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RBESTRRCT

This paper describes a framework for evaluating the
financial performance af ztate-operated enterprises (S0Es).
The proposed framework maintaipns the dlztinction between
coanercial enterprises and service-oriented enterprises. In
the first case, the sponsoring government ls assumed to be
caoncerned with the financial profitability of the
enterprise; in the second case, the concern is with the
provizion of service at reasonable cost-recovery levels. It
argues that the flnancial perforsance of the enterprise
may be attributable to both exogencus markKet factors -and
constraints that are controlliable through public policy, and
that one of the cbjectives of any performance appralsal
should be to identlfy these barriers teoe profitabllity or
cost-recavery. '



SOME CONSIDERATIONS IN THE PERFORMANCE EVALUATION
OF STATE-OPERATED ENTERPRISESx

Benjamin E. Dicknoxk

In recent years, there has been enormous growth of
publié- ehnterprise activities In beth the developed and
developing countries. An unwanted conseguence of this
phenomencn is the increasing commitment of scarce public

resources for the use of the publlc enterprise forp.

The Philippines 1z, of course, not an exception.
Avalilable information from variocus cfficial sources support
the general suspicion that the flow of public rescurces to
public enterprises has been Increasing over the years.

Consider the following facts:

. There has been 2 marked increase in the
nuaber of public enterprises in the Philippine
econany. s of May 1985, based on the

coapilation of the Philipplne Reorganization
Commisaion, Lheir nuaber increased from 35 in
1970 to 243 (consisting of 89 parent
corporations and 154 zubsidiaries). ©Of the
total, 175 have been establiszshed during the
period 1970 to 1984,



Resources committed to the public
enterprlse sector were much higher than those
committed to the national! and local government
sectors combined. As of 1982, the reported
publ ic enterprise assets totalled Pa79.6
billlon compared to the P178.4 bhillion for the
national and local goveraments. In terms of
public debt, the public enterprisze sector
accounieu for 73 per cent of total outstanding
foreign public debt compared to the national
government share of 27 per cent./!/f

The public enterprise sector has been a
hEBU‘j" drain on national government resocurces,
During the period 1975-1984, the natilcnal
government has extended to public enterprises a
total - of P50.4 billlon ln budgetary subsidies
and P46 billion in eguity contributions.2/

This state of affairs has increased the interest af
policymakers on public enterprises In general and the
efficient use of public rescurces through public enterprises

in particular.

Thiz paper deals primarily with issues related to the
financial appraisal of public snterprises. it is argued
that a good financial evaluation is a npecessary reguisite
for any hlgh;ﬁ leve! sviiem of performance avalnation. it
is also argued. that it is important to wmaintain the
distinction between service-oriented &nterprise5_ {e.q..
water supply. telephone systems and other public utilities)

and purely commercial enterprises (e.g. mining and oil =




o i

exploration, mandtiacturing of heavy eguipment, cigarette

manufacturing. etc.) It Iz aszsumed that the latter Iis

‘undertaken to generate revenues for public purposes, the

former to deliver service at substantial cost recovery

levels,

-

The proposed financlal evaluation system reguires the
guantification of both expllicit and implicit subsidies.

Ignuridg these in any appraisal system would be a mistake

for a number of reasons. L few of these should be
mentioned.
1 The general public Is entitled  to know where

government rescurces tuhéther rafised through ° taxatlon,
public borrowlngs, or inflationary floance) are going- In
fact, It matters how the subsidies are financed. Faor
example, in an economic environment where subsidles are
flonanced through general taxzation and whare the taxr system
can be nhar&gtaflzed as regressive, then 1t could be
argued that the poorer tazpayers are subsidizing the

beneficiaries of Some poblic enterprise activities.

27 Full disclosure of the explicit and impllcit
subsidies may force the public enterprise manager te behave
in 2 manner consistent with cost recovary ar cost

minimization.



