GDP). On
average, the proportion of national income devoted to the military by sub-
Saharan African and Asian countries was broadly comparable to that of in-
dustrial countries, although here, too, there was considerable variation
among individual countries.

While military expenditure is a unique category because national de-
fense, or national security, is difficult to evaluate objectively, an explicit
analysis of the economic implications of alternative levels of military ex-
penditure would be an important input to the political processinvolved in
determining the composition of public expenditure. Some aspects of the
production of national defense can be subjected to economic analysis. For
instance, adecline in the ratio of material expenses to the wage bill could
indicate an increasing number of soldiers without proper equipment. Al-
ternatively,suchadedine could indicate a reduction in underutilized
equipment.

Empirical Evidence on Public Expendituresand
Economic Growth

Sustained and equitable economic growth is clearly a predominant ob-
jective of public expenditure policy. Many public programs are specifi-
cally aimed at promoting sustained and equitable economic growth. Pub-
lic expenditures can—and have—played an important role in physical and
human capital formation over time. Appropriate public expenditures can
also be effective in boosting economic growth, even in the short run, when
limits to infrastructure or skilled manpower become an effective con-
straint to an increase in production.

Therefore, the effect of public expenditures on economic growth may
be a comprehensive indicator of public expenditure productivity. Idedly,
the two components of such an indicator should be measurable: the
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contribution of public sector outputs to economic growth, and the eff i-
ciency with which these expenditures yield their outputs. By pointing to
a set of public sector outputs as particularly conducive to economic
growth, as well as to the efficiency with which the expenditures con-
tribute to public sector production, empirical studies on expenditures and
growth can suggest ways to improve public expenditure composition and
productivity.A cautious interpretation of the results of such studiesis
warranted, however, because not all public programs are necessarily
aimed at economic growth and because public expenditures are not all
that matter for economic growth. Moreover, the relationship between
public expenditures and economic growth is not necessarily unidirec-
tional. Public expenditures affect economic growth, but at the same time
economic growth can lead to changes in either aggregate public expen-
diture (for example, in accordance with Wagn er’'sLaw)3 or some of its
components (for instance, through changes in the demand for certain
public services).

Overview

A variety of empirical studies, based on time-series or cross-country
data, have aimed at estimating the contribution of public expenditures to
economic growth. Some studies relate aggregate public expenditures to
economic growth; others focus on the relationship between certain expen-
diture components, such as public investment, education or health expen-
ditures, or their components, and economic growth. The major obstacles
encountered in these studies include the difficulties involved in (1) valu-
ing public sector outputs; (2) estimating separately the impact of how pub-
lic expenditures are financed (including the possible crowding out of pri-
vate investment); and (3) measuring the effects of other factors on
economic growth. In addition, using contemporaneous cross-country data
to relate public expenditures to economic growth may not yield correct re-
sults because many public expenditure projects (for example, those on pri-
mary education and physical infrastructure) have long gestation periods.

Public Expenditures and Economic Growth

Many studies have aimed at estimating the effects of public expenditure
on economic growth. Empirical studies have yielded conflicting results:
some support the hypothesis that a rise in the share of public spending is
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associated with a decline in economic growth (Landau (1986) and Scully
(1989)); others have found that public spending is associated positively
with economic growth (Ram (1986)); and still other studies have found no
significant relationship (Kormendi and Meguire (1985) and Diamond
(1989)). Public expenditures were observed in one study to have no im-
pact on growth in developed countries, but a positive impact in devel op-
ing countries (Sattar (1993)). In general, studies of the relationship be-
tween aggregate public expenditure and economic growth have not
yielded robust results, as the results of many are sensitive to small changes
in model specification (Levine and Renelt (1992)).

