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MEMORANDUM TO THE EXECUTIVE DIRECTORS AND THE PRESIDENT

SUBJECT: Annual Review of Evaluation Results 1995

OED's twenty-second Annual Review reports on the results of 264 operations for
a disbursement value of almost $26 billion. It also analyzes performance trends and
describes OED's rating methodology. The review confirms many earlier findings and

explores new ground on portfolio development risks and options for improved portfolio
management.

The share of satisfactory outcomes in the 1995 cohort is 68 percent (73 percent
when weighted by disbursements). While this constitutes an improvement over the
previous year, a longer-term perspective reveals that the Bank portfolio has plateaued
around the 70 percent mark for some time. Of course, Bank evaluation benchmarks are
rigorous and outcomes are rated in relation to objectives which have become more
complex, demanding, and risky over time.

Against this background, the report provides an assessment of risks and rewards
for operations evaluated during 1993-95. It shows that 30 percent of Bank operations
have been risky undertakings with low rewards. This finding does not suggest that the
Bank should shy away from risk. Rather, it points to the need to manage development
risks explicitly and systematically.

Thus, the balance of risk and reward is the dominant theme of this Annual
Review. Chapter 3 tests the sensitivity of portfolio performance to potential management
actions. The simulations suggest that portfolio improvement is a formidable undertaking
requiring sustained reforms over several years. For optimal results, improved quality at
entry, proactive portfolio management, and improved supervision should be combined
with new approaches to lending, more effective non lending services, action-oriented
partnerships, and increased selectivity.
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Executive Summary

Overall Findings

The results of the 1995 cohort of 264 operations are similar to last year's. They show
that the performance record of Bank-supported operations continues to hover at the two-thirds
satisfactory outcome mark. In terms of lending volume, however, performance has rebounded to
73 percent from 65 percent last year, and 66 percent in 1990-94. While individual project risk
and potential reward vary by region, country, lending instrument, and sector, analysis of the
1993-95 evaluation set shows that although 23 percent of Bank operations were in the most
desirable low risk-high reward category, 30 percent were in the least desirable high risk-low
reward category. Fortunately, as this report shows, much is known about what works, and
applying the lessons of the past should positively influence the future outcome of the Bank's
portfolio.

Borrower and Bank performance matter and are, respectively, the most important
determinants of individual project success. With Bank performance rated satisfactory for 78
percent of the 1995 cohort and borrower performance rated satisfactory for 69 percent, there is
ample scope for improvement. Bank performance in supervision stands out as an area needing
continued monitoring and attention.

Additional strategies are available for managing risk. For example, analysis finds that
repeater projects have more successful outcomes than other projects- afinding that argues for
their continued selective use. Promising strategies for managing risk include increased use of
pilots for higher-risk projects and greater resort to partnerships with other development
agencies and with private voluntary organizations.

Statistical analysis finds that at the country level, improved macroeconomic management
has the highest payofffor improving portfolio outcomes in countries with low performance
records. Bank performance has to be very strong to overcome the odds of a weak country
economic and implementation environment. These findings suggest both that the Bank should be
more selective in its lending and that nonlending services should be used more systematically to
nurture appropriate policy environments as a precondition for successful lending.

Using a conditional probability model, the review carried out sensitivity analyses of
future portfolio outcomes. The results show that achieving a marked improvement in Bank
portfolio performance is challenging and will require sustained efforts over time as the portfolio
renews itself These efforts will need to include significantly improving quality at entry and
project implementation, channeling lending more to countries with suitable economic policy and
governance environments, and providing more nonlending services to others. Only with a
radical departure from current practices, including greater selectivity in terms of countries and
assistance instruments, extensive use of piloting, and increased resort to cancellations of
substandard projects, could one expect to achieve an 80 percent satisfactory outcome.
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Specific Findings'

What do the Performance Record of Operations Evaluated in 1995 and the Longer-Term
Trend Indicate about Project and Portfolio Risk?

* The 1995 evaluation cohort consists of 264 operations representing disbursements
of about $22 billion to 80 countries, and about $3.6 billion in cancellations.

* The Bank has a rigorous methodology for evaluating project performance. It is
emphasized that an unsatisfactory outcome rating does not necessarily signal an
utter project failure. Projects with unsatisfactory outcome ratings can have
significant benefits that contribute to overall welfare, even though the projects do
not meet one or more major expectations.

* Overall the performance record is similar to last year's: of the 1995 cohort, 68
percent of the operations had satisfactory outcomes (compared with 66 percent for
the 1994 cohort); 46 percent were considered likely to be sustainable (similar to the
44 percent rate for the 1994 cohort); and 27 percent had a substantial institutional
development impact (compared with 30 percent for the 1994 cohort).2

* Looking at the performance record in terms of lending volume, performance has
climbed to a satisfactory outcome rating of 73 percent for the 1995 cohort from 65
percent for the 1994 cohort. The jump is associated with a marked increase in the
average size of projects in 1995 over 1994, with larger projects generally being
more successful than the smaller ones. The jump is not necessarily meaningful as it
may simply reflect the different size distributions of two cohorts of projects that
happen to have been evaluated in two successive cohorts.

* Overall Bank performance was rated satisfactory for 78 percent of the operations
(86 percent when weighted by disbursement), but borrower performance was
satisfactory in only 69 percent (75 percent disbursement-weighted). While Bank
performance overall shows an encouraging increase from the 1994 cohort's rate of
73 percent satisfactory, the longer-term trend shows Bank performance in
supervision decreased each year from a high of 82 percent satisfactory for closing
year 1991, to 74 percent satisfactory in closing year 1994. The Bank has recently
given much attention to improving supervision; this is an area meriting continued
close monitoring.

* Economic rates of return reached or exceeded 10 percent in real terms for 86
percent of the operations for which they were calculated in the 1995 cohort. They
were calculated, however, for only 36 percent of the operations in the cohort, and
the overall quality of economic analysis needs to be improved.

Throughout this report, "project" and "operation are used interchangeably.

2 OED's evaluation methodology is particularly rigorous in rating institutional development (ID). It reports the proportion of
projects with substantial impact ratings; it does not report the proportion of projects with moderate ID ratings. In previous Annual
Reviews, a narrower concept of ID was used, namely the degree of achievement of stated ID objectives.
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* If the satisfactory rate continued at about 70 percent (averaging the satisfactory
outcome rate based on the number of projects with the disbursement-weighted
satisfactory outcome rate) for the active portfolio, some $40 billion in ongoing
Bank commitments would be at risk of unsatisfactory results, that is, of not
achieving their relevant objectives.

* War and civil strife are significant factors in the outcomes of the 1995 cohort. If the
analysis excludes all projects with substantial negative effects resulting from war
and civil strife, the outcome rating for the cohort would climb to 73 percent
satisfactory from 68 percent.

* Risks are associated with regions and country income. East Asia and Pacific
continues to be the best-performing region, while Africa clearly ranks lowest and is
highest risk. By income group, the lower-middle-income countries tend to be the
best performers, while low-income countries are the higher risks. IBRD loans
consistently have better outcomes than IDA and blend-financed operations.

* Investment loans fared only slightly better than adjustment loans in the 1995 cohort,
and since 1990 both lending types have on average performed equally well.
Emergency recovery loans tended to be highly successful.

* Repeater operations have better outcomes (79 percent satisfactory) than all
operations taken together (72 percent satisfactory for the group of projects
evaluated between 1974 and 1995).

* This year's assessment identifies project and portfolio risk and actual rewards in
terms of outcome, sustainability, and institutional development impact. For the
1993-95 evaluation set, 23 percent of Bank operations were in the most desirable
low risk-high reward category, while 30 percent were in the least desirable high
risk-low reward category. The challenge is to increase the former while decreasing
the latter.

What are the Sectoral and Thematic Highlights of the 1995 Evaluation Year and What are
the Implications for Risk Management?

* Risks and rewards also vary by sector. In particular, finance (typically lines-of-
credit) and technical assistance-two sectors of great import for country wide
impact and/or institutional development and sustainability-show poor performance
over time.

