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ABSTHACT

Local govermments: in less developed countries (LRCs) are
generaily faced with the problem of inscequate fiscal resources, with
much more sewverity than their counterparts in the more developec
countrieg. Since the demand for local public services are more likely
to increase rather than decrease in the vears ahead, this problem
of inadeguate fiscal resources and the difficulties of raising public
sector resources through taxation, suggests the need to develop other
means of mobilizing rescources for public purposes. One Such alter-
native is the use of local public enterprises.

This paper addresses some of the issues related to the potential
use of local public enterprises for yublic sector resource mohilization
and draws together the available fragmentary evidences on the actual
use of local public enterprises in some LDC local governments.

From the standpoint of revenue mobilization, it is argued that
the tenable range for public enterprise activity should include
activities which meet the following criteria: (a) the goods or services
srovided are marketable in the sense that exclusion is possible and goods
are rival; (b} there should be some possibility of relating price to
the costs of supply; (o) a substantial cost recovery should be
possible in all cases and full cost recovery in the case of purely
commercial ventures; and (d) separate management and acccunts should
be posgible.

Urban goverrments in developing countries are engaged in enter-—
prise activities, not only in the traditional areas like water supply,
electric power, public transport, and markets and slaughterhouses, kot
alse in purely commercial ventures. While in general the performance of
these enterprlses are poor; BODE, particularly those engaged in
commercial undertakings, appear to be recovering their full costs;
in fact, scre hawve the potential to make a net contribution o the
local fisc.



LOCAL PUBLIC ENTERPRISES IN DEVELOPING COUMTRIES:
IS5UES AMD PHRCTICES®

by Benjamin Gliokno**®

I. IMTERODUCTIWN

Local governments in less developed countries [(IhCs) are gene-
rally faced with the problem of inadeguate fiscal rescurces, with
mach more severity than thelr counterparts in the more develcped
countries. ' There are a number of reasons for this state of affairs.
In a country where there is widespread rural poverty and where the
mural sconomy is predominantly agricultural, the tax bases axe nndex—
standably gquite limited. In additiem, gince the Central Governments of
developing countries have, in many casas, preampted the major tax
instruments, then local governments cCan only make claim on a minor
portion of the already limited tax bases available to LEC governments.
FPurthermore, tax administration in developing countries is generally
lacking becacse of the shortage of skilled administrators and manpower,

and this shortcoming is more sericus for LDC local governments.

cince the demand for local public garvices are more

likely to increase rather than decrease in the years ahead, thia

*The author gratafully acknowledges the valuable comments from
Roy Bahl and David Greytak. They are, however, not responsible for any
errors and interpretations in this paper.

*#posistant Professor and Director for Public Affairs, Schonl of
Feopcmics, University of the Philippines.



problem of inadequate fiscal resources and the difficulties of raizing
resources through taxation, suggests the need to develop other means
of mobilizing rescurces for public purposes. One such alternative is

the use of local public enterprises.

The purpose of this paper is twofold: (a) to clarify the
issues related to the potential use of local public enterprises for
public sector resource mobilization; and (b) to draw together some
of the fragmentary evidences we were able to assemble on the actual

uge of local public enterprises in some LDC local QOVernments .

Crganizationally, the next section addresses the issue of the
tenable range of local public enterprises in developing countries, with
ravenue mobilization as the explicit objective. The next secticn,
Secticon III, discusses the state of the practice of public enterprises
in some LDC local goverrments, with particular emphasis on the
assicnment of responsibility, fipancial perfermance, pricing policy,

and disposition of surplus. Section IV concludes the paper.




IT. LOCAL PUELTC EHTERPRISES: CRITERLA FOR USE

Thig Eection addregses two guestions: Firat, what are the
motives for the use of public enterprises; reégardless of the level
of sporzoring government? Second, and the more important question
for the purpose of thig study: How does one go about identifying
the tenable range of public enterprise activity for lecal goverrments

in developing countries?

. Hotives for the Use of Public En'l:egpriaea

“'The reasons for the use of public enterprises are manyrlf
employment generation, savings mohilization, revenue generatiocn,
government operation duas to capital lumpiness; risk and monopoly,
internalizing externalities, efficient utilization of rescurces,
sromote primary exports, reduce income inequality,; offset malti-
naticonals, provide public service; enhance npational p:l.?il.t.igl; imple=

ment govermment policy, decolonization, and so forth.

Foousing on the ecomomic motives, the stated reasons for using
public enterpriges could be sprropriately grouped into those hased
on (i} alliocative sefficiency, [(1i) eguity considerations, and

[iii) poblic sector revenue raising.

yrn. more extensive list of motives for thé creation of public

entasprines ara givern in Sillis [1981], Jonea [1978], and Chokai
[1579].



Allocative Efficiency

The allocative efficiency rationale for public enterprises
flow from the justification for state intervention on the basis of
"market failure".‘i; The general methodology is to identify condi-
tions where state intervention may lead toc Pareto improvements.
The starting point is the hypothetical situation of a perfectly
competitive market eccnomy, and one which is Pareto optimal (i.s. for
a given income distribution it is not possible to make one FECBOT

better off without making somecne else worse off), and then consider

the violations of some of the efficiency conditions.

Consider the viclations of the following efficiency conditions:
(i) convexity of the consumption set; (ii)} convexity of the aggre=
gate producticn set; (1ii) existence cf a full set of markets for
all commodities; (iv) attaimment of full equilibriwm i.e. all

resources are fully utilized; and (v) perfect infnmﬂtinn.y

The convexity assumptions of the consumption and production

sets are viclated by consumption and production externalities. Stata

yﬂ comprehensive treatment of the concept of market failure
is provided in a number of places, including Bator [1957; 19sm],
Coase [1960], Arrow [1970], and Burkhead and Miner [1971].

E—""'I'hu last three conditions arise from the premise that the
state of the economy is & competitive equilibrium. Condition (141}
implies a well-functloning market for all commodities, including
futures market and markets for risk-bearing. Intuitively, (iv)
means that the feasible set of Pareto optimal states should be points
on (rather than within) the production possibility frontier.




acticn is called for in the form of either a Pigovian tax-subsidy
méchani=m or some form of regulatory control to force ecopomic

agents to internalize the external benefits or costs.

1+, The convexity assumption of the aggregate—-—or economy-wide—-
production set is violated by increasing returns to scale. ' For some
industries, increasing returns to scale are sufficiently large to
lead to a noncompetitive market condition. ' /The _pntmtilll existence of
moncpoly, or at least, heavy concentration of market power in a
few firms may justify some form of govermnment intervention--e.g.
direct government operation (as in France and the United Kingdom)

or regulation (ag in the United States).

. In real life, the existence of a full set of markets--for all
commodities for all relevant dates in the future and all risks--is
not satisfied. This problem is especially severe for LDCs and is
manifested in a number of ways: fragmented state of the capital
mk&t,y absence of competitive futures market, imperfections of
investor's foresight due to the long life of capital equipment, and

0 forth.

The fundamental welfare theorems require that full equilibrium

should have been attained i.e. all resources are fully utilized.

an ssgellient discussion of the "extvaardinary disvortiors "
commonly found in the domestic capital markets of developing countries
iz given in McKinnon [1873].



Yat, 1t is not uncommorn to observe underutilization of resources in
any given economy--whether developed or developing, capitalist orx
socialist. | Labor underemplovment in most of the developing world is

wall documented. Similarly, capital underutilization has been shown

'l.'
. . u ’ . AL/
to‘be guite common in many developing countries.—

The cbserved
underutilization of regsocurces, for reasons as diveres as the absence
of universal markets, imperfect information, and 'errcrs’ in govern-
ment policies, provide justification for govermment actiom. It i=

firmly imbedded in conventicnal wisdom that the state has a Tolean

minimizing unemployment ard increasing capital utilization.