A number of studies have tested the effects of certain public expendi-
ture components on economic growth. In general, these studies suggest
that public sector consumption does not promote economic growth (Dia-
mond (1989), Barro (1991), Grossman (1990), and Easterly and Rebelo
(1993)). A number of studies have found a positive correlation between
economic growth and various education indicators or expenditures: pri-
mary and secondary levels of educational attainment (Barro (1991) and
Easterly and Rebelo (1993)); the share of expenditures on education in
total expenditure (Otani and Villanueva (1990)); and capital expenditures
on education (Diamond (1989)). Other studies suggest indirect links be-
tween education and economic growth, for example, through the linkage
between education expenditures and private investment (Clements and
Levy (1994)).31

In contrast to the generally positive correlations between education and
growth, a number of studies have reported only a weak correlation be-
tween labor productivity—a factor strongly associated with economic
growth—and health indicators (Gwatkin (1983)), although there are ex-
ceptions (for example, World Bank (1993a)).

Other strands of research have aimed at identifying the effect of house-
hold investments in education and health or public outlays on specific ed-
ucation and health services; these studies have found, in general, robust
results, indicating the positive effects of such investments on lifetime
earnings or educational and health indicators. These studies point to the
productivity of primary education and community health services, partic-
ularly in developing countries, as well as health education and preventive
health care expenditures (Ryoo (1988); Haddad and others (1990); Wink-
ler (1990); Atkin, Guilkey, Popkin, and others (1992); Jamison (1993);
Psacharopoulos (1993); and World Bank (1993b)).
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Some studies have aimed at assessing the effects of military expendi-
tures on economic growth. Military expenditures can create jobs, and mil-
itary research and development programs can promote technological
progress. While some studies have reported a positive correlation between
military expenditures and economic growth, this positive correlation re-
flects to alarge extent the effects of an increase in military outlays on ag-
gregate demand during recessionary periods (Benoit (1973)). When re-
sources are fully employed, the simple theory of opportunity costs implies
that military expenditures will crowd out other expenditures, including
private investment. Several more recent studies (for example, Deger
(1986)) suggest that this effect dominates any positive impact of military
outlays on growth.32

Public I nvestment and Economic Growth

Public investment is an area that can have direct relevance for economic
growth. Public investment in basic infrastructure is an essential precondi-
tion for capital accumulation in the private sector. Public investment in ed-
ucation and health facilities improves human capital formation. However,
public investment is also an area where grossly unproductive white ele-
phants can be found.

While the contribution of public investment to economic growth has
been invariably assumed theoretically, empirical studies based on aggre-
gate public expenditure data have found only weak links between public
investment and economic growth. Using cross-country datato test the re-
lationship between public investment and economic growth, some recent
research in this area has found only a statistically insignificant relationship
(Barro (1991)). Other research has found that capital spending on educa-
tion, health, and housing has a positive effect on economic growth (Dia-
mond (1989)). Some others have used U.S. data to test the effects of pub-
lic investment on the productivity of existing capital stock, private capital
spending, and employment. While many studies have found positive ef-
fects, the effect of public investment on private capital spending appears
to be strongly influenced by the extent of crowding out (for example, As-
chauer (1989a) and (1989b), Munnell (1990), and Holtz-Eakin (1992)),
while cross-country studies including the devel oping nations have failed
to produce robust statistical results linking public investment and growth
(Levine and Renelt (1992)).
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Conclusions and Some Pragmatic Suggestionsfor Policy
Formulation

Together with efforts to mobilize revenue, public expenditure policy is
at the core of any successful effort to achieve efficient and equitable ad-
justment. Focusing only on revenue policy is not enough. Nor isit suffi-
cient, even from a macroeconomic perspective, to focus only on the level
of public expenditure. Public expenditure productivity has critical impli-
cations for fiscal adjustment, particularly as the competition for limited
public resources intensifies. Public expenditure policy issues, including
those relating to the efficiency of public expenditures and public expendi-
ture composition, are vital for efficient and sustainable fiscal adjustment.

Conclusions

The following conclusions can be derived from the consideration of the
economic implications of unproductive public expenditures.

