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PREFACE

THE TRUE TEST OF CIVILIZATION, Boswell once said, is a decent
provision for the poor. By that measure, economic analysis has been
spearheading the civilizing process for some time, and it takes an
exciting new turn in this volume by Robert Klitgaard. Poverty,
Klitgaard argues, is—and should be—a principal concern of devei-
opment strategists, but policy makers and analysts will continue to
run from pillar to post in their search for a cure unless they can
adjust their development schemes to reality.

Since the early 1950s, those schemes have been guided by two
vastly different ideas about the role of the state in economic develop-
ment. For a iime, public planning and investment were extolled in
many parts of the world, especially in former colonies that were
eager to overcome the inequalities, exploitation, and elitism they
had experienced under foreign powers and private enterprise. By
the 1980s, however, disillusion had set in because the intervention-
ist state had not promoted growth as expected. Instead, elitism and
corruption had again become rampant as industries hid behind
the state’s protectionist policies and some countries succumbed to
dictatorships.

Then came a move toward freer markets and greater emphasis
on the private sector to ignite economic growth. As a result, the role
of government has been shrinking in recent years. But the free
markets are not magically solving the problems of the poor and
underdevelopment. Free markets have weak institutionai founda-
tions in developing countries and thus tend to malfunction or not
even exist. Peasants and the poor have not immediately benefited
from the numerous economic reforms undertaken in the past
decade.

In Klitgaard’s view, the debate over markets versus govern-

xi
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ment intervention fails to get to the heart of the matter. It is not
enough to declare markets free or to rely exclusively on government
efforts. A new strategy is needed—one that recognizes the strengths
and weaknesses of each. The challenge, he says, is to make both the
market and the state work better.

But they cannot be made to work better as long as economic
theory, empirical research, and politicians pursue simple answers
such as “‘government intervention is bad (or good).” The time has
come, Klitgaard advises, to admit that both the market and the state
have functioned badly in most developing countries—not because
there is anything inherently wrong with the theory of the free mar-
ket or of the efficient, benevolent state. The problem is that these
theories ignore the reality of the conditions in developing countries.

How, Klitgaard asks, can the government work efficiently in
conditions of adverse incentives, corruption, and overcentral-
ization, and how can markets work well when there is no tradition of
enforcing contracts and property rights? And how can poverty be
eradicated when markets, the government, the press, and the legal
system overlook or misunderstand the ethnic dimensions of poverty
in the world? We inust, Klitgaard urges, adjust to these realities.

The new approach to policy analysis that the author proposes
is based on two fundamental principles. One is that the proper
choice of economic strategies cannot be determined in the abstract
but depends on particular circumstances, which differ not only from
one country to another, but also from one time period to another. In
other words, the real environment must guide our policy decisions.
The other is that information is at the heart of the problems in the
real world of the developing countries. Market institutions cannot
work without information about prices, quantities, and quality; and
government institutions cannot work without information about
outputs and outcomes.

Klitgaard offers examples from Bolivia, Brazil, India, Indone-
sia, Malaysia, Pakistan, Peru, and the Philippines to make his
point—a defining characteristic of underdevelopment is that mar-
kets have poor information about the quality of goods, services,
risks, and people. But instead of proposing formal models to resolve
these problems, the author suggests creative ways in which the state
and citizens themselves can solve their own “inevitably unique
problems.” One of the key tasks, in Klitgaard’s view, is to ensure
that environments are rich in information.

This volume offers a broad framework for policy analysis that
moves us closer to intelligent solutions to the real problems of
the real poor in the modern world. The literature on economic devel-
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opment will benefit greatly from this illuminating discussion of
the interrelationships between public policy and environmental
analysis.

Nicolds Ardito-Barletta
General Director
International Center for Economic Growth

August 1991
Panama City, Panama



AUTHOR'’S PREFACE

IT WAS EARLY NOVEMBER of 1988. I had just departed the tiny
and impoverished country of Equatorial Guinea, where I had been
working with the government for almost two and a half years on an
economic rehabilitation program. Three days later, I found myself in
La Paz, Bolivia. The transition from the tropics to the world’s tallest
capital city was breathtaking. So were the country’s problems.

I'had worked in Bolivia for two months in 1985, That was the
time of its remarkable structural adjustment program, a combination
of inflation-fighting and free-market reforms that shocked the coun-
try and the world. Here was a nation whose revolution of 1952 had
been watched and admired by many who favored state-led growth,
nationalization, and land reform. But in August 1985, with inflation
racing along at 20,000 percent, the newly elected government of
President Victor Paz Estenssoro carried out a remarkable about-face.
The same President Paz who had been the leader of the 1952 revolu-
tion now launched a new one, this time toward a free-market
strategy of economic development.

But by 1988 the economy had not responded. Although in-
flation was under control, per capita production and consumption
continued to fall. Private investment had not picked up. It was said
that most of the poor were worse off than before Bolivia’s New
Economic Policy. As I write in early 1991, five and a half years after
the reforms, roughly the same conclusions hold.

In this syndrome Bolivia is not alone. In many of the fifty or so
countries that have been part of the unprecedented worldwide
move toward free-market strategies of economic development, the
results so far have been disappointing. Markets turn out not to
function as well as the textbooks advertise. Cutbacks in public spen-
ding lead to increased poverty, particularly among disadvantaged

XV
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groups. I found it striking in countries as different as Equatorial
Guinea and Bolivia to hear people describe similar problems.

“free markets have been deciared, but they haven’t yet
reached the poor.” Markets for products, credit, and labor need to
be democratized. If not, only the rich and the foreigners will benefit
from structural adjustment. Part of the solution is getting govern-
ment off the back of the small producer and business person. But
only part. Mary of the markets the poor in developing countries face
are highly imperfect. What proactive roles should public policy play
to make markets work?

“Our government is crippled by inefficiency, corruption, and
overcentralization.”” Even after structural adjustment, the state per-
forms many crucial functions. But a crisis grips public administra-
tion in many poor countries, and many people have lost confidence
in their governments. The streamlining and privatizing induced by
free-market reforms will help. But is there not also a need for better
incentives, anticorruption measures, and decentralization? For what
might be called the structural adjustment of government itself?

“We face ethnic (tribal, caste, communal) inequalities. We
probably always had them, but now they are impussible to ignore.”
With freer markets and freer flows of information and moves toward
democracy, many countries find that ethnic inequalities and dis-
crimination become a primary concern. We have become aware of
these issues recently in the Suviet Union and in Eastern and Central
Europe, but they are almost universal. Within most countries of
Latin America, Africa, and Asia, poverty is concentrated in certain
social groups, and prejudice is widespread. What can be done to
reduce economic and educational inequalities among groups?

These are some of the issues taking center stage in economic
policy making in the developing world. Notice that they go beyond
the debate over the relative powers of state and market in economic
life. During the 1950s and 1960s, most economists and aid donors
advocated an interventionist state that would mebilize and manage
the nation’s resources. This was necessary, they argued, because
markets failed in developing countries. In the 1980s and 1990s, the
pendulum has swung the other way. Most economists and aid
agencies now argue that the private sector should take the lead in
economic mobilization and management. The argument now is that
governments fail in developing countries.

For what it is worth, I tend to agree with the latest swing of this
pendulum. But I believe the debate must go beyond state versus
market. The reality in developing countries is that neither market
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nor government works well. The agenda now is to make both work
better.

This book tries to move the new agenda forward in three ways.
First, 1 hope the book will help induce a shift of focus in the debate on
deveiopment policies. As I said, the debate has tended to be at the
level of ““the role of the state”’ —the balance {or blend or mix) of state
and market. I try to move below this argument, from a macro to
micro level of analysis and action. Beyond stabilization and liberal-
ization, a host of microeconomic and institutional measures are
needed to improve the market. Beyond reducing government's
scope, we need to improve its management through the application
of better incentives and information systems. And beyond declara-
tions of nondiscrimination and equal rights, we need to rethink the
policies that influence prejudice and inequality.

Second, the book exemplifies a mode of policy analysis. 1 don’t
mean that the book provides the first example or that it’s a perfect
one, only that it illustrates a useful way to do analysis that is at once
mind-stretching and humble.

With what mode of analysis does it contrast? A few key policy
makers and analysts meet behind closed doors. Excellent models of
the economy are trotted out. Decisions are based on parameters
such as the interest and exchange rates, tariffs, taxes, and public
investment. The analysis and the decision making are macro and top
down, often with decisive foreign involvement and funding.

What do I propose instead? The new agenda’s questions about
improving markets and governments are institutionally and cultur-
ally loaded. Their solutions wili involve more participation by line
officials, business people, and ordinary citizens. Analytically, the
issues require micro-level rather than macro-level analysis—or so |
conterid. This kook imports qualitative insights from areas of eco-
nomics not often applied to development—the so-called new indus-
trial economics (Chapters 3-5, 9), the new theory of the firm (the
principal-agent model plus a little bit of the new labor economics,
Chapters 7 and 8), and the economics of discrimination (Chapters
10-12). In each case, these models stress imperfect information and
its corrosive effects on incentives.

From these models I derive a set of frameworks for policy
analysis. There is no illusion here of a formal model from which
optimal parameter values are derived under restrictive assumptions.
Instead, the frameworks are designed to guide inquiry and stimulate
debate, so that policy makers and citizens may be more creative in
solving their own inevitably unique problems. Their purpose is
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heuristic. If they can stimulate more and better frameworks, all the
better—for I recognize the partial and imperfect nature of those
presented here.

The frameworks are complemented by case studies of success-
ful or at ieast interesting efforts to deal with the problem at hand.
Working through examples is the best way I know of fostering
creative problem solving, and the book includes cases from Bolivia,
Brazil, India, Indonesia, Malaysia, Pakistan, Peru, and the Philip-
pines, plus shorter examples from many other countries.

Without wishing on a star, I would hope the book does one
more thing: help us to reconceptualize underdevelopment. Past theories
of economic development have focused on capital formation, getting
prices right, class structure, center-periphery relations, and many
other factors. Without denying their relevance, this book suggests a
different cut. Information and knowledge are at the heart of devel-
opment; unde.development is bound up with ignorance and uncer-
tainty. More ccncretely, individuals and societies with the lowest
levels of information and of information-processing capabilities will
likely also be the poorest. This is a probabilistic statement, not a
deterministic one, and it does not mean that information is every-
thing nor that it alone explains malfunctioning markeus, inefficient
governments, and institutionalized discrimination. The reader will
notice that the book’s frameworks for policy analysis include many
other factors. But I believe we will see in the next decade an explo-
sion of interest in the informational bases of development, not only
in economics but in other fields as well.

Thus, the seemingly disparate topics in the book are linked in
several ways. They are cimerging as crucial issues in the era after
free-market reforms (although they have long been present). They
g0 beyond the usual debates over state versus market, and they may
provide a provocative if incomplete way of reconceptualizing the
role of the state in economic development. They invite a different
kind of policy analysis: one that is more participatory and open-
ended, emphasizing frameworks and checklists and case studies
more than formal modeling. They have at their core a problem of
imperfect and asymmetric information, a fact that may in turn sug-
gest new hypotheses about economic progress and backwardness.
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BEYOND
“STATE VERSUS MARKET”

BOLIVIA’S THREE-TIME former president recently described some
of the reasons for the Bolivian Revolution of 1952, “In the 1950s,
business interests were very great but they had no creative func-
tions, only big mining where the money left the country. In the
countryside, there were property holders of the feudal type. The
economy was therefore stagnant. In these circumstances it was es-
sential for the state to play the leadisig io'z.”"!

So Victor Paz Estenssoro’s first administration acted boldly.
The government nationalized most of the country’s mines, seized
private lands and redistributed them to poor peasants, and forned
new state-run enterprises. The state controlled most prices. It im-
posed high tariffs in order to protect, indeed to create, Bolivian
industry. Public planning and invesiment, it was declared, were the
keys to growth. The Bolivian Revolution of 1952 was widely admired
and even copied around the globe.?

But look at what happened in 1985 when the same Victor Paz
Estenssoro was elected president for the third time, at the age of
seventy-eight. In a remarkable shift, his government declared a New
Economic Policy that stabilized the economy, liberalized trade, and
rolled back government intervention. Prices would henceforth be
determined by domestic and international markets. The private
sector, not the state, would play the leading role in economic de-
velopment. In effect, Bolivia redefined the role of the state in
development. And once again, Bolivia’s example is being watched
. closely, sometimes being imitated, around the world.
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President Paz Estenssoro reflected on this drastic change in the
role of government. “Over time the state grew. It hecame inefficient
and corrupt. It no longer played its role. In fact, it became a negative
force. The state retarded the economy and, through deficits, created
inflation that reached 25,000 percent when I took office in 1985. The
intervention of the state created the conditions for corruption and
bribes.”

In this economic about-face, Bolivia has not been alone.
Around the globe, a revolution in economic policy is under way. The
Soviet Union and Eastern Europe are dramatic examples. But radical
changes are also transforming the so-called developing countries.

By early 1991, more than fifty countries had received loans
from the International Monetary Fund that were conditioned on
promises to adopt free-market economic policies. Of these fifty,
about three-quarters were receiving structural adjustment or sec-
toral adjustment loans from the World Bank, again conditioned on
pulling back the interventionist state. “The objeciive of structural
adjustment programs,” observes a World Bank report in the starchy
prose favored by that institution,

is to restore rapid economic growth while
simultaneously supporting internal and external
financial stability. As such, these programs have
macroeconomic and microeconomic aspects. The major
macro ok ectives are to improve the external balance
and domestic fiscal palance. An adjustment program
thus commonly includes a combination of (1) fiscal and
monetary policies to bring about overall demand
reduction and (2) trade policies (mainly the exchange
rate and import/export taxes and subsidies) to alter the
relative incentives between tradable and nontradable
goods. On the micro side, the major objective is to
improve efficiency in the use of resources by removing
price distortions, opening up more competition, and
dismantling administrative controls (deregulation).
Such programs include those for government
expenditures and the managemen! of public
enterprises, including reductions in the government’s
presence in areas where private enterprise can operate
more efficiently.3

Plainly put, structural adjustment means less government, freer
trade, and more private enterprise.
These changes mark a sharp departure from previous practice
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and theorizing about economic development. For years the pre-
vailing wisdom advocated an interventionist state. The private
sector, went the argument, would not muster the massive public in-
vestments needed for economic growth, and markets in poor
countries did not work as economics texts said they should. Because
of market failures, it was up to the government to mobilize economic
resources and manage them. The state itself could substitute for
inadequate capital, skills, and home demand, as the economic histo-
rian Alexander Gerschenkron showed for the Soviet Union.*

In contrast, today government is shrinking in both size and
scope. The emphasis now is on the private sector's efficient use of
resources to fire economic growth, whereas the state’s role as mobi-
lizer and manager is played down. As economies have grown cver
this century, the effectiveness of the state as a substitute for missing
capital and institutions has declined; Gerschenkron has been up-
dated.’

The pendulum of opinion has swung toward the market, but
not because of new philosophical arguments or ideological conver-
sion. Rather, disillusionment has set in. Bluntly put, in most
countries the old strategy simply didn’t work. Instead of promoting
growth, the state botched economic mobilization and spawned inef-
ficiency. Instead of redistributing resources to the poor ard the
powerless, the interventionist state too often coincided with elitism,
corruption, and dictatorship. Some statistical studies indicate that in
recent years more interventionist states have experienced lower
growth rates, as well as less liberty, than states whose development
strategies relied more on the private sector.®

“In my personal case,” President Paz Estenssoro said during
our discussion, “‘our neoliberal policies, as they are now labeled, of
1985 certainly have a philosophical justification.” He showed me a
volume of Friedrich von Hayek’s. “‘But it was primarily a situation
engendered by realities- the inflation, the complete economic dis-
order, the fiscal deficit, the bad loans of the Central Bank—and not a
decision taken for philocophical reasons.”

In the throes of our current disillusion with government in the
third world, we may tend to forget past disappointments with the
private sector. The pendulum of opinion had reasons for being
where it was in the 1950s and 1960s. By then the new nations of
Africaand Asia, as well as the poor countries that had been indepen-
dent for years, had accumulated ample experience with the imper-
fections of the private sector. Even where the economic role of the
state was negligible, growth was minimal in many countries.” Often,
what was advertised as “capitalism” or “competition” turned out to
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CARLOS FUENTES ON THE FAILURES OF BOTH
CAPITALISM AND SOCIALISM IN LATIN AMERICA

“And we ourselves suffer hyperinflation, unemployment, rising indices of
poverty and malnutrition, falling indices of productivity and living
standards, and we are governed by fragile democracies threatened by the
social explosion, the military coup. the violence of narcotics traffickers,
and the excessive burden of our external debe. . . .

“Both capitalism and socialism, in their Latin American versions, have
shown themselves incapable of extracting the majority of our
countrymen from misery. . . . Even in optimal conditions, the criticism is
inescapable: the Left has hoped that prosperity would arrive by decree of
the centralizing state. Nonetheless, it is the Left, before anyone, that
should open itself today to the lessons of our emerging civil
societies, . . . abandoning the limitation of an asphyxiating bureaucratic
model.

“The Right has hoped for prosperity from above, thanks to the
accumulation cf riches at the top and the faith that, sooner or later, the
trickle would arrive to the bottom. . . . When will that drop of riches
descend to today’s belts of misery, to the slums, to the lost cities?
Experience tells us: never, or too late."

SOURCE: Carlos Fuentes, “La Socializacion de la Politica desde Abajo," a talk given

before la Sociedad del Quirito Centenario, Madrid, 1990; Ventana (Nicaragua), no.
446 (November 12, 1990): 8, my translation.

be a fraudulent mercantilism. A private sector heavily skewed to-
ward foreigners and oligopolistic in structure did not lead to effi-
ciency and dynamism but instead to exploitation and misallocation.
Moreover, even where private capital and fairly free markets were
the rule, basic needs were not satisfied; and democracy and human
rights were often abrogated in the name of the colonial powers or the
local oligarchs. "“Free trade policies of colonial governments forced
on low-productivity densely settled countries such as India, Egypt,
and Burma destroyed indigenous industry, thereby often worsening
living standards by reducing nonagricultural employment opportu-
nities as populations were increasing,”” concluded economic hi. ori-
ans Cynthia Taft Morris and Irma Adelman.? Precisely because in
many ways the private sector had failed at development, many
countries in the 1950s and 1960s turned admiringly to the interven-
tionist strategies of Britain’s planned economy during World War II
and, of course, to the Soviet Union.

Taking a longer historical view, some authors perceive a pen-
dulum swinging between calls for a strong state (after a time when
an emphasis on the market has failed) and calls for an unfettered
private sector (after a period of failed state-led strategies).’? The factis
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that neither the interventionist state nor the minimalist state has
guaranteed rapid development. In much of South Asia, Africa, and
Latin America, neither state nor market has lived up to the expectations of
its enthusiasts.

This observation is not meant to invite despair. It does suggest
that simply criticizing third world governments is not enough—just
as criticizing third world markets is not enough. We need to go
beyond the usual debate over the roles of state and market in eco-
nomic development—how much government, how much private
sector?—and examine the reasons why neither works well and how
both might work better.

A PROBLEMATIC TASK ENVIRONMENT

A useful starting point is what might be called “the environmental
conditions” that make market and government institutions work
less well in most developing countries than in the industrialized
nations.

Consider the market first. In the most economically backward
countries, the legal and institutional foundations for free and effi-
cient markets are weak or absent. These foundations include

®  astable and credible currency

@  a well-functioning legal system with well-enforced
contracts and property rights

m  capital markets and systems of credit and banking
that enforce rules of repayment

®  aninfrastructure that ensures low transportation and
communication costs and thereby facilitates trade

®  ample market information on prices, quantities, and
qualities for products and labor

Moreover, many domestic markets are thin, with few buyers
or sellers and irregular demand. They are sometimes swamped by
local and international economic tides. Economies of scale in key
areas of the economy—for example, in irrigation and extractive
industries—mean that unregulated competition can easily result
in inefficiency and exploitation. Externalities and common proper-
ty resources are also widespread in developing countries—and
when they are present, unfettered competition will not usually be
efficient.

Because the institutional foundations of free markets are so
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weak and because the environment often does not favor efficient
competition, markets tend to malfunction or even fail to exist.

But what about governments in developing countries? Why
have they, too, so often failed?

Again, in most poor countries the environment has been hos-
tile. Conditions have not favored representative governments with
efficient, publicly interested bureaucracies. Democratic traditions
are fragile. Dependency on foreign capital—public, private, and
foreign aid—has discouraged self-reliance and sometimes undercut
national sovereignty. Ethnic, religious, regional, and tribal cleav-
ages have ofien engendered political parties that represent narrow
interests, which in turn give rise to political instability. Govern-
ments have tended to become employment agencies for political
allies and those unable to get jobs elsewhere, which combined with
these countries’ poverty has resulted in ludicrously low levels of
pay. Moreover, in part because of poor information, this pay is not
linked to performance. Together, these factors have tended to lead
to dictatorship, incompetence, apathy, and corruption in gov-
ernment.

In Chapter 2 I illustrate these points with the example of
Bolivia. I argue that many features of Bolivia’s economy—its natural
resources, agriculture, infrastructure, extralegal economies, and
markets for credit and agricultural products—mean that untram-
meled competitive markets will fall short of economic efficiency. But
Ialso point out some shortcomings in the functioning of the Bolivian
government. Given the difficult environment of countries like
Bolivia, neither market nor state functions well.

Chapter 2 stresses Bolivia’s widespread poverty, particularly
the regional and ethnic correlates of poverty. This latter subject
generated controversy and discomfort among my Bolivian col-
leagues, as it undoubtedly would in other circles since the ethnic
aspects of poverty within developing countries tend to be avoided or
overlooked. The widespread ethnic inequalities within poor
countries—whether the development strategy is state-led or
market-led—is another reason to go beyond the ideological debate
over the state versus the market.

THE ROLES OF GOVERNMENT DEPEND
ON THE CIRCUMSTANCES

There is yet another reason that the usual debate over state versus
market oversimplifies. The way economies actually work, state and
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SCHUMPETER ON AVOIDING EXTREMES

In times when the state is preeminent and its shortcomings are highly
visible, economists and others seem to swoon over the charms of the
market. This is the situation in many developing countries today. But
when the market is in the ascendancy and its drawbacks are evident, the
state 1nay de idealized. As Joseph Schumpeter pointed out long ago, both
extremes should be resisted.

Here is Schumpeter commenting on the simple advice to government
officials to leave market forces alone:

Economists who take it upon themselves to teach such
unpromising pupils are naturally tempted to extol the
powers of competitive pricing. . . . Up to a point they
are quite right, of course: everyone should know by
now—or have Lange, Lerner, and a host of others really
written to no purpose’—that there is nothing specifically
capitalistic but only general economic logic about the price
system that pure competition tends to establish in a near-
equalitarian society and under approximately normal
conditions. . . . But not only socialists of the old tradition
and people who are more conspicuous for their
enthusiasm about “welfare’ and “justice” than for their
economic competence but also professional economists
have felt that this lesson has gone too far. And these are
also right; for some of the exponents of free pricing fail to
make it clear to their readers—in one or two cases

one has the impression that it is not quite clear to
themselves—that the rosy propositions about competitive
pricing do not apply even in the rarefied air of pure
theory without exceptions and qualifications; that, if they
are to apply to actua! patterns . . . this would have to be
carefully established: and that, in particular, it will not do
to accept “consumers’ sovereignty” as a noli me tangere.

Elsewhere Schumpeter has criticized the tendency of other
economists to confide in the efficacy of government intervention along
the optimal lines advocated by economists:

It still remains true that a large majority of economists,
when discussing issues of public policy, automatically
treated political authority and especially government in the
modern representative state as a kind of deity that strives
to realize the will of the people and the common

good. . . . Policy is politics; and politics is a very realistic
matter. There is no scientific sense whatever in creating
for one’s self somc metaphysical entity to be called “The
Common Good" and a not less metaphysical “'state," that,
sailing high in the clouds and exempt from and above
human struggles and group interests, worships at the
shrine of that Common Good. But the economists of all
times have done precisely this.

SOURCE: Joseph A. Schumpeter, “English Economists and the State-Managed
Economy,” Journal of Political Economy 57, no. § (October 1949): 380, emphasis in
original; and Joseph A. Schumpeter, *'The Communist Manifesto in Sociology and
Economics,” Journal of Political Economy 57, no. 3 (fune 1949), pp. 205-6.
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market blend. As economist Richard Zeckhauser argues, the clear
lines between public and private activity are gone; he calls today’s
economies ““mongrels,” or “stews.””10 Indeed, thinking of a single
stew may be misleading: government affects economic d evelopment
in many ways and many domains. The issues concerning the proper
role of the state therefore run broader and deeper than, say, the
degree to which markets or governments should determine prices,
or the extent to which the private sector rather than the state owns
and manages productive resources—important as these commonly
discussed choices are. This is why it is better to speak of the roles of
the state in the plural.

What should be the roles of the state in promoting economic
development? It is unlikely that the answers will be the same across
countries and situations. I find it helpful to consider an analogous
question from the business literature.

Suppose someone asks, “What is the best way to structure a
firm or company? How should its strategy be formulated?” An
important strand of business literature replies: “It depends. The
proper choice of structures and strategies cannot be determined in
the abstract.”

Research in business shows that “jt depends” among other
things on the environment—that is, on the economic and political
circumstances beyond the firm’s control. For example, most compa-
nies have little control over the supply and demand conditions in the
markets for their products or for factors of production such as labor,
capital, and technology. These conditions are givens. The strategy
and structure that an enterprise will find appropriate in a highly
competitive, high-risk environment with a few large investments
will not make sense for a firm in an oligopolistic, low-risk environ-
ment with :;.any small investments. In other words, no one business
structure or strategy is appropriate for all markets and all circum-
stances.

The same qualitative point holds for economic strategies and
structures at the national level. The proper economic roles of gov-
ernment and the private sector depend in part on the environment.

As an examnple, consider the much-debated issue of protection-
ism and import substitution. In the 1950s and later, many developing
countries were advised to erect barriers to free trade so that, pro-
tected thereby, their domestic industries could profitably produce
many of the products the country imported.

Today the pendulum of opinion has swung away from this
strategy. One reason is that import substitution distorted free trade
and led to a misallocation of resources. Behind the protective bar-
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riers of tariffs and other restrictions, domestic industries were artifi-
cially profitable; but they often grew fat and lazy. Instead of nurtur-
ing infant industries, protectionist policies over time tended to erode
a country’s ability to compete internationally.

Another result, perhaps less anticipated, was that import sub-
stitution created opportunities for corruption, rent-seeking, and
waste.!! Government officials profited from licenses only they could
grant, restrictions that only their good graces could relax. Producers
started spending their time figuring out ways to obtain licenses and
evade restrictions, rather than how to cut costs and improve quality.
As economist Mancur Olson has noted, “Tariffs that are of only
small significance in a comparative statics framework could still have
profound quantitative importance, because they encourage, and
free trade prevents, institutional sclerosis."!2

Despite these shortcomings, judicious critics have recognized
that import substitution is not intrinsically good or bad. Its costs and
benefits depend on how it is carried out and on the particular cir-
cumstances—the environment—of the case at hand.