* Agriculture and industry, sectors with traditionally weak performance, show
upturns in the 1995 cohort; the improvement can be traced to shifts in the country
and/or subsector composition.

* Analysis of risks and rewards by sector finds that program and policy projects (for
example, structural and sectoral loans, private sector development loans, and public
sector management loans) stand out as high risk, but with almost as strong a
likelihood of being high reward as low reward. Urban and technical assistance stand
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out as sectors with high risk and low rewards, while telecommunications is the
sector posing the lowest risk and yielding the highest rewards, followed by the
power sector. Energy and human resources (encompassing education, health, and
nutrition projects) are high-risk sectors, but also tend to be high reward.

* Poverty reduction is the Bank's overarching goal, and the 1995 cohort reflects this
focus. However, the cohort predates the Bank's current strategy for poverty
reduction, adopted in 1991. The strategy consists of labor-intensive growth, targeted
interventions that focus on social services (that is, primary education, basic health
care, family planning, and improved nutrition) to equip the poor to respond to the
income-earning opportunities created by growth, and the provision of a social safety
net to protect those unable to respond to new economic opportunities (such as
children and the elderly) or those vulnerable to shocks such as floods, droughts, or
austerity policies. About 90 percent of the 1995 cohort are growth projects, while in
the current portfolio, almost one-fourth of the projects support investment in the
social sectors.

* Some inroads have been made in reducing poverty, but the gains are modest when
set against the challenge. More attention needs to be given to poverty assessments
and their reflection in country assistance strategies. No country has been able to
sustain its efforts in reducing poverty without economic growth, but the pattern of
growth is an important determinant of how growth affects poverty reduction.

* About 25 percent of the projects in the 1995 cohort had an environmental focus,
with the largest concentration in agriculture. Project outcomes were slightly below
the Bankwide average. About half of the projects were approved prior to FY86, that
is, before major improvements in Bank procedures regarding the environment took
effect.

* Environmental projects in the cohort approved after 1991 generally have better
outcomes than those approved during the early 1980s. Recent operations pay more
explicit attention to environmental issues, and there are signs that learning is taking
place and progress is occurring. At the same time, this progress is constrained by
the institutional capacity of borrowers and the size of the challenge posed by
population growth.

What are the Determinants of Project and Portfolio Performance? What can be Learned
from Outstanding and Poor Projects?

* At the individual project level, borrower performance had the greatest influence on
project results. Closely following was the impact of Bank performance.

* Of the 356 operations evaluated and audited in 1995, 16 (5 percent) were rated as
outstanding and eight (2 percent) as poor. The outstanding operations all illustrate
strong borrower ownership of, and commitment to, the operation.

* At the portfolio level, cross-country econometric analysis suggests that good
economic management has the highest payoff for improving portfolio outcome and
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sustainability, particularly in countries with poor portfolio performance. While good
Bank performance is likely to reduce the risk of an unsatisfactory outcome,
however, the effort has to be very strong to overcome the odds of a poor country
economic and implementation environment.

What are Management's Options to Improve Portfolio Performance? What is the Likely
Impact?

* To explore the likely impact of management options to improve portfolio
performance, a series of sensitivity tests was conducted. Econometric model-based
tests suggest that simultaneous improvements in Bank appraisal and supervision up
to the 90-95 percent satisfactory level and in borrower implementation to about the
80 percent level would raise portfolio outcome by about 12 percentage points to
about 80 percent, up from the current 68 percent satisfactory rating. The estimate is
subject to important methodological caveats.

* Additional tests were based on a conditional probability model that links up with the
status of the current portfolio and is adaptive, that is, changing project behavior over
time is taken into account by weighting the most recent observations more heavily
than earlier observations. The results are consistent with the econometric tests. The
model suggests that with better portfolio management, greater selectivity in country
assistance, and improved quality at entry, the share of projects with satisfactory
outcome at completion could increase to about 80 percent over the next eight years.
Improved quality at entry is the most important factor as the portfolio is
progressively renewed over time.

* The various sensitivity tests clearly suggest that portfolio improvement is a
formidable task that requires bold action by the Bank and commitment and
perseverance by the borrowers. The joint efforts would best be backed by a new
compact between the Bank and borrowers, spelling out each country's commitment
to its own development and poverty reduction and the Banks modulated response.
The poorer a country's performance, the less lending it would receive. For some
poor performers, Bank assistance would predominantly (or entirely) take the form of
economic and sector work (ESW) and institutional support. In extreme cases there
might be no Bank support of any kind until and unless a borrower demonstrated
ownership of its development efforts. It is argued that only with a radical departure
from current practices, backed by compacts, could one expect to achieve an 80
percent satisfactory outcome within the next five years or so. The types of
management actions indicated would include, for example, strict selectivity in terms
of countries and assistance instruments, new-type projects with extensive use of
piloting, and cancellations of actual risk projects, as well as restructuring of potential
risk projects.

* Historically shaped behaviors in client countries, the Bank, and its partners are major
factors in portfolio performance. The model suggests that achieving a marked
improvement in Bank portfolio performance is a formidable task that will require
determination and perseverance.



x

Concluding Observations

* Review of the performance of the 1995 cohort and the longer-term performance
trends finds that some recent trends are encouraging, but the 70 percent satisfactory
plateau of project outcomes reached in the last few years leaves room for
improvement. The Bank can do a better job at risk management. Certainly in light
of the Bank's responsibilities as a development institution, it cannot avoid risk. It
cannot turn away from countries facing political and economic instability or from
countries where government commitment is not as strong as might be desired. It
must, however, apply the lessons learned and use the tools at its disposal to help
manage developmental risk.

* First, at the project level, borrower performance matters. There is a close
relationship between government commitment to operational goals and observed
outcomes. Evaluation has established that ownership depends on four factors: locus
of the initiative, level of conviction among policy makers, expression of political
will by top leadership, and efforts towards consensus building among various
constituencies. Borrower ownership also must be nurtured; it does not just happen.
Capacity building is critical. In this respect, it is important to note that freestanding
technical assistance loans have performed poorly over the longer term and dismally
in the 1995 cohort. Action is needed to realize the full potential of this important
instrument.

* Second, Bank performance matters. Projects generally have become more
demanding, complex, and risky over time. However, outstanding projects show
effective monitoring and flexible Bank adaptation to changing conditions; poorly
performing projects show neither. From the longer-term perspective, the Bank's
performance in supervision especially requires continued close attention. Quality at
entry is also central. The Bank's weakest area of performance in relation to the
1995 cohort is in appraisal where, in particular, greater realism is needed.
Cancellations of commitments are high and major time overruns too frequent.

* Third, individual projects are not at equal risk nor likely to carry equal reward if all
goes well. Risk varies by region, country, sector, lending instrument, project size,
and other project characteristics. For example, "repeater" projects do better than
average. The Bank should seek to reduce the 30 percent of projects in the high risk-
low reward category. The increased use of piloting demanding and complex
projects is indicated. Partnerships are particularly desirable in high risk situations.

* Fourth, at the portfolio level, countries with good economic management tend to be
the better portfolio performers. Even poorly performing sectors Bankwide do better
in these countries than the Bank average. The lesson is that policy matters. The
relevance of Bank lending has come to be judged in terms of its consistency with
country assistance strategies. In turn, these strategies are driven by economic
management fundamentals and thematic emphases-poverty reduction through
human resource investment, private sector promotion, and environmentally
sustainable development programs. It is critical that each country assistance strategy
realistically assess the domestic capacities available to deliver results. Considering
the overwhelming importance of country conditions, greater selectivity in the use of
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assistance instruments, including ESW and institution building, is likely to
contribute to the improvement of countries' economic environments and of overall
portfolio performance.

* To improve their contribution to institutional development impact, operations in
poorly performing countries, in particular, need to better address problems of public
sector management, civil service reform, decentralization, deregulation, private
sector development, and enhanced participation.

* These findings argue for more selectivity, or increased segmentation of Bank
strategies by country and sector. Consistent with management's idea of a new
compact between donors and borrowers, different countries in different
circumstances should be treated differently, according to their commitment to
policy reform, to sound implementation of development projects, and to the Bank's
assessment of risk. Greater selectivity needs to be complemented by the use of
nonlending instruments, including technical assistance, to improve country
environments. For example, for some poorly performing countries, the Bank should
consider limiting its assistance to ESW and institutional support.

