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While most governments concentrate their efforts on new
development investments, they often fail to provide adequately for
the recurrent operational and maintenance costs of previous
development projects. The result is a wasteful underutilization and
neglect of many projects and programs. This article examines why
this problem has emerged, why it persists, and offers some

solutions.
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Both the theory and practice of develop-
ment policy would suggest that invest-
ments are a major factor in economic
growth. Yet throughout the developing
world the productivity of public invest-
ments and programs that are already in
place has been seriously jeopardized by the
failure of governments to provide ade-
quately for their operation and mainte-
nance over time. Rare is the country that
has not witnessed this phenomenon. In
Colombia, new tarmac roads have suffered
rapid and premature deterioration for lack
of maintenance. Throughout West Africa,
many new schools have opened without
qualified teachers, educational materials,
or equipment. Agricultural projects are
often starved for extension workers, fertil-
izer, or seeds. In the Sahel, pastoral wells
constructed for livestock projects have falten

—t

into disrepair. In Bolivia, doctors are often
stranded at rural health centers for lack of
gasoline for their vehicles.

The resulting loss in productivity and
the deterioration of capital stock not only
affect existing projects and programs but
cast a disturbing shadow on the economic
viability of future investment programs. As
developing countries and denors place in-
creasing emphasis on new programs to
provide for social infrastructure, the prob-
lem is likely to be exacerbated. This article
will explore why the recurrent costs of
public sector projects are *‘underfinanced”
and examine alternative policies that do-
nors and countries could introduce to solve
this problem.

The causes of the problem

The problem is a by-product of the active
development efforts of the last two de-
cades. The share of public investment in
gross national product in the developing
world has risen during this period, reflect-
ing an expansion in the absorptive capacity
of most countries for public investment,
stimulated by subsidized external aid flows.
Since any new project or program inevita-
bly needs some staff and materials for its
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operation and maintenance, these invest-
ments have obviously engendered the need
for subsequent recurrent expenditure. The
expansion of a school system necessitates
teachers, books, and pencils. The devel-
oprment of rural health facilities creates a
need for drugs, doctors, nurses, and other
supplies. Roads require a regular program
of maintenance. Although some of these
costs have been met by charging con-
sumers, most public projects and programs
have been deliberately subsidized, and thus
their operation and maintenance has de-
pended on the flow of funds from the pub-
lic treasury. Unfortunately, this flow has
generally not been sufficient.

For some countries, this inadequate flow
of funds for maintenance reflects govern-
ment inability to mobilize sufficient re-
sources. Many developing countries are
unwilling to mount an adequate tax effort
or even to keep the growth of tax revenues
equal to the rate of econumic growth. But
even where a country is mobilizing a rela-
tively large share of its potential taxable re-
sources, there are at least three reasons
why the problem of inadequate funds for
recurrent costs may still emerge.

First, the recurrent funding of projects is
usually financed out of the recurrent bud-
get appropriation. Since both donors and
borrowers often tend to equate develop-
ment expenditure with investment, and
recurrent expenditure with consumption,
there are both external and internal pres-
sures to curb recurrent expenditure in or-
der to generate “public savings” to fi-
nance investment. This leads to arbitrary
ceilings on the expansion of the recurrent
budget—ceilings which are often com-
pletely unrelated to the level of new or ex-
isting unmet commitments, ’

Second, for a given amount of invest-

ment expenditure, a development pro-
gram’s ultimate recurrent expenditure re-
quirements will depend on the mix of
projects being implemented in each sector.
For example, countries placing heavy em-
phasis on projects in health, agriculture,
and education and in rural and urban de-
velopment will, for a given unit of invest-
ment, require higher recurrent outlays than
countries investing mainly in physical in-
frastructure—such as roads, dams, air-
ports, and telecommunication facilities (see
the table). Thus, a shift in the sectoral com-
position of a public investment program
may require an increase in recurrent ex-
penditure in excess of the potential in-
crease in public sector revenues. This does
not reflect on the productivity of these
projects, but simply means that the char-
acter and timing of their output flows may
not lead to sufficient immediate growth in
tax revenucs to finance their recurrent costs.