For example, in their analysis of growth patterns from 1850 to
1914, Cynthia Taft Morris and Irma Adelman show that industrial
“latecomers” such as Germany, Japan, ltaly, and Russia caught up
by means of, among other measures, “policies for promoting import
substitution. . . . Tariffs were a major weapon for initiating indus-
trialization and for protecting grain producers.” But “success with
inward-oriented industrialization varied greatly,” depending on
particular circumstances and institutions relating to land, transport,
agricultural extension, and education.!?

Theoretical models support these findings. They suggest that
the effects of import substitution will vary according to a host of
factors—ranging from the size of the domestic market to the rele-
vant elasticities of supply and demand, to the long-run prospects for
an infant industry, and eventually to export.1

A group of younger irade theorists argue that oligopolistic
market structures are widespread in international trade, and in their
presence, protection may be economically efficient. !>

When may also matter: the right strategy now may not be the
right strategy twenty years hence. A strategy of export promotion
may have a better chance of success if it follows a period of import
substitution. This has been argued, for example, in the case of
Taiwan.'® “If the succession of ‘inward-looking’ and ‘outward-
looking’ policies is examined in this light,”” writes economist Paul
Streeten, “it is seen that some forms of import-substitution and of the
creation of an indigenous technological and institutional capacity
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NO RIGID RULES

In a 1958 book dealing with the proper roles cf the state in
development, Edward Mason suggested that rigid rules were likely to
mislead.

Reflexion on the recent history of economic development
in various parts of the world suggests that a substantial
measure of government participation in the economy is
compatible both with development and with stagnation.
Strong doubts emerge concerning the existence of an
optimum relationship between government and business—
a relationship that is invariant to the stage of economic
development, to the traditions of public and private
management, and to the underlying social and cultural
institutions of the countries in question. . . .

What | seek to emphasize is the relativity of this role
[of government in the development process]. It is clearly
relevant to the stage of development of the country in
question, the state of development of the surrounding
world, the receptivity of the culture to private
entrepreneurial activities, the administrative competence
of government, the sources of development funds, and the
urgency of popular demands for economic growth. . . .

The points that have been made in this attack on the
market are, generally, weli taken. The market is an
imperfect instrument at best, and there appears to be
good reason for believing that, in early stages of
development, its malfunctioning is particularly evident.
Indivisibilities in factor employment are probably more
serious: the opportunities for capturing external
economies are larger, the relevance of information
signaled by the market is less, and the market
imperfections greater than at later stages of development.
The inter-industry relationships and the time horizon
relevant to development that can come within the scope
of a planning commission are much greater than the
decisions a private enterprise would normally encompass.
Yet the problems of information gathering that confront
the planner, not to mention administrative and political
difficulties, are enormous. | do not refer merely to the
lack of statistical data althcugh that is characteristic of all
underdeveloped countries, but also to the absence of
procedures of estimating those economic relations which
must be known if the planner is to correct the
unregulated decisions of the marke .. The fact of the
matter seems to be that the realiy g »d arguments for
planning lie in the obvious inadequar..ss of the market, and
the really good arguments for the market rest on the
deficiencies of planning. As in so ne other fields of activity
and of discourse, the best defence is the attack. In many
underdeveloped countries the planners are clearly on the
attack.

SOURCE: Edward Mason, Economic Planning in Underdeveloped Areas, Millar
Lectures no. 2 (New York: Fordham University Press, 1958): 5, 15--54.
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behind protectionist barriers are the precondition for a sub-
Sequent successful liberalization phase. Yet, most contributors
praise liberalization and condemn protectionism in a quite ahisto-
rical way.”!?

Itis fair to say that the early proponents of import substitution
overestimated its benefits and underestimated its costs. No doubt,
too, import substitution was often installed not because of its pur-
ported economic benefits for country or industry but because of the
personal benefits it made available to politicians and their friends.
Recent experience has taught us this much.

But a fundamental point should not be lost. Notwithstanding
their defects, import substitution policies do engender benefits as
well. In a particular situation, these benefits may o-itweigh the costs.
When not engaged in rhetorical exercises, most economists recog-
nize this point.'® More gererally, the decision to choose or reject this
strategy should depend on a careful analysis of a country’s envi-
ronment.

This granted, several new questions arise. How should a coun-
try or a ministry go about analyzing its “environment”’? Can any-
thing be learned from any of the analyses that have been carried out
in various countries and sectors? What does existing research say
about the circumstances in which various roles of the state and
of the private sector have led to what gains and what losses?

Unfortunately—and I think surprisingly—one finds little in
the literature on economic development that illuminates, for policy-
making purposes, the interrelationships between a country’s en-
vironment, its public policies, and its likely success aiong many
dimensions. Unlike the literature on business strategy, the devel-
opment literature provides few models on which to build environ-
mental analyses and few contingent generalizations about what
strategies and structures work best under what environmental con-
ditions. Dwight Perkins remarks:

Given the amount of attention that has been lavished
on such issues as the desirability of structural
adjustment to ensure greater reliance on market forces,
the need for privatization, and the like, it is surprising
how little effort has gone into collecting empirical data
with which one could assess the current situation in
developing countries or measure change.!

One hopes that in the next decade new empirical research will shed
light on what strategies and structures work how well in what
environments.® But for now, we are in the realm of art more than
science.
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Economic theory, too, provides surprisingly little practical
guidance. Richard Musgrave notes a perennial trade-uif in deter-
mining the role of government:

The questions of what public services should be
provided, how they should be financed, and what role
government should play in the macro conduct of
economic affairs were visible to Adam Smith, and they
still pose the basic problem.

So does the fact that many issues in public
finance remain inherently controversial. To establish
the economic case ror the public sector is to delimit the
sphere that can be left tc the invisible hand and the
rules of the market. The scope of existing externalities,
the acceptability of a market-determined income
distribution, the shape of the social welfare function,
maintaining full resource utilization, the issues of
inflation and growth, all these have powerful bearings
on the appropriate size and activities of the public
sector. So does the capability of public policy to apply
appropriate corrections, with the scope of public policy
failure matched against that of market failure. Given
this array of problems and their linkages, ideological
and value issues are never far away.?'

That both markets and “nonmarkets’’ (governments and hier-
archies) are imperfect is a theme of a growing body of theoretical
research.? Real choices involve blends and balances between an
imperfect market and an imperfect state. As economist Gordon
Tullock put it,

The injuries that externalities may inflict on individuals
if everything is left to the market and the injuries that
government may inflict on individuals through the
inherent nature of its decision process are the two
basic factors in selecting the proper institutions to deal
with any given problem. We must always weigh the
specific advantages and disadvantages of these two
imperfect instrumentalities. >

But current economic science does not permit us to say much
about this mixing and weighing—not even in the form of if-then
statements. For example, take the question of public sector versus
private sector production of a good or service. According to eco-
nomic theory, when should we prefer one or the other? A recent
review confesses ignorance:
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While public production in the absence of
informational problems is superior to private
production (because it corrects monopoly biases or
externalities, for instance), it introduces a problem of
delegation of control. As the empirical debate is far
from being settled, we do not think that economists
have yet brought a convincing and definite analysis of
the relative advantages of public and private
production.

Or consider the “structural adjustment” of an economy. What
is known about the costs and benefits of various ways of adjusting?
Here are the conclusions of one of the World Bank's leading experts:

The links between policies and objectives are complex,
with large gaps in knowledge on both theoretical and
empirical grounds. . . . It has to be recognized that
the analytical basis for some micro policies in an
adjustment program is relatively weak. The theory
underlying the effects of eliminating distortions (real
and financial) is not well suited to policymaking, as it
quickly raises welfare issues. For example, whether
removing consumer subsidies will raise overall
efficiency and production s still an open question; the
same is true of a devaluation.

Even on the macroeconomic front, some serious
theoretical and empirical issues are still
unresolved. . . . [Flor example, . . . the effects of
fiscal policy on demand are ambiguous. . . . Finally,
and perhaps most important, there is still much to be
learned about what drives growth in developing
countries and in particular about the relationship
between short-run stabilization policies and long-run
growth.?

More generally, economist Paul Samuelson concluded years
ago, “There are no rules concerning the proper role of Jovernment
that can be established by a priori reasoning.’'%

BEYOND THE STATE-MARKET DEBATE

Thus, the third world economic policy maker may feel abandoried.
Given the imperfections of both the market and the state in countries
such as Bolivia, existing research provides little empirical guidance
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as to when to choose market or government. Econoinic theory itself
is not compelling, despite the enthusiasm of the popularizers of the
untrammeled market.

But this does not mean we must resign ourselves to current
imperfections. Moving beyond the quasi-ideological debate over
state versus market, we may pose other questions. How can the
environment for fair and efficient markets be created? How can the
state itself be made to function better? What is known about
strategies to overcome ethnic inequalities within developing
countries?

Chapters 3 to 5 look at markets, particularly those that affect
the small farmer and the urban informal sector. What might be done
to democratize markets—that is, to improve market institutions—not
just for sophisticates who have access to capital and foreign buyers
but also for the poor?

If policies can be found that make markets work better—and I
think they can—the benefits are many: efficiency and growth, redis-
tribution, and political support and stability. Some would go fur-
ther: if such policies cannot be found, macroeconomic stabilization
and liberalization will likely fail.

Many books might be written on this subject. From the gamut
of market-improving policies, I have chosen to focus on just one set:
information in markets. Recent advances in microeconomics pro-
vide, I think, useful insights into common problems with markets in
developing countries. By reviewing some of this theory in a nen-
technical way and examining some cases of markets that worked
and didn’t work because of informational problems, we can develop
guidelines for what government can do, and what the private sector
itself can do, to make markets work better.

Chapters 6 to 9 turn from improving markets to improving the
functioning of government itself. The underlying assumption of this
section of the book is that some amount of government is a given—
for example, a Ministry of Finance, public agencies in charge of
various sorts of infrastructure, and activities in education and
health. Then we ask, “In difficult environments such as Bolivia’s,
what can be done to enhance the efficiency and fairness of public
institutions?”” We focus on three topics—improving incentives,
combating corruption, and the decentralization of public manage-
ment. These are three of many possible issues, and no claim is made
for thoroughness even there. But again, the economics of informa-
tion provides interesting and important insights that help us rethink
the roles of the state.

Chapters 10 to 12 move to quite a different issue, an often
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overlooked but basic issue of economic development. In a remark-
ably high percentage of poor countries, certain ethnic groups sys-
tematically lag in the economic and educational fields. For example,
Bolivia’s “Indian” population is overrepresented in every dimen-
sion of poverty. What are the roles of the state in helping backward
groups? I examine some of the strategies undertaken by other de-
veloping countries to redress economic and educational inequalities
among ethnic groups. At the same time, I hope to clear away some of
the conceptual and emotional underbrush that has hampered dis-
cussions of this problem. The economics of information plays a
central role here, too.

In the course of the book, certain themes emerge. One is the
importance to economic development of information and institutional
development. For example, one reason why market institutions work
poorly in developing countries is that information about prices,
quantities, and quality is not readily available. One reason why
government bureaucracies work poorly is that information about
outputs and outcomes, about laudable achievements and illicit ac-
tivities, is scarce. One reason backward groups are subject to institu-
tionalized discrimination is that “group information” is available but
“individual information” is scanty. The fundamental importance of
information for economic development generates, at least in my
mind, a number of additional ideas. These ideas—or perhaps better
put: hypotheses, guesses, and ruminations—are the subject of the
final section.

Another theme of this book is that additional policy measures
are needed that go beyond the remarkable structural adjustment
programs undertaken by Bolivia and other developing countries.
These measures also take us beyond—or rather perhaps it is better
to say “below”’ —the important current debate over markets versus
governments. They concentrate instead on ways to improve the
functioning of market and government institutions under the ad-
verse conditions actually faced by poor countries: what we might call
“adjusting to reality.”
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THE SOCIOECONOMIC
ENVIRONMENT CONSTRAINS
MARKET AND STATE

LIKE EVERY OTHER COUNTRY, Bolivia is unique, and in this
chapter we consider some of its distinguishing features. But we do
50 to illustrate a broader theme—namely, that the difficult socio-
economic environments in developing countries tend to have an
adverse effect on their markets and government institutions. Conse-
quently, a country’s strategy for economic development must go
beyond macroeconomic adjustment and beyond the debate over
how much market and how much state.

POVERTY AND I7S CORRELATES

Bolivia is a coustry of contrasts. Its six and a half million inhabitants
occupy a land twice the size of France that ranges from the Andes to
the Amazon jungle, from the altiplano to the flatlands of the Chaco.
Bolivia is a poor country. In 1986 the per capita income was $600,
second lowest in the Americas (ahead of Haiti). Despite a relatively
large number of doctors—about one for every 2,000 inhabitants—
Bolivia is near the bottom of the Americas in life expectancy, infant
mortality, calories consumed per day, and infant birth weight,

Perhaps the most salient feature of Bolivia’s socioecononiic
environment is that the greatest poverty resides in the indigenous
Indian populations.’ This creates special challenges for develop-
ment policy.

Poverty and ethnicity have interacted throughout Bolivia’s
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history. One need not subscribe to the cld racist theses of Alcides
Arguedas and Gabriel René Moreno, or to contemporary conspiracy
theories of internal colonialism such as Fausto Reinaga’s, to observe
that remarkable economic, educational, and nutritional inequalities
separate the 70 percent of the population who are indigenous peo-
pies from the 30 percent classified as mestizos and whites.2 Most of
the indigenous peoples are Aymara- or Quechua-speaking and live
in the rural highlands. Most are poor. The rates of infant mortality in
these areas are among the highest in the world.* Of every thousand
campesinos who start clementary school, only eleven finish second-
ary school. Only 2 to 6 percent of the small farmers, most of whom
are Indians, receive any formal credit. The ratio of urban to rural
salaries was 15 to 1in 1975. Both labor markets and social interaction
are de facto exclusionary along ethnic lines. In terms of living condi-
tions as well as education, the language groups in Bolivia differ
markedly, as Table 2-1 shows.

Over the past three decades, there have been improvements.
Life expectancy has risen, and infant mortality has declined. Indige-
nous groups participate more in the monetized economy. Census
data document an increasing bilingualism, perhaps a sign of grow-
ing integration. Moreover, internal migration to the richer agricul-

TABLE 2-1
Language Spoken and Standards of Living in Bolivia
(percentage)
Spanish Spanish/ Native Language
Only Native Language Only

Education

No education 10 12 96
Only basic education 34 46 3
Intermediate or technical 41 34 <l

education

University education 13 7 <l
Services

Electricity 70 6l 16
Piped water 69 60 21
Sanitary facility 66 33 S
Sewer 27 23 |

SOURCE: Based on World Bank, Bolivia Poverty Report, Report no. 8643-BO (Washington, D.C.,
3 October 1990), which takes data from Instituto Nacional de Estadisticas, Encuesta Nacional de
Vivienda y Poblacién (1988). The percentages under each column are not given, but p. 13 of the
report says that 51 percent of the whole country consists of “households speaking native language”
(36 percent of the urban households, 68 percer.t of the rural ones). The report notes that the ENPV
has been criticized “for not reflecting the Bolivian reality” (p. 6). The ENPV's preface says that
“remote and isolated" areas cf the country were not visited, so it may be “too optimistic” (p. 7).
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tural lands of eastern Bolivia has probably led 10 Jess ethnic sepa-
ratism.

ternational aid documents, Ethnic inequalities are uncomfortable
realities. They have implications for economic development, social
justice, and political stability. In Bolivia, as in many other poor
countries, group inequalities are the first reality of under-
development.

THE MOTOR OF GROWTH:
EXTRACTIVE INDUSTRIES

Beginning with Potosi’s fabulous mountain of silver in the sixteenth
century, Bolivia's extractive industries have been the driving force of
its economy. Tin has been a mainstay for much of *his century, but
few people today are optimistic about its future. iJonetheless, the
government’s economic plans call for great increases in mining in-
vestments and exports over the next decade. Gold prospects in
particular appear good. In recent decades Bolivia has become a
petroleum producer, and hydrocarbons today account for more than
half the country’s exports and half of its public revenues, Histori-
cally, 80 to 90 percent of Bolivia's exports have come from these
extractive industries, which is one of the world’s highest indices of
export concentration i mining, metals, and hydrocarbons,

Various forms of mining differ in their economics, Although
small-scale mining and cooperatives have a role in Bolivia,* most
new investment will be in large, capital-intersive, high-risk activi-
ties. Similarly, the economics of the hydrocarbons sector is skewed
in the direction of large projects, lots of capital and risk, and little job
creation. These are not the characteristics that give rise to markets
with small firms participating under conditions of perfect compe-
tition. Instead, the conditions in Bolivia, as in other developing
countries, have tended to favor large, oligopolistic firms that are
heavily dependent on foreign capital, technology, and manage-
ment. These same conditions have also generated powerful labor
unions with their own forms of monopoly power.

The history of Bolivia’s mining sector exhibits in exaggerated
form the excesses of monopoly capital and powerful unions, For
most Bolivians, the sins of the capitalists justified the nationalization
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of the mines in the 1950s. The private sector had failed. But after
nationalization, new problems emerged in the state-owned enter-
prises COMIBOL (mining) and YPFB (petroleum). Investment was
meager, especially in mining. Management was haphazard. Union
unrest did not abate. As a result, economic inefficiency spread
throughout the mining and energy sectors. By the 1980s most people
had reached a new verdict: the public sector had failed.

The roles of the state and the private sector in these extractive
industries have yet to be settled. With the collapse of the interna-
tional tin market in 1985-1986, the government closed long-
uneconomical mines, dismissed almost three-quarters of the miners
in COMIBOL, and began to encourage private investment in min-
ing. In the hydrocarbon sector, Bolivia’s constitution mandates state
control. Nonetheless, recent laws have opened up concessions and
created new contracting arrangements in order to lure private in-
vestment. At the same time that the government hoped to attract
foreign investment in both mining and energy, the hydrocarbon
sector was scheduled to receive 38 percent of all public investments
from 1990 to 1995.

Even if the private sector takes on more of the exploration and
production, the state will have important tasks: negotiating with
foreign companies (for concessions, equity-sharing, management
contracts, service and work contracts, production-sharing arrange-
ments, and so forth); negotiating with foreign customers (especially
in the case of the vital natural gas exports to Argentina and Brazil);
setting tax policies; and regulating these industries.

So the private and public sectors will both have roles to play.
But neither the market nor the state tends to live up to its theoretical
promise in a sector characterized by high capital intensity, lumpy
investments, high risk, low job creation, politicized unions, and past
abuses by both public and private management. Strategies for the
future should not, therefore, debate the general merits of privati-
zation or nationalization. Instead, they must explore ways to im-
prove both private and public performance.

HIGHLAND AGRICULTURE

Bolivia’s highlands are occupied by large numbers of poor farmers
and herdsmen eking out an existence on small plots of land. Almost
all are indigenous peoples. Most small farmers barely subsist. “In
fact,” concludes one study, “if the labor opportunity cost is taken
into account, their income would be negative.””” Property rights are
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in many cases unclear. In Oruro, only 31 percent of the farmers have
definite title to their farms. The national figure is 56.5 percent.
Despite the recent effort put into large irrigation projects, the results
have been unsatisfactory. Without range management, productivity
remains low and environmental degradation continues unabated.

The highlands present a paradox. On one hand, Bolivia’s agri-
cultural productivity is low and declining. On the other hand, re-
search “indicates that the highland region is potentially one of the
richest, most productive grasslands in the world, rivaling or exceed-
ing the best natural range in the western United States.” According
to the experts, the altiplano should be able to support four times the
present production of range vegetation.

Would highland agriculture obtain better results under differ-
ent modes of organization? Under the Incas, the rangelands were
carefully protected. The penalty for cutting grass without permis-
sion was death.

The elaborate system of irrigation and the organization
of collective work for the transport of rocks, planting,
and harvesting were dismantled and fell into disuse,
so that after having been one of the most advanced
technologies known to the world under the Incas,
Bolivian agriculture became, and has remained to this
day, backward, primitive, subsistence farming.”

Economic theory suggests that irrigation schemes and range
management are not ideally suited to an unregulated private mar-
ket. But it is also true that Bolivia’s recent experience with state
intervention in highland agriculture has not been good—certainly, it
has produced nothing that approaches Incan efficiency. In most
developing countries, government institutions in rural areas are
weak. Studies in Bolivia show that public institutions in agriculture
suffer from bloated employment, politicization, low pay, and virtu-
ally no connection between pay and performance.®

Overcentralization has crippled rural development:

Bolivia’s public administration structure extends to the
local community as a colonial power would govern its
subjects. The canton is the smallest formal
administrative unit of the state. Its boundaries do not
necessarily correspond to those of local communities.
The corregidor is the lowest state representative at the
canton level. He does not represent local citizens or
community organizations; he represents the executive
branch of government. Yet, the corregidor has authority
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over local organizations and structures just as in
colonial times. This persistent colonial structure of
government oscillates between benevolent paternalism
and outright dictatorship, depending on the changes
at the head of government. . . .

The limitations that this history places on the
rural and agricultural sectors are more severe than
they seem. Without being able to establish formal
units of government at the local level, agricultural and
rural sectors cannot take actions to build or maintain
farm-to-market roads or construct conservation or
drairage infrastructure. The rural population cannot
legally tax itself to provide this kind of infrastructure
or rural services. It cannot infringe upon private land
for access or hire staff, or enter into any kind of
contract. Thus, it is limited [to] two kinds of actions:
negotiating with the central government and
organizing on an informal basis, using social pressures
on its members.®

Given these problems, what should be done? Leaving irri-
gation and range management entirely to the market runs afoul of
economies of scale, commons problems, and ecological difficulties.
But neither do we have confidence that Bolivia's state apparatus is
benevolent or efficient. Neither the market nor the government
functions well.

TRANSPORTATION

One of the defining features of the Bolivian economy is the difficulty
of meving goods from one place to another.

Bolivia is landlocked and has only about 1,800 kilometers of
paved roads. Even where there are roads, travci is hard. The An-
dean range is at its broadest in Bolivia. Rural areas are sparsely
populated, and distances between cities are large. In the north,
rivers and flooding present serious problems for transportation.
Building roads is expensive, since construction technologies are
capital intensive in most regions and corruption is widespread.
Road maintenance has historically been poor.

As a result, Bolivia spends about twice as much on transporta-
tion to produce every deilar of national income as the average de-
veloping country. A World Bank study in 1987 estimated that road
users in Bolivia spent $700 to $900 million per year on vehicle operat-
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ing costs.'® This was equivalent to 18 to 23 percent of the gross
domestic product. The corresponding figure in many developing
countries is only 10 to 12 percent. The value added in commercial
transport in Bolivia made up only 8 percent of GDP.!!

High transportation costs are a primary obstacle to efficient
domestic markets and to exports. Consider rail transport. In May
1986 the cost per ton per kilometer of moving goods from Santa Cruz
to the Argentine border was 2.59 times higher than the cost of
shipping the same goods from the border to Rosario, Argentina.
Similarly, the cost of transporting goods from Santa Cruz to the
border with Brazil was 1.72 times greater than the cost of shipping
them from the border to Sao Paulo.'? It reportedly costs as much to
transport a carton of beer from Cochabamba to Iquique (a Chilean
free port) as it costs to ship a carton of beer from Germany to
Iquique.

In most countries, road construction and maintenance are
funded by the government. These matters cannot be left to the
market alone, although the private sector can participate. Yet in
Bolivia, as in many other developing countries, government-funded
road construction is a favorite haunt of corruption. Similarly with
railroads: in environments like Bolivia’s, neither the market nor the
government alone is guaranteed to provide efficient results.

EXTRALEGAL ECONOMIES

What are the proper roles of the state when much of the economy is
outside the purview of the law? We can distinguish three extralegal
economies: cocaine, contraband, and the informal sector. The first
two are public problems. The third may be an opportunity.
Cocaine is a unique and complicated industry. Part of the
industry is legal, indeed highly valued, and part is illegal, indeed
highly criminal. Perhaps a tenth of the production of coca in Bolivia
goes to traditional uses—coca chewing by indigenous peoples.
These uses verge on the sacred, according to anthropologist Cather-
ine Allen. ““The ritual maintenance of this bond between people and
land is a constant process, carried on in the daily routine as well as in
the more intensified context of religious rites. Coca is the major
vehicle for this ritual ‘work.’ !> The medical and pharmacological
effects of coca chewing are apparently not well understood. Long-
term coca chewing does not seem to be bad for the health, but it does
not seem to be good for it, either. Many past efforts to eradicate coca
chewing have failed. Because of its intimate connection to Bolivian
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culture, some coca production will continue—and will continue to
be legal.

The other nine-tenths of Bolivia’s coca crop goes through vari-
ous stages of transformation toward the production of cocaine. At
various stages, the production process requires large quantities of
so-called precursor chemicals. It also requires transportation: from
the Chapare region (where about two-thirds of Bolivia’s coca is
grown) to the jungles of the Beni and other northern and western
districts (where the cocaine laboratories are located), and then some-
times on to Brazil, Colombia, and elsewhere for processing (but less
than formerly), and then to centers for reexport. Most of Bolivia's
cocaine eventually reaches the United States: an increasing pro-
portion, perhaps a fifth, goes to Europe. Bolivian sources estimate
that about 78 metric tons of cocaine were produced in Bolivia in 1989,
up from 72 metric tons in 1988."* U.S. estimates are higher: about
54,000 hectares of coca under cultivation yielding perhaps 121 metric
tons of cocaine HCL, up from about 50,000 hectares and 105 metric
tons in 1988. The combined effects of seizures of cocaine and acreage
reduction programs were estimated to be equivalent to less than 10
percent of production.

The industry is vertically integrated to an extent. Virtually all
of the 40,000-plus coca growers are peasants, mostly indigenous
peoples. Alternative crops are less profitable—by at least 10 percent,
usually much more—and they require much more care by the
farmer, whereas coca is a hearty shrub that grows without fertilizer,
pesticides, or horticulture. Several thousand people process the leaf
into coca paste, and many hundreds are wholesale paste buyers.
Several hundred laboratorics process the paste into base and cocaine
HCL. Some thirty criminal organizations are involved in this traf-
ficking, of which twenty-five have laboratories and five only buy
and sell.

In 1987 the value of Bolivia’s official exports was about $600
million and imports about $930 million. Estimates of the annual
income generated by cocaine—the income that remains in the
country—were close to $400 million. '

The cocaine industry is said to be less efficient, less organized,
and less profitable in Bolivia than in Colombia. There is also less
violence and more buying and selling on credit, which may make the
industry easier to disrupt. Alarmingly, in the wake of Colombia’s
upheavals in the late 1980s, many laboratories moved to Bolivia, and
hundreds of Colombian criminals did, too.