32 Knowledge of explicit and. Implicit sobsidies
allows one to evalueate whether the sacial obiective
attributable to a service-orlented public enterprise’s is
worth the amount of subsidy. If total subsidies exceed the
social qalnétian, deficits due toc the eaterprises” own

-

lnefficiency ls partly subsidized.

a3 'A system that fails to disclose the fyl] costs
of enterprise operation may result Ino overlinveztmeant Iin some
public enterprise activity. That !s, by ignorlng governament
subsidies, a picture of profitability may be projected when

in fact the enterprise Is losing.

II

The proposed framework will focus on the chiective
function and the market factors and pollicy constraints which
may significantly affect the performance of state-operated

enterprises.

It Is widely recognized that one of the difficulties

in  the evaluation of public enterprises is the absence of a
-

clear statement of the objectives aof the enterprise. In




anterpriﬁg_ stating the objectives behind its establishmeat
uhtqp-cuulﬂ fugg thelpaais fqr an eva]qﬁtion ﬁletrfDrIﬂnGF.
In  the proposed asethodology. it 1z assumed that the
ﬁbjecé?ue of the coamercial enterprise lgel;ginan;ial

profitability. In the short-run, this objective may be

eZpressed as generating surplus in excess of full_cusps. In .

the long-run, the objective becomes one of laiinizing the

present value of the enterprise.

g Let  us considér the long-run objective in detail.’

Define' th:é' present value of the firm as the dJdifference

‘between the discounted value' of the stréam of cash flows—-

‘revenuves, F , mings current operating costs, C , -- and
i t

. -:...'-.' N‘ : ..t as L L v e ZNE

T .
K ? ﬁ {L L A r K 3 A [_. = L B €13
B r i t 2 £t

- - g e i r =

Eein S . - - . ; s

- S
=

S

E L
put whick is aaqun@dktn be a function of the guantities
i ;. i 2 SRS S = L - x f

L]

- £ t

e assomed to cons=ist of labor costs, @ L . and non-labhar
iy ety B
current operating costs, 5 R wHere w is wage rate and
i R L

-

-g., uttlities, materials, supplies, ‘ets.).

~ the ipitial capital detlay. Farmally, R b L

* for any glven pericd t, p is the price charged; Q. -.is
= . . Ll [ § . s FEL Lo il a L

':fwlahnr (L ), other (intersediate) inputs (A ) and capital

?;; ) used during the perled. The curreat ocperating COStS

b © is<the ger unit cost of othéf inputs taken colléctively



If, indeed, the objective of the sponsoring
goverocment iz to maximize the present value of the
enterprise, then the problem becomes one of mazimizing the
following expression:

n ~t

Max V=-K + T (1+r) {p Q@ (L ,A ,X>» -wL -3RA) (2
0 ga=) e T S T t t tt
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For any given public eaterprise, how could long-run
profitability be enhanced? Focusing on the arguments in
Equation (2)., one may argue that, other things equal,
profitability could be enhanced by increasing p or ﬂ; or
both, or by 1nte}1ng any componentzs of costs such as
wages rates, level of employment., price of intermedliate
inputs., and use of iuterl;diate inputs. There are, of
course, several possiblilities for increasing the present
value of the enterprise, such as: (a) K could be
reduced (plausibly} by choosing a relatlively 1==: expensive
but "appropriate’ scale of plant; {b) the time horizon of
the project, - ,t,. could be extended by more éffiﬂi&nt
utilization of the facility or plant; and <c) the rate of

interest could be reduced.. -

For public enterprises which are undertaken to
provide a service, It is assumed that the objective Is to

provide a service at substantlial cost recovery lewel. A




higher level! of cost recovery is consistent with the goal of
revenue mobilization elther im the sense of [ncreased Inflow
of rescorcés to the general treasury or in the sense of

redoced cutflow of the public monles in the form of subsldy.