* As suggested by various model-based sensitivity tests, achieving a marked
improvement in the Bank's portfolio performance is a formidable task--one that
will require consistent leadership and sustained efforts over time.

Implications for Bank Policy

To take into account the lessons emerging from this Annual Review, the following
policy directions are indicated:

* In countries where the policy framework is distorted and the implementation
environment is weak, advisory and capacity-building services should be preferred to
lending.

* Given the poor performance of freestanding technical assistance loans and credits,
the Bank should seek to develop strategic alliances with well-selected partners to
help deliver effective capacity-building services in parallel with (or, better still,
ahead of) Bank loans and credits.

* Whenever risk are high, domestic capacities are weak, and/or borrower commitment
needs to be nurtured, quality at entry should be enhanced by inducing borrowers and
partners to learn from pilot operations, ahead of large-scale Bank lending.

* Development risk assessment, monitoring, and evaluation should be strengthened
throughout the project cycle and used to inform country assistance strategy design
and execution, with added emphasis on portfolio implementation issues in the
country dialogue.

* The Annual Report on Portfolio Performance should continue to be upgraded for use
by management and the Board as a strategic risk management and oversight
instrument.
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Implications for Borrowers

While the Bank needs to manage better, along the lines sketched out in this report, it
does not control all the levers. In such a change agenda, it is necessary for clients to understand
that the programs and money at stake are their own and not the Bank's. And, as always, the
success of Bank-supported interventions-be it programs, projects, or nonlending services-will
ultimately depend on the client countries' commitment to development.



Introduction

This twenty-second Annual Review of Evaluation Results focuses on managing portfolio
and project risk by applying lessons learned from experience. Like its predecessors, the report
provides a synthesis of lending evaluation findings. It analyzes evaluation findings for 1995,
identifies lessons of experience, and highlights emerging evaluation issues both to strengthen
institutional accountability and improve the World Bank's' development effectiveness. Key
questions addressed in this report are:

* What do the performance record of projects evaluated in 1995 and the longer-term
performance trends indicate about project and portfolio risk?

* What are the sectoral and thematic highlights of the 1995 evaluation year and what
are their implications for risk management?

* What are the determinants of project and portfolio performance? What can be
learned from outstanding and poor projects?

* What are management's options to improve portfolio performance? What is the
likely impact?

Chapters I and 2 of this report cover the first two of the above questions. Chapter 3
addresses the third and fourth questions; that is, it explores the implications of key determinants
of project and portfolio performance for active portfolio management and performance
improvement from the current plateau (with about 70 percent of operations rated satisfactory)
towards the 80 percent success rate that characterized the evaluated cohorts of the 1970s.
Chapter 4 presents the key concluding observations and implications for the Bank and borrowers.

The Annual Review is based on implementation completion reports prepared by
operational staff for Bank-supported operations and on reviews of the completion reports,
performance audit reports, impact evaluations, and evaluation and process studies by the Bank's
independent Operations Evaluation Department (OED). It also draws on other Bank material, as
appropriate. This report does not provide an evaluation of nonlending services nor of the Bank's
growing guarantee program.

Volume II to this Annual Review presents the supporting annexes including statistical
tables and the methodology underlying OED's independent review of the evaluative reports at
implementation completion.

'The World Bank Group comprises two legally and financially distinct entities: the International Bank for
Reconstruction and Development (IBRD) and the International Development Association (IDA). The International
Finance Corporation (IFC), an affiliate of the World Bank, has its own evaluation system with a separate Annual
Review.
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1. Performance Trends

Results in Brief

The Bank's rigorous methodology for evaluating project performance is presented in Annex 3.
Application of this methodology finds that this year's results are similar to those of last year. Of the 1995
cohort comprising 264 operations,' 68 percent achieved satisfactory outcomes; 46 percent were considered
sustainable; and 27 percent had a substantial institutional development impact. These results are somewhat
better than the record of the 1994 cohort, except for institutional development impact, which decreased
slightly.

* When weighted by disbursements, the percentage of lending with a satisfactory outcome increases
from 65 percent for the 1994 cohort to 73 percent for the 1995 cohort. This jump is associated with a
marked increase in the average size of projects in 1995 over 1994, with larger projects generally being
more successful than the smaller ones.

* The longer-term trend of project outcomes (based on closing years) shows a marked upswing during
1938-90, reaching a plateau around the 70 percent mark during 1990-93 with a slight decrease for
1994.

* The results are closely associated with Bank and borrower performance at different stages of the
project cycle. Overall Bank performance was satisfactory in 78 percent of the projects, while borrower
performance was satisfactory in 69 percent. The Bank's weakest area of performance in relation to the
1995 cohort is appraisal; the Bank performed satisfactorily at appraisal in about 70 percent of the
operations. The longer-term trend for Bank performance in supervision shows a marked decline
between closing years 1991 and 1994, from 82 percent satisfactory to 74 percent. The Bank has
recently given much attention to improving supervision; this is an area where continued close
monitoring is indicated.

* War and civil strife are significant factors in the outcomes of the 1995 cohort. If all projects that had
substantial negative effects from war and civil strife and that received an unsatisfactory rating were
excluded from the cohort, the outcome rating would climb to 73 percent satisfactory from 68 percent.

* The East Asia and Pacific region continues to be the best-performing region, while Africa ranks lowest
and involves the highest risk.

* Risk is closely associated with overall economic performance of borrower countries. Analysis by
income groups finds that the lower-middle-income countries (with GNP per capita between about
$700 and $2,800) tend to be the best performers, while the low-income countries (with GNP per capita
of less than about $700) have significantly less satisfactory outcome ratings. IBRD loans consistently
have higher outcomes than IDA/blend loans.

* Project risk varies by lending instrument, source, and size. Investment loans fared better than
adjustment loans in the 1995 cohort, but over recent cohorts performed equally; emergency recovery
loans tended to be highly successful, while technical assistance loans carried considerable risk.

* Economic rates of return (ERR) reached or exceeded 10 percent in real terms for the 86 percent of the
projects in the 1995 cohort for which they were calculated (for only 36 percent of projects). Overall,
the rigor of Bank's economic analyses needs to be improved.

* Repeater projects have better outcomes than the cohort as a whole.
* This year's assessment identifies project and portfolio risk and rewards in. terms of development

impact. For the 1993-95 evaluation set, 23 percent of Bank operations were in the most desirable low
risk-high reward category, while 30 percent were in the least desirable high risk-low reward category.
The high risk-high reward category contained 19 percent of the projects, and the low risk-low reward
category contained the remaining 28 percent of the projects.

In this report, "project" and "operation" are used interchangeably.
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Introduction: Characteristics of the 1995 Cohort

1.1 Chapter 1 looks at the performance of Bank-funded operations that were evaluated in
1995. Updating last year's analysis, the chapter also classifies countries by overall economic and
portfolio performance, and goes one step further in assessing risk and actual rewards involved in
operations evaluated during 1993-95. For longer-term trend analysis, the chapter uses the set of
projects closed in 1994, which constitutes a more homogeneous universe that lends itself to
generalizations. Annex 1 in the companion volume to this report presents the statistical detail
underlying the findings.

1.2 In 1995, 264 operations (the "1995 cohort") were evaluated for the first time. The 1995
cohort, representing disbursements of $22.04 billion to 80 countries, and about $3.6 billion in
cancellations, reflects Bank performance throughout the late 1980s and early to mid-1990s;
almost 93 percent of these operations were approved from 1984-91 (Annex Tables 1.1 and 1.2).
Close to 88 percent of the operations in the 1995 cohort closed in 1993 or later, at least one year
after the Bank's Portfolio Management Task Force Report was issued (World Bank 1992). In
addition, OED produced performance audit reports for 92 operations whose completion reports
had been prepared in earlier years. Together, the cohort and the audits form the "1995 evaluation
set" of 356 operations (Annex Tables 1.3 and 1.4).