Producer prices for coca in the Chapare show marked seasonal
and other variations. Since international demand does not exhibit
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such fluctuations, the observed variability must be related mostly to
supply. But the price variations seem too large—over months and,
in the same month, among the three Chapare trafficking centers of
Sinahota, Ivirgarzama, and Eteramazama. '

So, we find what by Bolivian standards is a rich industry and
by any standards one with highly idiosyncratic features.

The crop is legal—as already mentioned, coca is a cherished
cultural commodity—but its transformation is illegal. Coca growing
in some areas is legal, in others illegal. Peasants are paid not to grow
coca, but the use of herbicides in crop eradication is forbidden by the
country’s constitution.

As we have seen, transportation is a key constraint to Bolivian
commerce. But in the case of cocaine, bulky and now illegal pre-
cursors must be brought to the Chapare and to remote jungle loca-
tions. Various stages of processed cocaine must be moved by air and
on land on paths and bad roads. Exporting must be done by small
plane or boat, in difficult terrain. Much buying and selling is done on
credit. All these difficult steps have taken place in Bolivia, a country
where study after study of agriculture has documented the con-
straints of infrastructure, entrepreneurship, and rural credit.
Moreover, peasants who were supposed by scholars to be irrevo-
cably tied to their Andean plots have migrated mightily to the jungly
Coca-growing regions.

A remarkable success in agricultural development has oc-
curred in Bolivia. Unfortunately, it involves an illicit export.

Contraband has been less studied. According to economist
Samuel Doria Medina, from 1980 to 1983 contraband imports may
have amounted to 38 percent of registered imports.'” With the
laundering of narcodollars, the percentage is probably much
higher now.

The political economy of cocaine and contraband is compli-
cated. Clearly, both “industries” play a huge though undocumented
role in Bolivia’s impoverished economy. They also create externali-
ties of many kinds. They spawn corruption and intimidation. The
government’s enforcement effoxts, including those spurred by the
United States and other governments, have their own costs, both
directand indirect. Without addressing these various dimensions in
detail, we note that neither the ideology of privatization nor that of
state-led growth do justice to the complexities.

The term “informal sector” refers to small comerciantes and
producers of goods and services who remain unregistered as busi-
nesses in government records. They do not pay social security or
most taxes—although they may be subject to sentaje charges and
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collections by police and government officials. The informal sector is
large in many poor countries. Self-employed microentrepreneurs
who worlk alone or with a family member account for 33 percent of
the labor force in La Paz, 41 percent in Cochabamba, and 33 percent
in Santa Cruz. In La Paz, it is estimated that 80 percent of all house-
holds have one or more members in such an enerprise.'® According
to the Bolivian Chamber of Industry, some 92 percent of businesses
have three employees or fewer. Not all of these peop!~. are in the
informal sector, but that admittedly ambiguous term is ".aid to apply
to 60 to 65 percent of the economically active population. '

This sector is informal in part to evade government regulations
and taxes, in part because its participants are not eligible for govern-
ment benefits such as property rights and credit. Although some
see these sidewalk capitalists as a dynamic element in the 2conomy,
others perceive a sector that is mostly inefficient and redundant. The
proper roles for government here are not obvious.

MALFUNCTIONING MARKETS FOR
CREDIT AND AGRICULTURE

Free-market reforms throughout the world give priority to “‘getting
prices right” for credit and for agricultural commodities. No doubt
these changes are important ingredients of economic development.
But evidence in Bolivia and elsewhere shows that reforming interest
rates and prices has a disappointing outcome if the markets for credit
and agricultural products do not work well for small farmers and
small businesses.

For a variety of reasons, small borrowers find credit to be
expensive and difficult to obtain. They lack collateral. Lending has
certain fixed transaction costs, so that as a percentage of the amount
loaned, small loans are more expensive to the lender. Small bor-
rowers are often unfamiliar with or unskilled in the paper work
required for bank loans. And they may live in areas with few official
sources of credit.

As a consequence, the formal credit market does not usually
serve small borrowers very well. Therefore they often rely on infor-
mal sources of credit willing to meet them where they live and to
accept higher risks—at a price. of course: interest rates in informal
credit markets often run 50 rercent and more. Since few projects are
viable at such high interest rates, small borrowers cannot take ad-
vantage of their opportunities—and economic growth is stunted.
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Agricultural markets suffer deficiencies as well. Farmers may
be unaware of prices in regional capitals and thus may market their
goods at the wrong times and may be exploited by transporters and
middlemen. Grades and standards are often underdeveloped,
which erodes the incentive to produce better quality. This problem
has a particularly harmful effect on products that compete against
imports or are exportable. Inefficient storage svstems lead to peak
markets and price instability. The fear of exploitation and corruption
discourages cooperation among farmers and weakens the vertical
chains of marketing. But if farmers insist on marketing their own
produce, they sacrifice economies of scale and specialization.

Bolivia’s free-market reforms are threatened by imperfections
in credit and product markets. In such conditions, as experience
shows, the hoped-for . upply responses from liberalized product
prices may come too slowly, if at all.2! Consequently, the small
farmer, small business person, and participant in the irformal sector
may reap few benefits from economic stabilization and liberalization.

What can the state do to rectify these market failures? In some
countries, the government has taken over credit markets and agri-
cultural marketing. The results have not been encouraging, as we
shall see in subsequent chapters. Witness, for example, the abysmal
performance of the government-run Bolivian Agricultural Bank.
State development banks and marketing boards have been victim-
ized by nonmarket failures: pocr incentives for officials, monopoly
power over borrowers and farmers that is corruptly used, politici-
zation, favoritism, and pilfering.

Once again, simplistic recommendations that the market be
allowed to work or that the government be allowed to take over are
unlikely to be helpful.

IMPLICATIONS FOR T:4E ROLES OF
THE STATE

We have been analyzing some of the features of Bolivia’s socioeco-
nomic environment. Although Bolivia is unique, its experience
helps broaden our understanding of the proper roles of the state,
Clearly, in a socioeconomic environment like Bolivia’s, extreme
arguments for an untrammeled market are inappropriate. Macro-
economic stabilization and liberalization are certainly welcome, but
they are not likely to be sufficient to promote economic efficiency
and justice. The leading sectors of the economy—in this case, the
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extractive industries (mining and hydrocarbons), highland agricul-
ture, transportation, extralegal activities, small-scale credit, and
many agricultural markets—will function inefficiently if left entirely
to the play of market forces.

But plainly this does not mean the government should take
these sectors over. The Bolivian environment has not been condu-
cive to efficient state action either. The problem is that in circum-
stances like Bolivia’s, many markets do not work well and many
parts of government do not work well.

Consequently, economic strategies must move beyond the
question of the proper extent of market and state activities. They
must address the question of how the government can work with
the private sector to improve or overcome the underlying conditions
that render markets inefficient. And policy makers must determine
how the government itself can be reformed in ways that will render
its nonmark:t failures—especially, poor incentives, corruption, and
overcentralization—less likely and less serious.

As in most developing countries, poverty is a central issue in
Bolivia. Freer markets and improved public services will benefit the
poor in the long run. But the ethnic correlates of poverty raise vital
questions about the role of the state. What can public policies do to
overcome ethnic inequalities in education, income, and em-
ployment?

These are some of the central questions in Bolivia. Are they not
applicable in many other countries?



INFCRMATION AND
MARKET
INSTITUTIONS

IN NOVEMBER 1988 I asked the head of the agricultural section of
the U.S. Agency for International Development in Bolivia what he
thought was the foremost policy problem facing Bolivian agri-
culture.

“’Grades and standards,”” he replied without hesitation. “They
don’t exist. Without them domestic markets don’t work, and exports
are almost impossible.”

This is a strong response, and some people may find it a
surprising one. But in many countries agricultural markets do not
fulfill their promise because the institutions for measuring, cer-
tifying, and rewarding quality are weak.

Markets often malfunction in Bolivia and other under-
developed countries. The causes of market failure are many. All
sorts of markets, from agriculture to credit, from labor to housing,
require certain foundations, without which these markets function
inefficiently and unfairly. Moreover, these foundations depend for
their existence on collective action, such as might be undertaken or
encouraged by the government. These foundations include:

®  acommon currency not savaged by hyperinflation

m  arule of law that enforces contracts and prevents theft
@  aclear system of property rights
[

a financial system that includes not only
macroeconomic interventions by the state but also
credit and the enforcement of loan repayment

m  systems of market information

29
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Although each of these foundations is important and they are
often interrelated, we will focus on the last—that is, on information
about the quality of goods and services, labor and housing, risks and
portfolios, or whatever happens to be traded. When market institu-
tions do a bad job of distinguishing, certifying, and rewarding varia-
tions in quality, markets will malfunction or even fail to exist. These
shortcomings are particularly notable in markets available to the
poor farmer and the informal sector: the markets for agricultural
products and for credit.

In this chapter we introduce the problem of quality in markets
with several examples. Then we examine some standard results on
the efficiency of competitive markets and show how things change
when information is incomplete, imperfect, and asymmetric. By
examining information problems in markets, we can begin to under-
stand the seemingly bizarre or contradictory market behavior ob-
served in developing countries.

Most important, we deveiop a framework to help policy
makers think about ways to make markets work better. In Chapter 4
we apply this framework to two case studies, one of success in
making markets work, the other of failure. In Chapter 5, we return to
the framework for policy analysis and consider several generalizations.

INFORMATI!ON AND MARKETS

When I lived in Karachi, Pakistan, for two years in the mid-1970s, its
urban milk market was working poorly. Upon studying the whole-
sale food market, my colleagues at the University of Karachi and I
learned that quality was a problem.

The quality of milk varied from seller to seller, and information
about quality was asymmetric: the sellers knew more than the
buyers. The consumer knew that a common practice of sellers was to
add water to the milk, but the consumer could not easily judge
whether and how much a particular vendor had watered his milk
down on a given day. A consumer might visit the main market in
Karachi and purchase milk from any of a large number of small
vendors, each of whom sat in the shade with large covered vats of
milk. The consumer could test the milk’s freshness by lifting the lid
of a vat and taking a whiff, but the market contained no institutions
to certify that the milk had such-and-such an amount of butterfat.
There were no grades, no brand names, no minimum levels of
quality. There was only one market price for milk.
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The sellers knew whether and how much they had watered
down the milk. Unfortunately, consumers could riot simply ask the
sellers about the amount of water in the milk because the consumers
knew that the sellers at various points in the marketing chain had an
incentive to mislead about this dimension of quality in order to make
a higher profit.! In the absence of better information about quality,
Karachi’s milk market functioned poorly, leading to suboptimal lev-
els of milk production and consumption.

Similar problems were overcome in India, as explained in
Chapter 4, with the aid of information about an effective way to
gauge the quality of milk at each stage of marketing. A simple,
inexpensive, hand-operated machine was developed for testing the
fat content of the milk. Farmers could now be sure of receiving prices
congruent with the quality of their cows’ milk and would not have
an incentive to water down their milk. At each stage of the market-
ing chain, consumers could readily ascertain whether the milk had
been watered down. Brand names were used at the final, consumer
stage. The market for milk worked more efficiently, and the quantity
and quality of milk in India soared.

Better market institutions for providing information about
quality can help to make markets work. But what do we mean by
"quality’’?

Quality refers to a variable attribute of a good or service, a
laborer, or a risky investment that makes it more or less desirable for
a particular purpose in a particular setting.? Thus, when we speak of
the quality of shrimp we refer to their type, size, freshness, and
cleanliness. We may distinguish various dimensions of the quality of
a worker for a particular job, and across jobs thesz dimensions of
quality will vary. We may metaphorically speak of the quality of
potential debtors in reference to the likelihood of their repaying a
loan. Both economic theory and abundant experience show that
markets malfunction or fail to exist when they do not effectively
distinguish, certify, and reward variations in quality. Fortunately,
theory and experience also offer guidance about ways to make mar-
kets work better in these domains.

The aspect of quality that we are discussing should not be
confused with other issues related to “‘quality.” We are not saying,
as some writers have, that developing countries should strive to
produce goods and services of the highest possible quality.? This
may be true in certain cases. Usually, however, the highest possible
quality is not an appropriate objective for a producer, ora consumer,
or a developing nation.? Nor are we cor:cerned with the design of an
optimal quality control system. Statisticians and systems analysts
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ISRAELI ORANGES

Soon after Israel became a state, the international market for citrus fruit
soared, making exports highly attractive. But exports grew more rapidly
than did the institutions for quality control and measurement, The
market for oranges began to break down:

The citrus grower is paid for the fruit he markets on the
basis of the average price wkch the produce obtains in
foreign markets. In other words, when the citrus grower
raises fruit of a certain size and type, he receives the
average price obtained by fruit of that size irrespective of
the quality of his wares (as an individual producer). . . .
Hence there is very strong incentive for every citrus
grower to export as large a quantity of fruit as possible,
irrespective of its quality (since even if the fruit sent by
the individual citrus grower is of low quality, the
remuneration he receives will hardly be affected, and each
citrus grower is only a very small factor in determining the
price of the entire consignment).

The grower was paid according to the average quality in the market
and not according to his own efforts and achievements. Bad oranges
were as profitable as good ones. Growers therefore took less care with
making sure their oranges were ripe, unblemished, and properly sorted,
The average quality of Israeli oranges plummeted, threatening its export
market.

This market imperfection was soon ameliorated. The Israeli
government and the country's orange growers worked together to
measure quality at the various stages of marketing. Coupled with a
&grading and permit system, the result was a highly successful export
market.

SOURCE: Centre for Policy Studies, Quality Control in a Developing Economy: A
Case Study of Israel (Jerusalem: Israel Program for Scientific Translations, | 970):
109-10.

have long studied ways to ensure that a given level of quality is met
within certain tolerance limits. Techniques of acceptance sampling
and process control address such questions as “What sample size
does one need so that one is 95 percent sure that not more than X
percent of the production is defective?”’ More recently, interest has
grown in quality groups and other organizational means of ensuring
and improving quality.® New research examines the extent to which
these means can be utilized in various kinds of urganizations, econo-
mies, and cultures.® Again these are important issues, but they are
tangential to our concerns in this chapter.

Rather, we are interested in what happens when markets
reward or do not reward variations in quality—and how market
institutions can be made to work better.
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STUDYING AGRICULTURAL MARKETS

We will explore these ideas in the context of a locus classicus of
competitive theory, agricultural markets. The baseline for the study
of agricultural markets in developing countries has been the simple
model of perfect competition. As a recent World Bank report states,

Farm sectors comprise highly competitive
businessmen, producing a relatively homogeneous
commodity for sale in a market with numerous, price
and quality conscious consumers. In other words,
agriculture would appear to be the ideal industry in
which to realize a textbook-perfect competitive market
to the benefit of both producers and consumers.”

For simplicity’s sake the basic textbook model makes many
assumptions:®

®  The largest firm makes up a small fraction of the
industry’s sales or purchases.

®  Participants in the market act independently and
impersonally.

@  Entry to the market is free.
B The commodity traded is homogeneous and fungible.

B The time and conditions of a sale are determined only
by the participants in the transaction.

B Participants are economically motivated.

A final assumption is of particular interest to us:

®  All participants in the market have complete
knowledge of offers to buy and sell.

Economists use the textbook model to study the behavior of
markets. They examine how successfully price movements can be
modeled as a function of competitive supply and demand. If price
movements do not follow the competitive model, it is a sign of an
inefficient market. if they do, the market is efficient. Economists also
use the textbook model normatively. A well-functioning agricultural
market should allow free entry and exit, free movement of prices, and
so forth.” The basic idea is this: if the market is competitive, it will be
efficient, and government interventions will only lead to ineffi-
ciencies.

Consider, for example, the application of textbook econom-
ics to agricultural traders and middlemen. In most developing
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countries, middlemen have a bad name. Many farmers, consumers,
and government officials would scorn the hypothesis that agricul-
tural markets function like the efficient, competitive markets of ele-
mentary economics. Typical is the view that middlemen rip off
farmers with low prices, gouge consumers with high prices, and
restrict trade.'® Some scholars have endorsed the idea that the poor
farmer, in the words of Paul A. Baran, easily “slips into complete
dependency on ‘his’ merchant or moneylender. It hardly needs to be
added that the profits collected by the latter assume exorbitant pro-
portions.”!! Such beliefs have been used to justify governmental
intervention in food marketing. '

Most economists who study agricultural markets, however,
tend to view traders and middlemen more approvingly. Using the
textbook model, economists deem a market competitive and there-
fore efficient if the profits earned by middlemen and other marketers
are not “too large.” Marketing margins have received considerable
attention in the empirical analysis of agricultural markets in de-
veloping countries. Studies have shown that the profits earned by
agricultural middlemen are not “’exorbitant.”!3 Their margins seemn
justified, given the costs and risks incurred. !

Moreover, few barriers to entry exist. Traders seem to compete
with one another. Indeed, to some observers the problem is too
many middlemen and traders, too much competition:

The most striking feature of this socioeconomic
stratum is its size. No one who has ever set foot in
China of old, in Southeast Asia, in the Near East, or in
pre-war Eastern Europe can have failed to notice the
staggering multitude of merchants, dealers, peddlers,
trading-stand operators, and people with nondescript
occupations crowding the streets, squares, and
coffeehouses of their cities. '

To some observers, the fact that many able people have been
drawn into marketing activities of many kinds has siphoned off
potential entrepreneurs. “While southern Asia does not lack a class
of entrepreneurs,” wrote Edward Mason in 1955, ““business enter-
prise tends to be concentrated in the distributive trades, exporting
and importing, real estate speculation and money lending."’! What-
2ver ill effects this may have on developing nations, a lack of compe-
tition in marketing does not seem to be one of them.

Thus, concerning agricultural traders and middlemen we per-
ceive a contradiction between ordinary opinion in developing
countries and the views of most economists. Does the usual finding
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of relatively small profit margins ard relatively free entry mean that
the common picture of exploitative middlemen is wrong?

Not always. Exploitation, at best a difficult word to define,
may occur even when apparent margins are small. Asymmetric
information can be the key to understanding the apparent contra-
diction.

First a humble example: cheating on weights and measures. Uma
Lele provides a fascinating example from Ethiopia’s Chilalo Agricul-
tural Development Unit project in the late 1960s and early 1970s:

Most price exploitation th:* has been observed in
Ethiopian markets is covert, through false weights and
measures, rather than overt. . . . There probably
could not be a better testimonial to the importance of
introducing correct weights and measures than the
resistance received from traders to CADU’s program of
making available standard weights and measures at its
trade centers. Cultivators in the program could use the
facilities even if they were selling their produce to the
private trades and not to the trade centers. The plan
was tried on an experimental basis in four village
markets and the primary market at Asella. . . . [L]ocal
merchants resented it vehemently; and at times they
were violent,!”

Economists studying such traders might well document “reason-
able” profit margins calculated in terms of the illicitly measured
volume handled.

It is not uncommon in underdeveloped countries for fa mers to
be ill-informed about market prices. For example, a study in Malawi in
1972 showed that three-quarters of maize farmers did not know the
price of maize that could be obtained through the legal outlets: ““half
of all the male growers surveyed had no idea of the current maize
price and were unwilling even to hazard a guess.”’! Such ignorance
opens farmers to exploitation. When no widely known market price
exists, each transaction is attended by bargaining, which imposes
costs and in general reduces the amount of trade from the economi-
cally optimal level.

“More generally,” writes Joseph Stiglitz,

while peasants may, in many respects, be rational,
responding to market forces, they are not fully
informed about the consequences either of their
actions, or of the institutions through which they
operate. Indeed, how could we expect them to be,
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A MYSTERIOUS AUCTION

There is another way that evidence of “'small margins* can mislead: when
fraud and cheating are present. In the nid-1970s, several colleagues and |
studied Karachi's wholesale fruit and vegetable markets, and we
documented what looked like small and reasonable margins for traders.
Auctioneers received produce from farmers and sold it to retailers for a
commission of about 2 percent. The auctioneers weighed and sorted the
produce, paid for its movement from truck or camel cart to auction
stand, and occasionally provided credit. At first glance, then, there was
no evidence of exploitation.

But problems surfaced when we searched for the right numbers to
use in the calculation of profits. Many vegetables and some fruits were
sold through open bidding. Others, including mangoes, were sold via an
exotic form of sealed bids. The auctioneer would open a crate of
mangoes and let the retailers and hawkers examine the goods. Then he
would go to each prospective bidder in turn. The bidder would shake the
auctioneer’s hand, and the auctioneer would cover the handshake with a
kerchief, By squeezing various combinations of fingers at various knuckles,
the bidder would signal his price to the auctioneer. Then the auctioneer
would move on to the next bidder. After the process was complete—it
took a couple of minutes to get twenty or so bids—the auctioneer
would designate a winner. No one would learn the winning price. The
auctioneer's assistant wrote that down in a well-guarded record book.

We were fascinated by the existence of two forms of auctioning—
open and sealed bid—in the space of a hundred meters in a single
marketplace. Could both be efficient? Under what circumstances? For
several weeks we gzthered data and tried to develop theoretical
economic models that could answer these questions. In the process, |
became friends with the mango auctioneer. The purpose of the closed
bidding system started to become clearer. Closed bids tended to be used
on goods that were produced by farmers near Karachi; the open auction
was used when goods were trucked in from afar. If the local farmer came
to the Karachi market to ascertain the going price for mangoes, he
would have a hard time finding out; winning bids were not made public.
The auctioneer confessed to me that he routinely passed on to the
growers lower prices than those he had actually received. Even ifa
grower came to the market, it would be difficult for him to discover the
truth.

The mango seller confided that this was his way of making extra
profits. He was exploitirg the growers of mangoes. Did this mean such
exploitation did not occur with the commodities sold via open auction!
Not necessarily, he explained.

“You don't have to be secretive with the goods that are sold in the
open auction, such as potatoes or coriander,” he said. Both of those
crops were shipped in from hundreds of kilometers away, and their
growers would never come to the Karachi market. “The auctioneer in
those cases can easily lie to the farmers about the prices their goods
fetched.”

Even when profit margins are low according to available records,
therefore, exploitation may ronetheless be taking place.
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when we, who have devoted our lives to studying
these questions, are ourselves uncertain?"’

INFORMATION AS REMEDY

When information is an obstacle to fair and efficient markets, infor-
mation may also be part of the solution. The Chilalo project in
Ethiopia transformed the local agricultural economy in part because
it employed standardized weights and measures. In the Karachi
fruit and vegetable market mentioned in the box on the facing page,
fraud and cheating would have been reduced if credible information
about market prices had been available.

Many economists have pointed out the importance of standard
measures and the dissemination of price information. Indeed, they
have emphasized government’s leading role in these informational
domains. For example, in a textbook on agricultural marketing,
Harold F. Breimyer stated: “No government service to marketing
has been so recognized as proper or even essential to good market-
ing as the providing of market information.””? Bruce F. Johnston
and Peter Kilby have argued that “a paucity of information about
prices” is one of the “inherent characteristics of an underdeveloped
economy.” Consequently, government has an “important role in
perfecting the working of markets,” including tt.e dissemination of
information and the enforcement of "standards, weights and meas-
ures. . . . Supervised uniform weights and measures, engineer-
ing standards, soil surveys and similar provision of exact knowledge
about products and factors of production is an essential prerequisite
for the application of more advanced techniques as well as for the
improvement in the functioning of markets.?!

Information is necessary to make incentives effective. “There
is no substitute,” wrote the Nobel prize-winning economist Theo-
dore W. Schultz in 1964, “for a system of product and factor prices as
a means of providing farmers, regardless of the size of farms, with
essential economic information.”? But clearly, “‘getting prices
right” will not have this effect unless the prices are known and
linked to the quality of the products being marketed.

PRIVATE AND PUBLIC ACTIONS

Economic theory suggests that information is exactly the sort of
good for which atomistic markets perform badly. Put another way,
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ZAMBIAN PRICE SURVEYS

When private firms cannot be encouraged to inform the public of their
prices, perhaps the government can do the informing. An example from
Zambia is interesting,

In the early 1980s Zambia was embroiled in what was then called its
worst economic crisis since independence. The International Monetary
Fund was asked to help, and in December 1982 substantial economic
reform was undertaken. Prices of most consumer goods were
decontrolled. By mid-1983, inflation had more than doubled. The prices
of staples, particularly mealie meal (corn flour), rose faster than the rate
of inflation. This led to popular unrest.

By mid-1984 elected officials in Zambia's one-party system were
openly criticizing the government for not doing more about prices.
Consumers as well as politicians laid the blame on “exploitation by
unscrupulous traders and speculators."”

Within the administration, the mounting pressure was felt most
acutely within the Prices and Incomes Commission. One official described
the situativn to me this way:

We are supposed to formulate a price and income policy
here, but in the current context it is difficult to pinpoint
what that means. The public and the politicians expect us
to act as poiice on prices. But now that prices are
decontrolled, we don't have the legal mandate to do it
even if we had the political power.

So, we asked ourselves what we could do, realizing the
public's expectations. We decided we would collect and
publish information on the prices charged for the same
goods by different stores.

At present this is all we think we can do, convey
market intelligence to consumers. This may nelp to
prevent exploitation. ~N

markets often do not work well unless, through collective action or
public policy, the right amounts and kinds of information are sup-
plied and demanded. Although market forces can be utilized to
induce the optimal provision of information, market forces alone are
unlikely to lead to the best informational results.

When John Kenneth Galbraith and several colleagues studied
the marketing system of Puerto Rico in the early 1950s, they learned
that sales outlets engaged in relatively little price competition, even
under what seemed to be competitive conditions. Galbraith—who,
incidentally, was originally appointed to the Harvard faculty as an
agricultural economist—and his coauthors emphasized that pro-
viding price information to consumers was a key to enhancing the
efficiency of the urban food market. “It will not be easy to alter the
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Therefore, the Prices and Incomes Commission carried out a price
survey in Lusaka on August 8, 1984. Fifty-eight retail outlets, including
marketplaces, were visited. Data were collected on the availability and
the price of more than twenty basic commodities. The results attracted
widespread attention. For example, only five of thirty-two shops that
“wanted to sell bread" actually had any in stock, and fewer than a
quarter of the shops wanting to sell milk were carrying it. Prices varied
widely, even for “identical” commodities.?’?

Commission chairman L. S. Chivuno appeared on television and radio
and was interviewed in the press. The commission paid for a full-page
advertisement in the Zambia Daily Mail that gave all the statistics and
nained particular stores at both ends of the price range. Commissioner
Chivuno decried the 300 percent price differentials on some items. But
his main point was simply that “if this kind of information is carried out
at given intervals, the information conveyed will assist consumers in being
better informed about where prices seem generally to be most attractive
and where gcods are available.”