The results of the competitive analysie are imvalid 1f informa=
tion is imperfect and prohibitively costly te acguire. The existence
of a market eguilibrium assumes that all economic agents have perfect
information of the: price system and for producers to have perfect
infarmation on the availshle technology. For example, if private
provision is based on purely private costs; even under an economic
environment where private and social costs diverge, then the result
may be either underinvestment oy overinvestmant in the relevant

productive sector, depending on the pature of the divergence.

1 r

= For a list of recent studies on the level of capital utiliza-
tion in many developing countries, and & comprehensive review of the
literathire on the subject, see Winston [1376].




viGiven in Table 1 iz & list of illustrative real world cases of

public enterprises, the stated motives for their use, and the corres—
ponding viclations of agsumptions necesszary for a FPareto-optimal
allocation. For example, the provision of water supply, Sewerage

and telephone system could all be argued on the stated motive of
internalizing externalities. Unless the axternalities are inter-
nalized, private proviszion of the goods may result irn production
levels that are less than socially cptimal. Translated in terms of
violationg of efficlency conditions,; it could be argued that the
public enterprise is justified on grounds that the consumption set

convexity assumption has been vioclated.

/ Capital intensive industries such as mining, oil exploratien,
ard heavy equipment are usually justified in terms of control of
commanding heights argument i.e. that certain inpdustries of the
economy ought to be under government control due to their strategic
position and the forward and backward "linkages" they generate. Yet,
to the extent that capital iz "lompy", the same set of industries
can be justified in terms of viclation of the efficiency condition

ithat the production set be convex.

» /The government takeover of existing "sick®™ industriaes or
"ginking sand" entérprises are sometimes justified on the basis of

preventing business failure; specifically preventing unemployment

ana paane laleness if ene ailing enterprlise is te shut down. #Seill,
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the same =et of fiyms capn be taken ower and operated as state-
cperated enterprises on the basis of the violation of the implied
efficiency condition that all resources are fully employYec. EXcess
capacity in certain industries imply that the ecopomy 16 operating

within its producticn possibility fromtier.

Eguity Goals

Even If the economy were perfectly competitive, and no effi-
ciency copditions are viclated, the resulting Farets optimal allocation
that emverges may not be what socliety wants.  There will bela different
Pareto optimal allocation depending on the initial resource distribu=-
tion. For a given soccial welfare function, the 'first-best' Pareto
optimom can be achieved only if the government can suitably redistri-
bute the initial endowments uvsing neutral {i.e. distortion free)

fiscal devices.

In practice, marny public enterprifes are speciflied o fulfill
pome eguity objectives ag a matter of public policy. Goods and
services are provided at subsidized prices to allow certain groups
of people grester consmmption than would be possible if they had to
pay the full costs of supply. Examples of public enterprises of
thig pnature abound: public transport, public housing, hospital and
medical care, and higher education. Consistent with equity goals iz

tho abserved naticnalisation of private Ffirme in sountries Euch asz
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Pakistan, Chile and Peru to reduce the concentration of economic
power in the hands of a small pumber of familiez. Additiconzlly,

the use of public enterprises to correct raclal imbalances in entre-
preneurship, as in the case of I"r.aJ_..'..}rs:F.in,.:L"IlI is consistent with the

equity raticmale for the uvse of public enterprises.
Fublic Sector Eevenue Faising

REesource moblilization has been widely acclaimed sz one of the
raticnales for the use of public enterprises. ' Sarpluses from public
enterprize operation can be used to cross-subslidize the expenditores
of aother public enterprises, finance the expenditures of agencies
supplying public services such as health, education, police and fire

trotection, or fund govermnment infrastructure projects.

For our porpose, we define resource mobilizaticn as generating
8 financial surpluz for public purposes. The surplus of the enter—
prige may be viewed ag a 100 percent profits tax. Conmidering the
extreme difficulties of raising revenues because of low levels of per
capita income, limited tax bases, and weaknesses in tax administra-
tion, public enterprises provide an alternative option for ralising
public rescurces. OFf course, resource mobiliszation can also be

defiped in terma of the public entercrise’s net contributions to the

lanr the Malaysian eXperience on using public entérprises for

redistribution purposes, see Mallon [198017.
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local fisc. /The issve is whether the spensoring local government 15
abla to paice more revenues Using public enterprises in relation to
terpative means of reising reverues. Consider the following example.

sssume that the local governmeénts can raise $200,000 by using the

Lk

ublic enterprise form - i.e. by operating the enterprises directliy.
rroduction through the privete sector is feasible, and the amount
of 5250,000 can be raised either through municipal business tax or
rofits tax, then the operation of a public enterprise is not making
any net contriburion to the treasury. Of course, the implicit
aggumption in this example is that the total profite generated 18
larger if operated privately than publicly, not a totally unrealistic
assumption given the generally held view that public enterprises

are relatively inefficient cempared to their private counterparts.

This second interpretaticon of the term resource mobilization
while theoratically appealing is difficult to evaluate empirically.
Thera are at least two estimation problems involved: {(a) the difler=
ence in the size of profits under alternative arrangement, and
i) the difference in the administrative Ccosts of running the enter-
rrige and the alternative means of raising revenues. In addition,
there is the real problem that alternative ways of raising revenues
may be severely limited. For instance, it is highly unlikely that
profits taxation would be one of the tax handles available to local

FoOVErmments.
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Multiple Objectives: Conflicts and Orderings

fQuite often, a public enterprise may have multiple objectives,
and the set of objectives may not always be consistent. Consider
the following case. The sponsoring government may require the
enterprise toc generate revenues for public purpoeses but at the
same time it is constrained to charge for the services at less than
full cost recovery level, either for allocative efficiency as in the
cage of decreasing cost industry or for distributional cbjective.
Examples of enterprises where prices may be set at less than cost
recovery level for redistributional reasons are public heusing, public
transport, and water supply to rural villages. While the objective

of keeping prices low may be justified on both allocative efficiency

and eguity grounds, the pursuit of this objective, however, mav

conflict with the chjective of public sector resource mohilization.

The ideal situation is where there exists a well specified,
consistent preference orderings for any set of objectives. This, of
course, is far from the present practices in develeoping countries
whére these chjectives are unlikely to be internally consistent i.e.
if the objectives are articulated at all. In this study we assume
that the major cbjective of the local government in undertaking a
comngreisl venture is revenue genératicon; in the case of public
enterprises designed to provide a public sar?ice:’wh&t may be termed
Ak sRrVidesnrianbod GRTEFpEloeE, W dEGURE TRHEE Ehe anjepilve is o

provide a given lewvel of output at substantial cost recovery levels.



price stability, income redistribution, etc.-=but this kind of
aticn gives cne &n approximation of the economic costs of

Formud

attaining such social cbjectives.

The Appropriate Use of Local Public Enterprises

We address next the guestion of how one may go about identi-
fying the tenable range of public enterprise activaty for local
soverrments in developing countries. In the process, the concept of
local public enterprise ias defined in a framework that can be used
for intercountry compariscn, recognizing that while it may not b
universally applicable the definition would at least hold for most

developing countries.

Although not the major focus of this study, the definitional
fvamework is important since the term local public enterprise may mean
different things to different pecple. It has been used synonymously
with gelf-rfinancing services, user cost-related or benefit-tax related
services, or even all government entities that supply goods and

services to the general public.

Ve seek to narrow the concept of local public enterprises on

thie basis of the following five criterla:

{1) Nature of the goocd. That the enterprise produces or
distributas goods which are wearketable in the séhes Lhat
exclusion is feasible and the goods are rival inm
consunmption. The use or consumption of the good may o
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may not involve limited consumption externality.

(2} Price-costs correspondence. That the revenues of the
enterprize; and the price charged for its use or the
consumption of its products, bear some relaticn to the

costs of gupply.

{3} Cost recovery. There must be a reasonable degree of
cost recovery for the enterprise serving some social
purposes, and potential for full cost recovery for
enterprises involved in purely commercial ventures.

(4] Sgparate management and accounts. That it must be
feasible to maintain geparate management and accounts.