1.3 Figure 1.1 shows that, as was also the picture for the 1994 cohort, the Africa region
(AFR) had the largest number of Bank-supported projects, followed by Latin America and the
Caribbean (LAC) and East Asia and the Pacific (EAP). These three regions also have the largest
number of projects in the FY96 active portfolio (World Bank forthcoming). The largest borrower
in the 1995 cohort in terms of disbursements was India, as is again the case for the FY96 active
portfolio (Annex Table 1.5).

1.4 Forecasts of project costs and actual project costs are quite close on average for projects
in the cohort, with the average project cost anticipated at $244 million, and the actual at $235
million. About 58 percent of the cohort reported cost underruns. The average underrun of 5
percent compares with an underrun of 4 percent in the 1994 cohort and 8 percent in the 1993
cohort. Most overruns in the 1995 cohort were less than 25 percent of disbursements (Figure
1.2a).
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Figure 1.1: Distribution of Evaluated Operations by Region, 1995 and 1994 Cohorts
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Figure 1.2a: Percentage of Operations with Cost Over and Underruns, 1995 Cohort
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1.5 While still optimistic, implementation time forecasts for the 1995 cohort, at 23 percent
over, are far better than for the 1994 cohort, which on average took 36 percent longer to
implement than originally scheduled. On average, projects in the 1995 cohort were estimated to
be 5.2 years in length, but actually took 6.1 years, a difference of some 17 percent. Close to one-
half overran the initial time estimate by 25 percent or less. About one-fourth, however, were 50
percent over their time estimations. About 8 percent closed early (see Figure 1.2b). Time
overruns have been found to often reflect a slow implementation start, delays in procurement,
problems in counterpart funding, and underestimation of the implementation capacity needed.
Time underruns are frequently the result of curtailed project objectives and/or a changed political
environment. In a relatively few cases, time underruns reflect good implementation.
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Figure 1.2b: Percentage of Operations with Time Over and Underruns, 1995 Cohort
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Performance Results: The 1995 Cohort2

1.6 Analysis of the 1995 cohort focuses on performance in terms of three results-oriented
criteria-project outcome, sustainability, and institutional development impact-as well as on
key process determinants of performance, such as borrower performance, Bank performance, and
country environment. This year's analysis looks across country groupings and selected
subsectors and also highlights the relative importance of different project objectives across
sectors.3 This disaggregation reveals additional factors that have an influence on project and
portfolio performance and points to management options for future portfolio improvement.

Outcome

1.7 The outcome rating is a combined measurement of how well an individual project
achieved its major relevant objectives. As shown in Box 1.1, it is important to keep in mind that
a project with an unsatisfactory outcome rating may still have significant benefits even though it

The discussion in this section is essentially based on the "1995 cohort" of 264 newly evaluated operations.
Occasionally, the broader "1995 evaluation set," which adds the 92 operations that were audited in 1995, is used.

Subsector disaggregation is limited by the number of operations in each of the subsectors. In some subsectors the
number of operations is too small-even for multi-year periods-to arrive at statistically meaningful conclusions. The
minimum representation for analytic purposes was generally set at 10 operations.
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failed to meet one or more major objectives. The Bank's methodology for evaluating project
performance is rigorous (see Annex 3).

Box 1.1: Unsatisfactory Projects can Yield Benefits

A project may receive an unsatisfactory outcome rating because it fails to meet one or more major
relevant objectives, but may still yield significant benefits. A case in point from the 1995 cohort is the
fourth Caribbean Development Bank (CDB) regional vocational and technical education project. The
project, approved in 1987 for $6 million, was the first IDA-assisted vocational and technical education
project in Dominica, Grenada, St. Kitts and Nevis, St. Lucia, and St. Vincent and the Grenadines. The
project aimed to improve the quality and supply of trained technical and vocational manpower in the areas
by improving the quality of buildings and instruction, increasing the capacity of these Eastern Caribbean
States to implement technical-vocational education projects, and by enhancing management of the
education sector.

The project expanded the technical and vocational education capacity in the participating
countries. The fellowship program was completed, and a first comprehensive pre-vocational curriculum for
lower (junior) secondary students was designed and integrated into the education systems. However, the
project experienced serious implementation problems in the civil works, and equipment and furniture
components. The civil works component comprised 22 subprojects involving new construction, expansion,
or renovation of existing facilities. All subprojects were completed despite some substantial delays, but 18
of the 22 subprojects had cost overruns ranging from 40 to 100 percent. Facilities and instruction improved
less than expected, because deficiencies in equipment and furniture made it difficult to use the workshops
and training centers as planned. There was lack of coordination between civil works and procured furniture
and equipment. The objective of enhanced sector management, which was related to the development of
national and regional training boards, was only partly achieved. And the institutional strengthening
measures, comprising improvement of the local education administrative structures and the adoption of
cost saving and cost recovery measures to sustain the project, were not achieved.

1.8 Sixty-eight percent of the operations evaluated in 1995 (73 percent when weighted by
real disbursements) had a satisfactory outcome; that is, they achieved their major relevant
objectives. This compares with 66 percent of the operations evaluated in 1994 with satisfactory
outcome (65 percent when weighted by real disbursements) (Annex Tables 1.28 and 1.29).

1.9 The fact that the disbursement-weighted ratings are higher than the non-weighted
suggests that larger projects perform better than smaller projects. Annex Table 1.9 shows that
this is indeed the case. The positive correlation between project size and outcome rating basically
holds for all different time periods and country groupings, that is, by income level, IBRD
compared with IDA, and by regions. The significant jump in the disbursement-weighted outcome
ratings to 73 percent satisfactory in 1995, up from 65 percent in 1994, is explained by this
phenomenon. The average project size in the 1995 cohort is $97 million (in constant 1994
dollars), up from $70 million in 1994. For the projects rated satisfactory the difference is even
more pronounced: $104 million in 1995 compared with $72 million in 1994. The jump, per se, is
not necessarily meaningful. It may simply reflect the different size distribution of two evaluation
cohorts.

1.10 War and civil strife are significant factors in the outcome of the 1995 cohort. Of the nine
countries falling into this category in the Bank's Annual Report on Portfolio Performance
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(ARPP) for fiscal 1996,4 six were represented in the 1995 evaluation cohort with a total of 25
projects, 18 of which (72 percent) were rated unsatisfactory as compared with 32 percent for the
cohort as a whole and 28 percent for project non-affected countries. If all projects that had
substantial negative effects from war and civil strife and that received an unsatisfactory rating
were excluded from the 1995 cohort, the overall outcome rating would jump to 73 percent
satisfactory from 68 percent.

1.11 If the satisfactory outcome ratings are maintained at the current 70 percent plateau
("averaging" disbursement-weighted and non-weighted ratings), it would mean that more than
$40 billion in Bank commitments are likely to be associated with projects with less than fully
satisfactory outcomes. This reading is very close to the estimate in the Bank's FY96 ARPP. The
ARPP classifies 34 percent of projects (30 percent of commitments) as being "at risk." Not all
these projects are likely to have unsatisfactory outcomes, nor are all projects not so classified
likely to be satisfactory either. Based on the ARPP methodology, the expected outcome is close
to the 70 percent satisfactory plateau.

1.12 The composite nature of the outcome rating makes this measure highly demanding. A
satisfactory rating means that a project's objectives have to be relevant with regard to the
broader country objectives, and that the project has to be efficacious in meeting its major
objectives as well as efficient (see Annex 3 on rating methodology). The combined outcome
rating thus reflects judgments about relevance, efficacy, and efficiency. Figure 1.3 shows the
share of projects with substantial relevance for various combinations of efficacy and efficiency.
Half of the projects in the 1995 cohort have identical ratings across all three components. About
94 percent of projects with substantial efficacy and efficiency were also considered substantially
relevant, while 36 percent of the projects were substantially relevant but with negligible efficacy
and efficiency (Figure 1.3).

1.13 Thus, it is not sufficient that those projects for which ERRs are calculated reach a re-
estimated economic rate of return (RERR) of 10 percent or more. In fact, in the 1995 cohort, 7
percent of projects with RERR estimates were rated unsatisfactory for shortcomings on the other
subcriteria, despite RERRs exceeding 10 percent; for closing years 1990-94, that share is also 7
percent, while for the 1974-94 period it is 5 percent (see Annex Table 1.67).