. Ideally, the level of public subsidy should
correspond to¢ the soclal valoatlen of the socilal objectives
ieposed on the enterprise by the sponsoring governaent “ana
that the spuﬁﬁufiug governmeat should define in advance a
set of rules for deficit relmbursement. This set of rules
may be applied to service—oriented enterprises such as those
engaged in the provislon of publlc housing, mass transporti,
and’ medical care. -Slince deficits could be :xattrlhutahle
either te inefficlency or the social objective imposed
by the sponsoring government on the euterprisa,iﬂufinlng the
rules Iin advance has the advantage that it sets the record
stralght on uhica deficit can h; re imbursed and which
'cannot. THE; is important since as a United Natloms report
stares: ;fhg very expectatlon that.thn treasury will cover
the actual d%finit iz apt to Induce a pattern of behavior
which is least oriented to lis eli:knatinn'.éIIIr

Let” us define more- formally  these various cost
recovery concepts and the implied subsidles. Consider tha

. following ' simple case .of a public enterprise with .debt




financing at an interest rate set by goveraoment. Its assets
are divided Iinto operating assets {Ka > and non-ocperating
iocome yielding assets {KP Y in the form of securlties,
land, etc. Define accounting profit at markKet prices aatjf

& a T f =)
i = ' A R £ R 3)
£ t t t
whare
5 3
1. = net cash flow of the enterprise in perisd t
t
S
R = transfers from earmarked revenues
£
P
k = property income (dividends, interest, rent)
¢ :
a &

K, K , K = total, debt., and equity capital
-
T = tax and tariff aﬁate-ent
a = ratio of onon-operating assets to total

assets of accounting valuation _

B = -opportunity cost of capital

Let __
a *
I = p&@ - @ ~ sA - <1-adr K 4>
T £ t 5 £
# s
wvhere r is the anoual cost of caplital, K is the guantity
t

of capital aused In perliod t, and the other teras are as




Combining =~ €32 angd {4Y and rearranging terms, we

have
. - * [ * *
Bl + R = ar K ) =4l '+ gh - p Y+ ¢l-adr X
E e’ " - T = L T

The left-hand side gives the explicit subsidies by acans of
Provizion,. while toe right-hasd 2ide gives toew-in tsras of

costis to be covered. Consider the zubsidies by means of

t
provision: the first term (R ) is subslidy via budgetary
: - F R =
transfer, the second term (-7 ) is subsidy via loss of
J s o =
=g?iqrnl=nt equltr capital while the term (R - ar A |

t 5
E!!hﬂlﬂr via property income less costs of property income.

‘Consider next the right-hand side: the flirst bracketsd terns

: the amount of subsidy required to cover the gap hetween
'}i_ mariket price of current output and the current operating
. le the second@ term Is the subsidy reguired to cover

tual cost of capital ased to hold operating

It =should be ocbviowvs that In additlon to these
®xplicit subsidles there may be other Implicit subsidles.
) f-iu tax auéild?. In general, =unlls sntepprizes In
.Tuilpping countries ars exempt partially if not fully from
(e.g., income taxes and tariffs and customs _ﬂutius).
Sone countries, hnwevlr; 20Ez are subject to tazes

cially Income tax) applicablie to private fires. Among

{ !'_-



these countries are Colombla, India, Indonesia, Tanzania and
E;r:-i\a.é“r The tax subsidy can be €X¥pressed in terms of tax
revenues foregone which far simplicity 1s assumed here ipn
the form of profits tasx foregone . Formally. with tas the
profits tax rate, the implicit subsidy then is:
a *
Th = T{p@ - wl - sA -~ (13- z¥r K 3 {6)
t - t t t
Another form of implicit subsidy Is the difference
between the Opportunity cost of capital and the actual cost
of capital faced by the publ ic enterprise, Publ ic
enterprises, 1ia general, have access to low-interest loans
through government financial institotions and = addition
can, with feg restrictions and depending on the degree of

