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EVALUATICN OF A SHORT-TERM DEVELOPMENT PLAN

Intreduction

An optimal short-term plan can logically be only determined within
the framework of a long-term plan, When a long~term plan has not been
completed, Eractlcal sets of rules can be devised for a short—run plan
(of, say, two years), they prov1de a guide towards a best possible
("secbnd-bestﬁ but not "tenth—best") solutlon.‘ - In-a short-run plan
many bottlenecks must be accepted as unévoidable; In a more flexible
long-term plan they can be changed, If the economic (rate-of growth)
and social (equality of opportunity) objectives are given and the
situation at the starting point is known, short-term aspects of a long—
run plan can be worked out. . Standards for presentation of such programs
are indicated below,

I. ‘Diagnosis

1. National income, gross and net investment, average and marginal
savings rates, foreign capital inflow,‘balance of payments,
2 Inventory of existing public investment and the absorptive
capacity of the public sector,
3, Rough estimate of existing excesé dapacity.
‘4o Gccupational structure, ~ Open and disguised, long— and shorte
term unemployment; its sectoral aﬁd regiénal distribution,
5. . Over-all judgment on bottlenecks to growth:
‘a) shert-term bottlenecks (e.g-, socla.l overhead capital, shortage
- of skilled workers, balance of payments, regional problems,
. social unrest);

b) longer term bottlenecks.

IT. Categorles of Priorities

1, Investment for a fuller utilization of existing capacity
(including projects in advanced process of construction).

Such projects have obvious hlgh prlorlty. Théy provide a
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"once for all" increase in income—essential in a short term—but
are not sufficient to generate sustained growth,

Projects of "obvious" high priority (which would have a high
priority in any long-term plan),

Projects ready for execution which are well prepared and meet
strict criteria (including shadow pricing, see IIL.1):

a) removing existing bottlenecks, b) short gestation period,
c)'eprrt gaining or import saving, d) near an optimum
technological dﬁmensionrwhich would stand up in a commeon market,
labor—irtensive projects designed for a rapid increase in
employment (rural public works)e See III,l.c and ITI.3,
Social development projects:

Criteria: The relative importance of economic (rate of growth)
and social objectives has to be evaluated, If too high a
proportion of total investment were channeled into "social" secbors
the rate of growth would be low, Social investments must be
viewed, therefore, within the framework of total investment of
which they should not form so high a proportion as to reduce the
rate of growth below an agreed minimum,

Distinction between projects with short— (vocationsl training,
selective education projects) and long— (abolition of
illiteracy) gestation periods, The productive efforts of a
project determined by discounting the flow of future benefits to
present value, taking account of the gestation periods The
social objective of equality of opportunity may Justify a
somewhat higher priority. On the whole, however, the amoun’
allocated for social investment should be detéfminéd residually,

1TI, Methods of Evaluation

Besides familiar cost—benefit calculations, three special problems

deserve consideration:

1.
2e

Shadow-pricing (of general importance for project—evaluation)

Adequacy of national effort (how to increase savings)

/3+ Employment (how



3. Fuployment (how to reduce unamplcoyment without undue sacrifice

of inccme,)

1. Shacow-pricing (Precios de cusnta)

Market prices under perfect competition are a signalling device
steoring economic resources into their optimum allocation.,  Prices of
factors of production reflect then their 0pnortun1ty costs and should
be equal to their marginal value orcduct1v1 Yo Competitiony however,
and the investment market are nhve“fe 6 in realisy, unadew prices of

three factors of production must be ucpd in the evaluation of an investment

programn instead of market prices, This is not the place to expound
the full theory c¢f the oubgec+ An excellent and succinet presentation

is avallabLe . Three opervational points only may be mentioned: |

i) Shadow prices are equal uo‘the'opportunlty cosbse If there were
oinly two goods in existence, the cost of one good is equal to thet of
the second good foregone, ii) If there are more than two goods it is
not so simple to identify the cpportunity cestse The shadow prices
enable us in this case to measure them, In the terminology of
programming they are the Lagrange multipliers of a constrained
optimization problems 'iii) To solve a constrained optimization
problen for_many sectors is d very complex task. A good approvimation
can be cbtained, he wefnr, by calculating the cha, dow prices of faetors of
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prodactice for a simple two gecvor model and Lo appily them then for
cach of the many sactors. Shadow prices can be used, therefore, as a
compuvational short~hand method for each project witheut having to soive
each times the cptimization problemn for the investment program as a whols,
of which the project is a part,

While an exact determination of the shadow prices is not always

possikle, cvatlonally usefal approximations (within a leower and an
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1, S. Chekravairty, Thg qu of Shedow Pl]oeo in Programme
Evaluation (CENIS, M.I.T., Car