From this example several points emerge. First, governments may
intervene in price policies, not to set prices but rather to provide
information about them. Second, traders themselves, who seemed miffed
by the commission’s surveys, may as a group benefit from the information
in the long run. As economist William O. Jones noted in a survey of
African markets, traders often are poorly informed about prices.*! The
operations of Zambian retailers may become more efficient as they learn
more about market conditions. Third, price variation is not evil. Even at a
&iven point in time in virtually all competitive markets, considerable price
variations can exist—and can be theoretically explained.?® Furthermore,
price variations certainly reflect quality differentials. Part of the variation
observed in Lusaka's prices for tomatoes and ordinary ground meat
reflected the freshness, size, and quality of the products sold in different
retail outlets.

prevailing attitude toward the desirability and feasibility of price
advertising in foods. No opportunity should be overlooked for en-
couraging it. Nothing is more likely to alter the ‘tone’ of competitive
behavior than aggressive publicizing of lower prices.”’?

We might restate Galbraith’s point as follows: even when the
conditions of apparently perfect competition were met, this did not
result in an efficient market because information was insufficient
and asymmetrically held.

The Zambian initiative mentioned in the box above did not
include information about the quality of the commodities of differ-
ent sellers. Nor was quality included in the path-breaking studies of
African markets directed by William O. Jones and summarized in his
book, Marketing Staple Food Crops in Tropical Africa. This omission is
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perhaps understandable, since to have gathered such information
would have required much more time and effort. But this omission
of the quality dimension has a parallel in the theoretical study of
agricultural (and other) markets in developing countries, where
quality has been given too little attention.

The textbook model of competition is part of the problem. The
standard model includes only quantity and price; the only informa-
tion that matters concerns those two variables. (Thus, if information
is mentioned at all, one speaks in terms of the need for standard
weights and measures and for data on prices.) In the textbook
model, goods are homogeneous. Price signals only tell a producer to
supply more or less, not better or worse. For some purposes, these
are convenient simplifications.

But introducing quality yields a rich harvest in insight and
policy relevance. By including quality in the analysis of markets, we
can fathom certain otherwise baffling institutions in primitive and
bazaar economies. Many other market institutions—such as brand
names, guarantees, contingent contracts, and standard grades—are
hard to understand using textbook economics but can be analyzed as
responses to adverse selection, moral hazard, and related problems.
We can generate new hypotheses about “exploitative” traders, de-
spite “low”” margins.

More relevant to our practical focus—by including the quality
variable we can generate new ways of assessing public and private
policies toward market regimes.

QUALITY IN THE EMERGENCE OF A
NATIONAL ECONOMY

Consider a simple story of the emergence of quality as a problem for
the marketplace. “In agriculture,” Barrington Moore, Jr., con-
cluded, “economic development means the extension of market
relationships over a much wider area than before, and the
replacement of subsistence farming more and more by production
for the market.”?” Economic development transforms primitive local
economies. A more-than-local market develops from exogenous
changes in production and transportation technologies and a
growth in demand. Regional and national markets emerge. Com-
modities that used to be traded with one’s fellow villager or neighbor
are now transported to distant points. Credit markets expand—
indeed, are created. National labor markets reallocate some people
from their traditional villages to other regions and more specialized
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jobs. As the market expands, specialization takes place. But the di-
vision of labor among producers cannot proceed efficiently unless
market institutions expand and improve. Experience shows that
markets grow more rapidly than the rate of economic growth.”® And
this expansion creates new requirements for inform-tion—not only
about aggregate quantities and average prices but also about quality.
Increasing specialization requires increasingly specialized infor-
mation.

Alas, institutions that provide, certifv, and reward such infor-
mation are often slow to develop. Without the right public and
private policies, market institutions will lag behind, thereby braking
economic growth.??

I mentioned that quality emerges as a problem; it was not much
of an issue in what we might stylize as the primitive economy.
Consider credit. Who is a good risk? Put another way, what is the
“quality” of a prospective borrower in terms of his or her future
capability and willingness to repay? In the primitive econoiny, the
lender knows the borrower well. They are neighbors. The lender
may also have powerful means to induce the borrower to repay,
such as one relative has over another or the landlord has over the
tenant or the owner of the only agricultural supply shop has over the
farmer. The lender will have little trouble distinguishing the riski-
ness of one potential debtor from another. There is no informational
problem about quality here.

Now, look at the situation in what we might call the transi-
tional economy. Here, the economy expands because of exogenous
changes in the technologies of production and transportation. A
credit market of more than local scope is created, and it has advan-
tages: economies of scale, greater competition, and the ability to
spread risk over larger domains. But along with these advantages
comes a disadvantage: evaluating the quality of potential loan recipi-
ents becomes more difficult. Little information on potential debtors
is available to the transitional economy’s lending market. Credit
ratings do not yet exist, and it may be difficult to define or verify the
collateral of loan applicants. Moreover, the means to enforce
repayment may be limited.

As a result, what at first looks like a clear improvement in
efficiency—an expanded and partly modernized credit market—
may only benefit a small subset of the economically relevant popula-
tion: those with readily visible collateral. Because the "quality” of
potential debtors is not readily apparent, the size of the <-edit mar-
ket will be limited. Credit will not be allocated to those who could
use it best.* Until the market can develop better means to distinguish
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quality, the first result of the transition from the primitive to the
underdeveloped credit market may be inefficient and regressive.,
Why? Because market institutions have not developed as fast as the
market for credit.

Other markets in developing countries encounter related
problems. In the process of development, many markets expand
faster than the institutions needed to discern and enforce quality
distinctions. The primitive economy evolved its own institutions to
deal with problems of poor information about quality. The most
pervasive were (and are) reciprocity and multiplex relationships.
Suppose that you always trade with me and I always trade with you
and we have many transactions in common. Over time we become
adept at making judgments about the qualities of each other’s
goods—judgments that are difficult or irapossible to make at the
time of each transaction. Even though it restricts competition, we
value our long-term trading relationship in part because it over-
comes the problem of judging quality.

Anthropologists and others have recently used similar reason-
ing to explain a variety of institutions in primitive and bazaar econo-
mies. Legal scholar Richard A. Posner, for one, writes,

With regard to trade in the ordinary sense—trade of
unlike articles between strangers—in primitive society,
transaction costs are presumably high because of the
costs of information regarding the reliability of the
seller, the quality of the product, and trading
alternatives (that is, the market price). However,
institutions have arisen which reduce these transaction
costs.™!

The institutions that substitute for good information about
quality include gift-exchange, “‘customary” prices rather than prices
determined by negotiation, “the transformation of an arm’s-length
contract relationship into an intimate status relationship,” and “a
buyer’s deliberately overpaying a seller in order to induce the seller
to deal fairly with him in the future. The overpayment increases the
cost to the seller of a breach of trust that would induce the buyer to
withdraw his patronage.”*2 The “breach of trust” here means the
misrepresentation of a product’s quality.

Anthropologist Clifford Geertz writes that “’the search for in-
formation—Ilaborious, uncertain, complex, and irregular—is the
central experience of life in the bazaar.”3

In the bazaar information is poor, scarce,
maldistributed, inefficiently communicated, and
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intensely valued. Neither the rich concreteness of
reliable knowledge that the ritualized character of
nonmarket economies makes possible, nor the
elaborate mechanisms for information generation and
transfer upon wkich industrial ones depend, are found
in the bazaar: neither ceremonial distribution nor
advertising: neither prescribed exchange partners nor
product standardization. The level of ignorance about
everything from product quality and going prices to
market possibilities and production costs is very high,
and much of the way in which the bazaar functions
can be interpreted as an attempt to reduce such
ignorance for someone, to increase it for someone, or
to defend someone against it. ¢

Geertz emphasizes “clientelization”’ (or repeated purchases) and
“intensive rather than extensive bargaining” as the key institutional
responses to informational problems.

As the market expands, the institutional responses of the
primitive and bazaar economies brake economic efficiency and may
even no longer be viable. Until institutions develop to certify and
reward quality, a market will not live up to its potential as an
efficient allocator of goods and services.

Indeed, the ability to develop such institutions is a key factor in
economic development. Douglass C. North argues that the transi-
tion from common property to private property depends on the
technology for measuring quality.

The costs of measuring the dimensions of the inputs
and the outputs will dictate the various property rights
structures for the diverse sectors of the economy,
which therefore will be dependent on the state of the
technology of measurement. . . . The existence of
exclusive property rights implies the ability to measure
the dimensions—quantity and quality—of the good or
service exchanged. Common property resources have
persisted where the costs of measuring the dimensions
of the resources have outweighed the benefits.3®

Although pursuing these lines would take us too far afield, we
see a common pattern. In the transition away from a primitive
economy that we call “development,” the market's growth outstrips
the ability of institutions to measure and reward quality distinctions.
As a consequence, the market malfunctions.

For one thing, the initial expansion and development of the
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market disproportionately benefits the most advantaged. This can
occur because local monopolies, extra-economic coercion, and other
forms of market power gather strength at this stage, as both capital-
ist and Marxist commentators have observed. But it also happens for
reasons we are now able to appreciate. The people who benefit
disproportionately often have an informational advantage. They en-
joy a head start in access to (or ability to process) information and
knowledge and access to the means of certifying and guaranteeing
quality. Thus, both the efficiency and equity of markets is hampered
because informational insiit:'tions are underdeveloped.

ECONOMIC THINKING ABOUT
QUALITY IN MARKETS

Economic theorists have investigated the characteristics of markets
with imperfect information about quality. In 1970 George Akerlof
posited a simple model in which producers were paid a price based
on the average quality of all goods in the market, not on the quality
of their particular offering. This could happen, for example, when
sellers knew the quality of their wares but buyers could discern only
the average level of quality in the entire market. In this example of a
market with asymmetric information, some producers would re-
spond by withholding high-quality goods from the market. The
average quality of goods offered would therefore decline—and so
would the going price. This in turn would induce other producers to
withdraw their relatively high-quality goods from the market. In this
fashion the market could disappear. The bad would increasingly
drive out the good: a phenomenon called adverse selection.

Akerlof argued that this admittedly extreme model captured
an important feature of markets.

There are many markets in which buyers use some
market statistic to judge the quality of prospective
purchases: in this case there is incentive for sellers to
market poor quality merchandise, since the returns for
good quality accrue mainly to the entire group whose
statistic is affected rather than to the individual seller.
As a result there tends to be a reduction in the average
quality of goods and also in the size of the market.*

In most realistic cases the market will not disappear. Producers
may not have full control over their levels of quality, or certain
minimal levels of quality may be obtainable at virtually no cost—this



INFORMATION AND MARKET INSTITUTIONS 45

is often the case for agricultural products. It is safe to conclude,
however, that a market with asymmetric information about quality
will have lower levels of both quality and quantity than are socially
optimal. Theoretical analyses using more realistic assumptions
about the information and the responses of sellers and buyers con-
firm that when information about quality is asymmetric, markets
tend to be inefficient. Michael Rothschild and Joseph Stiglitz
showed that imperfect information can lead to inefficient market
equilibria—or even no equilibria at all. “We began this research with
the hope of showing that even a small amount of imperfect informa-
tion could have a significant effect on competitive markets. Our
results were more striking than we had hoped.”¥ Another article
“indicates that Akerlof ‘s original result on breakdowns in the trad-
ing of high quality goods is quite robust. . . . [and] that allowing
partial information does not improve matters,""*

Economic research has shown that when prices function partly
to provide information about quality, the usual conclusions of eco-
nomic theory about the optimality of competitive markets no longer
hold. This phenomenon has been examined in financial, labor,
insurance, and commodity markets.>® Akerlof’s pioneering article
explicitly connected the problem of quality in markets with the pro-
position that “business in underdeveloped countries is difficult.” He
used his model to discuss the costs of dishonesty, the importance of
merchants in many developing nations, and extortionate credit
markets.

Too few studies have followed his lead and examined the
importance of information and market institutions in develop-
ment.** In particular, too few case studies have examined quality,
information, and markets in the third world. Most important from a
practical point of view, there has been little work on the public and
private policies that might improve market institutions.

Akerlof himself made a brief mention of the possibility of
market-improving policy measures:

It should be perceived that in these markets social and
private returns differ, and therefore, in some cases,
government intervention may increase the welfare of
all parties. Or private institutions may arise to take
advantage of the potential increases in welfare which
accrue to all parties. By nature, however, these -
institutions are nonatomistic, and therefore
concentrations of power—with ill consequences of
their own—can develop.*!
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But his hint remains a general one. We need to go further.
How do informational problems manifest themselves in under-
developed economies? What government interventions or private
institutions might make markets work better? What new problems
do these suggestions themselves present, and how might they be met?

KEY ELEMENTS OF THE PROBLEM

Before we can address these questions, we need to define the prob-
lem more precisely.

V. Quality varies, partly as a function of the producers’ efforts.
The opportunity cost of being in the market has to
increase with quality; supplying additional increments
of quality must somehow depend on the seller’s costly
efforts.

2. Information about quality is asymmetric. Akerlof’s model
supposed that each seller nas complete knowledge
about the quality of his or her product, but the buyers
know only the average quality of all products on the
market. A more general formulation would posit that
participants in tne market have differential levels of
knowledge or differential costs associated with
increments in effective knowledge.*? (Sometimes

. buyers may know more than sellers.)

3. The parties have an incentive to mislead one another. The
seller will profit from inducing the buyer to think his
product’s quality is higher than it is. Understanding
this, the uncertain buyer cannot overcome asymmetric
information simply by asking each seller about quality.
If, on the other hand, the selier has no incentive to
mislead or is required to tell the truth, then problems
of adverse selection and moral hazard will decrease.

In these conditions the comforting conclusions of textbook
economics no longer hold. Prices may be set competitively and yet
not clear the market. Even with free entry and many sellers and
buyers—two of the classic conditions for perfect competition—the
market will send inefficient signals. In the words of Keith Leffler,
“When quality is variable and the costs of measuring complex prod-
ucts are not zerc, casually applied supply and demand analysis
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will likely lead to incorrect predictions.”"*> As Joseph Stiglitz and
Andrew Weiss put it, when quality matters, “the Law of Supply and
Demand is not in fact a law, nor should it be viewed as an assump-
tion needed for competitive analysis. It is rather a result generated
by the underlying assumptions that prices have neither sorting nor
incentive effects.”"*4

Under such circumstances, relying on the untrammeled mar-
ket may notbe a wise strategy. Market institutions themselves need
revamping.

A FRAMEWORK FOR POLICY ANALYSIS

There are a large number of possibie vemedial measures. The three-
by-three matrix of Table 3-1 may be useful to organize them.

The columns of the matrix correspond to the three possible
policy makers—the sellers, the buyers, and “third parties.” The last
category includes but is not limited to the government. The rows of
the matrix correspond to the three defining conditions of the prob-
lem: varying quality, asymmetric information, and incentives to
mislead. Different actors can therefore address different aspects of
the problem of quality in markets.

In Chapter 5 we will go through this framework cell by cell,
with examples and some references to relevant literature. For now
we review the main ideas.

Let us begin with the first key feature of the problem, the fact
that quality varies. Here we ask, ““What can sellers, buyers, or third
parties such as the government do to reduce the variation in quality
across sellers?”

One idea is to regulate or control production processes or the
selling of final products directly so that variations in quality are
diminished. An example of sellers doing such a thing is the Bolivian
Medical Association, which establishes standards for the production
and certification of various kinds of physicians. But this strategy has
its costs: it reduces consumer choice by restricting the range of
available quality, provides a greater opportunity for monopoly
power to gain a foothold and be abused, and requires nionitoring
and enforcement.

The second key feature of the problem is asymmetric informa-
tion. The question here is: What can be done to overcome the fact
that some parties have more information than others?



TABLE 3.1

Quality and Markets: A Matrix of Problems and Policy Solutions

Problem

Quality varies across
sellers

Information is imperfect
and asymmetric

Sellers have incentives to
mislead

Policy Solutions

What Sellers Can Do

Form producers’ groups with quality standards

Provide buyers with information about products,
processes (e.g., through advertising, labeling,
samples)

Create brand names whose products share quality
characteristics

Offer contingent contracts (e.g.. warranties)
Invest in reputation for quality
Merge with the buyer (integrate forward)

What Buyers Can Do

(No policies required)

Gather information

Use consultants,
information services

Threaten retaliation

Become a repeat customer

Link the purchase of one
product with the
purchase of ochers from
the same supplier

Merge with the seller
(integrate backward)

What Government Policy Makers
and Other Third Parties Can Do

Regulate quality of products, processes

Facilitate the formation of producer and consumer
groups

Regulate producer and consumer groups

Improve the informational infrastructure (e.g.,
communications [hardware}; the development
and dissemination of standards [software]; laws
and policies)

Measure quality

Put into effect and enforce contingent contracts
Require high-quality sellers to stay in the market
Offer arbitration (e.g., to settle a price dispute)
Set prices for different qualities of goods
Nationalize production or distribution

YA
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In our archetypal case where sellers know the quality of their
products but buyers do not, sellers themselves can take certain
actions. They can send signals to consumers about their product (or
in some cases about the processes used to produce that product). But
these signals will not be effective unless sellers overcome two addi-
tional problems, which I call identifiability and credibility. First, the
seller’s particular product must be identifiable over many trans-
actions, and so a brand name, plus quality control, may be called for.
Second, the seller's message must be credible, and to establish credi-
bility the seller may have to resort to devices ranging from free
samples to the third-party enforcement of truthful labeling and ad-
vertising.

Buyers, too, can take steps to obtain information. They can act
individually or as a group, or through hired help such as consultants
or information services, to find out more about products, processes,
or producers.

Third parties such as the government can heip to make infor-
mation more symmetric. They can provide the means for both par-
ties to make quick and credible measurements of quality. They can
do the measuring themselves, offering the service or making it
mandatory; the entities measured may be products, production
processes, or producers. Third parties can create the infrastructure
for information transfers, including hardware (such as public com-
munications), software (such as education and consumer training),
and practices such as the enforcement of truth in advertising and the
enforcement of contingent contracts.

The third key feature is the incentive to mislead. Sellcrs may
reduce these incentives through contingent contracts, such as guar-
antees and warranties. Sellers may also invest in their reputations
for quality across many products and transactions.

The incentive tc mislead may also be overcome if buyers and
sellers combine through forward (or backward) integration in the
market. Each of these steps carries its own costs and risks.

The government may help overcome the sellers’ incentives to
mislead in ways ranging from mild intervention to draconian take-
overs. The government may require contingent contracts, as for
example in liability laws regarding product safety. It may regulate
the market in a number of ways—it overcomes adverse selection in
health insurance, for example, by requiring all citizens to be part of
the schezne. The government may nationalize the industry, in a sort
of grand forward or backward integration, which (at least in theory)
may remove the incentives to mislead by making both sellers and
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buyers part of the government. The possible costs of such steps are
many, not the least of which are the managerial inefficiencies of
monopolistic control.

We will develop these points in Chapter 5. Let us first examine
two real cases involving quality problems in markets. In the process,
we will apply the ideas of the framework for policy analysis and get a
feel for its practical uses and limitations.



INFORMATION
AND MARKETS:
TWO EXAMPLES

HOW MIGHT THE IDEAS of Chapter 3 help us on practical prob-
lems? This chapter presents two brief case studies that use those
ideas to examine the success of public policy and private action in
improving the functioning of India’s market for milk. Then we look
at the much less successful example of the Pakistani shrimp indus-
try. In both cases, information and the development of market insti-
tutions prove crucial.

QUALIT'Y AND THE MILK MARKET
IN INDIA

In a country of many vegetarians milk and milk products play a
crucial role in nutrition. But milk markets present problems. Milk
production is seasonally variable in India, whereas both the demand
for milk and the needs of small producers for income are stable. Milk
is perishable and requires a sophisticated infrastructure for its trans-
port and processing. These problems »ffect quality.

Milk varies in quality for several reasons:

®  Milk spoils. Bacteria grow rapidly. Without
refrigeration, milk can be stored only for short periods
and transported over short distances.

B  Better cows produce better milk with higher content of
butterfat and nonfat solids. Better cows can be had by

51
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obtaining more prolific breeds or by producing them
through artificial insemination, by feeding cows
higher-quality fodder, by providing improved
veterinary services, and by better farm management.

m  Milk can be cut with water, which creates a higher
volume but lowers the percentage of butterfat and
nonfat solids.

In India, milk is marketed in stages. The small village producer
sells the milk to a local purchaser, who then transports the milk to a
town, where it is sold to a processor. The processor turns the milk
into a variety of products, including pasteurized milk for household
use. These products are distributed through the retail market. At
each stage milk may be mishandled or diluted by the incompetent or
unscrupulous: adverse incentives lurk.

In the early 1960s, India’s milk market was in trouble. With the
expansion of the urban milk marke! had come incentives to move
cows from rural areas into the cities. Urban cattle colonies had
several advantages. Problems of milk storage and transportation
were reduced. Moreover, the processor could keep a closer watch on
the quality of the milk purchased.

But cities were not desirable places to raise cows. Feed had to
be imported. Space was limited. Consequently, only the highest-
yielding cows were worth importing into the city, which meant
those with newborn calves. Once lactation was well-established,
the calves were allowed to die because it did not pay to rear them in
the city. The dam itself was slaughtered after a couple of lactations
because it was not economical to return the animal to the rural
milkshed for freshening. Thus, about half of the dams brought to the
city were slaughtered prematurely. In largely Hindu India, these
practices had religious as well as economic costs.

In this fashion the dynamics of urban milk production began to
deplete the stock of high-quality cattle. The costs of producing milk
in the city rose. Urban processors responded by diluting the quality
of the milk. Although the expansion of urban cattle colonies had
“solved’’ some problems of quality, it exacerbated others.

Foreign aid played an ironic role. In the 1960s the European
Community generously donated large quantities of surplus pow-
dered milk, which was distributed at low prices to consumers. In
response, the price of Indian milk dropped, and processors had yet
another incentive to dilute its quality.

By 1970 milk consumption in India had fallen to 105 grams per
capita, down from 126 grams in 1960 and 139 grams in 1950. The
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poor were particularly hard hit. Many small farmers and landless
rural inhabitants depended on milk production. These two groups
owned 53 percent of India’s “animals in milk’ and produced 51
percent of the nation’s miik supply. The declining market for milk
threatened to render even more tenuous the livelihoods of these
poor farmers.

OPERATION FLOOD

To help remedy the situation, the National Dairy Development
Board (NDDB) launched Operation Flood. This program aimed to
improve dairy production and marketing in seventeen nucleus
milkshed districts and four major cities.

The NDDB modeled its efforts on a successful cooperative in
Kaira district, Gujarat. Called AMUL, this cooperative had many
attractive features.! We will focus on several that were particularly
relevant to the milk market’s problems of quality:

First, the NDDB established objective criteria for determining
the quality of milk. More important, an inexpensive and credible
technology for measuring that quality was made available to both
buyers and sellers. Each village cooperative society received a hand-
operated machine for testing the butterfat content of milk. The
cooperative collected milk from local farmers twice a day. The milk
was tested for fat content by the cooperative’s officials, who were
well-respected villagers. Twelve hours later, the cooperative official
returned and paid the farmer in cash, depending on the quality and
quantity of the milk. The fat tester was also used at later stages in the
marketing of milk. Incentives were restored to produce and market
milk of appropriate levels of quality.?

Second, the NDDB took direct steps to improve and stan-
dardize the quality of milk its members marketed. Participating
farmers were provided with an integrated package of services.
These included artificial insemination, better catle feed, veterinary
services, and technical assistance.

Third, quality was also improved through technical improve-
ments in transportation and marketing. The NDDB subsidized the
states and the local cooperatives in creating modern, decentralized
processing plants. The NDDB instituted refrigerated transportation.
Milk was picked up twice a day by district union trucks and taken to
simple feeder-balancing dairy plants or chilling centers that served
contiguous milkshed areas. Spoilage was tliereby reduced. Since the
processing plants were capable of producing milk powder, butter,
and cheese, they could be used to remove liquid milk from the
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market in periods of excess supply. In this way, the NDDB uprooted
many of the incentives for urban cattle colonies, whose demise in the
long run would lead to improved quality.

Fourth, the NDDB promoted its own brand names to distin-
guish its products. Its ice cream was considered to be of unpreceden-
ted quality in India.

The results were impressive. Milk production and consump-
tion rose sharply. The quality of the milk and other products was
improved. By 1979 the NDDB had approximately doubled the in-
comes of the one million rural families. On average, the NDDB paid
15 percent more for their milk than the traditional traders, and the
milk reached consumers at prices 9 percent lower.?

The NDDB was widely considered to be one of India’s great
successes in rural development. In villages where the NDDB was
active, outside observers reported that peasants said they needed
“something like the dairy”’ to solve the community’s other economic
problems. The NDDB was lionized in a cover story in the Indian
equivalent of Business Week. It even reached the silver screen: a
feature film melodramatically depicted the fight waged by a zealous
NDDB cooperative against a vicious village milk trader.

In the 1980s some controversy arose about who had benefited
from this success. Some said that the rich gained the most. Others
argued that grain production went down as milk production went
up, with uncertain net social benefits. But a careful study of a sample
of villages that did and did not participate in Operation Flood esti-
mated 17 percent higher production in the former group, with all but
the very poorest (who had no cows) benefiting directly. Further-
more, there were no adverse effects on grain production.*

The reasons for the NDDB's success were many. It enjoyed
high-level political support, had access to considerable amounts of
untied resources from foreign assistance and the government bud-
get, was under the leadership of an ex.raordinary chief executive,
and the ideology of cooperatives went over well with the public.®

ANALYZING SUCCESS

The NDDB also dealt well with problems of quality. The matrix of
policies in Table 3-1 can be used to analyze its success.

The NDDB is a third party. It acted to reduce quality variations
across sellers by upgrading the technology of milk production. It
helped improve the cows, the inputs going into the cows, and the
infrastructure through which milk was processed and delivered.

These steps would have been much less valuable had not the
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NDDB also acted on a second front, making informat‘u.; symmetric in
the market. The key was the butterfat tester. By providing cheap and
credible information about quality, it immediately minimized the
problem of adverse selection. The NDDR also put out its own brand
name, which enabled consumers to buy its superior products with
confidence. In the case of processed milk products, the NDDB suc-
cessfully sold its high-quality goods for well above the usual market
prices. Eventually, the private sector competing with NDDB raised
its prices as well.®

The NDDB overcame some of the incentives for sellers to mislead
buyers through vertical integration. Its farmers were linked verti-
cally to cooperatives, transportation, processing plants, and the
retail brand names, all under the aegis of the NDDB. Since co-op
members bought the milk from other co-op members, presumably
the incentives to mislead were reduced.’ Integrating forward in-
to processing in rural areas helped remove the incentives for ur-
ban cattle colonies. A study of beneficiaries showed that “the
primary motive for joining seems to be the prospect of better
milk marketing.’’®

QUALITY AND THE PAKISTANI
SHRIMP INDUSTRY

Let us turn to a second case that enjoyed less success and see how
the framework of Table 3-1 helps us understand why.