financial 2UTGNOMY, make use of surplusas Dezignate the

[+ -
former deht capital (K i the latter asz equity or
= [
internally generated capital (K ).
=
Let 2 be the apportunity cost of capital. Define

the implicit subsidy in teras of concessionary loan, ij.e.,
the 9pportunity cost of capital less the observed annual
cost of capital as:

o * o

B K = r= I £Fh
t L

1g




Note that the annual cest of capital., r*K f is 1ts value
based on existing government policies. | ?s. in general,
not eq£a1 to, and one cAp argue amuch lower than, the
apportunity of capital. GDefine next the implicit subsaidy In
terms of eguity financed capital as opportunity cost of
goverament capital less the net cash flow of the enterprise

in period £, that i=s

@& =
EK - E (8)
+ t
& Total explicit and implicit subsidies can then be
written as
£ T
i
- * d -
1- el + Ci- t)sA + BE -r K {9
- t b i E

B o1 - copo # €1 - ¥ CL = adx K
z t '

E

e
=
S 1

:} {418 one nén then ask whether the scociliety’s ?aluifiﬁn

the soclal cbjective imposed on the enterprise is roughly
ilent to the amount of subaidy. If the sobsidy, Sy o

the social waloation, deficita due “to the
Erprise‘s own inefficlency !s partly subsidized. If

= _Ethere i= then a net gain ta the sponsoring goeverament.

if



{1} PRIVATE FIRM EEHAVIOR. For subsidies, S. .+ to
be non-positive, a requirement that forces the enterprise to
behave as private firm, the following conditicn= aust hold:

pa (10)
e £
i a #* 4 *
wL + 3A + {1/81~- <3} { BF - H -r K }+(l- adr K
t 4 t t £ t

{2} FULL COST RECOVERY. For full_ cost recovery
requirement, i.e.. that total revenues are sufficient te cover
both capital and current Cost, the implied azpllcit subsidy is

*
5 = wl, + sA - pi + {(1- @) p K Cil>
o £ A t t
This follows directly from the right-hand =ide af (B), For
subsidies to be non-positive, the following requirement

should hold:

pa
1 <« : L
- wl, + =A * 1= adra+F {122
j ; e

that Is, that the ratic of total revenues to total costs be
greater than uﬁe: @lternatively, that total revenues for
2ny glven year exceeds the total costs, where tnta11‘¢ﬂ:tn
include current operating costs and an annual allocation of

the cost of capital.

i2




C33} CURRENT COST RECOVERY. It 1= sonetimes
:pprﬁpr!ate to si;p!r reguire that the enterprise cover Its
n?rftnt costs. Thics implies subsidies including the annual
nﬁ:t of capital. The concern then Is sisply that the
enterprise not be a drain on the publlic treasury on a year-

to-year basis. Sioce cperating subsidy ls defined as (wlh +

t
SR - pa& » for the operating subsidy, S , to be
E i oc
non-positive, it is reguired that: =
ol
Sl ¥ t : €13
- wiL + si
t =

In general knowing the amount of subsidy (or cost
recovery level) in relation to the soctal goals mandated by
: } government on the enterprise facilitates performance

' Do 3 priori basis, it could be arguad'that having
iformation on cost recovery level would certainly not

prevent a mere cost-conscious managerial behavior.

From the point of view of the sponsoring government,

: a
Cost recovery a2 enhanced the higher is net cash flow ( E ),
t t
“the transferz from the earmarked revenues (R ) , and
D o
property lncome (R ). Let us focus on pat cash flow which
t

is given In Eguation (4) asrs

I = p@ - wlh - =A - (1= alr K

i3



3
It can be shown that the annual cozt of capital, r » depands

on the price of new capita} goods bought in perled ¢, q pn
t &/
the rate of depreciation, 4, and the rate of interest, r. If

50, we can then write net cash flow as:

I 2R - e = i = - e¥r+ddg K 14>
t L t t te

Current cost recovery is enhanced if P or @ is
increased, or both, and the current cost components such. as
wWage rates, unit price of intermediate inputs, employment
level. and use of intermediate inputs are reduced. Labor
costs will be determined by conditions in the factor market
and public poliecy restrictions on wages and employment. The
ute of intermediate ;nputg will likewise be goeverned by the
prevailing conditions in the market, unless of course, there
are efguctivg gnv:rnngnt restrictions, €.9., . supply
regulations ang requisition procedures that may limlt the

enterprise’s procurement angd use of non=-labor inputs.