, 1961, Irdia Project C/61=28),
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upper limit) can be calculated, They are indispenseble for the
elaboratien of an investment program in wnderdeveloped countries,

Since conditions change in the course of development a time path
of shadow prices has to be assumed for a long-run plan, This does
not apply in the case of a short-tefm (two years) plan,

a) The shadow rate of interegh

gy

Capital should not be invested in a project if thereby the
oopperbunity is foregone of investing in another more profitable project,
Since capital marketas are notorisusly imperfecﬁ the market rate of
interest does not reflect those mrre profitable investment opportunities
foregone, An approximate shadow rate of interest should therefore, be
used as a computational shorthand in order to rank projects, The lower
limit of shadow rates of interest in Latin America is arcund 8 - 12
per cent, say, 10 per cent, < No project should be included in the
investment program whicih would not cover interest costs ef, say, 10
per cenb,

Private investors follow this rule in practice, No invesiment
preject is undertasken, if it does not promise a return of 15 = 20

per cente Pyblic investment projects, however, negiect in general

2/ Using R.M., Solowis formmla (as an approximation) the shadow rate of
L% 4 .

: 8
T e 1 =D e
Re ~ W
D
whers is the rate of interast, g is the rate of growth, ¥, is the

savings rate of the profit receivers,g”W 1is the savings rate of the

wage earners, and D is the sharc of profit incom2 in tohtal incone.

We guess that in a "typical' Latin American country A varies between

55 ~ 75%, between 15 —~ 304, W between 3 = 6%, = 42

Assuming a Tate of growth (g) of he’s%, &= 65%, R = 208,7W — ¥

the rate of interest o - et = he5 = 8,6% (rounded)
© 0,20 @ L = 0,65 0e523

If the rate of grewth were 5%, the
conéitions wouwld be 9.5%,



ghadow-pricing-—with grave consequences of waste of capital. Faulty
allocation leads to the selecvion of wrong projects, wrong
technologies, wrong locaticn, wrong pricing of the product-—and %
insufficient =avings of public enterprises, which should contribute
to the naticnal capital formation.

Electric power mey be used instead ¢f numerous other examples.
A shadew rate of interest of 10 por cent will in many cases lead to
the substitution of_thermal for hydro~electric projects;to a locatien

¥ J_

of thermal pcogects nearer to ths market than the often distant

hydro-~electric projscte, and to higher tariffs for electric power,
Where specific subsidies are justified, they should be granted from
the general budgeto It is wasteful and too costly to give them
indiscriminately to those who need it and to thoze who do not need it
through lower prices of electric power, Prices which do not reflect
costs cause a direct waste of resources (via lost profits) and an
indirect increased and continued waste by inducing the location of
ponsrsintensive industries in high-cost areas,

In general, shadew rabes of interest will give a lower ranking to
capital~intensive and long-gestetion periocd projechs,

b) The Shadow Rate of Exchangc

Fereign exchange must be considered as a specific factor of

production in underdeveloped wun‘*rlcs° Low price elasticities o

exports and imports are the cause of a forelign exchange market which
eilher works imperfectly cr-works ai an excsasive expensa of income
growth, The gcarcity of foreiga exchange should be reflected in a

n

shadow rate of exchanoe which ig highsr than the market rate of erchangoem/

In various Latin American countries shadow price of exhange can be
estimated at 10 ~ 50 per cent abeve the market rate. They give a

measuring rod for the need of lmportwsavlngs and sxport--galaing.
While it is still uneconomical to producs bananas on the North Pole,

shadew rates of exchange indicabte to what extent projects, which

aeecsgarily a gusatitube for devalnabion;
devaluabicn is necessary.

3/ The use of an acccunting price of foreign axc }aqge is not
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produce goods at costs higher than prices of equivalent imported goods,
should be included in the naiional investment program,

¢) The Shadow Rate of Wages

Where there is cpen and disguised unemplgyment shadew raﬁes of
wages are merkedly lower than the market rates. é/ Theoretically the
shadew rates of wages (1agrange mnltiplier) is zerso in such casese.
Operationaliy, howsver, an "incentive shadow rate of wages" is
necessary in order to induce the unempicyed to work and te take account
of the fact that the families of ihe unemployed will rot save all they
gave thelr family members as support, ¢nce those found an cccupation,
but will increase their censumption, Many proiects which would not
mect the eriteria of priority.if market rates of wages are assumed,
should nonetheless be included in the development program on the basis
of shadow rates of wages which are 20 - 50 per cent lower than the
market rates, These should be primarily labor-~intensive projects
which use little or no capifal; An iﬁpoftant example are Rural Public
Works (IT.4) (fencing, bunding, terracing, digging for minor irrigabion)
which use little capital and increase the productivity.of the land,
although at first they do not produce an increase in agricultural
goods. If the workers live in wvillages and work nearby a wage rate
lower than the market rate may induce them to worlk. If they work
away from their homes a market rate of wages might be peid and subsidies
vould be justified, (For cther exsmplies and a fdiler discussion, sece
Sy, '

The timing of such projects and g

5

cd diagnesis of the unemployment

0

situaticn is important hers, Disguised uncmployment is not ample in
most South American countries and is mostly concenirated in a few regions,
It may not be very important in five years'! time~— but it is a vital

problem for any short~term program abt present.