« All countries can increase public expenditure productivity by improv-
ing both the efficiency of individual public programs and the composition
of public programs. To this end, a systematic economic analysis of public
sector production processes and public expenditures should support the
formulation and execution of public expenditure policy. The present prac-
tice of public expenditure policy formulation and execution in many coun-
tries falls short of thisgoal.

 Assessing public expenditure productivity is complicated. In particu-
| ar, itisdifficult to avoid making value judgments. Nevertheless, the
search for efficient means of achieving established objectives, to a con-
siderable extent, does not require value judgments. Moreover, an assess-
ment of the economic costs of achieving alternative objectivesis neces-
sary if a country isto resolve the difficult choices related to public
expenditure composition and, more broadly, to assess the trade-offsre-
lated to the macroeconomic and structural implications of pursuing differ-
ent objectives.

« In achieving public expenditure efficiency in the areas of military ex-
penditures and producer subsidies, international cooperation is crucial.

« Proper public expenditure analysis requires proper statistical data.
| deal | y, the authorities should collect in atimely fashion the relevant
comprehensive data on economic and functional expenditure components
and subcomponents that encompass all proper public entities, including
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local governments and extrabudgetary institutions. In addition, data on
expenditures in each functional category should be broken down into
their economic components. Other types of data (for example, detailed
social indicators) are also required for effective public expenditure
policy analysis. The statistical data being collected now are far from
adequate.

Some Pragmatic Suggestionsfor Policy Formulation

From the preceding analysis, it is possible to identify some practical
steps for identifying unproductive expenditures and improving overall ex-
penditure productivity. It should be noted that the steps enumerated below
are by no means exhaustive. Rather, they are meant to illustrate to policy-
makers that simple yardsticks can yield economically meaningful results
when, owing either to data or time constraints, or both, a comprehensive
analysisis not possible.

* The policymaker should attempt to identify public sector outputs that
can be provided or produced more efficiently by the private sector with-
out compromising other possible objectives, such as an equitable distrib-
ution of income.

« The policymaker should examine whether the primary objective of the
project or program is being met in the most cost-effective way. It is possi-
ble that the secondary objective dominates the primary objective. For in-
stance, if the aim is to employ large amounts of labor in order to provide
income support to the unemployed, it may be more efficient to include
specific unemployment benefit programs for the poor in the budget in-
stead of adding employment objectives to existing projects.

* White elephant projects or programs in both recurrent and capital
components of the budget may be identified by focusing on big-ticket
items, particularly the domestically financed ones. It isimportant to note,
however, that small projects often escape close monitoring and thus can
result in significant waste in the aggregate. Donor-financed projects or
programs in many devel oping countries are more likely to have been sub-
jected to cost-benefit analysis.

* The existence of generalized food or producer subsidiesisindicative
of the potential for savings in expenditures. Different schemes—along the
lines discussed in the pamphlet—can be introduced to retain benefits in
the short term in aform that is less expensive to the budget.
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* A comparison of expenditure allocations under either functional or
economic headings with countries at the same level of development and in
the same region can be useful. A particularly high level of expenditurein
one category could be symptomatic of expenditure inefficiencies. Simi-
larly, changes in indices of the achievement of objectives, such asin-
creasing literacy or declining mortality in relation to expenditures, may
indicate the adequacy or efficiency of certain types of social expenditures,
such as those on education or health.

» Budgetary allocations for different ministries or sectors in terms of
wage and nonwage expenditures may provide an idea of expenditure pro-
ductivity. Relatively low nonwage current expenditures, particularly in ed-
ucation and health sectors, are indicative of low expenditure productivity,
as under these conditions schools will have an inadequate provision of
books and other materials for teaching and hospitals will lack medical
supplies. Some waste may exist when nonwage outlays are relatively large
in a specific sector or ministry.