The third reason why developing coun-
tries often cannot supply adequate funds
to maintain and operate existitg projects is
that there are other important claims on
public budgetary resources. The demands
for defense, redistributional transfers, civil

\ltustrative summary of the recurrent
expenditure implications of projects as a
proportion of investment expenditure
across development sectors
(*'r" coefficlents)’

Sector coeﬁ;cient
Agriculture
Fisheries 0.08
Forestry 0.04
General agricuilure 0.10
Livestock 0.14
Rural development 0.08-0.43
Veterinary services 0.07
Buildings 0.01
Education
Agricuitural colleges 0.17
Polytechnic schools Q.7
Primary schools 0.06-7.0
Secondary schools 0.08-0.72
Universities 0.02-0.22
Health '
District hospitals 0.11-0.30
General hospitals 0.183
Medical auxiliary training

school 0.14
Nurses college 0.20
Nutrition rehabilitation unit 0.34
Rural health centers 0.27-0.M
Urban health centers 0.17

" Housing 0.03

Manufacturing,

commerce, and

construction 0.01
Roads
Feeder roads 0.06-0.14
Paved roads 0.03-0.07
Soclal and rural

development 0.04
Tourism 0.05

Source Warkd Bank and IMF data.

' Thase coefficients are drawn fom a very resiricted
sample of developing countries and are meant o illusirate
the variability cne can obisarve across sectars and projects.

ExAMPLE: if @ palytechnic school costs $1 mifion to
construct and equig, on the basis of an 't coetficiam of
0.17, we can estimate that it wow'd cost on average $170,000
in 8ach subsequant year Lo pay the teaching staff, 1o opar-
ate the facilties. and to maintain the building.

service wage increases, and so on inevita-
bly compete with the recurrent needs of
development projects and programs.
Coupled with the political difficulties of
choosing between these conflicting de-
mands, the planning and budgeting pro-
cess, unaware of the consequences of cut-
ting the flow of resources, often fails to
identify when serious losses in project pro-
ductivity may occur. Often the pressure of

budgetary demands on limited resources
seriously affects the allocation of resources
to a project. When the recurrent budget is
squeezed, for instance, and unemploy-
ment is of particular concern, the govern-
ment may cut down its purchases of goods
and services for a project rather than dis-
miss personnel. This often leads to projects
long on staff and short on supplies and
spare parts.

In general, external aid flows have only
exacerbated this problem by enabling a
country to increase the level of its invest-
ment without directly encouraging the
growth of recurrent revenues. Though re-
cipient governments could conceivably re-
duce their own investment as funds flow
in from abroad by shifting resources to the
recurrent budget, donors strongly discour-
age this. Similarly, some donors (with the
notable exception of some European coun-
tries) shy away from providing long-term
recurrent financing—particularly if it im-
plies funding local costs.

The recent important emphasis on in-
come distribution and the elimination of
poverty by external donors, moreover, has
sharply changed both the priorities of
lending for development and the character
of domestic development programs. In the
past, donors had a bias in favor of provid-
ing aid for economic infrastructure. Such
projects were easier to implement, gave a

. visible and concrete form of output, and,

by providing foreign exchange, helped to
alleviate some of the principal bottlenecks
of development. However, the current em-
phasis on projects in education, health,
and population bodes a significantly higher
recurrent expenditure per unit of invest-
ment. Even the technology of physical in-
frastructure projects themselves has
changed—witness the interest in high-
maintenance rural feeder roads as opposed
to low-maintenance trunk bitumen roads.

Thus, the effect of external aid is to stim-
ulate a sharp expansion in ultimate recur-
rent expenditure commitments. In the con-
text of other pressures on the recurrent
budget, these commitments will be diffi-
cult to meet.