Cost recovery Is alsc enhanced If the annual cost nf
capitat, from the point of view of the Sponsoring
government., Iz reduced. This can be done by lowering the
rate of interest, the rate of depreciation, the price of new

capital and the quantity of capital.

14
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The performance of any public eaterprise depends on
market factora and policy constraints. Market factors
inclede the pressurce endowment, technology, product and
factor markets in which the enterprise operates, and
indlvidual preferences. These are viewed as given
parameters, eXogenous to the sponsoring government and the
public QBEtrérisu, and are Iln general, at least in the
shart-run, not alterable by the Central government.

Des ignate the totality of such parameters the enviropment-

The sgccess or fallure of an enterprise depends
partly on the environwent ip which it operates. Consider
the degree of compatitiveness in an industry. The abillty
gf'f: publ ic enterprise to influepce price depends on the
iﬁlﬁi}t fon posed by similar government sponsored
tnii;;rlaas and private firms. linder a corpetitive
en!ifun:lnt. the probability of generating préfit or
mobillizing ressuvrces for ﬁuhlic purposes in the long-run is,
oo & priord basis, nll. Long-run profitability, however
becomes probable If there are barriers to entry, plausibly

(among others) due to lumplness of capital or risk-averslion

on the part aof private entrepreneurs.

15




The financial performance of the enterprise may also
_.depend on the state of the technology. The ability of the
enterprise to respond to changes in demand is constrained by
the exlsting plant capacity. This applies especially to
enterprises where Installed capacity is, by nature,
relatively fized. Such enterprises include water supply.,

electric bnuer, telecommunications, and public housing.

Conditions in the factor narket; are gsually
exogenous to the Central government and the public
enterprise management. On the other hand, the filnancial
success of the enttrpriag may depend on the competence of
its managesent and manpower. To the extent that skilled
manpower and trained personnel are in short supply. then
Public enterprises should have the resources tao compete
against other private firms for their services. Inevitably,
the governsent’s Inability te compete in the labor market

will reflect on its performance.

There ‘are in addition to the exocgenocus market

factors, constraints that are directly controllable by the

Y Government. These policy constraints msay be &lther

Rrimarily economic or jpstitutjonal. The primarily economic

constralnts may include those policles relating to pricing.

investment and finance, and wage and employment.

ie




The institutiopal constraints on the other hand, are
those pol icy-controllable instruments which affect
enterprise performance in an indirect way, that is, through
th;ir influence on managerial! behavior. These may include
constraints on arganizaticonal structure {departmental
management, public corporaticen, state company, operating
COntract, ' jeint ventureship; private sector
subcontracting. ats. ), government accounting practices
(current “cost versus full cest accounting, cash versus
accrual, separate versus coamon fond), and disposlition of

surplios and financing of deficits.

Obviously, the set of pollcy constralnts faced by an
enterprise may vary from one enterprise to another. It is
instructive, however, to focus on one possible set of
constraints that may apply to a particular public
enterprise. Given In Table 1 is one such set of policy

constraints .

r7
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POLICY CONSTRAINTS:

Aspects of Enterprisze
n‘%

Pricing

Investment and Finance

Hage and Employment

Institutional Structure

Organizatlonal Foras

Accounting Practice

Dispoasition of
surplus

TABLE I

SOME ILLUSTRATIVE EXAMPLES

18

_lllustrative Examoles

Price is set by the
spansaring government
at below cost-réecovery
level.