(5} Local government control. That the sponsoring local
government exercises control over the enterprise through
ownership or in terms of its ability to control the
broad policies followed by the enterprise, including
the power to appoint and remove top management.

The first critericon implies two types of public enterprises:
(a} thosme engaged in the production and marketing, or both, of
rrivate goods and services; and (k) those engaged in the production
or marketing, ©r both, of private goods with limited consumption
externality. We refer to the former as commercial enterprises, the

latter as service-oriented -EEt-EJ‘.'EIt'i.EIE:Ea
Mature of the Good

The range of activities of public enterprises is limited to
the production of private goods, with or without limited consumption
externality. We may define the gesds which are rival of those goods
for wiich the sfarcity constraint has an additive forfi. If thate are
o densuwEere A EHe Besnamyy 1F Ehe amount ¥ goed = available fw

Xee anc the consumption of commodity x by consumer i may be
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revrefenced by a nonoegatlive oumbar xi, the scarcity constraint

§
- - 1 . -
will B wWwritten:—
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In contrast, if goods are non-rival, the scarcity constraint corres-
conding to any public good v  (indexed Xz 1 ... k ... K} will be

repregsented by

-

V.o =¥ {2.1)

v, €y (2.2)

Thege are polar cases. I1f the copcern ls limited to the undertaking

of commercial ventures for revenus raising purposes, only the public
production and supply of purely rival goods (Equations (1.0) and (1.1))
may be of interest to the theory of local public enterprises. If, on
the cther hapd, public service provision is also a concern, the public
production of goods which are rival but with l1imited externality as,
for example, reéfuse collection and solid waste disposal; electricity;

parking facilitiesd, tranaportation terminals like airports, pléers, and

—_—— e — —

1 : - :
—fThc inecguality formulation assumes no “free disposal®.
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truck depots, and public markets, would also fall within the tenable

rarge of poblic enterprise activity.

The second concept is exclusion.' Exclugion is defined here in
terms of technical possibilities to exclude nen-contributors. It 1s
used therefore in a slightly different sense from Musgrave's definition.
He defined sxclugion principle to mean that an individual "iz excluded
from the enjoymant of a particular commodity or service unless he is
willing to pay the stipulated price” (Musgrave [1959], p. 9). We view
exclusion a5 the techpological impogsibility to excluds, or 1f possible
at all, it can be done at prohibitive rescurce coste. The classic
case of a good which is technologically impossible to excluode is
natioral defense. In this case, because of -the technological impos-
sibility to exclude, there is mo incentive for consumers to reveal
their true preferences. This is the so-called 'Free-Rider Froblem':
as the nusber of consurers increase, it i& in each consumer's interest
to misrepresent thelr demand for public goods, to act as 'free rider'.

As a result, the market mechanism for public goods breake -lilc:ﬂn'.rl'l--l"'lr

1/ croves. and Ledyard [1977] recently proposed a decentralized
gereral gouilibrium model in which private geoods are allocated
through competitive markets and public goods according to government
allocation and taxing rules that depend on messages communicated to
the government by consumers regarding their preferences. The 'Frea
Rider Problem' is supposed to be solved in the following sanse:

"even though consumers are completely free to misrepresent their
demands for publie goods, the tax and allocation rules ... are struc-
EuFed in aueh a way kha¥ it le in each consufer's salf=ihterest to
reveal his true demand.” (p. TE3).



On the basiz of the concepts of rivalness and exclusion, we
"define the following comcepts: national public good, local public
good with jurisdictional spillover, local public good, private good

with limited consumption externality, and private good.

Hational public good

This type of good is non-excludable and nonrival to all
consumers, participants in the nation. The classic example of
this ie national defensze.

Local public good with
jurisdictional spillover

This good is what Pauly [1970] described as "purely public both
within and between communities." Goods of this nature are numercus:
malaria eradication program, roads and bridges, telecommunicaticons,
flood control, etc. More precisely, for a local public good k, let
L be the subset of population N residing in jurisdiction m, and

let C be the complement of the set Hm. i.8. the members of H

HHm
which do not belong to Em, The good must satisfy two requirements;
{i) the good provided for residents for jurisdiction m should be
a good public to that subset, and (ii) the provision of the good for
members of the sobset L%| affect the uwtility of indiwviduals cutside

of jurisdiction m=m, although the spillover is pot nationwide.

AE &n example, Consider the maldria eradication program. Assume

that community m is engaged in the eradication of moequitces in a
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gwagp that lies on the border of Commmunity m - and several nearby
commenities. The program will affect the utility of members of
Community o, but the spillover will alss beneflt penbers of nearby

cormunities, tHough the spillover is not rationwide.

Iwcal public good

This iz a good which Pauly [1970] described asz "purely public
within communities but purely private between communitiez.” The
difference between this and the local public good with Jjurisdicticnal
gpillover is that the publicness of the latter spills over to adjoining
cormunities. The lscal public good must satigfy two rerquirements:

(a} the good provided to consumers of jurisdiction m should be & good
public to that subset [Hm}. and (b} the consumption of the good by
consumers in jurisdiction m Jdoes pot alter the vtility levels of

consumers of the nation not belonging to that subset.

In this ca=e, an increase in the supply of local public goods
in jurisdiction m will increase the utility of consumers belonging
to that jurisdiction, but will not alter the utility of consumers of
the remainder of the pation. Exapples are park and copServation,
police protection, fire fighting and fire prewvention. It is assumed,
of course, that the enjoyment or consumption of these goods is contingent

on the consumer's residency in the compunity providing the service.

Brivate sopd Hith gonsumpeisn

extarnality

This good is rival in the sense of Ecguation (1.0} or {1.1).

REivalpess distinguishes this good and the purely private Consumption
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good from the previocus three cases. In addition, the provision of
the private good to members of the subset of population N, sSay A,
alters the utility of some members of the nation, both those
belonging to the subset A and some other members of the population.
An example of a private good with external benafit is educations an
example of 2 good with external harm is a ticket to a congested toll

road.

Frivate good

The purely private consumption good case is straightforward.
The provision of the good to consumers of jurisdiction =m will not
alter the utility of other consumers, regardless of their place cof
residence or jurisdictional affiliation. Examples of thie kind of

good are numerpus: food,; clothing, housing, fuel, etc.

Thiz Xind of formalation which brings directly the degree of
consumption externality of the good allows us to address the issue of
assigrment of responsibility. However, before turning attention to
such is=ue, let us consider some examples of the above cases. The
examples are given in Table 2. In the upper panel, exclusion is
technologically impossible, or at least prohibitively costly. The
three goods--national public, local public with jurisdicticnal
spillover and local public--are arranged in tha order of decreasing
difficulty to exclude. The goods are also arrapged from top (national)
to bottom (private good) according to the decreasing degree of

consEumption externality.
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Table 2

TYPES OF PRIVATE COMMODITIES RNMD FUBLIC GOCDS

Kature of Good f Examples
Exclugion not feasibles
Hational Public Good Hational defensa

Conduct of foreign affairs
Administration of
monetary policy

Local Public with Externality Lighthouse
Fegional Planning
Interstate highway system
Malaria eradication
program

Local Public Good Park and conservation
Folice protection
Fire fighting and
prevention
Flanning and zoning
Highways and streets
Exclusion feasible:

Private good with Externality Solid waste collection

and disposal

Irrigation

Electricity

Telephone Sy&stems

Water supply

Bospital and medical care
facilities

Educational programs

Librarias

Airport landing flelds
and terminals

Private .Good Food
Clothing
Housing
Fuel




For the purpose of defining the tenable range of public enter—
orise activity, regardless of the assigrment of responsibility or
level of sponscring govermment, we rule out from the entire list of
sctivity traditiomally provided by the public sector those goods
and services which are technologically impossible w0 exclude.
alternatively, we limired the rarge of possible public enterprisa
activity to the production of goods which are marketable {i.e.
exclusion is feasible and consumption is rival), with or without
consumption externslity. As noted earlier, this distinction roughly
corresponds to the difference between an enterprise designed Lo serve

ap important social purpose and & strictly commercial veniure.