This problem has not gone completely
unnoticed within the donor community.
This partly reflects a wider recognition that
current expenditure may prove as produc-
tive as capital expenditure in the develop-
ment process. In part, it also reflects the
effects of inadequate maintenance on do-
nor-financed projects. For example, sev-
eral road projects funded by the World
Bank have threatened to deteriorate so se-
verely that subsequent loans have been
made to develop the borrowing country’s
capacity for road maintenance. For some
rural development and livestack projects,
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the World Bank has financed the recurrent
costs of agricultural extension and of the
provision of agricultural inputs during the
initial development of a project,
Another approach has been to introduce
«plicit covenants or “earmarking”
schemes to ensure the local financing of
the recurrent costs of a project. This, how-
sver, has several important drawbacks.
Such covenants generally specify the host
country’s obligation to maintain a project
“adequately” or to provide specific
amounts of funds. This may resolve any
underfinancing of the donor’s projects; but
if the entire development program has ex-
cessive recurrent expenditure require-
ments, the effect will simply be to drain re-
sources from development projects thatlack
such covenants. Similarly, earmarking
particular tax revenues {(as opposed to user
charges) for a project may channel re-
sources away from projects with equal or
greater need. Neither policy addresses it-
self to the root of the problemn and both in-
troduce their own rigidities into the budget
allocation process.

Why does this problem persist?

A curious aspect of the “underfinanc-
ing” problem is its persistence. The man-
agers of an ill-maintained school, health
center, or agricultural extension project are
7 2sumably well aware that they are not
, «oviding, and cannot provide, adequate
services, Anyone who drives on a road
with potholes recognizes the need for
maintenance. Why are investments made
if they are likely to be underfinanced? Are
the decision makers who allocate recurrent
budgetary resources unaware of these
problems? Do they deliberately decide that
other claimants of resources have a higher
priority? In fact, the contradiction probably
persists both because the problems are not
rapidly signaled and because their conse-
quences are not readily perceived.

The problem partly derives from the ad-
ministrative structure common to the fi-
nancial and sectoral ministries of develop-
ing countries which separates the
investment and current budgeting func-
tions, The task of the bureaucracy in charge
of investments is to generate, evaluate, ne-
gotiate, and implement new investment
projects—and not to provide for their re- 2
current costs. The pressures to implement £
particular projects and to garner external ;
funds are dominant considerations. Post-
implementation costs, if considered at all
enter only into the particular project’s ap- 5

isal process. fn any case, the problem of
«nancing such costs lies several years in
the future. Thus, there is little pressure to
worry about the adequacy of future recur-
rent funding. Moreover, the recurrent im-
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plications of the pool of current projects is
usually not considered.

Logically, future recurrent funding of all
current projects should be the responsibil-
ity of the planning bureaucracy at the time
alternative investment programs are con-
sidered. The myopta of planners is hard to
understand. [t may reflect the sheer ab-
sence of data on the recurrent expenditure
implications of projects, the planners’ own
preoccupation with the realization of new
investments, their macroeconomic policy
focus, or their neglect of the impact of un-
derfinancing on future productivity, Cer-
tainly the literature on planning and proj-
ect evaluation offers little guidance on how
to deal with this problem. By definition, a
project with an acceptable social rate of re-
turn has a stream of present value in excess
of its social costs. The possibility that scarce
recurrent budgetary resources might jeop-
ardize a project’s future output is rarely
incorporated in the project evaluation pro-
Ces55.

Why is the problem not signaled by those
in the sectoral ministries responsible for
overseeing recurrent expenditure? Each
year they receive project requests for ad-
dittonal recurrent funds that presumably
detail shortages and operating difficulties
caused by inadequate funds. In pooling the
requests from all the institutions funded by
a ministry, does not the total requested in-
crease in appropriations suggest some-
thing about the degree of underfinancing?

Yet even at this early stage the signaling
process is often defective. For many sec-
tors, the accounting process does not read-
ily generate information on the recurrent
costs of individual projects or programs,
since such data are often not needed for
the actual appropriation process, and the
task of collecting the data may be beyond
the limited staffing capacity of those re-
sponsible for preparing the recurrent esti-
mates. Thus, the insufficiency of resources
may be signaled only by a chorus of com-
plaints. But even when projects are man-
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aged individually and there does exist some
quantitative measure of the degree of un-
derfunding, preoject managers are not
trained to measure the resulting economic
losses. Thus, it is difficult for the finance
officer in a ministry to evaluate the relative
economic merits of the many requests for
additional funds.