Again we begin our account with a market in trouble. In 1974
the Pakistani shrimp industry was reeling. In a year export earnings
from shrimp had fallen from Rs 45 million to Rs 16 million. By
October 1974 the situation had b.come drastic. Faced with a declin-
ing export market, Karachi’s shrimp processors refused to buy all
of the local catch. Fishermen rioted. The government reacted by or-
dering the processors to buy all the shririp that was landed and
imposing & minimum price of Rs 7 per pound. Eight of the sixteen
processors responded by shutting down their plants. Three of the
processors who remained open refused to buy their share of shrimp.
The government countered by jailing them. The market broke
down.

One reason for ihe dramatic drop in exports was a scandal
involving the quality of Pakistani shrimp. An unscrupulous individ-
ual who had purchased a shrimp-processing plant had sold the
Japanese a large consignment that contained many rotten shrimp
and shrimp that were smaller than their alleged sizes. Like all
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Pakistan’s shrimp exports, this shipment had been inspected and
approved by the provincial government’s Marine Fisheries Depart-
merit. When the consignment reached Japan and the fraud was
recognized, the Japanese government lodged an official protest with
the Pakistani embassy in Tokyo. For a year the Japanese bought
virtually no shrimp from Pakistan.

As it happened, the offending entrepreneur escaped. He sold
his plant and disappeared.

These were the headlines of the shrimp crisis, but behind the
scenes lurked other problems. Pakistani shrimp customarily fetched
lower prices than biologically identical shrimp from India and Indo-
nesia.” It was said that the Pakistani shrimp “was of lower quality.”

“Quality” has several dimensions here. Several genera of
shrimp are sold on the world markets: white and brown are the
common names of the two most commercially important, and white
shrimp fetch higher prices. The size of the shrimp also matters. In
1975, the largest white shrimp (10/15 count, meaning between 10
and 15 shrimp per kilogram) fetched about $5 per kilogram on the
international market, whereas much smaller white shrimp (71/90
count) went for about $1 per kilogram. Even among shrimp of the
same genus and size, quality depends on freshness and cleanliness.
And if a producer is known for systematically overstating the size of
his shrimp—calling 31/40 count what are really 41/50 count, for
example—this will also affect his reputation for quality.

The export market recognized only one price for frozen Paki-
stani shrimp of a given genus and size. Thus, the price that a
Pakistani shrimp processor received for his shrimp depended on the
average quality of all Pakistani exports of that genus and size, not on
the quality of his own product. Already one can see the potential for
adverse incentives. But before discussing the export market, let us
look at some of the problems in Pakistan’s internal market for
shrimp.

Shrimp production and marketing included several stages, at
each of which quality could be affected. In 1975, roughly a thousand
trawlers plied the waters of Pakistan, with an average of ten to
twelve fishermen per boat. There was evidence of overfishing: the
total catch of shrimp had not shown appreciable growth over the
previous half dozen years even though the number of trawlers had
approximately doubled. Moreover, an increasing proportion of the
shrimp caught were smaller ¢ 1d therefore less valuable.! Too few
baby shrimp were being allowed to grow into the bigger shrimp that
might be worth five times as much per kilogram.
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The first stage of shrimp marketing presented several other
problems. The central figures in the shrimp auction were the
twenty-three middlemen called mole holders. When a trawler re-
turned with its catch, its skipper informed his regular mole holder.
The shrimp were conveyed by basket from the trawler to the auc-
tioning area. White and brown shrimp were sorted. Then, with the
fishermen excluded from the process, the mole holders auctioned
the shrimp to the processors. From the sale price the mole holders
deducted 6% percent—3 percent went to the mole holder and 3%
percent went to the Fishermen’s Cooperative Society, an organiza-
tion dedicated to the sale of equipment and ice, the care of fisher-
men’s widows, and such.

Near the harbor where the shrimp auction took place were the
processing plants. Most of the shrimp was frozen; some was
canned. On bare concrete floors inside the plants, squatting women
selected shrimp from conveyer belts and tossed them into buckets
corresponding to different sizes. Then the shrimp were washed,
quick-frozen, and put into plastic packages.

Shrimp were shipped from docks near the fish harbor. Be-
cause of the torricd daytime temperatures, the shrimp were loaded
at night. This, however, created problems for the quality inspec-
tor of the Marine Fisheries Department, as Karachi harbor was
poorly lit.

This is a brief description of the industry as it was in 1974 when
the crisis erupted. Pakistan’s fourth largest source of export earnings
was threatened, and policy makers felt compelled to act. But what
should they do? Although many issues were involved, for our pur-
poses we focus on problems of quality.

Quality problems occurred in two stages of the marketing
process. First was the fish harbor auction. Shrimp were sold in large
lots, unsorted except by genus. Because the quality dimensions of
size and freshness were not measured and rewarded, fishermen had
inappropriate incentives. They would continue to catch too many
baby shrimp. It was not worthwhile to travel longer distances to
catch larger shrimp when they could catch many small ones near
shore. Nor did they pay enough attention to the freshness of the
shrimp, which could have been improved by deheading at sea and
more careful icing.

Second, problems developed in the export market. Because
processors were paid according to the average quality of all Pakistani
exports and not according to the quality of their own material, they
had incentives to cut corners regarding freshness and cleanliness
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and to cheat on counts. As a result Pakistan’s produce was dis-
counted on the world market.

Both markets can be analyzed by returning to the matrix of
policies presented in Table 3-1.

THE DOMESTIC MARKET

Too many baby shrimp were being caught. One possible remedy
would have been to sort the shrimp by size before the auction. This
would have restructured incentives in the right direction and could
have been done by the sellers, the buyers, or a third party.

But sorting is costly. The key questions for analysis are: How
much sorting is optimal at the fish harbor? And who should pay for
it? Complete sizing before auction might take too much time. If so, a
compromise might be feasible, such as sorting the shriinp into small,
medium, and large sizes. Or since small shrimp were the problem,
they might be separated from the rest. Both buyers and sellers
should benefit in the long run from sorting before auction.

if so, why did such sorting not take place? One reason may be
that the mole holders were responsible for sorting and auctioning. If
they were to bear the costs of additional sorting, the additional
expense might not be covered by their 3 percent commission on a
more valuable base. An arrangement might be made for the fisher-
men and the processors to pay for additional sorting charges.

Another reason was also at work, which reflected a deep prob-
lem in the marketplace. The processors were engaged in collusive
price-setting. Each Monday they would meet to set an artificially low
base purchase price. As a result, the processors made greater rofits
at the expense of the fishermen. My investigations into financial
records provided by one forthcoming shrimp processor revealed
profit rates in excess of 100 percent.

In 1981 the mole holders organization wrote to the government
recommending that “the mole holders auction the fish and shrimp
in the open market in order to fetch the highest possible rates,”
something that was not currently done because “the factory owners
make a kind of pool to lower the rate to the detriment of poor
fishermen.” The practice of having only one price may have facili-
tated collusion. If so, then better grading policies will not be advo-
cated by the sellers, and antitrust measures may be necessary. Still,
we might expect that the government could improve the functioning
of this market by encouraging pre-auction grading.

The top row of Table 3-1 asks us to look for policies that
might reduce quality variations in the market. A significant problem is
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the overfishing of baby shrimp, which produces a lower quantity
and quality of shrimp. To reduce overfishing, the government could
require minimum mesh sizes, prohibit fishing during the spawning
season, and restrict fishing near river mouths where spawning takes
place. Analyticaily, these steps would be akin to regulating the
“’production process’ as opposed to the quality of the product itself
(the appendix to Chapter 5 discusses this distinction).

As it happened, the Pakistani government did nothing regard-
ing mesh sizes, apparently believing that with the large capital stock
of existing nets and the problems of enforcement, restrictive rules
would be unenforceable. The government did attempt to prohibit
fishing in certain seasons and waters. In 1978 the federal Ministry of
Food, Agriculture, and Cooperatives declared that May and June
would be a closed season for shrimp fishing. It was during this time
that most spawning occurred. In Pakistan the federal government
has jurisdiction over waters from 23 to 200 miles offshore. However,
the provincial government did not follow suit—perhaps to protect
the poor artisanal fishermen who worked in primitive launches
along the coast—and fishing remained legal close to shore. Conse-
quently, the ban did not work."!

A second problem in the domestic market was the freshness of
shrimp. Since fresher shrimp did not bring a higher price on the local
market, adverse incentives again rose up. One possible remedy
would have been to grade the shrimp at auction by freshness as well
as size. Alternatively, measures might have been 1*ndertaken to
regulate the catching of shrimp. Fishermen might be trained in the
importance and techniques of deheading shrimp and icing them at
sea. Such steps might be required, with fines for violators. If ice
could not be obtained, the role of the Fishermen’s Cooperative
Society might be reexamined.

The third row of Table 3-1 suggests that we try to overcome the
seller’s incentives to foist off lower-quality shrimp on the buyers.
Vertical integration is one possibility. Fishermen would make ar-
rangements with the processors directly. Prices would be deter-
mined after the final sorting in each processing plant.'?

THE EXPORT MARKET

The export market also malfunctioned because quality was not
adequately gauged and rewarded. A shipment of bad shrimp had
disastrously eroded the country’s reputation and revenues. Fur-
ther instances of poor quality continued to hamper the Pakistani
shrimp industry. In 1980 the U.S. Food and Drug Administration
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(FDA) blacklisted Pakistani shrimp, citing decomposition, filth, and
evidence of salmonella. The country’s shrimp was banned from the
U.S. market until the Pakistani government took action to improve
quality.

What might be done to overcome these problems?

Consider the sellers. In the upper left-hand cell of Table 3-1,
we see that sellers might consider forming a producers’ group to
reduce variations in quality among sellers. In the early 1980s an effort
was made to toughen up the shrimp processors association. Mem-
bership was to be mandatory, with group-enforced penalties and
policing. But Pakistani laws concerning trade associations had a
locphole. “If the exporter is engaged in more than one trade or
industry and becomes a member, it shall not be compulsory for such
cxporter to become a member of any other association.” Many ex-
porters were involved in several industries and for some reason did
not participate in the shrimp processors association. “One big
change since 1976,” said a senior official of the Marine Fisheries
Department in 1982, “has been that the traditional shrimp plant own-
ers have lost interest. Now entrepreneurs are renting the factories.”

Apparently many of them did not want to participate in a
collective, long-term effort to raise the industry’s standards. One
processor described the situation in an article in a Karachi news-
paper:

The motives behind the creation and membership of

various Trade Associations . . is to promote the

concerned trzde and industry and to instill discipline

amongst its membership, so that no member indulges

in any kind of malpractice. But in the event of non-

existence of mandatory membership, of specific Trade

Association, those exporters who are not members of

their specific Trade Association could ignore such

Association and the concerned Association just can not

do anything about jt.!?

Sellers might also try to overcome informational asymmetries by
improving the information available to international buyers. In 1976
a Japanese delegation came to Pakistan to inspect the shrimp-
processing plants. The visitors gave the Pakistani material as a
whole a mediocre grade. According to one processor, the Japanese
told him that his shrimp were of better quality but that they could
not give him “your deserving price.” Perhaps the Japanese did not
have confidr ~ce that what was higher quality today would be higher
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quality a month from now. (An option might be to station a Japanese
inspector at the plant.) Brand names were tried for some processors
in the 1970s but somehow (or nevertheless) did not result in different
prices for different processors’ goods.

Again using the policy matrix of Table 3-1 to guide us, we
might ask what the sellers could do to overcome the incentives to
mislead the importers. One idea is a contingent contract. indeed,
such an institution was already being used (and abused) in 1975.
Upon making their purchase, American importers paid Pakistani
processors 80 percent of the listed price. If the shipment was found
to be of good quality when it reached the U.S. market, the processor
would be paid an additional 15 percent. The remaining 5 percent
was apparently kept by the importer.

While studying the books of the remarkably forthcoming
shrimp processor mentioned above, I found that the supplementary
15 percent was hardly ever paid. “Was your quality that bad?” |
asked.

“Not at all, "’ replied the candid processor. ““The payments are
made, but to my brother in London. I do not report them here.”

In this way, the payments did not appear on the company’s
books—nor on its Pakistani tax returns. A contingent contract de-
signed to guarantee good quality had been twisted to serve other
purposes. '

The sellers and the buyers might consider market integration.
A Japanese importer, for example, might undertake a joint venture
with a Pakistani processor. As of 1982, however, no such step had
been taken.

The buyers had few other alternatives. The Japanese reaction
of not buying for a year and later sending a delegation to inspect the
plants might be placed under the categories of ‘“retaliation” and
“gather information” in the second column of Table 3-1. The FDA’s
action, too, might be usefully classified as a retaliatory step on behalf
of the buyers.

What role might third parties such as the government play in
improving the export market?

It took the FDA’s ban to galvanize the federal Ministry of
Agriculture. It did not have control over the Marine Fisheries De-
partment, a provincial body. But the ministry’s Live Stock Division
had an animal quarantine station in Karachi. The ministry decided to
have this station approve the quality of all shrimp exports.

Unfortunately, this move presented several difficulties. The
officers of the animal quarantine station had been trained to assess
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beef and mutton, not shrimp. Their office was located far from the
fish harbor, too far apparently for its officers to be willing to travel in
order to investigate the shrimp. Consequently, according to various
reports, unscrupulous processors would drive half an hour to the
station, pay a bribe, and receive a livestock certificate attesting that
“the animal has been properly slaughtered.”

Eventually the federal ministry realized that the animal quar-
antine station was not the answer. At a meeting in Karachi in June
1980, a major governmental effort in quality control was planned.
These policies fell in the top right-hand cell of Table 3-1. regulating
quality. The production process would be regulated. Twelve gov-
ernment inspectors would be placed at the twenty-eight freezing
and canning plants for shrimp and fish. They would also make
periodic trips to fishing settlements along the Sind and Baluchistan
coasts. Quality wouid be checked at the fish harbor as well. Eight
inspectors would be placed there to check the freshness of the
landed shrimp and fish. Finally, quality control at the export stage
would be upgraded. In particular, the Marine Fisheries Depart-
ment’s laboratory for quality testing would be resurrected.

The focal point of these actions was the dimension of quality
raised by the FDA: freshness.’S Notice that the government’s
planned measures would have Iittle impact on undersizing in the
export market. The policy response was direct regulation and in-
spection. The government did nct undertake other possible meas-
ures, such as changing rules and laws to strengthen the shrimp
Processors association, imposing penalties and liabilities for sub-
standard products, encouraging brand names, improving informa-
tion, fostering vertical integration, or even getting into the shrimp
business itself. The Fishermen's Cooperative Society played virtu-
ally no role in overcoming quality problems.

As it happened, the government's initiatives were slow to
materialize. The plans formulated at the June 1980 meeting did not
become a detailed project until November 1981, and the project was
not funded until March 1982. At that time (shortly before my last
visit to Pakistan), one could not say that quality problems in the
shrimp market had been solved.

But the point of this analysis is not to evaluate the actors in the
Pakistani shrimp story. Like most analyses of real markets in de-
veloping countries, a case like this one clearly shows the futility of
extreme and general advice to let the market work (at one extreme)
or to have the government take over the industry (at the other). It
suggests the value of an analysis of the problems of quality in
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markets and of the possible ways these problems might be ad-
dressed. This case also illustrates the difficulties that may impede—
and indeed may ensue from—policies to overcome adverse selec-
tion. As the appendix to Chapter 5 explores in more detail, each of
the possible remedies for problems of quality and markets carries its
own costs and risks. These will need to be appraised for each partic-
ular problem.



ACTIONS BY BUYERS,
SELLERS, AND
GOVERNMENTS

INFORMATION PROBLEMS plague all sorts of markets in de-
veloping countries. We have been focusing on agricultural markets,
in part because they are often taken as the prototype of perfect
competition. But related issues arise in markets for credit, labor,
insurance and education; and they are especially severe among the
poor in developing countries, where information is scarce and mar-
ket institutions weak.

As a brief example, consider credit for so-called microen-
terprises. The term has many meanings but here let us apply it to
small businesses with fewer than five employees, sometimes re-
ferred to as the informal sector. Recent studies in Bolivia and many
other developing countries reveal three important facts.

First, as a source of jobs and incomes in times of economic
difficulty, the informal sector is large and growing in importance. As
we saw in Chapter 2, an estimated 80 percent of the population of La
Paz has at least one family member working in the informal sector.

Second, although in my view it remains debatable whether
raany microenterprises are technically efficient, their resilience indi-
cates that the entrepreneurial spirit is not absent in supposedly
backward economies. Some evidence suggests that today’s hawkers
and microentrepreneurs become tomorrow’s middle class. The in-
formal sector may be the breeding ground of indigenous enterprise.

Third, the most important obstacles facing microenterprises
are a lack of property rights and a lack of credit. Although it has been
argued that poor management and bookkeeping skills also constrain

-

AS.
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small businesses in developing countries, in the informal sector
these are usually not crucial.

By property rights, I mean first of all the legal right to exist.
Studies show that it is time-consuming and expensive to obtain the
licenses and permits necessary to exist as a small business—much
less to import inputs and export products. If a small firm is unable or
unwilling to bear these costs, it remains at the edge of the law or may
even be classified as an illegal enterprise. This has some advantages,
forexample, when taxes are evaded. But it also entails costs, such as
being unable to take advantage of contracts and, in Bolivia, being
unable to receive bank loans. Therefore, the reform of laws and
regulations is the first step toward empowering the informal sector. !

Even when small enterprises are legal, the credit market often
does not serve them well. Our discussion of quality in markets helps
us understand why.

Consider potential loan recipients from the perspective of a
profit-maximizing bank. Suppose there are fixed costs to making a
loan that do not depend on the size of the loan. A bank will then
make a higher profit per peso loaned for larger loans. Apart from
transactions costs, though, there is another reason why banks prefer
large loans. The bank loses money if the loan is not repaid. Itreduces
this risk in two ways: by screening loan applicants and by obtaining
guarantees for the loans, such as collateral. Small borrowers often do
not have credible collateral, whereas those who obtain large loans
frequently do (houses, factories, farms, and so forth).

Loan applicants therefore have different qualities: the cost per
peso loaned, collateral, and the availability of information useful for
screening bad risks. We can think of potential borrowers as havinga
distribution of riskiness akin to the distribution of quality of Israeli
oranges or the quality of Pakistani shrimp. Each enterprise has an
incentive to appear creditworthy and to promise to repay; and be-
cause the bank understands this, the bank cannot believe everything
an applicant tells it. Once again we have a situation of variable
quality, asymmetric information, and the incentive to mislead.

Solutions to the credit problem for small businesses may there-
fore profit from our framework for policy analysis in Table 3-1.
Without going through the table in detail, let us mention three
possibilities that have proved successful in other countries. Each can
be understood in terms of our previous work.

First, form credit groups. In some successful credit programs,
recipients in groups of five to ten guarantee each other’s loans. This
practice has several benefits. In forming the groups, the members,
recognizing their joint responsibility, screen each other, lowering
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the bank’s screening costs. Moreover, by transacting one loan in-
stead of five to ten, the bank saves on the fixed costs of lending.
Finally, members can enforce each other’s repayment in ways that
neither the bank nor the legal system can cheaply duplicate.?

Second, wuse information brokers. Some successful credit pro-
grams have relied on community agencies to perform credit screen-
ing (and other functions such as monitoring progress, providing
some technical assistance, and helping with loan collection). From
the perspective of this chapter, one virtue of this mechanism is that it
utilizes the community agency’s comparative advantage in informa-
tion about local conditions and recipients.

Third, use small loans for shori periods of time. In effect, the idea is
to encourage “repeat buying” (in this case, repeat borrowing),
which tends to overcome the problem of incentives to mislead.

EXTENSIONS

We have been discussing one aspect of markets in developing
countries, namely, the ways that varying quality and poor informa-
tion can make those markets malfunction. The discussion is not just
important for capitalist economies. Marketing is also important un-
der socialism. “There is a tendericy among economists of capitalist
countries,” wrote the Romanian professor Mihail C. Demetrescu,
“to underestimate the usefulness of marketing within the socialist
countries.” He went on: “Marketing is a set of ideologically and
morally neutral management principles and techniques aimed at
facilitating this flow of goods and services from producer to con-
sumer. Marketing can therefore be used by any political or economic
system.””?

We expect an inefficient market when “the flow of goods and
services” takes place under conditions of varying quality, asymmet-
ric information between the parties of the transaction, and an eco-
nomic incentive for one party to mislead the other about quality.

Information is a key. Most developing countries are not well
endowed with information or information processing, even in their
agricultural markets. Consider this recent appraisal of the situation
in Cameroon:

There remains, however, a nearly absolute absence of
regular information at the intermediate (farm and
village) market level. . . . As Cameroon restructures
its economy to place more emphasis on the private
sector, the need for appropriate and timely data
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becomes critical. It will be especially important that the
Government has information to support (and evaluate)
the private sector, monitor and control its import tax
programs, and detect and adjust to emerging problems
(such as food emergencies, for example). The
importance of such information to both public and
private sector decision makers cannot be
overemphasized. Cameroon should move immediately
to strengthen existing data collection and
dissemination systems and to extend the system to
include farm and village markets.*

We have focused on agricultural markets, but not because they
provide the clearest evidence of informational problems. Indeed, if
one would expect the untrammeled competitive market to work
anywhere in an underdeveloped economy, it would be in agricul-
ture; at least, this seems a popular view these days. A common cry to
governments is to leave agricultural markets alone, or something
close to that: let the prices reflect international and domestic scarcity
values; let the traders trade and the farmers farm and the consumers
consume. Any deviation from laissez faire in agricultural marketing
invites inefficiencies.

This advice has been justified in several ways. Agricultural
growth in Bolivia and many other developing countries has been
disappointing over the past decade. Large-scale government inter-
vention, such as marketing boards and price fixing, have led to
corruption and loss.” At the microeconomic level, studies have con-
cluded that agricultural middlemen do not report exorbitant profits
and that entry into the agricultural market seems unrestricted—two
classic conditions of competitive markets. Ard in the background is
the reassuring result of textbook economics: competitive markets are
optimal.

But the competitive Indian milk market was not working well.
Information about quality was imperfect, and incentives were there-
fore distorted. At various stages of the marketing process, sellers
could cut the milk with water, raising the volume but reducing the
quality; and buyers had a hard time telling if and to what extent this
had occurred. The quality and quantity of milk consumed was low,
especially given the country’s nutritional needs and the millions of
poor rural people whose livelihoods depended on their milk
animals.

With a number of shrewd interventions, India’s National
Dairy Development Board helped the market work better. I have
already discussed one of these interventions: the dissemination of a
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cheap and credible mechanism for measuring the butterfat content
of milk. Henceforth, both buyers and sellers could test the milk’s
quality, which removed the incentive to cut the mill;, which in turn
helped the market take off.

The competitive Pakistani shrimp market did not work well
either, and again a culprit was poor information and the resulting
distortions of incentives. Because the local auction did not reward
fishermen for catching larger shrimp, they caught too many smaller
shrimp, and both the catches and the revenues were less than opti-
mal. The export market did not possess institutions to gauge and
reward the quality of the shrimp of individual Pakistani processors.
This allowed undersizing and other abuses such as the export of
decomposed, filthy, and salmonella-infested shrimp to the United
States, with the result that Pakistani shrimp exports were blacklisted
by the U.S. Department of Agriculture.

These two cases are not isolated instances. Because of poor
information in many market institutions, around the globe we wit-
ness arrangements typical of primitive or bazaar economies: recipro-
cal clientized buyer-seller relationships instead of competition for
one’s products; business and trade within the family instead of in
open markets; even the virtual destruction of marke!s for cash crops
as peasants return to subsistence activities.

Because of poor information, the trading sectors in many de-
veloping countries are much larger than necessary. Entrepreneurial
talent is tied up in transacting rather than producing. As in e
bazaar studied by Clifford Geertz, because of poor and asymmetric
information,

searching for information one lacks and protecting the
information one has is the name of the game. Capital,
skill, and industriousness play, along with luck and
privilege, as important a role in the bazaar as they do
in any economic system. They do so less by increasing
efficiency or improving products than by securing for
their possessor an advantaged place in an enormously
coniplicated, poorly articulated, and extremely noisy
communications network.®

In contrast to a market in which information is widely avail-
able, much of the activity of these traders can be seen as privately
profitable but socially wasteful. The profits they earn can be linked
to the Marxian idea of an economic surplus, even if one does not go
so far as Paul Baran’s condemnation of the mercantile class as "a
parasitic stratum.”” Putting it another way, the efficiency of a market



PART OF A MARKETING PROJECT THAT WORKED

A recent internal review of the World Bank's experience with
agricultural marketing was extremely negative. The Operations
Evaluation Department examined the results of the 402 agricultural
projects funded by the Bank from 1974 to 1986, Only about half had
marketing components, and only half of these “succeeded” in meeting
their marketing objectives.

Notable omi-: "sns include the lack of any measures for
providing a framework within which market: could
operate more efficiently—commercial legal code,
regulation or inspection. . . . The marketing skills needed
to exploit a specialized market niche were not recognized.
Incercives for improving the product quality were
invariably overlocked. The implicit assu, nption seems to
have been that “if it is produced, it will getsold”. . . .t
is striking how little attention seems to have been given
to the government s role in providing standardized
weights and measures, defining and policing nationally
recognized quality grades, collecting and disseminating
timely price information, or encouraging competition.

The study recommends that governments consider a range of
activities “'to make the market more competitive and transparent. These
include encouraging competition, ensuring a free flow of market
information, defining and maintaining qualic y standards, and strengthening
the legal system to uphold the enforceability of contracts and the
guarantee of property rights."

But one Bank-funded project stood out in the minds of the
evaluators. The state of Bihar in India had implemenced a transparent
auction system that works. Farmers and middlemen display their wares
on the auction floor. Then, the project performance audit report says,
wholesalers inspect the goods und place their bids in a locked box.

Since competition of wholesale traders is keen, prices
offered are usually highly satisfactory to the sellers.
Reaching fair prices is further assisted by excellent market
intelligence: price ranges for all commodities are noted on
blackboards next to the market entrance, offering
interested scllers immediately an idea about the market
situation.

Bidders cannot renege on their offers—as often happened
before—and “there are no discussions about correct weights and
measurements, since for the first time the relatively *weak’ sellers have
the possibility, in case of real or imagined unfairness, to appeal” to a
committee of farmers and traders who administer the market.

The report cites studies by Indian researchers that document the
cost-effectiveness of marketing improvements on agricultural production.
The Bank report concludes—almost plaintively, as if trying to remind
people down the hall as much as readers around the globe—that
“marketing services add value in the same sense that fertilizer or
irrigation investments do. "

SOURCE: World Bank, Operations Evaluation Department, Agricultural Marketing:
The World Bank's Experience, |974-85 (Washington, D.C., July 1990): 2, 3, 5, 49,
43, 44.
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is not guaranteed by the presence of pure competition, in the sense
of many traders and apparently small profit margins.