Regretfully, the issue of public vs. private provision on the
basis of nature of the good is far from resolved. For example, the
generally held wiew that because exclusion of a good is prohibitively
costly and infeasible, and therafore truthful revalation of preference
{s pot possible, that good should then be provided through the
budgetary process has not gone unchallenged. Froponents of club theory
may argue that, assuming zexo trangactinone costs, some of these goods
can be provided by cluhslfh-eithcr privately owned or by & cooperative
mesbership lunions, vigilante organizations, trade associations, country

clubs, e¢tc.), private firms (prefit or non-profit organizations), or

=S e —

2 the seminal piece is written by Buchanan [1955] although the
ideas cf 'club theory' can he traced to the works of Pigou [1920]
and Knicht [1924]. Fer a recent survey of the theoretical contribu-
Ein: ?f the literature on 'club theory', see Sandler and Tschirhart
Taady.
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even those publicly controlled by the goverrment (e.g. public
employees organizations). There are therefore within the range of
economic activities within the scheme given in Table 2 activikies
which can be provided through public enterprises or through private
clubs: public parks vs. country clubs, police protection vs.
protection through private security agencies. In general, these acti-
vities would fall between the local public good case and the case of

private good with limited consumption externality.

As we have shown sarlier, private goods {with or without
externality} can ba undertaken in public enterprise form, though they
are genarally deemed to be in the domain of the private sector.

Consider first the case of private good with limited externality.

The prescnce of externmality suggests some divergence between social

and private costs and benefits. If the externmality is not internalized,
or otherwise a market for the externality does not &ne.rgc,-y then

there is no clear—cut justification for private provision. In cases
where social benefits exceed private benefits, private provision may
result in underproduction or underinvestment. In the case of private
consumption good, provision using the public enterprise form may be

Justified if there are imperfectiong in either the factor or product

markets, or for cther reascos mentioned sarlier.

'The latter argument for the creation of a marker for

externalities is due to Arrew [1970].



kWhile the nature of the good allowed us o limit from the
range of public sector activities those which can be provided using
the public enterprige form, the list of possible areas for public
enterprise endeavors iz geill cquite long. The list inciudes wir-
tually any private goods and services. The naturs of the good iz

2 mecessary but pot a sufficient condition for defiping areas for

public enterprige activity. We now consider the next criterion.

Frice=Ccsts Correspondence

hﬁuther criterion mecessary for an activity to be considered
a4 public enterprise activity is that the revenues of the enterprise,
and the price charged for its use or the consumption of its products,
bear some relation to the cost of supply. This in effect eliminates
Fublic goods and those goods which while marketable, are nonetheless
not marketed. Examples of the latter are services which are, at least
as practiced in some local goverrments of developing countries,

rrovided free of charge: elementary education and basic medical care.

The implicaticon of this criterion is that it is extremely
Jdifficult to generalize that a particular activity——e.g., operation of
high schools, maintenance of public cemetery, water supply, ete.—=-=
iz a public enterprise. The reason is the probable wide diversity
in the pricing practices among local governsents even within the same
ceuntry. For axample; if the provision of high =zchool education is

marketed in one local goverrment, say in community A, but provided free
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of charge in community B, then the operation -of high schocls if an
enterprise activity for & but mot for B. This means that the

actual and tenable range of public enterprise activity may diverge
rom one jurisdiction to another, ewven within the same country. The
divergence will depend among others on local preferences and social

goals of local avthorities.
Cost Recovery

The types of productive entities that can be admitted into the
peblic enterprise category can be further limited by taking account
of the cost reccvery potential of the enterprige. Congider the follow-
itvg formulation: (&) Gurnds_ and services are marketed i.e. exclusion is
Practiced and current sales revenue fully cowver current costs,
(b] exciusion is practiced and current sales revenues Ffully cover
current costs plux costs of capital, apd (o} exclusion ig practiced
and current sales revenpues fully cover all costs dincluding implicit

apd explicit sybgsidies.

The First formulation narrows down the tenahle rapnge to those
sntorprise activities which are current cost recovering. The second
formulation limits the range of public enterprise activiey to those
which are sble to cower full costs given some explicit (e.g., capital
subsidy) and implicit (e.g., preferential loan rates and tax abatements)

subsidiez. The thirvd formulation i3 the most restrictive: the enksar=

Frise. iz expected to function as a . private firm and cover all costs

including tax abatements and concessicopary loan subsidy, if any.

Ein-1027 o
.Iﬂli_?m-s"rr1 of +_‘f~~ WFT?w?nz Sts
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Dhilivan=. Lhieson Cliby i
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& rTeasonable amount of cost ecovery appears to be an appro-
priate limiting criterion. ¥For purely commércial wventures, the
degree of cost recovery is straightforward—public firms should be
expected to cover all costs, including all types of implicit (tax
abatements, preferential loan rates) and explicit f(e.g. capital
subsidy) subsidies. Hence, the third formulation appears appropriate
for commercial ventures. For enterprises with assigned social
obiectives, it is extremely difficult to put a Fixed Ffigure on the
degree of cost recovery because the nature of the anterprise are =o
diverse apd the objectives are not only numerous but aire, in addition,
poorly articulated. Some enterprises, for example, are expected to
provide services to the rural poor or to provide bus service to students
and elderly at reduced rates. In such cases,; unless the enterprises
providing the services are reimbursed by the Sponecring government
for the services provided, full-cost recovery may not be a reasonable
requirement. Partial ceost recovery is, of course, preferred by most
leocal govermments ©9 the alternmative of providing the services fres of
charge. While recognizing the inherent difficulty of stating the lewvel
of cost recovery, for purposes of limiting the range of public enter-

prise activity some reascnable degree of cost recovery sSeems appropriate.
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Possibility for Separate
Management and Accounts

The operation of a local government snterprise requires the
poasibility of separate mansgement. As an entity charged with
activitigs that markedly depare from regular public sector acti-
vitiges--for example, pricing policies, production management,
personnel management, market forecasting, etc.--such undertakings
frequently reJgoire specialized, relatively axpensive emplovees and
sexrvices. This is anp argument fn; separate management from the
general public admipistration. Moreswver; without some degree of admi-
nistrative autonomy, it will not be possible to hold the enterprice
mansagement aceountable for the enterprige’'s fipancial performance

and efficiency of operations.

The management of the epterprise can be effectively monitored
only 1f theére are separate accounts. The separate accounts prere-
guite for a local public enterprise sctivity may be thought of in
terms of the accounting view of the purpose of enterprise accounts in
a systen of govermpment accounts. In the tradition of generally
accepted acocunting pripciples, enterprise funds in the public =actor
are used tor

account for operdtions {(a) that are fipanced and operated in
A manner similar to private busziness enterprises—when the
intent of the governing body iz that the cost (exXpenzes,
including depreciation) of providing goods apd services to

the general public on an aceounting basis be financed of

recavered primarily threugh user charges; or (b) where the
governing body has decided that periodic determination of




revencos sarned, expenses incurred, and/or net income is
appropriate for capital maintenance, public policy, manage-

ment control, accountabllity, or other purposes.-
In this regard the accountimng criteria are guite broad and thus
provide little guidance as to the type and nature of activities
vhich constitute the public enterprise sector. The accounting view
however contributes one necessary condition for the use of a public
enterprise: there must be a possibility for a separate income arcd

palance sheet for the activity.

This criterion is not totally unrelated to the criteria relating
to the ability to price according to the cost of supply and the poten-—

tial for cost recovery. In «ffect, it i= & sine qua pon to the

effective application of the two previocus criteris. The coet of
supply iz determinate only if maintaining a separate set of scoourts
ig fipancially feasible. For example, the operation of a water suppl :
svsten, electric powver plant, and hogpital might lend themselves to
maparate mepagement and accounts. Such is not the case, however, for
the administration of courts and the copstroction apd uwpkeep of public
parks which are highly complementary with other local goverrmment
activities such as police amd fire and public works to make 1t
efficiant to separate their accounts. In - addition, when input costs

are 2o entangled with other loga] geverpment puarchases, maintaining

e e e o W aerm

&

:-L'f}:uni::é.;-.al Fipance Officers Asgsociation of the U.5. and
Canada [1980], p. 59.
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separate accounts are cnfeasible. In practice, this mekes pricing

according to costs of supply extremely difficult.