Pricing structure ls
inflexlble, 1.e., rate
charges have to be
leglslated.

Amortization period of
loan repayment is less
than the project life or
the useful life of the
eguipment or facllity.

Bate of interest is
set too high.

Project design subject to
review by Central
Government Ministry.

Wage scales are set by the
Central Governmant.

Enterprise workers are
hired on the basis of
Eivil Service rules and
regulations.

Jolnt ventareship i=
precloded.

Enterprise are expected
to be operated as
regular department

Prescribed account ing
systen Ignores deprecia-
tion and implicit and -
explicit subsidies.

All financial surpluses
revert to the Gansral
Treasury.




(1> FRICING POLICY. The price set by the sponsoring
government, P . #may be less than the competitive market

g
- price, D . The price may have been Kept low for

rﬂdistrbhufiunal objective as is ceamon in most ‘"haslec
needs’ type of enteérpriszes, such as public hﬁuaiug, mASS
transport, water supply, etc. Alternatively, prices may
have heén purposely set low for allocatlve efflciency
FEISATS . For decreasing cost inﬂu;tries fe.g.»
telecanﬂﬁnicatinns or electric power plant), pricing at less
than full cast recovery level may be consistent with
allocative efficlency considerations. In any case, whether
the pricing policy to keep tariff rates low is undertaken on
the basis af redistributiconal! or allocative efficiency
argument, the fact remalns that such pollicy may be

inconsistent with the ghiective of revenue mobilization for

the public =actar.

Shounld pricing authority be exercised by the
sponsoring government or should It be delegated to the
public Ent&rﬁrisf management? Considering the wvarious
motives for undertaking public enterprise activities and
changing economic conditions vary, it would seem reazonable
to decentralize pricing decizions. For purely c;lnurﬁial
ventures, and assuming a highly competitive environment and

& reglme where political decisions involve considerahle

19
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delay, there appears to be a strong case for delegating
pricing decisions to the public enterprise. For sonme
enterprises. pricing autonomy may spell the difference

between failure and success.

£2) INVESTMENT BEBND FIMNANCE. A public enterprise
¢stablished with debt financing at an interest rate sat by
the Central Government might face two constraints: <a}) the
aunrﬁi:&tiun period of the project or the enterprise
facility financed, and (b} the rate of interest may be too
high. The drain on flscal rescurces is higher the shorter
Is the length of the amortization period, and the higher the

rate af interest.

Ceteris paribus, the government ﬂin influence
profitability by reducing the rate of interest charged by
government lending institutions or by increasing the nomber
of amortization periods, In general, enterprise activities
designed to serve same social objectives should be extended
flnancing at Subsidized rates, To the extent that
governmeot financial institetions do not discriminate
between commercial ventures and zervice-ariented enterprises
then, from the soclal viewpoint, less than the socially
cptinmal level! of service-orieanted enterprises may ' resclt.
From the point of view of cost recovery, the additional cost
of borrowing funds imposes a heavier burden on the public

treas Ell‘!“f -

20




(3} WAGE AND EMPFLOYMENT. Oftentimes, the employment
and wage policy are set by the Central Government. At the
same tlme, state-operated enterprises may be reguired to
hire workers in accordance with Civil Service rules applying
to regular government employees. This inflexibility may
serve- as_ a barrier to the financial performance of the
public enterprise. While flexibility in terms of hiring and
Wage de;erninatiun may oot be a sofficient condition for the
suyccess of the operation, the likelihood of seccess is
enhanced whenever the enterprise manager can employ workers
in accordance with the level of enterprise activity and
cu:p&ﬁﬁate them at prevailing wage rate rather than at

nationally prescribed rates.