Writing with hardly a mention of Marx, Harold M. Riley and
Michael T. Weber evaluated economic studies of marketing in de-
veloping countries. Some of their observations are worth quoting at
length:

Many of the studies done by economists and
agricultural economists are based upon conceptual
perspectives of market organization dominated by the
perfectly competitive theoretical model of economics.
And much of the research has been concerned with
issues involving the testing for conditions of structure,
conduct and performance predicted by the purely
competitive model. . . .

A major problem with the research framework
developed in most of the diagnostic assessments is the
lack of concern for the dynamic impacts which
marketing services can have both on production and
consumption. . . . Relatively little effort has been made
to better undersiand how the effectiveness of
marketing services infliences supply and demand
functions, especially for small scale farmers and low
income consumers. . . .

The most important marketing problems related
to achieving the desired structural transformation are
in the design and promotion of new technologies and
new institutional arrangements which may be
unprofitable or unavailable to individual market
participants, but if adopted by all participants, could
yield substantial system improvements.®

Among the “new technologies and new institutional arrange-
ments” with significant “dynamic impacts both on production and
consumption” are the host of infcrmational improvements we have
been discussing.

What many people would call exploitation by traders can be
reul, even when competition is abundant. Two factors explain this
situation.

First, many studies underestimate traders’ margins because
they do not take into account cheating on weights and cheating on
market prices—as we saw above with examples from Africa and
Karachi’s market for fruits and vegetables.

Second, “exploitation” may refer to the traders’ propensity to
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MARKET EFFICIENCY IN AFRICA AND ASIA

Raisuddin Ahmed and Narendra Rustagi of the International Food Policy
Research Institute studied agricultural marketing in five African and four
Asian countries. They found the Asian markets to be much more
efficient.

In general, African farmers receive only about 35 to 60 percent of
the terminal market price of their goods, whereas Asian frmers receive
from 75 to 90 percent. In other words, the marketing process in Africa
sucks off about twice as much from farmers a it does in Asia. Moreover,
in Africa regional prices within each country often differ by a factor of
two or three, whereas regional variations rarely exceed 70 percent in
Asian countries. Regional differences in Africa are well above the
marketing margin (the producer-consumer price spread), but in Asia the
two are close. This indicates a lack of spatial market integratic in Africa.
In addition, seasonal variations in prices are wider in Africa than in Asia.

The authors strove to explain these difference: Taxes are higher in
Africa. Transportation is more difficult, in part because of sparser
populations (15 to 30 people per square kilometer in Africa compared
with 500 to 750 in Asia) and in part because of worse roads (0.0/ to
0.11 kilometers of developed road networks per square kilometer of
land area in Africa compared with 0.30 to 0.45 kilometers in Asia, and
only about 10 percent of roads are paved in Africa compared with about
35 percent in Asia). Other marketing costs are higher in Africa, too.
Furthermore, “wage rates are generally two to five times higher in
Africa, even though average labor productivity is lower.” The table
summarizes the authors’ findings from Kenya, Malawi, Bangladesh, and
Indonesia (where better data were available).

The authors believe that public policies have influenced these
differences in market efficiency. Government intervention lias hurt Africa
in two ways—in what it has done and in what it has not done. Africa's
thin markets, which tend to be unstable markets, have given rise to
public parastatals and marketing boards, price controls, and other
interventions, which have *‘contributed to the large marketing margin
and price spreads (implying disincentives to both producers and
consumers) in Africa.” /ﬂ

give and take different prices, to take advantage of *’.e other party’s
ignorance, to make money through sharp deals rather than by large
volumes of transactions at fixed prices. ¥vhen information is scarce,
traders can earn noncompetitive rents even in the presence of large
numbers of buyers and sellers. Their intensive wheeling and
dealing—which can in part be understood as a search for infor-
mation—and the lack of fixed prices and fixed lots may appear to
their trading partners as evidence of exploitation.

The economics of imperfect information may help explain the
widespread accusation that middlemen in developing countries are
exploiters. Consider this passage from a theoretical article:
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Marketing costs as a
share of final price*
Share of factor as % of
Africa Asia Difference Africa/Asia difference
Taxes 39 0.6 33 94
Transportand  27.5 3.8 137 39.1
associated
costs
Profit 12.6 40 86 24.5
Transaction 11.0 1.6 9.4 27.0
costs
(residual)
Total 550 200 350 100

* Percentage points of the difference between the prices paid by final
consumers and those received by primary producers; thus, the African
farmers in this sample received only 45 percent of the final price,
compared with 80 percent for the Asian farmers.

But African governments have not done as well as their Asian peers
in promoting competitive markets through public policy. “In the selrcted
Asian countries private trade is not only allowed to operate side by side
with public trade but is ericouraged through various market development
activities,” which include “‘development of market places, dissemination
of price and production information, introduction of standard grades and
weights, maintenance of law and order in transport channels and markets,
provision of credit to traders, initiation of agricultural processing and
specific storage facilities, and provision of electricity to rural markets.”

African governments, the authors say, should allow privare trade “to
work freely. Market development policies improving legal and physical
facilities and flow of information should be another component of this
transition."”’

SOURCE: Raisuddin Ahmed and Narendra Rustagi, “Marketing and Price Incentives
in African and Asian Countries: A Comparison,” in Dieter Elz, ed, Agricultural
Marketing Strategy and Pricing Policy (Washington, D.C.: World Bank, 1987), 113,
114, 116, 115,

Competition is usually thought to be in the consumers’
interest; although we would not disagree with this
general presumption, there is another side to this that
must be borne in mind: with costly search,
competition may take the form of attempting to find
better ways of exploiting the small but finite degree of
monopoly power associated with costly search and
information. (More successful firms may not be more
efficient firms, but more efficient discriminators.)®

Traders discriminate among customers—according to how well in-

formed they are—as well as among qualities of products.
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When information is imperfect, government intervention may
make everyone better off. (“May” is emphasized because market
interventions have thei. own costs, as emphasized in the appendix
to this chapter and in Chapters 6 to 8.) As we have seen, sellers
themselves can undertake actions to make things better; so can
buyers. However, remedial measures by sellers and buyers often
require the support of third parties such as the government. For
example, contingent contracts need outside enforcement; and at-
tempts to inform buyers about quality may founder without govern-
mental rules concerning truth in labeling and advertising.

Moreover, information can be a public good, precisely the sort
of good that competitive markets do not provide efficiently—at
least, not without an institutional framework and incentives sup-
ported by the state.

Thus, government intervention in competitive markets is of-
ten essential for markets to work well. As we contemplate the vari-
ety of possible measures summarized in Table 3-1, it is worthwhile to
distinguish between “direct”” and “indirect” public policies.

Direct policies include those that set and regulate quality stan-
dards for products or processes, impose mandatory inspection and
grading, establish requirements for contingent contracts such as
warranties, force sellers to stay in the market to avoid adverse selec-
tion, and promote nationalization (or forced vertical integration).

Indirect policies include those that help producers’ groups set
quality standards and enforce them; encourage optional inspection
and grading; disseminate technologies for measuring quality; collect
and distribute data about prices, quantities, and qualities; enabiv
buyers and sellers to design contingent contracts (perhaps even
providing them with technical assistance in doing so); and facilitate
vertical integration by private firms.

Which policies a government should pursue of course de-
pends on a number of political and normative judgments, as well as
on the specitic circumstances. Still, we can hazard some guesses.
Direct measures would seem to carry the greater risks of monopcly
and misuse. Direct measures insert the state into decisions about
appropriate levels of quality, quantity, and prices, and sometimes
even into the management of productive activities.

In contrast, indirect measures work through private sellers
and buyers. They provide the ingredients that will enable the private
sector to solve its own problems. Among the most essential ingredi-
ents for efficient markets is information—and the infrastructure
needed for informatio.t to flow more cheaply and reliably. Also
important is a well-functioning legal system that facilitates binding
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contracts. All of these state actions enable buyers and sellers to
undertake contracts, integrate vertically, or form producers’ or sell-
ers’ organizations. Apart from promoting, «fficiency, these “indirect
measures” have a certain gentleness about them.

This chapter reminds us to go beyond the state-versus-market
debate, in agriculture and elsewhere. Often the state can work with
private sector buyers and sellers to create more efficient markets.
Indeed, the state must help lay the legal and informational founda-
tions for markets. The state should not be thought of as a
replacement for the private sector, but as a complement to it.



APPENDIX:
IMPROVING MARKET INFORMATION—
A FRAMEWORK FOR POLICY ANALYSIS

Table 3-1 arrays possible policy measures in a three-by-three matrix.
The three columns refer to the possible policy makers: the sellers,
the buyers, and third parties (including, but not confined to, the
government). The three rows correspond to the three key features of
the problem of quality ard markets: quality varies, information is
imperfect and asymmetric, and sellers have incentives to mislead
buyers about the quality of their products. Let us examinc the possi-
ble policies in somewhat more detail.

POLICIES BY SELLERS

Reduce Quality Variations across Sellers. Sellers can try to com-
bine forces and impose group quality standards. The idea is to
reduce the quality ditferences among sellers so lhat auverse selec-
tion does not begin. Professional groups are one example.

These policies have several costs. First, restricting the range of
quality limits consumer choice. Second, a sellers’ group may use its
monopolistic powers in ways that work against efficiency—for ex-
ample, by restricting entry and competition. Third, collective action
is difficult to organize and hard to enforce. The temptation is present
for free-riding members to enjoy the benefits of the group’s quality
standards but to produce substandard goods themselves.

Improve Information, including Its Symmetry. Suppose sellers
know more about their products than buyers do. One way to over-
come this informational asymmetry is for the sellers to provide the
buyers with informatio:z. For example, they could publish data on
products, allow inspections, provide informative labels, permit
buyers to have trial periods, and advertise. If the quality of the
product itself is hard for consumers to judge, sellers may provide
information about their production processes. The quality of, say, a
waining program may be hard to gauge when it comes to its effect on
productivity. Consequently, the sellers of training programs may
provide information about the training process, such as handbooks
or details about the faculty.

Sellers may give free samples or discounts to encourage buyers
to gain more information about the products. This step will be
effective in the repeat buying of relatively small ticket items, the
quality of which the buyer cannot judge at the time of purchase but
can upon using the product.®

Apart from the costs of such informational undertakings, sell-

76
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ers face two probiems: identi‘ability and credibility. If buyers cannot
differentiate between the products of various sellers, it will not make
sense for sellers to advertise. A brand name is one way to become
identifiable.!" The buyer may also wonder whether and to what
extent to believe what the seller says. Since the seller wants the
buyer to overestimate the quality, why should the buyer put faith in
labels or advertise.nents? At times, credibility problems cannot be
resolved without the help of third parties. For example, commu-
nications may become credible if the gov.:nment promulgates and
enforces laws regarding false labeling and advertising. Indeed, it is
possible to imagine a situation in which each seller would be adver-
tising falsely and yet would vote in favor of third-party intervention
to penalize false advertising.'?

Overcome Incentives to Mislead. It is useful to separate three
types »f actions here: contingent contracts, investing in a reputation
for quality, and forward integration.

The seller may try to share the buyer’s risk concerning quality.
The seller may offer the buyer a contingent contract. A warranty is an
example. The seller who provides a warranty aligns his incentives
with the buyers: both now care about how well the product performs
after the sale. The usual rule of caveat emptor is replaced at least in
part by caveat venditor.

Contingent contracts can take many forms, including full lia-
bility, deductibles, replacements, and repairs. Such arrangements
face implementation problems. First, if buyers are to judge the qual-
ity or can, through their use of the product, affect later evaluations of
the product’s quality, they may have incentives to lie or not to take
proper care. In effect, the incentives to mislead may be partly re-
versed. Second, it may be administratively difficult to enforce con-
tingent contracts. Who will make sure that a guarantee is honored?
Again, we should note the possible importance of th’ -d-party inter-
vention—in this case the government’s enforcement of liability laws
and seller-buyer contracts.

Note that merely offering a guarantee or other sort of contin-
gent contract can send a signal of quality to buyers. Thus, contingent
contracts not only make it possible to share risks, they also have an
informational function.'?

Not all contingent contracts are written down or need to be. In
this regard reputation may play a role." The seller may acquire a
reputation for fair dealing, a kind of informal warranty. Or the
reputation may be for above-average and relatively invariant qual-
ity. The problem of unreliable quality is severe in many developing



78 ACTIONS BY BUYERS, SELLERS, GOVERNMENTS

countries. Even the weights of basic goods may be misstated. Con-
sider this example from Malaysia:

In September 1977, the Consumers’ Association
weighed loaves of bread from nine Penang bakeries.
Each fell short of the government standard. A fuss
was made at the Department of Weights and
Measures, and the bakeries agreed to conform. In
February 1979, 10 samples were tested. Nine were
below weight. Nine brands of rice sold in "“39-pound”’
bags also were caught short. And of 11 brands of soy
sauce, six bottles held half of what the labels claimed.

The association tested various teas and
discovered that some contained dyes, some were only
tea dust and some were loaded with ash. It tested a
dozen brands of ground coffee and found that each
had less than the required 50% coffee content. One
had just 4.6%.1°

Part of the success of multinational companies may be attrib-
uted to reputation and quality signaling. A multinational corpora-
tion may have a competitive advantage in signaling quality—not
necessarily the highest level of quality, but a consistent level. For
informational reasons, then, consumers may prefer the goods and
services of a multinational company.

Creating a reputation for quality can be expensive. Small sell-
ers may try to group together and form a kind of collective brand.
But they may encounter the problems described above for forming
producers’ associations.

The incentive to mislead buyers can also be reduced through
forward integration. The seller and the buyer merge; a vertically inte-
grated company is fo:med. In theory, the seller no longer has an
incentive to deceive the buyer, since both are members of the same
organization.'®

Another example of comtining buyers and sellers is seen in
firms that do business with relatives. Family firms and trade among
family members or close friends are f revalent in developing
couritries in part because they tend to mitigate incentives to mislead.
This is also the case for trade within clans or ethnic groups.

Forward integration has its costs as well as its benefits. The
forces of competition may be weakened. Moreover, in practice the
integrated buyer and seller may not turn out to share interests or
information. Finally, economies of specialization may be sacrificed
through vertical integration.!”
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POLICIES FOR BUYERS

Buyers can do little directly to reduce variations in quality among
sellers. Thus the top middle cell of Table 3-1 is empty. But buyers
have some recourse.

Improve Information, Including Its Symmetry. Individually orin
groups, buyers can screen or invest in information. They can exam-
ine products, look into the processes through which those products
were created, and examine the trustworthiness of particular sellers.
Through education and training they can increase their capabilities
to process relevant data about quality. Information can be pur-
chased. So can the services ot information processors such as consul-
tants, evaluators, and so forth. Buyers may even use each other as
sources of information about the utility of particular goods and
services.

Each of these steps entails costs. An individual buyer may well
find it uneconomical to carry out a thorough investigation for every
trensaction. As markets expand, we expect institutions to arise that
will provide buyers with credible information about quality at a
lower cost. Examples of such informational intermediaries are news-
letters, consumer services, testers, consultants—and experienced
relatives.

Reduce Sellers’ Incentives to Mislead.  Retaliation is one possibil-
ity. If sellers know that buyers will get back at them through boy-
cotts or even violence, sellers may be less likely to misrepresent
quality. But it may be difficult in advance for buyers credibly to
threaten retaliation, and obviously reprisals carry several sorts of
costs.

A more likely possibility is repeat buying. This practice recalls
the institutional relationships and reciprocity of the primitive econ-
omy. If the seller understands that the buyer will be a regular
Customer unless deceived about quality, the seller may well forgo
opportunities for short-run profits made possible by deceit. A prob-
lem for the buyer is to convince the seller that repeat buying is
likely—easier for small and frequent purchases than for large and
infrequent ones. (The credibility problem may then run the other
way: buyers may have to invest in their reputations.)

In this regard, buying on credit may seem a useful instrument.
T're seller may be more wary of misleading the credit buyer, for if
misrepresentation occurs, the credit buyer may not pay up. None-
theless, studies show that credit buying can actually reduce the
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buyer’s leverage regarding quality. As Galbraith and his colleagues
found,

Consumers will serve both themselves and the
marketing system to the extent that they are

(1) conscious of quality and (2) conscious of prices in
their purchases cof consumer goods. As long as credit
plays an important part in determining the buying
habits of Puerto Ricans, there is certain to be
considerable indifference as to sources of supply, and
the benefits of greater price and quality consciousness
will not be fully realized.'®

Furtherinore, buyers may integrate backward into the market.
Some management texts refer to the choice between making and
buying. “Making” means the purchaser creates or absorbs kis own
productive capacity in order to provide the needed good or service.
The advantage of making as opposed to buying is, at least in theory,
that it overcomes both asymmetric information and the incentive to
mislead. In practice, however, backward integration encounters the
same costs and 1isks mentioned above for the option of forvard
integration.

POLICIES BY THIRD PARTIES

“Third parties" refers to others besides the buyers and the sellers. In
most but not all policy contexts, the relevant third party is an agency
of the government.

Reduce Quality Variations across Sellers. Government action can
attempt to raise quality levels and reduce the variation among sell-
ers. It is useful here and below to separate direct and indirect poli-
cies, as mentioned above.

Direct actions inciude the regulation of product quality. The
government sets standards that firms are expected to meet. The
government can work through incentives and penalties, or it may
mandate certain production processes or product specifications.

Minimum quality standa. ds are desirable under some circum-
stances but not others. In general, minimum standards will be more
advantageous in markets that exhibit the following tendencies: con-
sumers are quite sensitive to quality variation; consumers exhibit a
low elasticity of demand; suppliers have relatively low marginal
costs for providing additional increments of quality; and consumers
place a low value on low-quality goods. Minimum standards make
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sense only under conditions of imperfect information. If one as-
sumes that consumers can readily discern quality levels before pur-
chasing, then minimum quality standards lead to a loss of consumer
welfare, !

Indirect actions instead create an environment in which sellers
and buyers can solve the problem of quality variation themselves.
For example, the state may facilitate the formation of producers’
associations. It might encourage producers to initiate them, create
laws that make possible mandatory membership rules, enforce pen-
alties for transgressions, and publicize agreements.

Improve Information, Including Its Symmetry. The government
may enjoy two important advantages with regard to the production
and diffusion of information: credibility and economies of scale.
Often these advantages justify direct action on the part of the gov-
ernment in supplying and certifving information. The state may
gatherand publish data on qualities, prices, and quantities—and, as
in the Zambian example, on particular sellers. The state may offer
voluntary tests of quality at the request of either party; or it may
make such testing mandatory. For example, the grading of beef
carcasses by the U.S. Department of Agriculture is available to any
buyer or seller who wishes to pay for it. In 1979 the cost was $18.20
per hour, orabout $0.30 per carcass. About 56 percent of commercial
production was voluntarily graded by the USDA.2 In contrast, the
grading of tobacco by the USDA is mandatory.*!

When grading is done, it may take several forms. It may be
binary—above or below a certain minimum standard of quality. It
may be categorical—in one of several quality classifications, such as
the USDA'’s eight grades for beef carcasses. Or it may be virtually
continuous—as in the percentage of butterfat in milk.

The government may also undertake indirect measures that
might be called “the information infrastructure.” Here we can dis-
tinguish among hardware, software, and the legal infrastructure.

“Hardware” refers to the communications infrastructure and
other technologies, such as computers, that facilitate the movement
and processing of information. In many developing countries the
economic returns to telephone services and other communications
investments have been systematically underestimated because the
informational “externalities” for economic activities have been omit-
ted. Hardware also includes devices to measure product quality:
recall from Chapter 4 the butterfat gauge distributed by India’s
National Dairy Development Board.
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“Software” includes the development and dissemination of
standards and technologies of measuren.ent. Weights and measures
are one example. Consumer training courses are a narrow example,
but one might include the gamut of policies designed to raise the
citizenry’s information-processing capabilities.

The legal infrastructure includes all the laws and policies that
facilitate the flow of information. Examples include laws, regula-
tions, and pricing policies relevant to warranties, freedom of press
and expressior,, and advertising.

Reduce Incentives to Mislead. As noted above, third parties such
as the government may propagate laws and regulations that facili-
tate warranties and other forms of contingent contracts. It has been
said that making contracts requires the right to be sued. This is only
credible if the legal system works well. In general, the rules of the
game governing commerce—and the enforceinen. of those rules—
affect the incentives of the more informed partie: .» mislead the less
informed.

Sometimes price setting is a solution. For example, suppose a
seller and a buyer bargain over an item that both know is more
valuable to the buyer. Suppose the quality of the item is not well
known and information about quality can be acquired by either the
seller or the buyer, but only at a cost. If quality uncertainty is great
and information is expensive, the parties may find themselves in an
inefficient situation: both are unwilling to negotiate without the
information, but if they spend the money to get the information they
spend more than the product is worth. Despite certain gains from
trade and symmetric (though imperfect) information, they may not
be able to agree on an appropriate price. Both could benefit by
agreeing to a price set by an impartial third party, perhaps a private
arbitrator or perhaps the government.

The government may act to stop adverse selection. For exam-
ple, insurance markets may not be able to charge premiums that
reflect the true “‘quality” (riskiness) of each client. The less risky
clients may therefore exit the market, leaving behind riskier clients
and initiating a spiral of higher premiums, more exiting, and eventu-
ally a malfunctioning insurance market. The government may re-
quire all citizens to be part of the insurance scheme.

We saw above that backward and forward integration can be
viewed as an attempt to change the incentive to mislead. The
government analogy here is the nationalization of an industry, a sort
of grand forward or backward integration that makes both sellers
and buyers part of the government. Another alternative is to nation-
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alize the marketing process. The possible costs of such steps are
many, including the managerial inefficiencies of monopolistic con-
trol. Tanzania represents an extreme case, but one that has reso-
nance in other countries:

The initial purpose of the parastatal was to function as
a countervailing force to private middlemen, but after
their establishment they were soon given monopoly
control over major crops. The structure, organization,
and operations of the various marketing parastatals
varied. However, the general tendency has been to
expand their role from purely marketing into
production, extension services, financing, licensing,
grading, processing, exporting, and importing the
primary product. By 1973, there were 12 statutory
bodies concerned directly or exclusively with
marketing of agricultural commodities. The rapid
increase in the number of parastatals coupled with the
low level of skilled and experienced manpower
available in the country resulted in understaffing of
key posts and weak management.??



MAKING
GOVERNMENT INSTITUTIONS
WORK BETTER

ESPECIALLY IN DEVELOPING countries, neither markets nor gov-
ernments work as well as we might hope. In deciding what the roles
of state and market should be, economist Gordon Tullock reminds
us that

We must always weigh the specific advantages and
disadvantages of these two imperfect instrumentalities.
The choice is one between two instrumentalities both
oi which have considerable error, noise, and
inefficiency inherent in them. We choose between two
imperfect instrumentalities and thus must face much
the same situation as the mechanical engineer who
must choose the power for a new ship. Since no
engine is perfect, he chooses the one that, for the
particular use concerned, is least inefficient. We will be
doing the same.!

Tullock is right about the imperfections, but the metaphor of
engines is too discrete. He implies the choice is either state or mar-
ket, whereas in practice the choice is among blends of both.
Moreove:, thinking of the problem as state versus market may lead
us to overlook ways to improve both of these “imperfec* instrumer -
talities.”” In Chapters 3-5, we considered how improving informa-
tion and institutions might help markets work better. Now we turn
to the state.

Today's free-market reforms are limiting the role of the state in
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economic development. Nonetheless, even after structural ad-
justment, government institutions continue to play crucial roles.
Consider the example of Bolivia’s New Economic Policy. As we saw
in Chapters 1 and 2, even after the shift toward the market, govern-
ment interventions are still important—and will remain so.

®  Most activities in mining and hydrocarbons are
marked by economies of scale and large-scale foreign
participation. Therefore, government regulation (if not
direct government management) will be essential in
these industries, which historically have accounted for
more than four-fifths of Bolivia’s official exports.

m  Bolivia’s highland agriculture—-including its grazing
lands, irrigation, and the nat:ral environment in
general—is characterized by commons problems. The
unregulated privaie market is not likely to deal with
such problems efficiently, and again government
involvement will be important.

®  Transportation and other investments in infrastructure
are crucial for the efficiency of domestic and export
markets in Bolivia. In most countries of the world,
infrastructural investments are in one form or another
carried out by the government.

®m  Poverty will continue to be a grave problem, perhaps
the most challenging one facing public leaders.
Although nongovernmental organizations can play
many roles in combating poverty, every country in the
world assigns the government a leading part,
particularly in education and public health programs.

Like it or not, the state will play a major, though revised, role
in these domains. For reasons well understood in classical welfare
economics, governments will tend to be involved in, if not to run,
industries characterized by economies of scale in nonrenewable re-
sources and by issues involving commons problems and environ-
mental management, the infrastructure, and human resources such
as education and health.

Nonetheless, in Bolivia, as in most other developing countries,
such government involvernent has often foundered. Chapter 2 sug-
gested three related culprits: government agencies have unclear
objectives, poor measures of success, and weak incentives linking
pay to performance; corrvytion, waste, and abuse plague public
organizations; and the state apparatus is too centralized.

This list is by no means complete. It focuses on economics and
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administration instead of politics, for example; and it leaves out
issues such as popular participation, civic associations, public order,
the legislature, and the judiciary. The problems of the state in de-
veloping countries could fill libraries—and they have.?

Although our focus is much more circumscribed, we deal with
some fundamental questions. Our focus is practical. How can gov-
ernments deal better with the chronic problems of public sector
incentives, corruption, and overcentralization?

A DIFFICULT ENVIRONMENT

Let us begin by considering some basic ingredients for a well-
functioning bureaucracy, be it public or private.

For an organization to work well, presumabiy its leaders and
members should understand the organization’s objectives, should be
able to measure their success in achieving those objectives, should
have weil-defined tasks to perform that contribute to those objec-
tives, should have means to carry out and coordinate those tasks in a
timely fashion, and should have clear lines of autherity. To reiterate, a
successful organization is successful in five areas: objectives, mea-
sures, technologies, incentives, and authority.

In the private sector, we can exaggerate and posit that these
five conditions are easily fulfilled. The private firm’s objective is
maximizing profit. Profit is measured through a single metric,
money—there is, at least in theory, a transparert bottom line. The
organization is built around a production technology and associated
tasks whose costs and profitability are measurable. Managers are
able to hire and fire, promote, raise wages, and install other incen-
tives in order to make sure tasks are carried out and coordinated
properly. Because a company has private owners, it is clear who has
authority and who does not.

In reality, of course, this oversimplifies. A private firm has
multiple cbjectives, its production processes are difficult to monitor,
and managers have trouble rearranging its internal structure of in-
centives. But it is probably fair to say this: most private firms are
better situated along these five dimensions than are most public
sector organizations (see Table 6-1). Contrast the public bureau-
cracy:

®  Objectives are multiple and vague. What are the goals of
a Ministry of Education? Of a Foreign Ministry? Even
of a Ministry of Industry and Commerce?