The gueation of cost recovery is linked to the feagibility of

maintaining separate accounts. The extent of cost recovery becomes

intractable unless operating costs and capital costs are estimable.
From the foregoeing discussion, the range of enterprise activity is
further limited to those where maintaining a separate management and

account is feasilble:

hAezignment of Responsibility

The firgt four criteris constitute the definition of a poblie
enterprise, independent of the level of the sponsoring government.
Under what conditions sheuld the public enterprise be a local rather
than a national or regiopal government responsibility? Rather than
ndéréﬁa this gquestion, we address the guestion: Under what conditions
should it not be Iocal responsibilivy? ile local governments can
urlertaie virtually apy activities that are traditionally provided
by the private éctor, two factors would tend to limdt their immlve-
ment in large-scale; capital-intensive projects, pamely: {a) size
of the market or service area and (b} availability of financial

Iesources .,

From thae standpoint of cost recovery, the issue of market size

is central. The likelihood for cost recovery depends on the size of

the markst drea, & factor that is especially relevant if the anterprise
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operation is characterized by increasing returns to scale technology.

For commercial ventures i.e. the provision of private goods (without
externality), any local govermment say undertaka the activity as Long

as the market size is large emough for the enterprise to be finan-

cially worthwhile. By the nature of the good, the use or consumption

of the good goes beyond the jurisdictional boundaries. Since there

may be only a very weak association between the size of the juarisdiction
and the volume of economic activity, it is therefore difficult to pracluode
a pricri smaller local govermments from undertaking large—acale,

capital=intensive commercial projects.

of course, in the production of private goods with limited
externality, the important consideration in the assigmment lssue is
the extent of jurisdictionsl spillover. The most common approach o
the spatial externality problem in the theory of optimal provision
of goods in a system of local governmente is by assigning responsibi-
lities in svch a way that the externalities from the provisicn of
goods are internalized i.e. exhsusted within the relevant benefit
arsa. Hence, "services which are nationwide in their benefit
incidence (svch as national defense) should be provided for nationelly,
sarvices with local benefits (e.g., streetlights) should be provided
for by local units, still others (such as highways} should be provided

on a regicnal basis" (Musgrave and Musgrave [1980], p. 515}.

Te what extent is this conventional wisdem en the theory of

decentralization vseful in the optimal assignment of public enterprise
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aztivity? The implication is that to internalize the relevant
exterrality, Lf the greatest portion of the benefits of a service
accrue €0 the population within the boundaries of a logal jurisdic-
ticn, then the assigrment of responsibility to the local govermment
is a posgibility. As the jurisdictional spillover increases, &
higher level government agency (monicipal corporation, regional board,
national commission) has greater potential for internalizing spilli-
overs, hence the more tenable is the argument that the enterpriz=e

be aseigned to a higher level government. Ancther alternative of

course, is jolnt ventureship among a number of =mall local governments.

The other factor that would likely limit the involvement of
many local governments in large-scale, capital-intensive ventures
is the availahility of financial resources. Capital lumpiness and
the general inability of smaller local goverrments to mobilize the
necassary resources to finance such projecte would tend to suggest that
only relatively larger local governments would be able to engage in

highly capital intansive projects.

Howewver, to the extent that extarnal fonding is available,
this financial constraint becomes less binding. On the other possi=
bility that the project is self-financing and that external loans are
available but dependent on an initial local govermment contribution
{equity capital), there is then the guestion of whether the local
government could provide its shars of capital peoessary to mounrt such

capital projects. If access to external funding is contingent on an



initial contribuntion i.e. their taxing capacity, large capital
projects are probably not a realistic option for smaller local
governments. A related issue is whether local govermments can Le
gxpecred toc have access to the managerial expertise necessary to
operate large projects. These are considerations that need to be
verified on an individual case basis, but in general are drawbacks to
the ability of relatively smeller local govermments to undertake

large-scale, cepital-intensive projecis.




IIE, LOCAYL PUBLIC ERNTERPRISES: FPRACTICES IN
S50ME DEVELOPING LOUNTRIES
There appedrs to ba no'comparative information of any kKind on
the operation of local public enterprises in the developing world.
The traditicnal sources of data for any international comparison

of Tiscal performance-—the United Hations's Statistical Yearbock

and the International Monetary Fund's Government Finance Statistics

Yearbook==do not provide any hint on the extent and practices of

local government public enterprises. The United Hations's Yearbook
provide information on Deceipts and expenditures of central govern=
mefts. On the other hand, while the IMF's 'poblication has rich
information on the types of rop-fipapcial, national govermment operated
enterprises, it provides virtually mo information on the extent of
local geovernment involvement in public enterprise activity. FEien the
information on local goverrment Finance ig quite limited: for example,

ocf the 96 countries covered in-the 1877 THF Govermment Finance

¥Yearbook, conly 3% have information on receipts and expenditures of
lowzal goverrnments. WHone, of course, have information on the cperation

o logal public enterprises.

Eren if such information for some less developing countries
were available, a drawback in any intercountry comparison 15 the
ugual problem of data comparability. Apart from the well recognized
problem srising frem the wide diverasdity in gevernment bBudgeting ard

accounting practices, copparability is pot enhanced at all by the



ABsence of a consistent definiticn of the term local public anter-
prises. As we argued in Section II, the term should be more
restrictive than the hroader definiticn of any public services
fipanced through user or berefit charges. It should, however,
imclude commercial ventures undertaken by some local goverrmments.
ake a specific cege. In some countries; levies ara used DY lecs ]

aavernments o finance an enterpriss opervation as, for example, the

F

use of water tax to finance water supply in Ahmedabad (Indiaj.
By the definition adopted in Section II, thiz mode of organizing the

emonomic activity will not satisfy the price-cost correspondence

terios 8ince the water ftax or user charge 1% only rambtely related

Given this lack of internationel comparative data on puablic
enterprise operation at the local level, we have relied on the casze
pdies conducted primarily by the World Bank under the superviazi

of Eoy BEahl and Johannes Linn. The data are imperfect foxr the

two imporcant respects: [(a] the tarm lock]
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public enterprises - if-tEed in a slightly different senze L.é. 8¢

financed serviges (any local goverment activity where revenues are

raloed from peer and benefit charges) . and (B in sooe cases, the
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cherts financial evaluation of a given enterprise canmot b

firectly varified from the data-given ln-the study,; hsnce 1n such

.
=“he information on how local water supply is fipanced 1s
g4 TETL 2T DADL I_ll.:‘ll.!..lla




Cases, one can only take the researcher's conclusion whether one
enterprise is truly current cost recoverable on faith. Nevertheless,
the case studies provide a wealth of information on the experiences
of a cross-section of local enterprises sponsored by various LDC

governments.

Felative Importance of Local Public Enterprises

Evidences from fiscal studies of some countries indicate that
local governments in lees developing countries have engaged in public
enterprige activities, both in the traditional {public ukilities,
markets and slaughterhouses, etc.) and the nontraditicnal fields.
While we have no direct eviderce on the financial contribution of
public enterprises to the local treasury, its relative contribution to
the local fisc can be inferred from datz given in Linn [1981]. While
the data are imperfect and should therefore be interpreted with
€EUti¢n;£f they provide, however, some crders of magnitude on the
importance of self-financing services—-whether they are a major acti-
vity of local govermments and whether they inwolve substantial amount

of resCcUICES,

=

lfﬂﬂnaidlr the following caveats. First, our definiticn of local
public enterprises may not directly correspond to the definition of
"self-financing services." Tha latter term is defined loosely by
Liny [1981, p. 260] as "revenues raised from user and benefit charges"”.
fecond, the figures are from urban local governments and may or may
not be representative of the relative importance of revenues from
"self-finapcing services" for smaller local gevernments. Third, the
figures are based on a variety of studies, conducted by different
researchers, and wers undertaken for different years. Therefore, in
4 very strict sense, the figures are not cosparable.