There are, of course, varlous ways of going around
this constraint. To the extent that contract mapagement is
allowed, the enterprise may hire top managerial officials on
contractual basis. Another alternative [s through .an
operating contract arrangement whereby the responsibility
for running ¥he enterprise [s assigoned to a private
entrepreneur or company. Under such arrangement, enterprise
Workers are presumably no longer covered by government rules

on wages and emrployment.

21




c4) INSTITUTIONAL STRUCTURE. The choice of the
organizaticnal structure, accounting asyastem, and the
nechanism for the disposition of surplus and the financing
of deficits may also affect the financlal success of the

enterprise.

The cheice of the organizatiocnal form--whether
d:partnnatal managemsent, public corporation, state COMPany .
cperating contract, joint ventureship, ”ﬁriuate sector
Subcontracting =--may be exogenous or endogencus to the
sSponsoring g&vernltnt- It shuul& be emphaszized that the
type of organizational form may have ramifications on the
other aspects of public enterprise activity. For exzample,
an operating contract arrangement may provide greater
latitude than a governmentally-managed one in terms of wage
and employment and the dispesition of surplus.  That is, an
enterprise which is to function as a regular department is
at a disadvantage in the sense tha; its apility to 'reﬁppn&

to changing economic conditions is guite limited.

If the.ehterpyis& lz toe be ezpected to function as a
private firm, an appreopriate reguirement for commercial
eaterprise Is that it be granted palitical and managerial
avtonomy. Once objectives and production targets have been

ex¥plicitly speclfied, the day-to-day operation of the.

22




enterpriza should be left to the eaterprise manager.
Requiring the enterprise to function as a regular department
of the government would iIgnore the fact that collke a
regular department where the demand for publlic services Is
fairly constant throughout the year, the level of business
activity of a commercial enterprise BAY fluctuate

cons iderably during the Tear.

The accounting system becomes a barrler te fimancial
success when it does not foster fiscal discipline. It could
be argued that when the accounting sysiem correctly measures
performance, there is greater pressure for efficlency and
accountability is enhanced. On the other hand, an
accounting system that projects profitability when less is
incurred is not apt to induce 2 pattern of behavior
conslstent with cost recovery. Any of the fnllnﬁiug flaws
in the accounting system may give erroneous picture of
profitability: failure to take account of depreclation,
valuing existing assets at historical, rather than
replacement costs, and ignoring explicit transfers and

implicit subsidies.

The systemr of deflcits financing and disposition of
surplus affects the financial performance of an enterprise
iodirectly through its effect on managerial behavior. It

may or may not provide strong motivatlion for the enterprise

23




management Lo alnimize public subsidy. However, a system
whereby all deficits, regardless of source, are covered by
the sponsoring government, and wheps aii surpluses revert to
the general treasury, s less 1llikely to indoce cost

minimiziog behavicor.

hn alternative system is one where part of the
surplus goes to the management and employees In the form of
ipcentive or perfoermsance bonus. The design of such
performance bonus schese would certainly be more compl lcated
than what many governments in developing countries could
nandle administratively, but 1is an cption that could be
explored to make the compensation system, disposition of

surplus, and managerial behavlor internally consistent.

Summing up, this paper describes a framework for
evaluating the financial performance of state-operated
enterpriszes (S0Es), The proposed framework maintains the
distinction between commercial enterprises and service-
oriented enterprises. In the first case, the sponsoring
government Is assumed to be concerned with the flinancial
profitability of the enterprise; in the second case, the

concern Is with the provision of the service at reascnable
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Cost-recovery levels. After formally defining explicit and
Iimplicit  subsidies In their various forms, cost recovery

concepts are then formally presented,

It is argued that the financial performance of the

enterprise may be attributable to both eXogenous marke

factors and constralnts that are controllable through public
policy., and that one of the objectlves of any performance
;ﬁﬁ¥aisai would be to identify these barrisrs te
profitability or cost-recovery. A logical and promising
area for future stody would be the development of
methadological tools and approaches for measuring the effect

of different constralnts on enterprise performance.
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