4 According to the FY96 ARPP, nine countries were in non-accrual status or suffering from civil strife: Algeria,
Angola, Burundi, Djibouti, Rwanda, Sierra Leone, Somalia, Sudan, and Zaire.

s World Bank forthcoming. The FY96 ARPP goes beyond prior reports and uses the concept of "projects at risk"
developed as part of the Portfolio Improvement Program. Thus, projects at risk include not only those projects that are
rated as problem projects on assessments of implementation progress (IP) and/or the likelihood of achieving the
project's developmental objectives (DO), but also those projects that are considered potential problem projects based
on a number of leading indicators of unsatisfactory outcomes. Chapter 3 discusses the Portfolio Improvement Program.
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Figure 1.3: Interrelationship of Relevance, Efficacy, and Efficiency, 1995 Cohort
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Sustainability

1.14 Sustainability is the likelihood, at the time of evaluation, that an operation maintains its
benefits in the longer run. Slightly less than one-half (46 percent) of the evaluated projects are
expected to sustain their benefits throughout the operational phase that follows the completion of
loan disbursements (Annex Table 1.12 and 1.13). With disbursement weighted, more than half
of the investment (56 percent) is likely to be sustainable. The rate for the 1994 cohort, at 45
percent (51 percent weighted by disbursements), was similar.

1.15 Considering the significant difference between outcome and sustainability ratings, it is
evident that the longer-term prospects of many projects are questionable (translating into
uncertain or unlikely sustainability ratings), although their outcome at completion was rated
satisfactory. For instance, this was the case for the regional cities development projects in the
Philippines. The construction of infrastructure and service improvement (roads, bridges, street
lighting, markets, stormwater drainage, squatter area upgrading), one of the main objectives in
building up secondary cities as a counterweight to the Manila metropolitan area, was impressive.
However, progress on the institutional front was only modest, which makes sustainability
unlikely. The basis for this assessment is the lack of cost recovery for certain facilities that were
supposed to generate revenues for operation and maintenance and future investment for further
improvement of service quality. Moreover, the scant attention to environmental issues in
connection with solid waste made long-term sustainability unlikely.

Another 32 percent of the cohort received a rating of uncertain sustainability. About 22 percent had unlikely
sustainability. It is important to note that of those with uncertain sustainability, over time some of these are likely to
move into one of the other two rating categories. Performance audits conducted by OED may result in changes for
these ratings. See Annex 3.
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1.16 As with outcome, the likelihood of sustainability is a composite rating that subsumes
different dimensions, such as: the likelihood of government commitment; the policy
environment; management effectiveness; technical, economic, and financial viability;
environmental sustainability; and social impact. For example, if a project is not technically
viable, it is obviously not sustainable. Similarly, lack of financial viability--either in terms of a
project's revenue earning capacity or continued budget support-will undermine longer-term
sustainability, as will a marked negative impact on the environment or on income distribution
and the incidence of poverty.

1.17 In the 1995 cohort, as Figure 1.4 shows, technical viability is the most frequently
indicated factor related to projects' likely sustainability, cited in about 91 percent of the projects
in the 1995 cohort identified as sustainable. This factor is followed in frequency by
environmental viability and economic viability (86 percent and 83 percent, respectively).

Figure 1.4: Frequency of Factors Contributing to Project Sustainability, 1995 Cohort
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Institutional Development (ID) Impact

1.18 A country's institutional capacity is among the most important factors for sustainable
development. While an individual project's contribution to ID is usually confined to a sector,
such as agriculture, and in many cases to the project entity itself, some have a larger impact at
the country level.

1.19 Ideally, for example, this would be the case for a successful technical assistance project
aimed at building the capacity to manage economic policy. A good example is the Second
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Technical Cooperation Project in China. The objectives of the project were to: (1) assist
government in preparing projects expected to be financed by the Bank or IDA; and (2) develop
capacity for preparing and implementing investment projects and administering technical
assistance. The project resulted in the preparation of 26 Bank/IDA investment projects totaling
$5 billion. The project largely achieved its objectives. Its sustainability is considered likely, with
substantial institutional development impact at the country level in terms of capacity building for
the future.

1.20 In Bank evaluations, institutional development is examined mainly from the perspective
of a project's ID im?act; it is also assessed in terms of achieving specific ID objectives as part of
the outcome rating. The broader impact is the more relevant performance criterion. ID impact is
perhaps the most demanding and crucial evaluation criterion; certainly, it is the most important
one for long-term development effectiveness. Among the three results-oriented ratings, ID
impact is the lowest-with 27 percent of the 1995 cohort rated as having substantial impact (also
27 percent when disbursement-weighted) (Annex Tables 1.17 and 1.18).8 The comparable figure
for the 1994 cohort was 30 percent. However, institutional development impact is the most
important result as real ID progress translates into durable development effectiveness. OED has
found over the years that sustainability and institutional development are closely linked; progress
on the institutional front generally takes care of many critical aspects of sustainability, such as
revenue earning capacity or budget support.9

1.21 As with the other results-oriented ratings, the ID rating is built on several factors
including borrower commitment; quality of project preparation, design, and supervision;
establishment or restructuring of an organization, including its possible dissolution or
privatization; and regulatory changes, with a broader impact on the behavior of people, firms, or
other entities. As shown by Figure 1.5, regulatory change is by far the factor most frequently
cited as contributing to ID. It was indicated for 89 percent of those projects with substantial
institutional development, followed by restructuring or privatization (73 percent) (Annex Table
1.16).

7
OED's evaluation methodology is particularly rigorous in rating ID. It reports the proportion of projects with

substantial impact ratings; it does not report the proportion of projects with moderate ID ratings.
8 In previous Annual Reviews, a narrower concept of ID has been used, namely the degree of achievement (efficacy) of
explicitly stated ID objectives. Applying the narrower criterion, the ID rating for the 1995 cohort would be 37 percent.
For the 1994 cohort, the comparable figure was 39 percent.
9 Analyzing closing years 1990-94, an association (using Somer's d) was found from institutional development to
sustainability of 0.462, and from sustainability to institutional development of 0.451 (with 95 percent confidence).
This indicates there is a clear and modest-to-strong association between these two ratings. The Pearson correlation is
similar at 0.495. Findings for the 1995 cohort are also similar.
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Figure 1.5: Frequency of Factors Contributing to Institutional Development Impact,
1995 Cohort

Regulatory changes

Restructuring/privatizing/
strengthening of an

organization
Supervision

Establishment of a new
organization

Elimination of an existi g
organizatio

Design

Borrower commitment

Quality of preparation

Monitoring and evaluation

Number and/or complexity
of financing arrangements

0 10 20 30 40 50 60 70 80 90 100

Percentage

Source: Annex Table 1.16.

Bank and Borrower Performance

1.22 Overall Bank performance was rated satisfactory for 78 percent of the projects in the
1995 cohort (84 percent when disbursement-weighted). In contrast, borrower performance was
considered satisfactory in only 69 percent of the projects (73 percent, disbursement-weighted)
(Annex Tables 1.22 and 1.25).io

1.23 Like the other ratings, both Bank and borrower ratings are composed of ratings for
process activities at different stages of the project cycle. For the Bank, the focus is on
performance in project identification, appraisal, and supervision; for the borrower, it is on project
preparation, implementation, and compliance with covenants (Annex Table 1.23). As shown in
Figure 1.6, the Bank performed best at the project identification stage, with 90 percent
satisfactory; it performed less well at appraisal (71 percent satisfactory) and supervision (74
percent satisfactory). Borrowers performed best at preparation (79 percent satisfactory) and were

1o Bank performance has been rated by OED since 1991. Borrower performance ratings are even more recent; they
were introduced in evaluation year 1993.
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relatively weak in implementation (65 percent satisfactory) and compliance with covenants (64
percent satisfactory).

Figure 1.6: Bank Performance, 1995 Cohort
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1.24 The process variables are important determinants of project results. Chapter 3 of this
report discusses outcome determinants in greater detail.