B Measures of performance ofter. are untimely,
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incomplete, and inaccurate. Sometimes, measures for
the most important objectives are simply unavailable.

@ Production technologies for providing public services
may be poorly understood, ineffectual, and in some
cases nonexistent. Tasks to be perfurmed may be
unclear.

@ Motivation and coordination may be difficult because of
fixed civil service rules, an inability to hire and fire,
standard operating procedures, and fractionated
authority.

W Authority is often fractionated, with different levels of
government, different bureaucracies, politicians, and
the legislature all having the ability t¢ influence.

It would be nice if by a stroke of the pen we could magically
change these attributes of public sector organizations. Unfortu-
nately, many of these characteristics are ingrained. The goals of
governmental activities tend to0 be: vague, multiple, and value-laden.
Similarly, it is often inherently difficult to measure outcomes or
outputs in the public domain—or, therefore, to link pay with perfor-
mance. And many of the constraints on the authority of public
managers, such as civil service rules, have their origins in a laudable
attempt to depoliticize the public service.

Because it is sc difficult to measure performance in public sector
activities, we observe a combination of vague objectives, poor out-
come measures, poorly understood technologies and tasks, weak
incentives, and fractionated lines of authority. Iuformation therefore
comes front and center. As in our analysis of market institutions,

TABLE 6-1
Contrasts between Public and Private Institutions

Organizational
Dimension Private Public
Objectives Clear, unique Yague, multiple
Measures Bottom line exists Soft bottom line

Production technolcgy

Powers of management
to motivate, hire,
and coordinate

Lines of authority

Known, measurable

Extensive; can alter rules
and incentives; can
hire and fire

Clear, unique

Often poorly understood.
hard to gauge

Often minimal: hard to change
rules and incentives; hard to
fire

Multiple, fractionated
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informaticn again turns out to be crucial to understanding what is
going wrong and what might be done to make things better. The
problem is not just more information, but information that is rele-
vany, timely, transparent, inexpensive, and resistant to fiddling and
fraud. Such information will be difficult to obtain. But experience
in other developing countries suggests that improvements are
possible.

Chapter 7 examines the problem of incentives in the public
sector. Confronted with economic crises, many countries have been
forced to let public sector wages slip below levels that can attract and
retain talent. Moreover, the connections between pay and perfor-
mance have eroded. The resulis are widespread incompetence and
corruption, which in many countries now threaten the basic func-
tions of government. Although the problems are intrinsically diffi-
cult, there are interesting possibilities ‘or the governments of
countries such as Bolivia to consider. Many involve better informa-
tion about the achievement of government objectives.

Chapter 8 turns to the not unrelated problem of corruption.
Bribery, fraud, extortion, kickbacks, embezzlement, and other
forms of corruption are widespread in the developing world. By
undermining citizens’ and officials' incentives to work hard and
productively, corruption leads to retarded economies, predatory
elites, and in some cases political instability.

Many people think that corruption is primarily caused by cul-
tural factors, or that it is the particular sin of certain countries,
peoples, or races. Instead, we analyze corruption in economic
terms. Government officials have a motive for corruptiol: when they
cannot live on what they are paid, when the payoffs for being
corrupt are large, and when the chances of their being caught and
punished are small. They have an opportunity when they have a
monopoly in relation to the public, plus discretion, minus account-
ability. So anticorruption strategies must change incentives in the
public sector, both the positive and negative ones. Corruption is
reduced by leavening government's monopoly powers, constrain-
ing official discretion, and increasing public accountability. Informa-
tion once again proves a key to doing better.

In Chapter 9, we briefly turn to several aspects of govern-
mental reorganization. We do not spend much time on administra-
tive reform as usually practiced. In addition to the reforms discussed
under the heading of corruption control, we analyze the integration
and centralization of public services. We find that in deciding how to
organize public institutions, once again information proves a central
variable.



IMPRGVING
INCENTIVES iN
THE PUBLIC SECTOR

FREE-MARKET REFORMS emphasize incentives. “Getting prices
right” is a watchword—and properly so. But the reforms, in their
understandable focus on freeing the dynamism of the private sector,
have tended to overlook a whole domain of incentives: the public
sector. I call this phenomenon “incentive myopia.”

Among the prices that need to be right are wages, which are
prices for effort and ability applied in defined directions. When it
comes tu public sector wages, many poor countries such as Bolivia
have the prices radically wrong. I believe that distorted incentives in
the public sector threaten free-market reforms and the provision of
basic services. It is no exaggeration in many developing countries to
speak of a crisis in public sector incentives.

The crisis has two parts, levels and linkages. Wage levels have
fallen far toc low to attract and keep needed talent. The linkages
between finaricial rewards and performance have becomc so weak
as to eliminate economic incentives. As we shall see, many poor
countries have cut and compressed public sector salaries to a degree
unimaginable in the industrialized West. Among the predictable re-
sults are widespread incompetence and corruption in government.

Bolivia’s situation follows a common pattern. A poor country
faces an extraordinary budget deficit engendered by years of overly
ambitious, inefficient public policies and expanding public employ-
ment (especially at lower levels), and now exacerbated by external
economic adversities. Because of heavy debt, the country cannot
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readily borrow to cover its deficit. The budgetary shortfall leads
among other things to drastic reductions in real wages in the public
sector and to the compression of salary scales. Asa consequerice, the
incentives facing public employees erode, and this results in a brain
drain, inefficiency, moonlighting, demoralization, and corruption.
As these phenomena become generalized, government starts to
break down. More foreign technical assistance is “rzquired,” adding
to both debt and dependence. The business of government moves
further away from development, toward predation.

I first became acutely aware of the incentive crisis in late 1985.
Ronald MacLean Abaroa had just become the first democratically
elected mayor of La Paz, Bolivia, in forty years. He invited me to
assist the new administration with its economic strategy.

La Paz was virtually bankrupt. From 1978 to the middle of
1984, the city’s own revenues—the taxes, fees, and so forth that it
collects—had fallen in real terms by a factor of eight. By 1984, the
budget deficit was fabulous: the city’s own revenues covered only 24
percent of its expenditures. Moreover, laws passed in 1985 stipu-
lated that the central government would no longer provide budget
support to municipalities. At the time, the state-owned Bolivian
mining company COMIBOL was shutting down its money-losing
mines and dismissing almost three-quarters of its workers. Around
city hail, gallows humorists quipped that if the city government
were a tin mine, it would have been the first one closed.

The city’s financial crisis coincided with a collapse of economic
incentives. The municipal work force had grown from 4,065 employ-
ees in 1982 to 5,300 in 1985. With a larger work force, declining
resources, and hyperinflation, real wages had collapsed by as much
as a factor of four. Salary scales became compressed to the point
where in 1984 a director earried only 1.4 times as much as a manual
laborer. (See Table 7-1.)

Technical staff such as engineers were in 1985 earning the
equivalent of only $30 per month—this in a city in which the cost of
living in the modern sector was perhaps two-thirds of that in the
United States. The mayor earned $100 a month. Not surprisingly,
hign-level talent had been leaving the city government. This exodus,
according to informed opinion, was largely responsible for the
breakdown in the quality and timeliness of pubiic services. The
collapse in pay and incentives had also stimulated unprecedented
corruption.

Mayor MacLean quickly perceived the low levels of pay and
the lack of linkages between pay and performance. But he also could



IMPROVING INCENTIVES IN THE PUBLIC SECTOR 93

not fail to note the city’s budget deficit, which seemed to rule out
higher pay and better incentives.

OTHER EXAMPLES

Consider a few other examples of the crisis in public sector incen-
tives.

EQUATORIAL GUINEA

In 1986 I took up a two-year assignment in this tiny, impoverished
African nation. Again, macroeconomic woes coincided with a dra-
matic erosion in public sector incentives.

In 1985 the government deficit amounted to about 12 percent
of revenues. Heavy foreign debt, worth about four and a half times
annual exports, meant that Equatorial Guinea could not rely on
additional borrowing to finance the deficit. Spending weuld have to
be cut. The country’s creditors suggested the public payroll as a
prime candidate.

But what was there to cut? Public sector wages constituted
only 20 percent of current government spending. Equatorial Guin-
ea’s neighbors spent proportionally more. The corresponding per-
centages were 61 percent in the Central African Republic (1983), 43
per..ent in Cameroon (1982), and 22 percent in oil-rich Gaben (1983).
Salaries were meager. As a multiple of per capita income, the aver-
age salary in the central government was lower than in any de-
veloping country analyzed in a major review by the International

TABLE 7-|

Rea! Average Salaries for Various Categories of Municipal
Employees in La Paz, Eolivia (director’s salary in 1978 = 100)

September Deceinber November October

Salary 1978 1980 1984 1985
Director 100 96 40 24
Professional 69 63 30 21
Worker 13 21 29 5
Ratio (director:

worker) 7.7:1 4.6:1 1.4 4.8:1

SOURCE: Author's reworking of data provided by Mabel Cruz, Planning Department, La Paz.
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Monetary Fund.! The average government salary, even if spent
entirely or: food, would not cover the cost of a basic basket of food
for a family of four in the capital, Malabo, and the continental
region’s main town, Bata.

Simultaneously, under the auspices of the United Nations
Development Programme, a five-year plan was being prepared tor
discussion with aid donors. The document noted a vacuum of
skilled people in government, which in the plan’s eyes would con-
tinue to justify the presence of high-priced technical assistants from
abroad. They (and I) earned from forty to eighty times the salaries of
our Equatoguinean counterparts, not to mention elaborate fringe
benefits. The five-year plan lamented that many trained Equato-
guineans were residing in Spain, Gabon, and clsewhere and not
working to rebuild their nation. But the document was myopic about
a major reason why: the crisis in public sector incentives.

In 1985 the wages and salaries of the central administration
came to 1,291 million Communauté Financiére Africaine francs
(CFAFs). I carried out a few calculations and discoverad, to my aston-
ishment, that in the same year the wages and salaries of the very
much smaller number of foreign technical assistants financed
through aid and loans totaled CFAF 3,369 miillion. In other words,
foreigners working on foreign aid projecis—this excludes diplo-
mats and representatives of international agencies—were
earning 2.6 times as much as the government’s entire payroll. The
five-year plan designed by foreign experts would lead to even
greater and more expensive dependency’—in part because of
incentive myopia.>

NEPAL

An appraisal of Nepal’s “demoralized, unproductive civil service”
laid the blame in large part on a crisis in public sector incentives,

The most severe work-related constraint on morale is
the lack of discriminating financial incentives and a
basic pay scale that does not provide for even
minimura subsistence for most civil servants,
combined with a ponderous system of promotions that
offers little hope for improvement on the basis of
superior performance. The result of these two
conditions is an invitation to moonlighting and
corruption that, according to rumor, few can resist.
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AN INCENTIVE CRISIS IN GHANA

From 1975 to 1982 public employment in Ghana grew |4 percent per
year. During the same period, the government's payroll for personal
emoluments fell in real terms by |5 percent per year. By 1985 the real
salary of a permanent secretary was only about one-eighth of what it was
in 1977. Fringe benefits eroded less, and by the mid-1980s fringes
accounted for more than half of the compensation of public ser vants; but
the fringes came nowhere near making up fcr the coliapse in rea! wages.

Salary scales became so compressed that by 1985 the ratio between
the highest and lowest salaries in the civil service was only 2.3 to I. Afeer
taxes this ratio was only 1.5 to .

The links between rewards and productivity eroded in other ways.
The merit system disintegrated because of promotions based on seniority
or favoritism and not on evaluations of performance. This pernicious
phenomenon—what one might call the breakdown of meritocracy—is
widespread in the developing countries.

Yet the government did not have the economic wherewithal to be
able to raise pay or improve incentives. In 1983, for example, the budget
deficit was 48 percent of the government’s total revenues and grants.
SOURCE: Author's field research in Ghana, June |986. See also Robert Klitgaard,

Elitism and Meritocracy in Developing Countries (Baftimore, Md.: Johns Hopkins
University Press, 1986).

JAMAICA

From 1972 to 1982, while Jamaica’s consumer price index rose more
than 450 percent, salaries in the three highest professional grades of
the public service increased only 40 to 80 percent. This erosion led to a

large exodus of skilled and experienced professionals
from the civil service and, frequently, from the country
itself. This emigration translated into high vacancy
levels in key ministerial posts. For instance, one line
agency reported a 57% vacancy rate in these posts,
and an average of 47% of top positions in core
agencies were vacant. Often the remaining positions
were filled with marginally qualified staff.>

UGANDA

In September 1988 the real wage of a permanent secretary was 3
percent of what it was in January 1975. The corresponding declines
were less but still striking for lower grades in the civil service: for
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example, to 4.8 percent of the 1975 figure for a new recruit in the
entry grade of the administrative class, 11 percent for a new clerical
officer, and 26.6 percent for the lowest grade (such as a messenger or
cleaner). The highest monthly wage in September 1988 was that of a
permanent secretary, about $43. This amount was estimated to be
sufficient to buy enough green bananas to feed a family of four two
meals a day for nineteen days.

This collapse of public pay has had many negative results.
Officials scramble to survive by means of “internal adjustment.” For
example, they manipulate “undeserved or premature promo-
tions”—a practice that “‘undermines not only the meaning of
working hard but the very concept of a civil service as a career
service where staff are recruited and promoted on the basis of
merit.” There has been a "‘massive withdrawal of working hours.”
“Fraudulent practices”” have flourished.®

WORLD BANK STUDIES

The World Bank has begun to take note of public sector incentives.
Arturo Israel, when he was head of the Bank’s Public Sector Man-
agementand Private Sector Development Division, argued that “the
World Bank’s experience suggests that distortions in wages and
salaries are probably among the most costly obstacles to institutional
develupment”—in particular, paying high-quality people in the
public sector too little.”

A World Bank review of public pay and employment problems
in West Africa concluded:

In many countries the level of real public sector
salaries . . . has eroded substantially over time. The
result is remuneration that is too low either to sustain
lower echelon workers above the poverty level or to
attract and retain skilled manpower.

Compressed salaries and deteriorating working
conditions have made it difficult to attract and retain
high level professionals in the civil service and to keep
those who remain honest and hardworking.

Indeed, overstaffed bureaucracies afflicted by
eroding salary scales, pervasive demoralization,
corruption, moonlighting, and chronic absenteeism are
often unable to carry out the essential economic policy
and management tasks that are a key part of
emergency economic recovery programs.®
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An internal World Bank study bluntly criticized shortcomings in
technical assistance in West Africa:®

Difficulties in getting highly qualified nationals to
work in the public service (low salaries, unsatisfactory
working conditions, etc. . . .) increase the demand
for short-term TA [technical assistance], while
impeding the process of long-term institution
building. . . . Government's working environment for
local professionals is not attractive and is deteriorating in
mest WAN [West African] countries, prolonging
dependence on foreign aid.

Consequently, the task force concluded, the Bank should do
more. “We are not doing enough to improve inadequate environment
(low salaries, unclear responsibilities, no career prospects,
etc. . . .)in which trained people will have to work. This results in
trained staff going to other jobs, thereby prolonging the dependence
on foreign TA or reducing the performance of projects” (p. 6, em-
phasis in original). The World Bank shouid help forge ““simpler and
more performance-oriented gcvernment institutions,” especially
with respect to salaries and career prospects (p. 8).

The calls to action are welcome. Unfortunately, as Barbara
Nunberg's review pointed out, the Bank’s internal “studies stop short,
however, of providing an operational guide for dealing with pay and
employment issues.”!® Meanwhile, the International Monetary
Fund (IMF) “appears generally to have prescribed wholesale wage
reduction without significant attention to the detailed mechanisms
by which this reduction might take place.’!

A CONCEPTUAL APPROACH

How much should a public employee be paid? Elementary economic
theory suggests “the social value of his or her long-run marginal
product.” In other words, society should compensate the employee
at the margin for the long-run social benefits his or her efforts
produce. In theory the level of such compensation will depend on a
host of factors such as the characteristics of the particular employee
and the rest of the public and private labor force, opportunities in
the private sector, and the social evaluation of various public goods
and services.

This is the elementary theory. Things are less simple when the
connections are uncertain between what an employee does and the
social outcomes. For example, information about those connections



98 IMPROVING INCENTIVES IN THE PUBLIC SECTOR

may be prohibitively expensive for the employer to obtain. The
employer may design proxies for both effort and outcomes, but
using these proxies introduces uncertainty and error, and therefore
risk. An employee whose pay is linked to results will still work
harder, but when uncertainty is a factor he will also face greater risks
than when working for a fixed wage, since his pay will now be a
function of risks he cannot control. To examine this trade-off, econo-
mists have developed the principal-agent model, which we will con-
sider in Chapter 8. With this model, one can analyze, under various
assumptions, the optimal mix of a base wage and an incentive
payment based on results. The answer is that the assumptions mat-
ter. But only in the strangest cases is it right to pay the worker a
straight wage. Some part of his remuneration should depend on the
outcomes achieved.

The elementary theory also leaves out the complications of
unemployment and labor sorting. Some economists argue that pay-
for-performance schemes such as profit sharing reduce aggregate
unemployment.’? In another vein, the so-called new labor theory
emphasizes that incentive schemes affect the employees’ choices of
occupation and employer. In the parlance, difierent payment
schemes have sorting as well as incentive effects. This phenomenon
has wreaked havoc with empirical estimates of the effects of linking
pay and performance (and, more simply, of raising pay).

Nonetheless, voluminous research supports the idea of ele-
mentary theory that pay should be linked to performance. The
literature on the relationships between pay and productivity in the
United States, Europe, and Japan has been reviewed at length re-
cently.’ Although the linkage schemes vary and methodological
problems, as always, plague empirical estimation, a good rule of
thumb is that linking pay to performance induces a 20 percent
increase in productivity, other things being equal. Here is another
rule of thumb: Incentive and bonus payments should not exceed 25
to 30 percent of the base pay. Research also indicates, thovgh less ro-
bustly, that pay-for-performance schemes work better when employ-
ees participate in defining the objectives and performance measures.

Where should the money for public employees come from?
Elementary economics responds, ‘‘Citizens will pay for public ser-
vices through nondistorting taxes and user charges.” If the present
generation is unable to finance public projects that also benefit fu-
ture generations, the country should borrow. In a perfectly function-
ing capital market, creditors will be happy to fund projects whose
social benefits outweigh their costs.
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Conceptually, then, the crisis of public sector incentives is this.
Many public employees—in particular, the skilled —are now being
paid far less than what their long-run marginal value products would
be with appropriate incentive systems. Compensation is not well-
linked to socially useful outcomes. Consequently, public employees
produce many fewer social benefits than they would with better
incentives. Moreover, they turn to the creation of public bads like
corruption. Because many poor countries face grave financial situa-
tions, they can use neither tax revenues nor borrowing to reciify this
situation.

Conceptually, the solution is to evaluate the long-run social
marginal products of effective performance and link to them at least
part of the compensation of government employees. This change
would increase social benefits. The government would cover the
costs of impreving incentives through increased taxes, user charges,
and borrowing. But practical problems intrude:

L. Microecoromic problems of measuring and rewarding marginal prod-
ucts. Even in the private sector it is hard to measure and reward
productivity. For a variety of well-known reasons it is even more
problematic in the public sector. How can one gauge long-run social
benefits? Over the past thirty years social cost-benefit analysis has
emerged to try to do so, but it remains a highly imperfect science. '
Overlaying a further degree of difficulty are the problems of measur-
ing the marginal products of particular individuals and teams within
a project or ministry.'®

Even where a marginal product can be roughly gauged, many
governments find it hard to reward. Ideology, populism, and bu-
reaucratic forces often work against raising salaries for those who
produce more. Some people argue that certain cultures constrain
performance-based compensation.'® Even in advanced countries
one encounters resistance to merit pay: the inevitably incomplete
and imperfect measures of performance will, it is argued, result in
injustices and in adverse incentives. “The basis for most of the
problems with merit pay plans,” observed one personnel expert, “is
that the great majority of the people think their own job performance
is above average. Even a well-designed merit pay plan cannot give
positive feedback to the majority.” 7

Another theme of the personnel literature is that profes-
sionalism, socialization, and idealism are sometimes substitutes for
financial incentives. Or to put the point another way, relying strictly
on performance-based pay—if it were feasible—would cost some-
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thing in terms of the self-image and morale of professionals and
dedicated public servants.

These problems and competing considerations are real. The
current breakdo wn in incentives demands that we try to do better in
measuring and rewarding marginal products. But it is also true that
in implenienting new #chem2s we need to be attentive to measure-
ment problems and the various sources of resistance and deviation.
Below we will look at some efforts to measure and reward productiv-
ity that have borne fruit, and we will consider how to adapt them in
other settings.

2. Macroeconomic disequilibrium. Over the past thirty years, many
governments in poor countries have taken on too many tasks and
too many employees. The current budget crisis and need to cut
public spending are in large part the result of overexpansion. No
doubt, too, some gor srnment employees will do more good for their
countries by working ‘nstead in the private sector. These are political
judgments, not defer.ded here, with which readers may disagree.

Nonetheless, I insist that the extent of the recent collapse of
public sector incentives goes far beyond a wholesome correction. As
described above, the radical cuts in real earnings and the incredible
compression of salary scales are clearly dysfunctional. The need for
adjustment reflects external disequilibriums and not just the cor-
rection of domestic mistakes or a lack of tax effort. There is a case for
structural adjustment loans and grants to improve public sector
incentives.

To summarize: we need to do better in measuring and reward-
ing productivity, and we need to devise means of raising the rev-
enues to cover the costs. For good and bad reasons, neither will
be easy.'®

INCOMPLETE SOLUTIONS

Unfortunately, neither of these two objectives is well served by
some current responses to problems of public sector pay and
employment.

Unsatisfactory Answer |.  Exhort civil servants to increase “’profes-
sionalism” and ““discipline.” In theory, professionalism is a way to
overcome problems of poor measures and poor financial rewards.
Well-indoctrinated professionals can be exhorted to act in the public
interest. And indeed it is remarkable, given the obstacles facing
public sector organizations, how much public-interested work actu-



IMPROVING INCENTIVES IN THE PUBLIC SECTOR 101

ally does get done. Despite all the problems, most teachers do teach,
most customs officials are honest, and most government health
workers work hard in the interest of their patients. Still, in Bolivia
and elsewhere experience shows that there are lirits to a reliance on
professionalism. When pay erodes—and when budgets are cut and
meritocracies subverted—exhorting professionals to do their best
proves in many cases to be ineffectual, and understandably so. The
fact is that salary erosion tends to have professionalism as one of its
victims. !

A separable type of exhortation calls for discipline. The key
here is not professional discretion as a solution to problems of infor-
mation and incentives, but the use of rules and orders. The official
must be at a certain place at a certain time, performing certain tasks.
Under socioeconomic conditions such as those in Bolivia’s, this
approach, too, often fails. Simple rules are inadequate for highly
variable professional tasks, and calls for more discipline eventually
sound hollow in the absence of information and incentives.

Unsatisfactory Answer 2. Cut public payrolls. If this means lower
pay, of course it exacerbates the incentive crisis. Sometimes re-
formers call for cuts in the numbers of employees but increases in
pay levels. As it turns out, in the short run employment cuts often
do not result in higher pay for those who remain. Among other
things, severance pay tends to eat up the anticipated savings.?

Reducing public employment is politically perilous. Among
the problems facing former Panamanian president Nicolds Ardito-
Barletta in 1985 was the need to cut public employment by perhaps a
fifth. The politically powerful public unions struck at the first whiff
of a rif (reduction in force). This marked the beginning of the end for
the president’s economic adjustment program. Today almost all the
public employees are still at their jobs, while Ardito-Barletta is not.

Apart from payrolls and politics, what are the economic effects
of firing government employees? Few studies show how to absorb
redundant public officials in the debilitated private sectors of poor
nations undergoing economic crises. If employment cuts are re-
quired as conditions for structural adjustment aid, it would seem
desirable to know much more and do much more about the human
costs of transition.?!

Nonetheless, tnere is a way to cut the public payroll by per-
haps 10 percent: by ridding public payrolls of “ghosts,” those who
draw pay but do not exist. (In Panama these fictitious employees are
called botetlas, “’bottles.””) A methodology fo- “ghostbusting” is out-
lined later in this chapter.
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Unsatisfactory Answer 3. Allow corruption to act as a correction
for low wages. It has occasionally been asked, mostly by Western-
ers, whether bureaucratic corruption should not be welcomed.
Don't bribes introduce market-like valuations of public services? If I
am willing to pay you a tip for processing my customs declaration
more rapidly . is that not a guod indicator of the marginal product of
your extra effort? And don’t corrupt payments in effect substitute for
higher salary scales, making the crisis in public incentives less severe
than it appears?

Corruption can be socially useful if it enables inefficient or
unjust rules to be circumvented. But as we shall see in Chapter 8,
many stu.dies and common experience in poor countries show that
most corruption is socially harmful. Even the seeminglv in~-cent
case of illicit tips often degeneraies into sandbagging ana i.:offi-
ciency. In general the bribe price is inefficient for several reasons.
First, it reflects the marginal value to the briber of the monopolisti-
cally supplied public service, a price that will not be socially efficient
because it is monopolistic. Second, the transaction may generate a
host of social costs and injustices, ranging from distorted policies to
public bads to distribution of goods that tavor the rich and
powerful.

Third, bribes reinforce perverse incentives in government and
in the private sector. Corruption does result in a higher net salary for
the corrupt official. What happens, though, is that officials and
clients seeking corrupt payments distort the public service provided
and turn the supposedly beneficent monopoly of government into a
rapacious, inefficient, and unjust exploiter. As we shall see in Chap-
ter &, the real economic harm of corruption is the perversion of
incentives. Ignoring this phenomenon is another sort of incentive
myopia that has plagued the study of economic development.

Unsatisfactory Answer 4. Grant a wholesale pay increase. Higher
pay is necessary to attract able people, and for some officials it may
eliminate the necessity of being corrupt. Nonetheless, wholesale
pay increases retain the current distorted structure of incentives (or
nonincentives). What is required is to link rewards to productivity,
not just to raise everyone’s level of rewards (even if it were feasible).
Milton Esman and John D. Montgomery’s recent analysis of Nepal
has general relevance:

Bureaucratic egalitarianism in Nepal has worked to
reduce the level of rewards and recognition to the
lowest common denominator. Across-the-board pay
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increases that would bring salary scales in HMG [His
Majesty’s Government] to the level of the private sector
would be financially unfeasible and administratively
unwise. They would not reward performance or even
eliminate corruption (rich people are not more honest
than poor people). What is needed is a method for
providing pay incentives and bonuses (1) associated
with development projects for which HMG wants to
attract and reward the best talent, and (2) available on
an equitable basis to civil servants engaged in other
important work when their performance merits it.?