* Besides an assessment of the relative budgetary allocations for wage
and nonwage outlays, an analysis of overall and sectoral employment, dis-
aggregated by type of employee, can be useful. Many developing coun-
tries have a shortage of skilled manpower at the middle and higher levels
of the civil service but have alarge number of low-level employees inef-
fectively employed. Gradually reducing the number of low-level employ-
ees through attrition or specific separation schemes can help raise expen-
diture productivity.

* Inefficient expenditures may be found in the accounts of extrabud-
getary funds or in the quasi-fiscal activities of the central bank. These
expenditures should be made transparent and scrutinized for any unpro-
ductive outlays.
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Appendix: Patterns of Gover nment Expenditure by
Country Groups

International comparisons of public expenditure composition in relation
to economic and social indicators can provide a useful basis for address-
ing imbalances in the use of public resources.33 While the composition of
spending at a given time does not indicate public expenditure efficiency,
changes in the composition or deviations from an international norm in re-
lation to indices measuring the achievement of objectives (for example,
with respect to literacy and mortality rates) may suggest a potential scope
for action. This approach complements rather than substitutes for the sort
of analysis described in the pamphlet.

Table A1 provides a profile of central government expenditures during
1983-1990 for 80 countries as reported in the Government Finance
Satistics Yearbook. The table was constructed by taking weighted aver-
ages based on conversion to U.S. dollars using official exchange rates.
Countries were grouped into 18 low-income countries, with per capitain-
comes below $600 in 1990; 36 middle-income countries, consisting of na-
tions with per capita incomes between $600 and $4,500; and 26 high-
income countries. These country groups differ only slightly from the
IMF sworld economic outlook classifications.

Note, however, that regulations and price controls make it difficult to
draw firm conclusions about government activities from analysis based on
available government expenditure data. For example, in some middle-
income and low-income countries with grossly distorted prices, implicit
subsidies may exceed budgetary subsidies. Similarly, the wage bill asre-
ported in the budget data may underestimate true labor costs on account
of various in-kind entitlements.

Despite these limitations, Table A1 suggests a number of patterns. With
regard to economic components, middle-income and low-income coun-
tries allocate large amounts of central government resources for capital
expenditure and net lending, while high-income countries spend larg e
amounts on subsidies and transfers. Transfers include social security pay-
ments. It is also notable that middle-income countries spend relatively
large amounts on wages and salaries, although Table A2 suggests that the
datafor the general government may indicate a different pattern.

With regard to functional components, a notable difference between
high-income countries and other countries is the former group’s spending
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of large amounts on social security and welfare (under the category “sub-
sidies and transfers’ in the economic components). The burden of military
expenditures for low-income countries exceeds that for middle-income
countries, and the central governments in low-income countries spend
very small amounts on health and social security.34

Both the level and composition of public expenditure would be differ-
ent if the data covered all entities of the public sector, including extrabud-
getary institutions and local governments. To provide some indication of
general government expenditure composition, data for a much-reduced
number of countries and years are shown in Table A2. It should be noted,
in particular, that the sasmple of low-income countries includes only three
countries. Data for the central government and the general government in
Tables Al and A2 are thus not strictly comparable because the sample
countries and sample years differ. The change in the expenditure compo-
sition resulting from extending the coverage from the central government
to the general government is shown in Tables A2 and A3, both of which
are based on the same set of countries and years. Tables A2 and A3 point
to the importance of local governmentsin social sector programs, includ-
ing health, education, social security and welfare, and housing in all coun-
tries. It is notable, however, that |ow-income countries allocate relatively
small amounts of resources for health, social security, and housing even at
the general government level .35
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Notes

1. Al argebody of literature existsin this area. For collections of papers on
various aspects of public expenditure policy, see, for example, Sahni (1972),
Posner (1977), Haveman and Margolis (1983), and Chu and Hemming (1991). A
concise presentation of budgetary choice as a three-tier problem (public versus
private provision, public sector output mix, and program design) may be found in
Peacock (1979, Chapter 8).