Performance by Lending Instrument and Source

1.25 Outcome ratings for the cohort were similar for investment and adjustment lending, but
varied by lending source: IBRD or IDA. As shown in Figure 1.7 (Annex Table 1.28), IBRD-
funded projects had a 74 percent satisfactory rate, compared with IDA/IDA blend projects,
which had a 61 percent satisfactory rate. (IDA funds countries on the basis of relative poverty the
-- operational cutoff for FY97 is GNP per capita of $905-and lack of creditworthiness.) IBRD
projects were 55 percent of the cohort and 75 percent of the disbursements (Annex Tables 1.5
and 1.6).
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Figure 1.7: Percentage of Evaluated Operations with Satisfactory Outcomes, by Lending
Type and Source, 1995 Cohort
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1.26 Adjustment loans comprised only 19 percent of the cohort, but one-third of the
disbursements. Typically, the Bank's adjustment operations comprise about 20 percent of
lending (Annex Tables 1.5 and 1.6).

Performance by Regions and Other Country Groupings

1.27 Outcome ratings for the 1995 cohort vary widely across regions, and across income
groups.

1.28 As shown in Figure 1.8 (Annex Tables 1.30 and 1.31), the East Asia and Pacific region
leads with an average satisfactory outcome rating for 94 percent of its projects in the cohort (97
percent when weighted by real disbursements). At the other extreme is the Africa region's low
performance, with satisfactory outcome ratings for 49 percent of its projects in the cohort (54
percent when weighted by real disbursements). The Europe and Central Asia region (ECA) is at
57 percent satisfactory for the cohort, but it has too few projects (only 14 in the 1995 cohort) for
meaningful interpretation.
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Figure 1.8: Percentage of Evaluated Operations with Satisfactory Outcomes, by Region,
1995 Cohort
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1.29 The rankings in Figure 1.8 are similar to those for the Bank's active portfolio. The 1996
ARPP puts EAP again in the lead for the smallest proportion of at-risk projects, with South Asia
coming in as the second most promising region, although again, far behind EAP. Africa again
trails with a high proportion of projects at risk, but unlike the cohort results, is "tied" for last
place with LAC.

1.30 Within the regional groupings, a number of countries stand out as particularly successful
or as weak performers (Annex Table 1.35). For example, while LAC with a 69 percent
satisfactory outcome rating is close to the Bank average, the region contains not only Bolivia,
Honduras, and Uruguay with 100 percent satisfactory outcome ratings, but also Jamaica and
Brazil with only 33 percent and 25 percent satisfactory outcome ratings, respectively." These
country results from the 1995 cohort are not easy to interpret as in many cases they reflect small
numbers of observations that can be at variance with longer-term averages.

" The disaggregation of the cohort numbers at the country level is somewhat problematic as it deals with very small
numbers of observations that are subject to wide year-to-year variations. For example, Brazil is represented with four
projects, Jamaica with three in the 1995 cohort. However, Brazil's portfolio performance has been poor for some time,
and even now-in spite of recent improvements-there is a high number of potential problem projects in the ongoing
portfolio (48 percent of the FY96 portfolio). Still, country impact can be substantial if there are large numbers of
projects. For example, if Zaire projects were excluded from the 1995 cohort, the proportion of satisfactory projects
Bankwide would increase from 68 percent to 71 percent.
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1.31 Country income levels are also important factors in portfolio outcome (Figure 1.9). Low-
income countries tend to be the weaker performers, except when the portfolios are weighted by
real disbursements. In this case, results are strongly influenced by China and India with their
large portfolios (Annex Table 1.36). As before, in each of the income groups, there are very
strong and very weak performing countries. For example, the lower-income group (which
averaged a 65 percent satisfactory outcome rating) contains Egypt and Ethiopia with 100 percent
satisfactory outcome ratings, but it also contains Zaire with only a 15 percent satisfactory
outcome rating. Similarly, the upper-middle-income group, with a 71 percent average
satisfactory performance rating, contains not only Korea and Malaysia with 100 percent
satisfactory ratings, but also Brazil with its low 25 percent satisfactory rating (Annex Table
1.36).

Figure 1.9: Percentage of Evaluated Operations with Satisfactory Outcomes, by Income
Group, 1995 Cohort
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1.10 Bank and borrower performance vary substantially across regions and sectors. Bank
performance is rated highest in East Asia and Pacific, lowest in the Middle East and North
Africa, and Africa regions (disbursement-weighted, Africa is lowest), with particular weaknesses
in the appraisal and supervision processes. Borrower performance is rated highest again in East
Asia and Pacific and by far the lowest in Africa, with extremely low ratings for implementation
and compliance with covenants (Annex Table 1.23).

Country Risk

1.33 Country performance varies greatly. Table 1.1 shows performance groups based on
completed and evaluated projects. For countries with sizable active portfolios, the placements in
performance groups are broadly consistent with the expectations for meeting development
objectives (DO) reported in the 1996 ARPP. Exceptions include poorly performing active
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portfolios in Egypt and Nepal, and well-performing active portfolios in Argentina, Mauritania,
and Uganda.

1.34 Econometric analysis shows a strong association between country portfolio performance
and country economic performance, as in the 1994 Annual Review. Table 1.1 summarizes the
updated results of ranking countries by economic and portfolio performance.12 Country
economic performance is measured by a Bank internal performance index for 1979-92, which
captures short- and long-term economic management and policies to address poverty during
project preparation and implementation, while portfolio performance reflects aggregate outcome
ratings during 1991-95. More than half the countries (52 percent) are in the categories along a
SE-NW line, which confirms the strong association of the two performance variables. This
underscores that the odds for satisfactory portfolio performance are favorable in countries with
good economic performance and strongly against satisfactory portfolio performance in
economically underperforming countries. Last year, this finding led OED to the conclusion that
greater selectivity in Bank assistance with regard to countries and the use of instruments would
be warranted to achieve better results on the ground. It is emphasized that Table 1.1 presents a
historical record of correlation between country environment and portfolio outcome. It does not
reflect the current situation in the sample countries nor the current status of the portfolio.
However, the record is relevant for the present and the future.

12 This year's analysis covered 67 countries as compared with 61 last year. About 27 percent of the countries fell in the
same categories as last year, 44 percent moved by one category vertically or horizontally, and 15 percent moved by
two categories vertically or horizontally. The rank correlation is .44.
13 For details on the methodology, see OED 1995.
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Table 1.1: Portfolio and Country Economic Performance, Evaluation Years 1991-95

Country economic Portfolio Performance
performance Good Medium Poor
Good Thirteen countries Five countries Four countriesa

Chile Colombia Cameroon
China India Kenya
Ghana Jordan Rwanda
Hungary Portugal Turkey
Indonesia Yugoslavia
Korea
Malawi
Malaysia
Mauritius
Mexico
Thailand
Tunisia
Uruguay
2 7 percent of the total number 11 percent of the total number 7 percent of the total number of
ofprojects. 36 percent of the ofprojects. 17 percent of the projects. 17 percent of the total
total amount ofdisbursements. total amount of disbursements. amount of disbursements.

Medium Five countries Ten countries Seven countries
COte d'Ivoire a Bangladesh Algeria
Jamaica Burundi Brazil
Morocco Ecuador Paraguay
Philippines Guinea-Bissau Papua New Guinea
Zimbabwe Madagascar Panama

Mali Sri Lanka
Pakistan Togo
Senegal
Tanzania
Yemen Arab Republic

8 percent of the total number 14 percent of the total number 8 percent of the total number of
ofprojects. 7 percent of the ofprojects. 7 percent of the projects. 8 percent of the total
total amount of disbursements. total amount of disbursements. amount of disbursements.