At the ministry of finance level, the ceil-
ing for total recurrent expenditure is set on
the basis of aggregate fiscal considera-
tions—such as the availability of revenue,
the desited level of the recurrent surplus,
or the overall budget deficit. This ceiling
will effectively limit any sector’s increase
in appropriations. The amount of revenue
that a sector can use to augment a project’s
operating expenditure is further limited by
the impact of inflation and rising wages on
its budget. Althcugh the relative growth of
a sector’s appropriation may be influenced
by an unusually large project coming on
line, other factors are equally important in
determining its allocation (the relative in-
fluence of its minister, the effectiveness of
the sector’s financial bureaucracy in mak-
ing its case for further funds, and so on).
The cry of inadequate resources may be
heard, but to the finance ministry the level
of fiscal demand, particularly for “public
consumption,” will always be far in ex-
cess of available resources, and the impli-
cations for growth and productivity of
meeting one request and denying another
completely unapparent or subjective. In ef-
fect, the movement of a project from the
investment to the recurrent budget signals
its fall from “budgetary” grace, a decline
in its “visibility,”” and its need to scramble
for a share of recurrent funds.

Identification of the problem

What policy options are available to
countries and donors faced by this prob-
lem? First, it is absolutely fundamental that
donors systematically and regularly incor-
porate diagnostic analyses of the present
and future severity of the problem of meet-
ing recurrent costs in their annual country
reporting systems, It is extraordinary that
there is so little information on a problem
of such significance to the joint goals of do-
nors and borrowers alike. Such an analysis
would entail the following:

o [dentification of the recurrent expend-
iture implications of a wide range of proj-
ects for a representative sample of devel-
oping countries; the routine generation of
recurrent expenditure statistics in the pro-
cess of project appraisal would quickly de-
velop an impertant data base for planning
in many countries. More important, it
would explicitly identify for local planners
the recurrent implications of each new
project.
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» Systematic analyses of whether exist-
ing projects and programs are curmrently
underfinanced in developing countries. In
many developing countries, inadequate
maintenance and operation of the existing
capital stock is one of the central develop-
ment problems. Procedures must be devel-
oped to obtain a proper value for the exist-
ing capital stock and for the desirable level
of corresponding recurrent funding.

s Diagnosis of the likelihood of future
underfinancing; a helpful shortcut for such
an analysis is to calculate for each project
the ratio of its net recurrent expenditure
requirements to the total investment out-
lay. This is called the “'r"" coefficient. Both
within and across sectors, one would ex-
pect considerable variation in the level of
these coefficients, as illustrated in the ta-
ble. Given these coefficients, a prospective
test of the long-term macroeconomic fiscal
consistency of a country’s public sector
development program could be routinely
made using fiscal data available to the Fund
and the World Bank. Recent studies on
Kenya, Ivory Coast, Malawi, and the Sahel
illustrate the methodology. Sirnulations of
the fiscal impact of shifts in the level and
sectoral composition of the program could
be readily made,

e Project appraisal analyses of the sen-
sitivity of a project’s output to underfi-
aancing; that is, to determine what will be
the level of project output at different lev-
els of recurrent funding. How sensitive is
a project to the inadequate provision of
particular inputs (gasoline, skilled labor, and
50 on)? Such an analysis would help define
the minimum set of inputs that a project
needs to be productive, It would also allow
quantification of the trade-off between the
gains from new investment and the losses
from underfinancing old ones. In the event
that a sector's recurrent funding remains
insufficient, it would also allow a more ra-
tional allocation of the limited funds.