Rased on observations from 25 cities, revemues from self-
firancing services, on average, account for about cne-Fifth of

local public expenditures (Table 3). But more impoctantly, A& &
rercentage of local spending, gelf-finarncing services surpassed local
taxes in at least eight cities: Francistown (Botswana), Kitwe (Zambial,
cali, Cartagena, and Bogota in Colombia, Ahmedabad and Bombay in

India, and Seoul (Korea).. This informaticn suggests that revenues
feom salf-financing strvices.mﬂ? bhe more important than local taxes

in some local governments, and that this phenomenon may be independent

of gesgraphical affiliation.

These fioures are based on actual revenues from aelf=Finam—%¥=—
services. The tential revenues are likely to be higher in each
country or city 1f ngser charges are not impoged on all potentially
snlf=financing sérvices and if tariff rates are changed rather
infrequently. To the extent that this view is correct, themn the
relative importance of self-fipancing services could be greater thai
what the figures in Table 3 indicate. On the other hand, while thege
data indicare the contributicn of these services to the financing
of local governments, the level of user charges does not indicate
whether the “user charge” undertakings are operating in surplus or

deficit.
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Takble 3

LOCATL, TAXES RMND SEIP-FTRAMCTIMG SERVICES RS R
FERCENTAGE OF LOCAL PURLIC EXPENDITURES :
SELECTED LDC CITIES

Local Sl f=Financing

i i Taxes Services : e
Francistown {Botswana) 1972 4E.8 EE.1 World Bank Estimates
Tunis {Tunisia) 1972 36.8 7| Prud'Bomme [1975)
Eitwe (Zambia) 1475 35.0 53.1 World Bank Estimates
Lumbunbasni (Zaire) 1972 72.8 - wWorld Bank Estimates
Lusaka {Zambial la7z2 39.3 36.9 World Bank Estimates
Mbuji-Mayi (Zaire) 1971 6E6.5 - World Parnk Estimates
Bukaru (Zaire) 1571 67.4 - World Bank Estimates
Kinshasa (Zaire) 1971 25 .4 - World Bank Estimates
Mexico City (Maxico} 1988 70.9 5.2 Fried [1972]

La Far (Boliwia) 1a7s 6l.9 1.6 world Bank Estimates

Valencia (Venezuela) ; 1ags 44 .8 13.4 Cannon et al. [1973]

Ric de Janeirc {Brazil)™ 1967 748 7.2 Fichardson [1973]

Call (Colombia} 1574 15,6 5T.8 ¥orld Bank Estimates

Cartagena [Colombia) 1972 231.3 43.3 Linn [1975]

Bogota (Colombial 1972 3 i A %5.5 world Bank Estimates

Kingston (JTamaica) sz 23.9 257 Eougeon-Maasen and Linn
[1975]

Ahmedabad {India) 197041 3B.6 41.8 Bahi [1975]

Bombay (India) 197172 37.9 IB.7 Bougeon-Maasen [197€]

Karachi {Pakigtan) 1574/5 67.6 2.2 Kee [1975]

Seoul (Kores) 1571 30.3 36.3 Bahl and Wasylenke [1976]

Jakarts (Indonesia 19723 40.6 15.2 Linn et al. [1976]

Calcutta Corp. {India) 197445 6.4 - World Bank Estimates

Manila (Philippines) b, 1970 55.0 10.0 Bahl et al. [1976]

Madras (India} L 1975 /6 54,5 357 World Bank Estimates

Teharan (Ixan) 1974 42.B - Zmith (n.d.)

Maedisn §2.8 e

Mean {d6.0) (1%9.3)

——— —— e

a./ ; . ;
bue to exclusion of autonomous agepnciss the contribution of self-financing
service revapues and that all leocally raiszed revenuss are probably understated;
wirlie local taxes 1% cverstated.

b i
~ Total revenues are used instead of total expenditures.

SOURCE: Linn [1981], Table 9.3, pp. 258-259.



= 35 -

Assignment of Fesponsibility in
Some Developing Countries

We sarlier argued that in the assignment of responeibility,
i.e., what esnterprise activity should not be local, the two important
considerations are the extent of juri;ﬂictinnal spillover and the
potential for cost recovery. The greater the degree of jurisdictional
spillover, the more tenable is the position that either several
local governments should consclidate or the responsibility for the
anterprise should be assigned to higher level governments ﬂnqnicipnl
corporation, regional board, national authority). On the second
consideration, the potential for cost recovery is reduced if the
relevant market area, relative to a given local government unit, i too
limited for even the smallest, feasible scale of plant. In the case
of purely commercial wentures, local governmenis may andertake virtually
any prejects traditionally provided through the private sector in
market-oriented economies. However, the size of the market and the
availability of financing may limit the imvelvement of smaller

goverrments in large, capital-intensive undertakings.

On the bagis of limited information derived from the World Bank
case studies of some cities in developing countries (Table 4}, the
following remarks, though at best suggestive, seem appropriate. First,
the national government, in our small sample, is primarily responsible
for the operation of electricity and telephone systems, enterprise

activities which can be characterized as large-scale, capital-
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Footnotes to Table 4

lfahmndahaﬂ Municipal Transport Company.

E-"rihlr.lr:.‘r.4r::'|.1:um.'l. Dairy.

Efﬁtﬂtt Irrigation and Power Department.
i"wabny Electric Supply and Trangport Undertaking.

EJ'lri:tim':'_l':al government agencias involved: Indian Railways,
MHinistry of Communications, and Indian Pogts and Teltqrapht
Department.

B/
housing.

Secnl City Housing Agency boilds middle and low income

yﬂiﬂj_lt'l."f of Home Affaira and Ministry of Construction.

E"IFTJ.'M city owns and cperates a bus company.

EJ'lr]lzl.ilwa:ir! are a Central Govermment functicn {(HMinistry of
Rail Transit).

10
—";Jakarta. Water Supply Company (PAM).

léfﬁnme capital expenditures on water distribution works are
included in the DEI [(Jekarta) Development Budget.

Efﬂjﬁigtry of Puhlic Works and Powar undertake the construct-
ion work for supply sources, intakes, treatment plante and a major
portion of the distribution system.

Efﬂﬂ“i‘ng for civil servants and armed forces personnel.

lifﬂetrnpﬂlitlﬂ Bus Company (EBNH}. Secondary bhecapse of large
private sactor participation in thege areas of trangsport.

@Mm} HBVerhBeAt B0EE the Bus Fares.
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F
18 pnimal Husbandry GEfice.

17
——fxnpnrdn. the semi-autonomous organization in charge of DKI

{Jakarta) owned enterprises under the supervision of Directorate

V., reporte directly to the Governor and is responsible for planning
for the public enterprise sector. For a list of 18 local public
enterprises under the supervision of Euperda, see Table 60 in Linn
et al. [1976, p. 238].

E-"}H'tmlim Haterworks and Sewerage System,

L?";Hati-ﬂlﬂl Fower Corporation. Distribution and transmission
undertaken by regulated industry, the Manila Electric Company
{MEEALCO] .

Ejﬁlﬂﬂg the Central Government agencies involved in low=cost

housing and slum clearance are: the Army Corps of Engineers,
Department of Public Works, Pecple's Homesite and Housing Corpora—
tion, Presidential Assistant for Housing and Eesettlement Agency, and
the Wational Housing Corporation.

21/ goclete Mationale d'Exploitation et de Distribution des

Ejﬂnmicipllitiﬂ act as intarmediaries to facilitate installa—

tion of piped water connections for private homes.

E’Isq}:inte Tonigsienne sa 1'Electricite ot du Gax.

o
-z—flmﬂ.. government participation is limited to the donation
{or sale of very low cost) of land for the installation of trans-
formers.