Poor Four countries Seven countries Twelve countries
Benin Burkina Faso Argentina
Egypt Ethiopia Central African Republic
Nepal Honduras Dominican Republic
Yemen, PDR Myanmar Guinea

Peru Haiti
Romania Mauritania
Zambia Niger

Nigeria
Somalia
Sudan
Uganda
Zaire

4 percent of the total number 6 percent of the total number 14 percent of the total number
ofprojects. 2 percent of the ofprojects. 4 percent of the ofproject. 12 percent of the
total amount ofdisbursements. total amount ofdisbursements. total amount of disbursements.

aCameroon and C6te d'voire are anomalies. While the long-term average of the Bank's performance index puts them in the good
and medium economic performance categories (with only a marginal difference in the index) policies were inadequate to cope with
the countries' problems in the second half of the 1980s and early 1990s. However, policies were constrained by the franc-zone
arrangements, which, on the other hand, guaranteed a high degree of monetary stability.

Sources: Annex Tables 1.39 and 1.40.
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Risk and Reward

1.35 In addition to country risk, there are other risk factors at work that mitigate against
project and portfolio success: risks vary by sector and subsector, and at the individual project
level by factors such as project demandingness and complexity. With the Bank's wealth of
experience, many of the risk factors can be identified and addressed through different country
assistance strategies, better project design, and flexible project and portfolio management. There
are obviously rewards to successful risk management, and there are tradeoffs.

1.36 To illustrate the relationship, the historical portfolio for 1993-95 was analyzed along the
two dimensions: the different risks are captured in the evaluator's assessment of a project's
demandingness on the Bank, complexity, and riskiness, 14 while the rewards are proxied by the
combined project results in terms of outcome, sustainability, and institutional development

15
impact.

1.37 The results are presented in Table 1.2. and Annex Table 1.41. The 2 x 2 matrix classifies
individual projects within regions according to the intensity of risks and magnitude of rewards in
different combinations. For the 1993-95 evaluation sets, Bankwide 19 percent of the evaluated
projects were in the high risk-high reward category, while 23 percent were in the most desirable
low risk-high reward category and 30 percent in the undesirable high risk-low reward category.
Africa has had the highest risk and the lowest rewards, with 40 percent of the evaluated projects
in the high risk-low reward category and only 14 percent in the low risk-high reward category.
East Asia and the Pacific is at the other extreme, with 43 percent of its projects in the low risk-
high reward category and 14 percent in the high risk-low reward category (Annex Table 1.41).

14
OED rates projects in terms of the complexity, riskiness, and demandingness of their objectives. Complexity is

determined by factors such as the range of policy and institutional improvements to be attempted, the number of
institutions involved, the number of project components and their geographic dispersion, and the number of
cofinanciers. Project riskiness is concerned with vulnerability to variations in key factors affecting the operation.
Demandingness involves ajudgment about the degree to which an operation stretches the specific country's and/or the
Bank's implementation capacity.

The risk index is composed of project information form (PIF) ratings for riskiness, complexity, and demandingness
on the Bank. The reward index is composed of PIF ratings for outcome, sustainability, and institutional development
impact. Because of the importance of country and sector assistance strategies, extra weight was given to project
outcome if it was rated highly relevant. (Relevance is defined as outcomes in relation to country and sector assistance
strategies.) Each rating was assigned a value of I (for ratings of high or substantial) or 0 (for ratings of moderate or
negligible). This is consistent with other OED analyses at the aggregate level. Risk ratings thus sum from 0 to 3. A
project was classified as low risk if the total rating equaled 0 or 1, and high risk if it totaled 2 or 3. Reward ratings sum
from 0 to 4. A project was classified as low reward if the total rating equaled 0, 1, or 2, and high reward if it totaled 3
or4.
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Table 1.2: Risk and Reward, by Region, Evaluation Years 1993-95
(Numbers ofprojects and percent of regional and Bankwide totals)

Reward
High Low

High Risk/High Reward No. Percent High Risk/Low Reward No. Percent

AFR 38 12 AFR 124 40

EAP 44 25 EAP 25 14

High ECA 10 21 ECA 10 21

LAC 42 22 LAC 59 32

MNA 19 19 MNA 30 30

SAS 28 23 SAS 31 26

Risk Bankwide 181 19 Bankwide 279 30

Low Risk/High Reward No. Percent Low Risk/Low Reward No. Percent

AFR 42 14 AFR 107 34

EAP 76 43 EAP 32 18

Low ECA 14 29 ECA 14 29

LAC 36 19 LAC 50 27

MNA 23 23 MNA 27 27

SAS 30 25 SAS 32 26

Bankwide 221 23 Bankwide 262 28

Note: Projects for which all seven composite ratings were not available were omitted. N=943
Source: Annex Table 1.41.

Performance: Longer-term Trends

1.38 Outcome ratings by closing years are available for projects from closing year 1974 onwards. In
contrast to previous Annual Review practice, this year's report shows the longer-term trends by closing
year of the project.16 The advantage of selecting the closing year over the approval year is that the
analysis better captures projects operating under recent Bank policies concerning project design,
supervision, and the like. A closing year-based analysis also enhances management accountability, as
many current managers were likely involved in recently closed projects (Annex Table 1.42).'1

Outcome Ratings

1.39 Box 1.2 discusses different perspectives on performance. Box Figures 1-3 contrast historical
outcome performance trends by year of project evaluation (the cohort), approval, and closing. Box Figure
4 provides a look at the performance trend of ongoing operations.

1.40 Looking at the trend of outcome ratings by closing year, Box Figure 3 shows three distinct
performance periods. The first, for projects closing from 1973-78, shows a relatively stable period for
project outcomes, with about 90 percent rated as having achieved a satisfactory outcome. The second
period, encompassing projects closing between 1978-88, saw a marked downturn in the proportion of

16 The 1994 closing year estimate in this review is based only on 50 percent of the closing year group. The rest of the 1994
closing group will most likely be evaluated by the end of 1996. However, preliminary findings on evaluations completed in the
first six months of 1996 confirm this estimate.

7 For interested readers, Annex 4 in Volume II discusses in more detail the three approaches to longer-term trend analysis-
approval year, closing year, and evaluation year.
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Box 1.2: Different Perspectives on Performance

Box Figures I through 3 contrast historical outcome performance trends by year of project evaluation (the
cohort), year of project approval, and year of project closing. Box Figure 4 provides a look at ongoing operations'
trends based on the Annual Report on Portfolio Performance (ARPP).

Box Figure I shows the historical performance trend including the 1995 evaluations. Given that each year these
evaluations are a highly heterogeneous group of projects approved and closed in different years under differing
Bank policies, the graph may not reflect a true trend.

Box Figure 2, shows outcome ratings by approval years through 1986. There had been marked improvements
for operations approved during 1983-85 after the low point reached in 1982. However, operations approved in 1986
recorded less favorable results with barely two-thirds ("averaging" unweighted and disbursement-weighted results)
rated satisfactory. Although many other operations approved since 1986 have been evaluated, their numbers are not
yet representative enough to provide a reliable estimate of performance for those years. Adding them to the graph
would be adding an upward bias to the picture since the operations evaluated earliest for each approval year are

typically those that have performed better than average.

Box Figure 3, with operations grouped by closing year, provides yet another perspective in which operations
evaluated in 1994 are added to the previous evaluations. From this view, the performance record benefits from the
inclusion of more recent evaluations, including a large number of operations that were under supervision through
1994. This graph, while confirming improved performance for the period 1990 to 1992 relative to a low in 1988,
shows a slight decline in performance in closing year 1994.