Solutions

If a country’s existing public capital stock
is grossly undermaintained or operating
inefficiently, or if such problems are likely
to emerge in the future, there are at least
seven policies the government can adopt to
ensure consistency between the level of fu-
ture recurrent expenditure and revenue.
At a macroeconomic level, it could (1) res-
tructure its public expenditure program by
reallocating funds from the investment to
the recurrent budget, perhaps diverting
funds to the maintenance and operation of
existing programs; (2) cut less essential re-
current expenditure; (3) increase the tax ef-
fort of the public sector; and (4) increase
the clasticity of the tax system.
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At the project selection level, the gov-
ernment could (5) change the composition
of the investment program to favor pro-
grams or investments with lower recurrent
expenditure implications; (6} modify the
technology of projects to have higher pres-
entinvestment costs at the expense of lower
future recurrent cutlays; and (7) introduce
fees for the use of project services. The
World Bank has emphasized that reliance
on user charges should be extended from
the traditional sectors of power, water, and

transport to irrigation, agricultural credit,

and urban sites and services schemes. Even
in such social sectors as health and educa-
tion, a modest reduction in the subsidy for
some services may be appropriate, In many
cases, user charges extend the potential
coverage of important socioeconomic pro-
grams.

Each of these policies focuses either on
cutting the overall recurrent expenditure
commitments engendered by an invest-
ment program or on raising the amount of
available revenue for their funding. All of
them reflect solely the criterion of ensuring
fiscal consistency between the growth in
public expenditure demands and the likely
availability of public resources, Although
this criterion should be satisfied, other
equally important criteria enter into the se-
lection of projects and technology.

_Specifically, the adoption of these poli-
cies may conflict with the achievement of
other governmental objectives and are not
without cost. In (5) above, the choice of a
low “r"* value technology may effectively
conflict with a desire for highly labor-
intensive employment generating projects.
In (7), increasing the user charges for pub-
lic services may conflict with distributional
goals. In (6), changing the composition of
the development program to achieve lower
overall recurrent costs may conflict with
other objectives. Where such conflicts
emerge, the government has no choice but
ta consider other policies to raise revenue
and cut expenditure (as in (1) through (4)).
If not, the alternative would be further un-
derfinancing of projects.

Though none of these proposals are par-
ticularly easy to implement, it would be
valuable for officials to go through the pro-
cess of considering them. By exploring the
fiscal effect of alternative project packages,
technologies, or pricing policies, a coun-
try’s economic policymakers should be-
come considerably more aware of the likely
dimensions of their “underfinancing”
problem.

Other options are available. In examin-
ing any sector's future development, the
administration might consider the desira-
bility of curtailing or consolidating existing

projects. There may, forinstance, have been
an overexpansion of schools, hospitals, and
agricultural extension projects; in such
cases, the marginal gain from adequate fi-
nancing of a smaller set of projects may
significantly exceed the loss from dropping
others. This could be quantified if adequate
data on the output losses associated with
underfunding were available.

Finally, the government could seek
greater rationality in the allocation and
management of resources through im-
provements in the performance of local
planning, budgeting, and accounting sys-
tems. Such reforms have been discussed in
past issues of Finance & Development (see
the articles by A, Premchand in June 1974,
March 1975, and December 1975).

What options are available to an external
donor concerned about. the long-term eco-
nomic viability of its project loans? In the
design and selection of projects, donors
might regularly consider the development
of short-term to medium-term projects
specifically oriented to the maintenance of
the public sector capital stock. Once an in-
stitutional maintenance capacity is estab-
lished and incorporated in a country’s
budget, its claim on future resources is so-
lidified. Equally important, the donor might
consider the absorption of all or a part of
the recurrent costs of a project in the early
years of its initial operation, The recurrent
financing could then be tapered so that
these costs become fully borne by the host
country within two or three years of imple-
mentation.

Such an approach would have several
advantages. It would ensure that recurrent
costs are fully considered in the design and
evaluation of projects, it would provide
detailed data to budget planners, and it
would ensure that an adequate level of re-
current funding for a project is built into a
sector's budget. Once the project is fully
operational it would then be more resilient
to cutbacks when its funding is transferred
to the local budget. By providing external
technical assistance in the operation of the
project, the donor could augment the ab-
sorptive capacity of a country in operating
its projects. Finally, such a policy would
also imply a productive shift in external aid
funds from the investment to the recurrent
budget. :

Adoption of these proposals could never
completely prevent the occurrence of un-
derfinanced projects and programs. There
is always uncertainty over how a project
and an economy will evolve in the context
of a changing international economic en-
vironment. These proposals would ensure
that the problem of adequate recurrent fi-
nancing is nat lost sight of in development
planning and budgeting.
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