Lo P.N, Rosenstein-Rodan, Disguised Unemployment and Under=Employment
s MLBEULES pJ OymSis aIK -]
in Agriculture (CENIS, M.I.T., Cambridge, 1956, Itely Project C/56~25),
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sources of savings had best be considere

They can be increasad by nrospects
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savings asseolations.
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XEMPLINE SaVings Idm

taxabicn (sxpendibture tax), While the average vote of savings
in this secth: L = 7 per seat, the marginal rate can be
8 e 12 per senhb. '

i) Corpsrate s"vings'of the business sscltor are usvally high
already since the ! ploughing back”_of undistribubed prefits
?einvests 0« 35 per cert of profits, As development
preceads the Iplfopo.w.".t'ion in the GUP of income ordiginating in
this sector will rise, leadi .to an increase ian the national
gavings rabve.

iii) Saviags in the public secbor can be vastly increassed even in
the shert_run by making profibs in public enterprises (see
IIT.1c.a on shadow pricing in the public sector) and by budgsb

/sur5¢us 38, This
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surpluces, This is

efforts; ius

n essential part of raising the naticnal
adequacy or inadegnacy in the short run will

largely have to be assessed on realizations in this sector,

b} While foreign aid can only form a part of national investment,

a higher proporbion may be justified in the initisl pericd i proper

measures ars taken to achieve high marginal rates cf savings.

3, Paployment and Unemplioyment

Full employment is undoubtelly the first step for providing a

minimym of equality of opportunity and for realizing the objectives
of the Alliance for Progress Fuil enployment in an underdeveloped

countx v is a structural preblem quite different from that in developed
countries. The conflict between productive efficiency and greater
eguality in income distribution maices it impossible to realize all social
objectives overnight, Fortunately most Scuth Arericen «tniike Central
kmerican) countries are not heavily cverpcpulated, To reach full
employment need nol take as long a time as it must take, for instance,
in South East Asis, In the ierter interval, however, social growing
pains of an underdeveloped economy are unavoidable, What matters
primarily is not to lcse sight of the final goal and to sce Lo it that

rested interests and finertia should neither delay ncr prevent its

achlcevemens, Some alleviating measures can maks the path less painful
even though they may well prelong 3%, Esonomic developuen® planning
can both accelerate growth, l.e,, shorten the interval hesfore a
satlsfactory standard of living for all is reached, and indicate the
selection of some welfare measures which do not widen the intorvel

excessively, The econcmic development operation is unavoidably painful,

|.-I-

bub progress in econcmic knowledgs the twentieth ceniury can maks 3t
shoziewr and can provide anesthetics which did not exist in the
ineteenth certury.

A higher rate of growth will in the long run lead t¢ mere emplaymerc,
In the short run, hDWever, there is a conflict between "maximum

wrut’ and "meximum employmecnt',  More labour--inibensive bub less

/efiicient methods
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efficient methods of productioh can increase employment today at the
expense of producing a lower-value output, and notably less surplus
which provides iﬁvestible funds for more oulbpubt and employment
tomorrow, A choice has to be made: more employment in the 1960's
may nmean less employmsrit than would ctherwise have been possible in
the 1970's. '

A &sll thoughtncut development program can nonetheless
subétantially reduce the arsza of conflict between "maximm cutput" and
¥maximum employmenb“'thrcugh a oerics of measures:

a) A high shadow rate of incerest will encourage more labour-
intensive methods of preduction, With the exception of construction and
rozd bhuilding, howeﬁer, the effactive rariability of coefficients of
preduction in modern industry is net great, although it is not
negligible in those parts of industrial activities which deal with
"handling and bringing" of raw materials and prodvcts, The practical
effécts are, however, small in the short run.