E"’.'iﬂ-nietn Haticnale des Transports (SNT) and Societe Nationale
des Chemins de Fer Tunisiens (BNCPT].

E"'rS--l:iﬂ':.’r.ﬂtlz Hatiopnale Immcbiliere de Tunisie, a national
company, and subject to the admipistrative control of the Hinigtry
of Infrastructure, operates both as a developer and builder.

-;‘y‘rh& board {(of the Water Commission) reports directly to the
Hinister of Public Utilities.

Efﬂapital expenditures are financed from central government.
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ngﬂ municipal bus terminal has to be financed in part from
general revenues.

Fa
Eg’ﬁagnta Water Supply and Sewerage Company.

Eifﬂmgressa de Energia Electrica de Bogobs.

2 .
E~5Empr¢:a de Telefonos de Bogota. ETE has exclusive respon-

gibility for local telephone sarvice in Bogota.

éifThg Ministry of Communication has a veto power on all

technical aspects of ETB operations and planning.

o
EﬂfThg national telephone company, TELECOM, is responsible for

handling the long distance calls.

EéfEmpreaa Distrital de Servicics Fublicos. Its functions

include refuse collection and street cleaning, and the administration
of the municipal slaughterhouse, markets and cemeteries.

o
EEfCauEa Valley Corporation, a national development corporation
for the area including Cali.

37/ warional Housing Institute.
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intensive, and of the increasing-retwrns-to-scale variety. -The
assignment of responsibility for water supply, an undertaking which
geemingly satisfies the above characterizatiom, 1ls not clear-cut.
Wwater supply is the primary responsibility of the local government
in tha cities of Ahmedabad, Bombay and Forea; by antonomouns local
agencies in:the cities of Jakarta, Cali, and Baguta; and, by semi-
dutoncmous Central government agency in the cities of Manila, Tunis,

and Jamaica.

Zecond, given the divarsity cof ocur chservaricns, it is sur—
prising to find one common strand: water and electric ptilities are
Jenerally provided through semi-autonomous agencies;, elther 11:.u:u.1 or
Central. There are exceptions, of course, like the water supply in
Bhmedabad and Bombay. Yet, there appears to be some deliberate
attempt on the part of various govermments to have these services
providad cutside of the regular bureaucracy. In Jakarta ([Indonmesia),
SO i? local public enterprises involved in purely commercial
ventures are ron autonoscugly, subject only to the supervision of

ruperda .J—"J

Third, basad con the practices to date, there ssems to bHe
unanimous agreement in the practice of the governments or the cities

included in the study that the provision of markets and slavghter=

S et al. [1976].
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houses is & local govermnment concern. In general, however, they are

1
subiect to some national ::ev;,ul.iv.'l:.iums.—-"r

Fourth, although examples are limited, iccal governments have
been shown to engage in nontraditiomal enterprises. That is, some
have sponsored enterprises which are engaged in the production of
goods and services which are in direct coppetition with private
Firms. In Jakarta (Indonesia), 17 local public enterprises are
alternatively engaged in the prodoction and sale of ice, paint,
furniture, beer, can, aluminum, cigarettes, stationary., and ilruu
works, and the operation of service statiocns and rast;ura.ntl.zrJr
The City of Ahmedabad operates a municipal dairy while as shown in
cur recent study of Philippina local public enterprises, the
Provincial Govermment of Bulacan operates a restaurant, 2 handicraft
store, and a Convention Eenter.éf These are enterprises which can

be characterized g small- or medium—scale.

The Central government of some developing countries have been

shown to engage in large—scale, highly capital intensive enterprises.

}Hrh: operation of markets and slaughterhouses in the Fhilippines
follews the same pattern. See, for gxample, the Hational Tax Research
center [1377] and the case study of public markets in Bahl et al.
[1931], Chapter VII. :

2/ rinn et al. [1976].

nghB Bulacan commercial enterprises are digcussed in more
details in Bahl et al. [1981], Chapter VIII.
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Exanples are mining, car manufacturing, shipbuilding, airlines; petro-
chemicals, oil refineries, manufacturing of textile, cement,
fertilizer, paper products, etc,lf This demonstrates that the ratige
of public enterprise activity is large and varied. The results of the
cage studies of some LDC cities suggests that the type of enterprise
activities undertaken by the local government 1s quite limited. Some
local governments as, for example, Jakarta i Indonesia) have been shown
tooangage in purely commercial ventures. Yet, since the data are for
the governments of relatively larger cities, it would be expected that
this limited range of public enterprises at the local level would be

even narrower for smaller governments,

Firancial Performance of Local Public
Enterpriges: Some LDC Experience

Wnat can be said sbout the revenue raising performance of local

public enterprises in developing countries? Financial performance can

e
be expected to be widely diverse even within a given cnuntry.if This,

= For a more exhaustive list of state-operated erterprises in
developing countries, see Choksi [lﬁ?gj, €illis [1981], Jones {[1a7s],
[1975]}, and Tze [1978]. Probably the most comprehensive list is
given in the Internaticnal Monetary Fund's Govermment Finance
statistice Yearbook.

ngvcn within the same public enterprise sector in a given
country, the financial performance of puhlic snterprises can be ey
dissimilar; see, for example, the case study of financial performance
of public markets in the Philippines, (Bahl et al.[1981], Chapter VII}.
Even the financial performance of enterprises undertaken by the same
local government can be widely diverse: scme Philippine cases are
given in Bahl et al., Chapter VIII.
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and given the paucity of cbservations, makes the task of generalizing
very difficult. Nonetheless, we would attempt to suggest some
hypotheses based on fragmentary evidences coming from the World Bank

case studies and our own direct experience in the Philippines.

‘Based on a small sample for which the relevant information is
svailabie (see Table 5), the traditional local public enterprises do
not appear to be full cost recoverable, and are therefore not making
a positive contribution to the local fise, The exceptions are few as,
for example, electricity in Bombay and water and transport in Jakarta.
?ﬁr those enterprises which generate surplus on current account, the
surplus are not in general sufficlent fo finance capital cost (e.g9.
¥orea's water supply, Bogota's water supply, electric utility and
glauchterhouse). Surprisingly, while Jakarta'"s traditional enterprises-—-—
water, public transport and slaughterhouses--are covering their full
~ogts, they do not appear to be making any coentribution to the [EI

{Jakarta) general revenues [(Table 3.

Prom the fragmentary evidences available, the commercial enter-
prises undertaken by the DEI (Jakarta) government through Eoperda have
been making contribution to the local fisc. While they operate outside
of the city budget and are expected to be self-financing, they are
however expected to contribute a set amount to the DXI budget and

the Covernor's Tactical Fund.lf

L see Linn [19761, pp. 237-264.
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Footnotes to Table 5
LS
= For the Ahmedabad Municipal Transport Company.

2z

-jThe Eombay Electric Supply and Transportation (BEST) Under-
taking provides all internal road transport services within the
municipal limits of Greater Bombay.

yﬂﬁl (Jakarta) has provided some finamcing assistance, but
the terms of financing have provided for repayment with interest.

i
-f“If the need arcse, the State would provide a subsidy to

cover any deficit SONEDE might incur, although this is not the
case at present." Prud'Homme [1975, p. 33l.

EfExclpt for two years: 1967768 and 1968769,
&/ :

— Exception was 1964/65.

2/ exceptions: 1962/63, 1964765, and 1966/67.

Efﬂnly in four out of the twelve years did the current account
produce a surplus——each was a year in which a tariff change tock
place, or a year immediately following a tariff change.

¥ This implies that EEER has used its surpluses on current
aocount to finance part of its capital expanditures.

iE—"Jmmultn should be interpreted with cauticn since revenue

figures are estimated rather than actual.