2. If al public expenditure programs were cost-effective, the public sector
output mix question, for agiven level of aggregate public expenditure, would be
equivalent to the public expenditure composition question, and an increase in an
output (and its cost) could not be achieved without reducing other outputs (and
their associated costs).

3. According to public choice theory, legislators have an incentive to enhance
their political support by voting for spending projects in their districts because
wealth is transferred to their voters while the costs are borne by all votersin the
country. By the same token, legislators are reluctant to increase taxes that affect
their constituencies (Buchanan, Rowley, and Tollison (1987)).

4. A survey by the authors for 1991 found that the economic classification of
expenditure was provided in the IMF' s recent economic development documents
for 85 percent of the countries surveyed. The functional mix classification was
provided for only 40 percent of the countries. In contrast, the 1993 Government
Finance Statistics Yearbook provides data on the functional mix for 97 countries,
but with considerable time lags.

5. See the discussion of the effects on growth and the debt burden in Tanzi
(1989) and (1991).

6. Zietz and Valdes (1986) found that the subsidization and protection of beef,
sugar, maize, and wheat production in industrialized countries impose significant
costs on devel oping country exporters in terms of forgone foreign exchange earn-
ings and reduced welfare. While consumers in importing countries may benefit
from low prices, worldwide resource allocation may be distorted.

7. See Bayoumi, Hewitt, and Schiff (1995) for arelated discussion.

8. For adiscussion of specific steps suggested for improving public expendi-
ture productivity in the United States, see Gore (1993). In particular, Chapter 4
suggests specific actions to eliminate unnecessary programs, to invest in greater
productivity, and to cut costs by redesigning programs, as well asto price public
services appropriately.

9. Empirical studies have confirmed, in particular, the importance of competi-
tion in ensuring efficiency. For arecent summary of empirical evidence on own-
ership, competition, and efficiency, see Vickersand Yarrow (1991).

10. See Summers and Wolfe (1977), Alexander and Simmons (1978), Heyne-
man and Loxley (1983), Fuller (1987), and Haddad and others (1990).

11. Seethe World Bank public expenditure reviews for Tanzania (World Bank
(1994b)) and Ethiopia (World Bank (1994d)).

12. See Corman, Joyce, and Grossman (1987).
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Notes (pages 11-20)

13. Such outlays are widespread in all economies. The savings and loans crisis
in the United States provides an example of the possible consequences of govern-
ment guarantees.

14. While household data sets are increasingly available, including those gen-
erated by the World Bank’ s social dimensions of adjustment program, as well as
by living-standard measurement surveys and national household surveys, very few
studies utilize this information to assess distributional concerns.

15. It is an open question whether federal systems are more efficient with re-
spect to unproductive expenditure than more centralized systems. In principle, a
federal system can be more efficient if local governments are (1) better able to
identify (than the central government) the appropriate level of local expenditures,
for example, through their better knowledge of local conditions; and (2) subject to
financial discipline through political checks and balances of central government
regulations.

16. Examples of the way in which political pressure slowed down the reform of
cost-ineffective social security systems in Poland are discussed in Chapter 7 of
Graham (1994).

17. General government data, while likely to show different patterns, are very
limited in their coverage. See Appendix, Table A2.

18. Wage drift, owing to the use of public sector employment for social protec-
tion, was amajor problem in many countries implementing programs supported by
the IMF's structural adjustment and enhanced structural adjustment facilities
(Nashashibi and others (1992)).

19. Sri Lankaand The Gambia have also achieved a major reduction in the size
of the civil service (see Nashashibi and others (1992)).

20. The IMF s government finance statistics data for a sample of 68 countries
indicate that subsidies and transfers increased between 1975 and 1990; thisin-
crease was most pronounced in industrial countries, where these expendituresin-
creased from 18 percent to 22 percent of GDP.

21. Government capital outlays and public investment overlap but are not iden-
tical. The former include outlays on purchases of existing capital assets, which are
not part of public investment.