b) Ceonstruction and read building offer a considerable range of
choice betwsen laboursand capital-intensive methods of productica,
Secondary roads can be built with a minimum of f£ixed capital ,
(bulldozers, earth moving equipment, etc.) and with plentiful labour,
They may not cost appreciably less per km, since the savings on fixed

capital are eaten up by very much higher maintenance costs——such ronds

0]

may have wo be repaired every year--vut they provide plentiful
employment o The seme may apply to the construction of hydro~lectric
Larrages. It is important to cvercome two obstacles to ths realizzation
of surh a program which can have a considerable impact on employment in
the short run:

i) Secondary labour-intensive rcads tske a very mmch longer time
for their constructions A long-run road-building plan must
exist if "hand-to-mouth' cdecisions of roads to be quickly
built are to be eliminated,

ii) Contractors prefer capital-intensive methods of production

. ’ Jeince they
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* gince they reduce problems of 1abour—5dnd¢1bg znd labour
supervision, If they are offered 'cost plus profit"
conbracts, they will choose labsur-oxtensive methods of
producticon, Contrasts for secondary road building must
therefore specify a labour~intensive method of production,

c) While 90 per cent or more of total inv restument will be channeled
into efficient agricultural and industrial sectors, which are the
foundation for a high rate of growbh=sthey may be insufficient in the
short run to establish full employment, A special sffort in drive
and organization as well as a sm2ll part of investible funds (5 - 10
per cerh) shouvld be diverted into Rural Public Works (see II,L4 and III,

=c) which contribute to agricultural capital formation withcut at first
producing more agricultural products. Such activitlies absorb very
little capital goods cr foreign exchange but they can usefully employ

many of the disguised unempleyed in rural areas, Qut of the wages

will be spent cu food (which can be obtained if needed by P.L. 480
surplus.products) and ancther 25 -~ 30 per cent on home preduced wage
goods (textiles and household goods). There is no doubt that resources
for this form of useful employueni--creating activities can be Tound,

The real problem here is organizatior rather than capitei. To creats
it is an urgent tack cf the short—run plan,

d) Timing of modernization projects is finalily a part of the short-
un piano If unemployment coxists in an area then employment—reducing
and efficiercy~in oaulnb projects may have to be postponed uniess
additional employmernt-creating projects are sufficient to abscrb mere
than the numbers of disnlaced workerz, Thus super-markets may have
to he delayed even though they may reduce the cost of living and thercby
stimilate in the longer run an expansion in obher industries.  The

same may apply to modera factories displacing handicrafts.

P o B Bohsiis Pclicy
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IV, Economic Policy as an Instrument of Short—Term Growth

Any purpooeful developrent program consists of two main parts:

A, "What is to be done?" (often outlined sketchily in a "Framework
_ N ‘ for Development")

B, "Hew is it to be done?"

Objectives, priority criteria anc evaluation methods for project
selsction, and program cemnositibn do not suffice for n succesful
.1mplemenUatlon of the Plan (Part B)s, A coherent well coordinmated

coencmic polluy must be usad throughout as a purpeseful instrument of
growth, A functional eccnomic policy fa? growth is cnly ancther word
¥or development programmings It will have to determine what part of
investment is to be undertaken in the public sector, but an even more
important part of it should consist in a sysvem of Incentives and
disingentives apt to encourage or discourage private investment in
certain sectors, regions or teehnolog'c*c~— as well as providing
sffective stimuli for over-all savings and investment, Three main
instruments may be considered:

1, Menstary Policy ,

a) Is a selective credit policy possible in certain countries?

Cen it secure, for instance, a sufficient supply of credit

for o fuller utilization of existing capacity (see e

to discriminate suascecsfully betwoen credil for productive

investiment and for consumpticn? Can it provide geod
agrluul*urul credit supply as well as credit for small
enterprises and handicrafts? _

b) Methods of avoiding either inflatiomary cr deflationary
pressurs. \

¢) Msthods te reduce an undue balance of payments deficid, obeo
sbeo

20 Fiscal Policy

o)

a) Tax measures Lo shimul a*e savings (see III.2) including

bucdget surpluse.

/b) Tax measures
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b) Tax measures as incentives and disincentives for

investments in different sectors (fcr instance, a
"diseriminatory" high tax on luxury buildings, and a
low tax on cheap building),

¢) Over—all fiscal policy to achievs stability, etc. etec,

Monetary and fiscal policy alone may not suffice to achieve

growch and stability, A sociel consensus must be built up cn

principles of a wage policy.

This is, however, only possible in the
long run,

Lo Cémmercial Policy

bty

The degrse of a selective infant—industry protection must be

determined, taking the shadow rate of exhange into account (see ITI.l.b.)

50 Incentives for Small Enterprise
Constructicn of industriel estates cr zones, besides credit and

fiscal incentives. Industrisl extension service.

6o Form of Desirable Cooperation with Private Foreign Investment

Vo Organizaticn and Planning

1. For short-temm

"2, For long-term

The institutional organization of planning may have to be differen’
in various countrie Experience from insids and outaide Latin
smerican should be examined,

VI, Ferm and Amount of Techniral Assichas

Wat measures can be taken to improve and accelerate the prepairatica

of procjects,

VII, Acstion during ths Short=Pun for the Preparation of the

Leong--Run Development Progrom

Paul Rosenstein-Rodan