11

-fﬁ¢¢ﬁ:ding to the statutes (Mayoral Decres 1393 of December
1971} the enterprise is to follow a separate fund accounting
gystem., Thus far, this has not been applied consistently.
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Decerminants of Financlal Performance:
A Glimpse of Reality

What explaine this seemingly poor performance of local publie
enterprises in some local governments in developing countries?
Rgain, what follows are suggestive rather than conclusive statements
on the determinants of financial performance of scme LOC local
public enterprises. The unevenness of the treatment of some of the
plauvsible determinants and the obvicus omission of others is

reflective of the dearth of information on the subject.

Commercial vs. Service-Oriented Enterprises

Based on limited cbservations, mainly frem the Indonesian
case study, one can hypothesize that a commercial enterprise is likely
to do hetter in terms of revenue mcbilization than a service-oriented
anterprige because, among other things, ite goal iz almost always
better defined and more closely related to financial performance.
#n the other hand, where there is ambiguity at the level of the
sponscring government as to the primary cbjective of the enterpzise,
whether to provide a service at subsidized rates or sell a service at
f411 cost racovery level, then cost recovery is generallv not

attained.
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Digposition of Surplua &nd
Fimancing of Deficits

The experience of the wrban government considered in Table 3
incdlcates that the finances of local public enterprises which are
not recovering foll cogts are, in general, closely linked with the
budget of the sponsoring govermnment. In this small sample, deficits
are a3 a rule financed through government transfer. - These cbeerva-
tions do not contradict the suggested hypothesis that the mechanism
for deficit financing and disposition of surplus may affect perfcrmance
indirectly throogh iFs effect on managerial pihl?iﬂr, Ag earlier
argued, to the extent that the deficits are routinely financed by
the sponsoring local govermment (regardless of the scurce of deficits)
then there is less pressure on the enterprise manager to behave in a

manner consistent with cost recovery.

Pricing Policy: How Important Is it?

Te what extent can the sxisting pricing policy explain the
performance of & local public enterprise? Before we address this
gquestion, let us briefly survey the current pricing practices in

gome melected enterprises operating in some LDC cities.

The limited information available suggest that the pricing
practices of local public enterprises in developing countries is gquite
divergse. FPor example, in the provisicn of water services, there

exists a wide range of tariff structures: water tax based on property



value as in Ahmedabad; full cost recovering, mplti-part tariff as

in Seoul and Jakarta; countrywide uniform pricing but differentiated
according to users as in Tunis; or a combination of maltipartc tariff
with progressive user charges for income redistributional reasons as
in Bogeta. If there is any regularity at &ll in these p&icing
practices, it is that they all depart from marginal cost pricing

(Table &].

In #ome countries, public enterprise pricing policies are
explicitly staced. In Jakarta, for example, the basic pricing policy
iz designed so that the enterprise can generate profits for transfer
vo the DKI {Jakarta) budget revenues and the Governcr's Taﬁticil Fund.
In Colombian citiss, the explicit pricing policy are baged on long—run
avernge cost recovery and on the objective of income redistribution.
In agdition, for electricity, some form of peak-load pricing is

applied for sfficiency considerations.

As a rule, prices or user charges in developing countries may
depart from marginal cost, especially during periods of inflaticn.
This is so since pricing decisicns are often subject to review by
higher authorities. It is not so much tha bureavecratic delay generally
sssociated with smlti-level decision waking process. Rather it is
that during periods of rising prices, the national government often
vetaes the request of local authorities for raising prices or user
charges. Upward rewvisions in tariffs or fees, it is argued, contributes

to the inflational spiral. Ia a small sample of cities, the pricing
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Footnotes to Table 6
T T .
=mMunicipal Bue Company (Perusahaan Penganghutan Daerah (FPD).

2

ﬂfﬁnwavnr infrequent, the substantial increase in rental
rategz that occcurred in 1971 was greater than the 91 percent increase
in Jakarta's cost of living index between 1568 and 1573.

EfTﬂ the extent that cogt of provizion is higher on the average
in Tupisia as & whole than in Tundis, then residents in Tunis
parrially suhsidize water consumption of non—Tunis residents.

i";imd*um (1975, pp. 101-102] estimated that consumers in

Tunis practically subsgidized consumers in the rest of Tunigia-—
specifically those in the Central and South regions—by approximately
370,000 dinara in 1973,

Eﬁh 30 percent increage for the Tunis to La Marga line and

buses went into effect on January 1, 1974,

&
—"'Irﬁra.nl: is egquivalent to one-third of the revenues actually
collected by Kingston and Saint Andrew Corporation [(KSAC).

IXLnng—:un average costs include a net return which allows
contimied expangion of capacity and services.

B enpresa Distrital de Servicics Publicos (Public Services
Enterprisas) .




—

decisions of local public enterprises are generally subject to
the review by higher authorities and in some cases, the rate structure

iz imposed by national legislation.

In general, local public enterprise which have restructured or
reviged tariff rates frequently have been able te recover at their
current costs (Tables 5 and 6}. Such is the case for Seoul'"s Water
Bureau, Jakarta's water supply and public transport enterpriseg,; and
Bogota's electric power system. Howaver, there are enterprises which
have infregquently revised their tariff rates and yet have been
recovering thair current costs. Examples include Tunis's SOMEDE and
ENT and Kingston's water supply system. Of courge, there are cases
where infrequent changes in tariff rates is agroclated with poor
financial performance as, for example, Ahmedsbad's public transport and

¥ingsten'e markets and slaughterhouses.

The above cbservations suggest that freguent changes in tariff
structure or at least the ability to change rates often is nelther
a necessary nor sufficient condition for the enterprise's ability to
generate surplus suggesting that the volume of enterprise activity
may be a more important factor in the success of the enterprisa.
Unfortunately, we have no way of evaluating tha level of actiwvity of

each of the different enterprises.




IV. COECLUDING FEMARKS

Public enterprises, independent of the level of the eponsocring
gevernment, are undertaken in both developed and developing countries
for a wariety of motives. It is argued that most of the economic
motlves can be appropriately classified into those based ons (&)
allocative efficiency, (b) equity considerations, and (c) public
sector revenus raising. Focusing on the chjective of raising revenues
for public purposes, we defined the tanable ranga of public enterprise
activity foxr developing countries. A producktive economlc actiwvity can
oe sultably provided using the local public enterprisa form if:

{a) the goods or esrvices provided are marketable in the sense that
excluaion iz posalble and goods are rival; (b} that the revenuss of
Ehe enterprise; and the price charged for its use or the consumption
of its products hear some relation to the costs of supplyy (o) that

a reagonable degree of cogt recovery is possible for enterprises
gerving sobhe soclal purposes and for full cost recovery for anterprises
involwed in purely commercial wenturesy and (d) that it must be

feasible to maiptain separate management and accounis.

Using this set of limiting criteria, it is then deemed inappro-—
riats for local governments to uge the public enterprise form in the
provision of any good or service with conslderable degree of public-
ness——naticnal good, local public geod with jurisdictional spillover,

and local public goocd. While local governments may undertake virtuoally
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any activities that are traditionally provided by the private
gector, the size of the market and thelr general inahility to rajise
financial resources may preclude most local govermments, the smaller
ones especially, from undertaking large-sgcale; capital-intensive

projeces.

Urban governments in developing countries have beern shown to
engage in enterprise activities, not oply in the traditicmal areas like
water supply, electrisz power, public trapsport; and markets and
slavghterhouses, but also in purely commeércial wventures (&.g., the
cperation of hotels, restaurants, stores, service stations.' and
manufastoring of furpitures, paibhts, beer, aluminum and iromworks).
¥hile in general the performance of these enterprises Are poOr, SOmE;
particularly those engaged in commercial undertakings, Appear Lo be
recovaring their costs. In fact, other enterprises do have the potential
to make B net somtribution to the local fisc as, for axample, the
electric power undertaking in Bombay and the traditional (water and
slaughterionse] and purely commercial enterprises undertaksn by the City
Governmentc of Jakarta. Woether this possibility for revenue generaticn
i opan to a majority of local governmeants in the developing world

capnod be ascertained on the bagis of limited data.
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