22. For further discussions, see Posner (1977) and Dreze and Stern (1987).

23. See, for example, Tanzi (1991) for a discussion of the experiencein Asian
countries, and IMF (1992) for arelated discussion.

24. See Miranda (1991) for adiscussion of cost-benefit analysisin general and
Heller (1991) for adiscussion of operations and maintenance expenditure.

25. For arecent discussion of the role of the public sector in human capital for-
mation, macroeconomic adjustment, and growth, see Otani and Villanueva (1990),
Blgjer and Chu (1990), the World Bank (1990), and Tanzi and Chu (1992).

26. A sample of 18 low-income countries spent arelatively small amount on
health at the central government level. For example, during 198390, health ex-
penditure in low-income countries was only 0.4 percent of GDPand 2.2 percent of
total central government expenditure—far less than military expenditure. T hi s
shareis substantially lower than that of middle-income countries (Appendix, Table

36



Notes (pages 20-30)

Al). By contrast, life expectancy is substantially shorter and mortality rates for
children under the age of 5 are substantially higher in low-income than in middle-
income countries. Limited general government data for a sample of 3 low-income
countries do not alter the picture (Appendix, Table A2).

27. The positive correlation between schooling and good health is well docu-
mented. See Kenkel (1991) for a discussion of these linkages. The 1993 World
Bank World Development Report also stresses the importance of the complemen-
tarity of health and education, in particular, the education of females in develop-
ing countries (World Bank (1993a)).

28. The World Health Organization’s strategy for assuring health for all by the
year 2000 is based on expanding primary health care, including adequate safe
water and sanitary facilities, immunization, local health care, and care for preg-
nancy and childbirth (see World Health Organization (1986)). Comprehensive data
on preventive and curative health care expenditure are unavailable; a survey of
available data by the authors indicates, however, that, during 198390, in a sam-
ple of eight low-income countries with large rural populations, 62 percent of the
central government health care budget was allocated for hospital services, com-
pared with 38 percent for other public health services, including outlays on small
clinics and preventive health care. This share is even lower than the share (45 per-
cent) for middle-income countries surveyed.

29. Based on data compiled by the Stockholm International Peace Research
Institute and the U.S. Arms Control and Disarmament Agency; comprehensive
data from official sources are not available. The data for Eastern Europe (in-
cluding the former Soviet Union) should be interpreted with particular caution,
as the structure of relative prices differed markedly from that prevailing in west-
ern countries. See Hewitt (1991a) and (1991b) for more details. The data on
which the analysis is based in this section differ from those reported in the ap-
pendix. For those countries included in the sample shown in the appendix, de-
fense expenditures accounted for 4.4 percent, 2.0 percent, and 2.8 percent of
GDP in high-income, middle-income, and low-income countries, respectively
(Appendix, Table Al).

30. Writing in the 1880s, Wagner anticipated that the development of amodern
industrial society would give riseto an increase in government expenditure as are-
sult of increasing political pressure for social programs. For more on Wagner’s
Law, see Wagner (1958).

31. Some other studies, however, suggest no correlation between economic
growth and some components of expenditures on education, such as current ex-
penditures (Diamond (1989)).

32. See Hewitt (1991a) and (1991b); Bayoumi, Hewitt, and Schiff (1993); and
Bayoumi, Hewitt, and Symansky (1993) for discussion on the economic implica-
tions of military expenditures.

33. See, for example, Tait and Heller (1982) and Heller and Diamond (1990).

34. Note that high-income countries include not only the countries classified as
“industrial” for the world economic outlook exercise but also some of those clas-
sified as “oil exporting” and “newly industrialized.”
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35. For each expenditure component, the ratio of expenditure to GDP for the
general government should exceed that for the central government. The exceptions
are afew components, such as “subsidies and transfers’ and “net lending,” which,
because they include central government transfers and net lending to local gov-
ernments, may be smaller for the general government than for the central govern-
ment if central government transfers and net lending to local governments are
spent on components other than transfers and net lending by local governments.
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