As public administration professor Ledivina Carifio recommended
for the Philippines: “Provide inducements to do good—reward
faithful, innovative service not by general system-wide increases in
salary scales—that is a humanitarian gesture, not a reward—but by
providing merit increases and promotions to deserving people.
Across-the-board salary increases confirm the notion that govern-
ment pay is independent of performance.” 2

SUGGESTIONS FOR
IMPROVING INCENTIVES

Reforming public sector incentives should work if several steps are
followed:

I. Measuring and rewarding performance

a. Specifying and attempting an economic valuation
of the social objectives of public prograrns

b. Generating measures of and information about
how welil those objectives are being achieved

¢. Linking part of the compensation of public
officials to the achievement of those objectives

d. Implementing improved incentives in possibly
hostile political, bureaucratic, and cultural
contexts

2. Raising resources to pay for improved incentives

But for the good and bad reasons we have discussed, at every stepin
this process theoretically optimal answers are not in the cards.
Workable responses will involve simplifications and compromises,
even some distortions, especially in poor countries. The second-best
nature of the situation has several implications. As we have seen,
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some but not all of an employee’s .ompensation should depend on
imperfectly measured achievements. Aggressive experimentation
should be the thrust, rather than final answers derived from a priori
theorizing. Learning-by-doing will be the rule, and mistakes will
inevitably obtrude and require correction.

It proves easier to improve incentives in the “‘economic sector”
(public works, revenu.e raising, agriculture) than in the “’social sec-
tor” (education, health care). But it is not impossible even in the
latter.?* Necessarily simplified systems of objectives, mcasure-
ments, and rewards must of course be watched carefully and cor-
rected over time, as employees may discover unhcalthy ways of
achieving performance targets. It is also true that incentive schemes
can be subverted, either through corruption and favoritism or, even-
tually, by making ““performance bonuses’”” automatic.

Problems abound. But manv developing countries now face
crises that demand improved pay and incentives. Moreover, there
are success stories. We should be inspired by the poscibilities of
improvement, not paralyzed by the theoretical and practical diffi-
culties that we must always keep in mind.

[ was inspired by the achievements of Mayor MacLean in La
Paz. Among other changes, he shifted the incentives of city employ-
ees and taxpayers. In early 1986, his administration created new
incentives for the revenue-raising departments. Employees were
given a share of additional revenues generated. Paying city taxes
and fees was rendered less costly and more automatic. As a short-
term measure to correct property tax values that had been hope-
lessly eroded by hyperinflation, taxpayers were asked to value their
own homes. The incentive for truthfulness was the veiled threat that
the city might expropriate houses for the value that citizens as-
signed them!

Th~se incentives proved powerful. Within less than two years
the city’s own revenues rose by a factor of about ten in real terms.
Corruption was said to have been greatly reduced. (Computeri-
zation, strong penalties fcr corruption, simplification of rules, and
Bolivia’s control cf inflation were also important factors in this suc-
cess.) In 1987 the formerly bankrupt municipality found itself able to
make a $1 million loan to the federal government to help settle a
teachers’ strike.

The experiences of other countries also contain lessons, not in
the way of foolproof ideas to copy but as stimuli to experimentation
and study. Let us now shift tone and proffer some practical advice to
policy makers about how incentive myopia might be overcome.
Table 7-2 provides a summary framework.
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TABLE 7-2

Improving Public Sector Incentives:
A Framework for Policy Analysis

I. Measuring and rewarding performance

a. Specifying and attempting an economic valuation of the social objectives
of public programs
|. Involve employees in defining goals and in defining quality.
2. Carry out studies of the social benefits of services provided (and
their improvement).

e

Generating measures of and information about how well those

objectives are being achieved

|. Involve employees in defining measures.

2. Use employees as measuring instruments.

3. Understand the organization's “technology” better by carefully
defining key tasks with employees’ help.

4. Involve clients and citizens in providing information.

5. Empower clients (mechanisms for feedback, vouchers, inform clients
about services and outcomes).

6. Remember the principle of the sample.

C

Linking part of the compensation of public officials to the achievement

of those objectives

I. Experiment and learn from experience.

2. Resist incentive master plans.

3. Begin with the easiest cases (economic sectors, revenue-raising
agencies).

4. Team inceritives are often more feasible than individual incentives.

5. Incentives include money but also more.

a

Implementing improved incentives in possibly hostile political,
bureaucratic, and cultural concexts

I. Cultivate political support.

2. Publicize the crisis of public sector incentives.

3. Use experiments evaluated by all after a fixed time period.

2. Raising resources to pay for improved incentives

a. Cut public employmant.
I. Freeze hiring.
2. Reduce staff through attribution and, if possible, by firing redundant
workers,
3. Bust ghosts (fictitious workers).

b. Cultivate the support of donors and lenders (link incentive reforms to
their strategies and interests).

¢. Institute user charges (and share them with employees),

d. Challenge technical assistance by foreigners (base their pay on
performance, competition with locals, and incentive funds for locals
based on salaries of foreign advisers).

e. Privatize creatively.
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MEASURING AND REWARDING
MARGINAL PRODUCTS

Incentives depend on information being available, and information
depends on knowing what is interesting to measure—that is, what
the public organization’s objectives are. In recent years, interesting
progress has been made with methods for involving employees in
specifying public sector objectives. For example, the United Nations
has developed a systematic workshop lasting several days that en-
ables officials to begin to define the mission of their agency, measurs
success, and consider the first steps toward organizational change.
In a lecture in the People’s Republic of China, Herbert Simon
provided wisdom on the relationship of goal-setting to incentives.

Even when the value of an organization’s product is
difficult to measure, the very attempt to define goals
and to define quality will help management to guide
the organization and raise its standards. . . . Neither
whips nor money rewards will permit an organization
to achieve its goals unless most of tic members, from
top managers to unskilled employees, think of what
they are doing in terms of the accomplishment of its
goals. . . . [Incentives are one means of } inducing
subordinate managers and employees to make their
decisions in terms of the goals of the whole
organization . . . and every ingenuity must be used to
find ways to measure their success in accomplishing
thuse goals.

Involve line employees in the specification of objectives, the definition of
performance measures, and the structure of incentives. Without employee
involvement, one is likely to get the wrong answers and, even if the
right ones are obtained, employees are likely to resist change.26

Use employees as measuring instruments. Sometimes performance
cannot be quantitatively calibrated but can be roughly assessed by
groups of professionals. A kind of peer review procedure can be
used to rank performance. This is one way of building a quality
dimension into an information system; and, at the same time, of
legitimizing the process.?

Understand the organization’s “technology” better by carefully de-
fining key tasks. Exactly how an agency accomplishes its ends is often
poorly understood. One way of understanding this is, again, to
involve employees in exercises that define what needs to be done for
certain results to occur. Remember that task definition is crucial. In
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the words of James Q. Wilson, “People matter, but organization
matters also, and tasks matter most of all. The principal challenge
facing public managers is to understand the importance of carefully
defining the core tasks of the organization aad to find both pecuni-
ary and nonpecuniary incentives that will induce operators to per-
form those tasks as defined.”*

Include information from clients. Both exceptionally good perfor-
mance and corruption can be more readily discovered if clients have
easily accessible channels for reporting them. Examples of useful
channels include publicized addresses for such communications,
telephone hot lines, suggestion boxes, client surveys, the press,
ombudsmen, client oversight groups, and political organizations.

Empower clients. Especially in the provision of social and agri-
cultural services, search for ways to give the clients some form of
market power. In Mexico’s successful rural education program of
the early 1970s, for example, the government allowed the local
population to express its satisfaction or lack thereof with the teacher
assigned, and to translate that satisfaction into better or worse con-
ditions for the teacher.? Voucher schemes should be considered: for
example, giving clients chits for fertilizer or agricultural extension
services or educational services and allowing clients to choose
among alternate providers.

There is, of course, a crucial link between information and
empowerment: the former is necessary for the latter. When India
published comparative data on infant mortality by state, it generated
tremendous popular pressure for change in some of the states.
Among Indian states, Tamil Nadu ranked second from the bottom.
The shock of this revelation jarred Tamil Nadu’s citizens to
demand—and the government to provide—a new and successful
nutrition program. From this example and others, Samuel Paul con-
cludes that “comparative studies of public services and wide dis-
semination of their findings can, thus, help mobilize public opinion
and initiate public action. This approach promises to be a useful
surrogate for competition in the public sector.”

Remember the principle of the sample. Incentive systems require
information systems. Unfortunately, too many governments think
of information in terms of a census instead of a sample. They try to
check or review every decision, purchase, school, or office. Review-
ing every case costs too much, creates red tape, and proves undo-
able; the pretense of this policy ends up being so cumbersome that
few real reviews take place. (The minister signs a hundred approvals
in an evening.) The principle of the sample says that we can learn a
lot from a random selection of thirty to fifty cases no matter how
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IMPLEMENTATION ANALYSIS

Charles Wolf offers five paradigmatic questions to guide the “normative/
inventive part of implementation analysis" for public programs. Notice
how they avoid incentive myopia.

I. Are there relatively simple and easily administered fixes in the
operation of markets that would enable the private sector to take over
the service now publicly provided?

2. Can policies be invented that, while recognizing the need for
government intervention, nevertheless try to retain valuable
characteristics of marker solutions (such as competition, tangible and
publicized performance measures, beneficiary charges, and a profit center
mode of operation)?

3. Can improved measures for government output be devised, so
that “nonmarket failures" resulting from a lack of a suitable metric are
reduced?

4. Can the standards or goals that currently provide the incentives
for individual and agency behavior be revised so as to be more closely
connected with the final intended output?

5. Can information, feedback, and evaluation systems be improved to
reduce the risks of cooptation by a client group (and to publicize this if it
occurs)?

SOURCE: Adapted from Charles Wolf, Jr.. Markets or Governments: Choosing
between Imperfect Alternatives (Cambridge, Mass.: MIT Press, 1988): 110-11,

large the universe of cases. We can discover central tendencies and
patterns (such as distortions of information) with less expense and
red tape.

The principle of the sample means things like spot checks,
random sampling of cases that are then painstakingly reviewed, and
summoning a few officials to the central office to justify their reports
in detail. This principle has a corollary in deterrence theory. As long
as people perceive that there is a small probability of their misbe-
havior being discovered, if penalties are large enough an informa-
tion system built on samples will deter the penalized behavior.

Experiment. Reforming incentives is at once an uncertain busi-
ness and a controversial one. This means that a government should
experiment. For example, over a specified time period, one might try
bonuses contingent on meeting performance targets. One possibil-
ity is along these lines: “If the customs bureau generates at least 20
percent more revenue in the next six months, then 10 percent of this
additional amount will go to customs officials as a bonus and 90
percent will go to the treasury. If the target is not met, no bonus.”

A corollary of this advicr: to experiment might be: Resist incen-
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tive master plans for all agencies and all time. Proceed boldly but
incrementally, learning from experience and sharing results and
controversies. Commissions that intend to solve the incentive crisis
with a single system for all agencies all at once are likely to fail.
Insisting from the outset on horizontal equity across sectors of gov-
ernment may short-circuit reform.

Begin with the easiest cases. Revenue-raising agencies are prime
candidates for two reasons: results are specific and easy to measure,
and successful incentive schemes can be self-financing. In general
use simple schemes with short-run outcomes instead of compli-
cated, multiple-objective evaluations over a long time period.

Team incentives are often more feasible than individual incentives.
This may be so for cultural and ideological reasons as well as techno-
logical ones having to do with the production function. In the United
States, efforts to reform incentives in the public schools have gener-
ally moved from individual incentives (which failed) to schoolwide
incentives (which have enjoyed some success). Competition arnong
teachers within the same school seems to be too threatening to the
schools’ egalitarian culture. Better are incentives that reward, if
variably, everyone in a given school (team, office).>!

In China the “responsibility system” for organizing agricul-
ture takes a variety of forms, but the objective is “'to tie the reward
received more closely to the work performed.” One important tech-
nique has been to reward groups in exchange for completing specific
tasks—for example, transplanting one hectare of rice seedlings.®
The use of group rewards instead of individual ones may be for
technical reasons (interdependence among workers) as well as ideo-
logical ones.

Similar issues arise in modern capitalism. Rosabeth Moss
Kanter emphasizes the importance of performance-based pay in the
corporation of the 1990s. She highlights the five key trade-offs in
incentive systems: (1) individual versus group contributions, (2)
whole agency versus units, (3) discretion of management versus
automatic or target-based rewards, (4) incentives relative to base pay
versus relative to the value of the contributions to the agency, and
(5) a single system versus multiple systems.*

Incentives include money but also more. 1 have emphasized finan-
cial incentives because their absence is now pronounced in many
poor countries. Although pay and promotions are primary, incen-
tives also can include training, travel, special assignments, transfers,
awards, favorable recognition, and simple praise.

Information itself turns out to function as a reward. If an
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SUCCESS WITH INCENTIVES IN GHANA

There is good news from the Ghana Railways Corporation (GRC),
Highways Authority (GHA), and Ports Authority (GPA).

With the help of the World Food Programme, in 1983 the GRC
linked heavily subsidized packages of food to the achievement of
measurable results for each worker and for the Corporation as a whole.

Targets for Individual Productivity in
Ghana’s Program of Railway Rehabilitation

Objective
Measure (4/1985-12/1986)
Selective elimination (posts/man/day) /
Overall examination (ties/man/day) 10
Insertion of emergency ties 5
(ties/man/day)
Carrying of ties (ties/man/day) 40
Unloading of ties (ties/man/day) 80
Creosotation (ties/man/day) 10
Placing of rails on the line /
(rails/man/day)
Placing of rails at point of connection 10
(rails/man/day)
Painting and sanding of bridges 100

(square feet/man/day)

Workers as well as administrators also had to fulfill targets for
tardiness and absenteeism to be eligible for food paclages. In addition the
GRC established six quantitative targets for overall achievement in
railway rehabilitation, as well as four targets for rehabilitating and making
available locomotive:; and ten targets concerning the rehabilitation and
availability of rail za.%.

The value of the food packages in September 1984 was estimated
to be 100 to 150 percent of the minimum wage. The new incentive
program was crucial in the achievement of a remarkable 149 percent of
the GRC's objectives in the renovation of railway lines.

Similar programs in the GHA and the GPA enjoyed similar
successes. Quantitative objectives were worked out and measured, and
food packages were linked to results. The GHA achieved most of its
goals of road rehabilitation, and labor turnover was dramatically reduced
from its pre-project level of about 50 percent. In the GPA, from 1984 to
1986 the tonnage lifted per hour per worker increased by 23 percent in
the port of Tema and by 29 percent in the port of Takoradi,

SOURCE: World Food Programme, Committee on Food Aid Policies and
Programmes, “Informe Resumido de Evaluacién Provisional del Proyecto Ghana
2714," WFP/CFA: 24/8-A (ODW) Add. 4, Apéndice (Rome, 5 August 1987), my
tiansiacion.
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information system enables employees to know something about
their own attainments as well as those of the people working under
and around them, it provides a powerful incentive.3

Cultivate political support. Some labor organizations and poli-
ticians may resist incentive reforms in the name of professionalism
or populism. One must have a strategy for winning their acqui-
escence. Publicize the crisis in public incentives and the likelihood
that without reform it will only get worse. Involve the unions and
the politicians in the design of the reforms, but be firm that reforms
will take place. In order to reduce resistance, select experiments that
all parties can judge after a relatively short time.

RAISING REVENUES

Cut public employment by busting ghosts. How do bloated bureaucra-
cies become less s0? They freeze hiring. They use normal attrition to
reduce the work force. They may consider firing redundant workers;
but if this proves infeasible, at least they can eliminate the ghosts.

Phantom workers can be numerous. In Zaire in 1978, about
two-thirds of the names on public payrolls were fictitious; their
“salaries” constituted about 20 percent of the government's bud-
get.* In a typical African country, ghosts may make up a tenth of
those receiving public paychecks.

The ghostbusting methodology is briefly this: list all employ-
ees, and then coordinate the often separate records in personnel
management and finance departments. The list is derived from a
census of government workers. To overcome political resistance it
has proved advisable to carry out the census with the muscle of the
presidency and—to reduce information fiddling—to obtain the help
of foreign experts. It may prove desirable to re-register all govern-
ment workers. The next step is to computerize personnel manage-
ment records, and make certain they are compatible with payroll
records, usually held in the Minisiry of Finance.

Cultivate the support of doncrs and lenders. In the name of fiscal
austerity the IMF and other international organizations may resist
any increase in the public payroll. Their financial support will be
important. To convince them, one should emphasize the need for
capable managers of structural adjustment and for reducing corrup-
tion. Indicate that their ideas about incentives will help to invigo-
rate the private sector and that the reform of public sector incentives
is a version of the same strategy. (One might talk of “the structural
adjustment of the public sector.””) Donors will be pleased with the
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notion of experiments with revenue-raising agencies as the first
step, especially if pay hikes are contingent on targets being met.

Institute user charges (and share them with employees). Ideally user
charges should reflect the marginal costs of providing a (private)
good or service. Nigeria has recently experimented with low user
charges that eventually redound not to the treasury but to those
providing the service.

Challenge technical assistance by foreigners. The contracts of for-
eign experts should contain incentive clauses based on outcomes,
including the competence attained by their local counterparts. Long-
term advisers should be considered primarily as teachers: the justi-
fication for their great cost should be the transfer of their skills to
nationals, not carrying out a specific assignment. Consider two
experiments:

®  Competition. Create a team of local experts and existing
government officials to carry out the same task for
which foreign experts and their counterparts have
been contracted. Evaluate which group does better.
Anticipate an Adam Smith Effect: Foreign advisers
faced with such competition will do better work than
their norm.

B Anincentive fund based on the salaries of foreign advisers.
Calculate an implicit income tax of 5 to 10 percent of
these salaries. This amount would be provided by aid
donors to separately budgeted projects under a new
“Program in Public Sector Incentives.” The projects
thus funded could include such things as experiments
with performance bonuses, ghostbusting campaigns,
organizational exercises in specifying and measuring
objectives, anticorruption measures, and subsidies for
the fixed costs of repatriating nationals now working
abroad. Why the format of a pseudo-income tax? Even
a small implicit tax rate will generate significant
funds.”” And the tax metaphor provides a healthy
reminder of how huge are the tax-free salai=s of
foreign aid workers relative to those of their local
counterparts.

Privatize creatively. Privatizing public prcgrams can lead to both
reduced public spending and improved incentives.>® Without enter-
ing deeply into the issues surrounding privatization, let me suggest
once again that the choice is usually not between public and private
programs.* Actually one encounters a spectrum of possibilities be-
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tween the government’s making a good or service and the govern-
ment’s buying it: that is, between pure public sector production and
pure private sector production. In the coming years I foresee increas-
ing experimentation with public-private combinations and hybrids:
for example, private consultants working on teams with govern-
ment employees or as part of government agencies, governmental
management of private firms delivering public services, informal
public-private decision making and advisory bodies, various kinds
of nonprofit organizations, pro bono consulting by businesses and
universities, careers that allow experts to move in ard out of the
public service, and activities carried out competitively by both public
and private organizations (such as job training and placement).
Nongovernmental, nonprofit organizations will also play divorseroles.

CORRECTING INCENTIVE MYOPIA

These pieces of advice have a common theme: link rewards to re-
sults. This idea is a central tenet of what some have called the new
development economics. Appropriate prices for goods and services
do work as incentives. Deepak Lal’s polemic, The Poverty of *“Develop-
ment Economics” concluded: “What the experience of developing
countries does show is that, other things equal, the most important
advice that economists can currently offer is that of Stewart and
Streeten’s so-called Price Mechanist: ‘Get the Prices Right.” ""* In the
context of this increasing emphasis on incentives, it is curious that
the corresponding problem in the public sector of developing
countries has scarcely been noticed.

Perhaps this oversight is the result of a desire to cut back the
role of government in poor countries. But in many cases the erosion
of public sector financial incentives has been so severe as now to
threaten the viability of government itself. Wages are prices, and
poor countries need to get these prices right in the public sector. The
links between performance and rewards for public officials must be
strengthened. Improvements will take diverse forms, and will usu-
ally be tentative and incomplete. Developing countries will have
much to learn from each other, and from analogous problems and
their solutions in the private secter and in industrialized countries.
Ovcr the next decade correcting incentive myopia will be one of the
foremost challenges for public policy and management in de-
veloping countries.



CURBING
GOVERNMENT
CORRUPTION

CORRUPTION IS A SENSITIVE subject. Many citizens in de-
veloping countries shy away from the topic because they are simply
exhausted by it. They have watched their leaders posture and moral-
ize and make half-hearted efforts against corruption, all to no avail.
In February 1990, when Tanzanians debated a campaign against
corruption, the public reactions expressed on the front page of the
governnient-run newspaper were overwhelmingly skeptical. A
lecturer at the party’s ideological college wrote, “We have the
Anti-Corruption Squad under the President’s office, the Permanent
Commission of Inquiry, the Leadership Code, the Control and Disci-
pline Commission of the Party and courts of law. What else do we
need?”"! Despite it all, corruption still reigned.

At about the same time as the Tanzanian debate, an article
published in Guatemala illustrated another alarmingly widesprea !
view. “Whenin a society the shameless triumph,” the author began,
“when the abuser is admired; when principles end and only oppor-
tunism prevails; when the insolent rule and the people tolerate it;
when everything becomes corrupt but the majority is quiet because
their slice is waiting. . . .”” Aftera series of such laments, she ended
pessimistically: “When so many ‘whens’ unite, perhaps it is time to
hide oneself; time to suspend the battle; time to stop being a Qui-
xote; it is time to review our activities, reevaluate those around us,
and return to ourselves.’’2

The defeatism and despair are responses to ever deeper cor-
ruption in much of the developing world. Robert Wade's remarkable

~118



16 CURBING GOVERNMENT CORRUPTION

study of corruption in India describes systematic government pre-
dation. “The essential business of a state Minister,” he concluded,
“is not to make policy. It is to modify the application of rules and
regulations on a particularistic basis, in return for money and/or
loyalty.”* Jean-Frangois Bayart’s monumental study of African poli-
tics is subti‘led La politique du ventre, the politics of the gut; cor-
ruption, he says, is now the abiding reality of the African state.*
The United Nations sponsored an international conference on cor-
ruption in 1989. The delegates were blunt about its extent and
seriousness.

Corruption in government is p-rvasive at all levels of
public management, including, in some countries, the
deliberate mismanagement of national economies for
personal gain. . . . Examples were given of pernicious
corruption in the agricultural, manufacturing,
industrial, financial and commercial sectors. . . .
Corruption is pervasive and is apparently

expanding. . . .[It] has become systematic and a way
of life in many countries.”

Increasingly and around the globe, a central issue in popular upris-
ings and election campaigns is corruption and what to do about it.

In the long run, today’s worldwide movement toward the free
market and toward democracy will help reduce corruption. “The
general view” among delegates at the UN conference ““was that the
larger the public sector, the greater the scope for corruption.” As
we shall see, in the long run competition and transparency—both
associated with free markets and with democracy—are the enemies
of corruption. (In the short run, however, the liberalization of mar-
kets seems to be correlated with greater, not less, corruption; and
democratic competition has sometimes, in the short run, fostered
undisciplined rent seeking that seems to citizens even more corrupt
than the previous dictatorial regime.)

Free markets, free press, democracy, and the separation of
powers are to be joyously welcomed. But again, much of the ¢ ztion
in controlling corruption will lie below these macro-level changes.
More than one country has discovered that macroeconomic reforms
and elections have not immediately reduced corruption. Whatever
size and roles of the state that a country deems appropriate, it
encounters the threat of bribery, extortion, influence-peddling, kick-
backs, fraud, and other illicit activities.

Fighting corruption is said by almost every new third world
government—whether elected or not—to be at the top of its agenda.
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CORRUPTION AND BUSINESS IN LATIN AMERICA

“Could it be a coincidence? . . . The front pages of Latin
American newspapers are full of terrible stories of corruption:
millions of dollars dance, the corr pt escape, some are jailed,
others are conveniently let go.

“It would appear that a war has been declared throughout
the continent: President Menem talks of life sentences for the
corrupt, Collor de Mello promises the punishments of hell in
Brazil, and there has been no lack of demands for executions.

"But men of business are pragmatists: they have watched as
one after another government parades by proclaiming a clean-up,
and little has happened. If today there is more vocalizing, says
this skeptical majority, it's because the sweet silver left the taste
for easy money, but there is little money to capture.

“Moreover, buying favors is for some cheaper than competing
for contracts or bids. The region's businesses are not only the
victims of corruption, sometimes they're its instigators.

“But the costs of corruption as a system are enormous. The
most visible is the fact that one has to pay a percentage—which
varies from 2 to 15 percent—to achieve any movement on the
part of those who decide about a deal. A general cost is the lack
of transparency. For some, corruption makes in profitable to
regulate, to intervene in the economy, to create agencies and
committees, laws and regulations. The economic system is
transformed into an entanglement of barriers that have to be
lubricated with bribes. The apparatus of the state inflates itself, it
becomes heavy and arbitrary, it suctions off what it can.
Everything becomes particularized, there are dominions of this or
that economic group associated with this or that political group.
Competition is brought to a halt, and a Creole-style feudalism is
crowned.,

“One must recognize, of course, that we aren't the only
ones. Corruption is a serious problem in the United States, Japan,
and Europe. Here it is more painful because it is now a vital year
lengranaje] of the economy. And this is so because our countries
combine an enormous state apparatus with an erdemic poverty:
the best broth for the cultivation of corruption.

“Does any hope remain that we get rid of the legion of
money-eaters? In truth, yes. Incorporating the fight against
corruption is part of the overall modernization of our societies.

“The fight against corruption is the other modernization,
whose necessity makes itself felt at the hour of going forth to
compete in the world, of attracting foreign investment. The rest
of its liberalizing efforts probably depend on its success."

SOURCE: “El Negro Mapa de Ia Corrupcion,” AMERICAECONOMIA, no. 42
(August 1990): 9, my translazion.
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Unfortunately, the literature on development provides little
guidance.

A LACK OF POLICY ANALYSIS

True, new scholarly work shows that rent-seeking and “directly
unproductive profit-seeking activities” can distort incentives.” Re-
cent research on “influence activities” in organizations reveals other
sources of distortion.? And empirical work shows—no surprise to
people living in poor countries—that corruption causes harm.’

But the academic literature says little about hew to reduce
corruption. Typical is a study carried out under the auspices of the
World Bank’s Management and Development Series in 1983. The
authors expend all their energies to support this simple conclusion:
"Corruption has a deleterious, often devastating, effect on adminis-
trative performance and economic and political development.”!
None of the monograph’s eighty-six footnotes refers to strategies for
fighting corruption. After showing corruption to be a bad thing, the
authors note, as though in an afterthought, that “governments may
increasingly wish to consider possible measures to counteract this
scourge” and then they simply list, without examples or supporting
arguments, four vague and unhelpful “’possib