Finally, Box Figure 4 provides a look at the performance of ongoing operations, as measured by their expected
achievement of development objectives, according to the ARPP, that is, on the basis of supervision ratings. This
graph cannot be compared directly with the previous graphs, and it could be affected by recent efforts to make
supervision ratings more realistic. The recorded data are based on the supervision assessments as to whether projects
are likely to achieve their objectives. A broader measure of "projects at risk" was recently introduced; it takes actual
and potential problems into account (see Chapter 3).

closed projects with satisfactory outcome, with an average of about 60 percent rated as having a
satisfactory outcome by the end of closing year 1988. The third period, from 1988-93, began with a
marked upturn that appears to have reached a plateau at about 70 percent of projects with a satisfactory
outcome ("averaging" unweighted and disbursement-weighted ratings). The trends presented for the
three periods are similar for disbursement-weighted outcome ratings. The plateau reached in 1990 shows
some tendency to erode; in particular, the outcome data for closing year 1994 show a dip. It is too early,
however, to determine whether this might be a reversal of the trend since only about one-half of the
operations closed in 1994 had been evaluated by the end of 1995. A look at evaluation data recorded
during the first half of 1996 with information for additional projects closed in 1994 suggests some minor
improvement over the incomplete 1994 closing year data.
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Box 1.2 continued

Box Figure 1: Performance of operations Box Figure 2: Performance of operations

evaluated by year of evaluation, 1974-95 evaluated by year of approval, 1970-86

Percent satisfactory Percent satisfactory
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60
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74 76 78 80 82 84 86 88 90 92 94
Year of evaluation Approval year

By projects -By disbursements - By projects - By disbursements

Box Figure 3: Performance of operations Box Figure 4: Performance of ongoing
evaluated by year of closing, 1973-94 operations by ARPP fiscal year, 1980-96

Percent satisfactory Percent likely to achieve DO
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90 90
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Year of closing ARPP fiscal year
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Source: Annex Table 1.42.

1.41 The apparent trends during these distinct periods are the result of multiple factors. They include,
for example, country and sector composition of the portfolio, its complexity and riskiness, the extent to
which the portfolio is demanding on the Bank as well as the borrower, and changes in the international
environment with a strong impact on a broad spectrum of countries (for example, oil price changes or the
debt crisis). For example, Figure 1.10 shows gradual increases over time in project demandingness and
complexity and sharper, more recent increases in the proportion of projects at risk. However, the 1970s
high plateau at the 80-90 percent satisfactory mark is likely associated with the newness of evaluation at
that time in the Bank. Similarly, the decline thereafter is likely in part associated with growing
evaluation experience and more demanding standards. This extent, however, is impossible to discern.
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Box 1.3: A New Project Cycle for the World Bank?

As shown in Figure 1.10, World Bank projects have become increasingly demanding, complex, and
risky-factors that help explain why one-third of Bank-supported operations have not met their major relevant
goals. The traditional project cycle-progressing from identification to preparation, appraisal, approval,
implementation, and evaluation-has been found to be well suited to infrastructure development in stable
economies with well-established institutions and predictable government policies. Times have changed, however,
and a growing share of today's development business addresses more complex problems, tries to secure broader
participation by beneficiaries and other stakeholders, and takes place in a riskier and more volatile environment.
One key strategy for managing these risks involves changing the project cycle to adapt it to the new conditions.
Within the Bank, new approaches to processing projects are being tried. While not codified, these approaches
amount to the forging of a new project cycle that is essentially a risk management and learning cycle.

The new project cycle would start with listening to the borrower, the beneficiaries and the other
development partners; go on with piloting to explore alternatives, try things out, test local leadership, and explore
the social, cultural, ecological and institutional aspects of future phases; and graduate to a demonstration phase in
order to confirm that risks are manageable, that selected technologies can be adapted to a variety of regions, that
coordination arrangements are workable, and so on. Once risks are known and domestic capacities built, it is
feasible to move onto a mainstreaming phase through adoption of chosen solutions on a broader, possibly national,
scale. Evaluation takes place when moving from one phase to the next, thus adding value through enhanced quality
and risk management.

Even at the mainstreaming phase, blueprinting may not work given the volatility of the implementation
environment. Hence, flexible responses should be built into project design, and the implementation process should
be guided by effective monitoring and responsive feedback mechanisms involving project stakeholders. Thus, under
the new project cycle paradigm, listening, piloting, and demonstration never stop. They may continue to guide
implementation during the mainstreaming phase until the project concept is fully embedded into the social fabric
and until sufficient capacity has been built for achieving sustainability.

Note: This box draws on World Bank 1996c.

1.42 Figure 1.11 shows trends in satisfactory outcome ratings by region. EAP's exceptional
performance and Africa's weak performance stand out, as they have since the beginning of the Bank's
operations evaluation. East Asia shows a marked improvement after 1988, while Africa stagnates or
continues to decline (Annex Table 1.49).
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Figure 1.10: Demandingness, Complexity, and Riskiness, by Approval Years 1979-90

Demandingness

Percent substantially demanding

100

80

60

40

20

0
79 80 81 82 83 84 85 86 87 88 89 90

Approval year

Complexity

Percent substantially complex
100

80

60

40

20

0
79 80 81 82 83 84 85 86 87 88 89 90

Approval year

Riskiness

Percent substantially risky

100

80

60

40

20

0
79 80 81 82 83 84 85 86 87 88 89 90

Approval year

Source: Annex Tables 1.43-1.45.
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Figure 1.11: Percentage of Operations with Satisfactory Outcomes, Bankwide and by Region,
Closing Years 1974-94
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Source: Annex Table 1.49.
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1.43 As shown by Figure 1.12, longer-term outcome performance varies substantially by lending
type, with adjustment lending outcome fluctuating widely from year to year. Adjustment loans are
designed to help countries design and implement appropriate economic policies and to help cushion the
social dislocation associated with reform. The performance of adjustment loans dropped dramatically,
from about 70 percent with satisfactory outcomes in 1992 and 1993, to only 44 percent with satisfactory
outcomes in 1994 (Annex Table 1.50). Closer analysis shows that this startling finding can be traced to
Africa's performance.' 8

Figure 1.12: Percentage of Evaluated Operations with Satisfactory Outcomes,
by Lending Type and Years of Closing, 1974-94 (with linear regression trendlines)
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Source: Annex Table 1.50.

1.44 Figure 1.13 shows the long-term trend by lending sources. IDA/blend loans have consistently
had poorer outcomes than IBRD loans (Annex Table 1.51).

8 In the 1995 cohort, Africa had 17 of the 50 adjustment loans and of these, 10 had unsatisfactory outcomes. These 10 projects
accounted for about 60 percent of the unsatisfactory adjustment loans in the cohort. Four of the 10 were over $100 million in
size (one was over $200 million). In contrast, the 1994 cohort consisted of only 30 adjustment loans, nine of which were in
Africa. Of these nine projects, only three had unsatisfactory outcomes and two of the three were significantly under $100 million
in funding.



28

Figure 1.13: Percentage of Evaluated Operations with Satisfactory Outcomes,
by Lending Source and Years of Closing, 1974-94
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Source: Annex Table 1.51.

Box 1.4: Project Outcomes: Repeater Projects Build on Experience and Perform Better

Often, as part of a country assistance strategy, the Bank supports a series of related projects to be
undertaken sequentially in a given sector. So, for example, Nepal undertook an FY86-90 telecommunications
development program with IDA support. Five operations were financed to develop infrastructure, improve
telecommunications services, and support the development of the Nepal Telecommunications Corporation (NTC).
The Fourth Telecommunications Project, closed in 1994, was designed to build on the experience gained under the
first three projects. It continued expansion of the network and institutional improvement in NTC of planning, project
implementation, and strengthening of NTC's financial position. The technical assistance program included carrying
out an institutional review, tariff studies, network planning, establishing a management information system and
automated billing facility, revaluation of fixed assets, and developing and implementing technical and financial
training programs.

If the lessons of the past are heeded, such repeater projects should have better outcomes than projects as a
whole, as risk is reduced. This was indeed found to be the case. OED analyzed repeater programs, defined as a
group of three or more repeat projects that have been evaluated. In the group of projects evaluated between 1974
and 1995, there were 271 repeater programs encompassing 1,088 projects. For this group, outcome was 79 percent
satisfactory compared with 72 percent satisfactory for all evaluated projects taken together. All regions improved
their performance with repeater projects (Annex Table 1.52). For example, East Asia and Pacific, already the
strongest regional performer with an 83 percent satisfactory outcome rate for the 1974-94 closing years, had a 90
percent satisfactory performance rate for repeater projects. Even Africa markedly improved its performance, from a
62 percent satisfactory rate for 1974-94 closing years to a 74 percent satisfactory rate for repeater projects. This
finding gives credibility to the expectation that the new learning project cycle with extensive piloting would indeed
yield better results (see Box 1.3).
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1.45 As implied by the fact that disbursement-weighted ratings are generally higher than project-
based (non-weighted) ratings, larger projects tend to perform better than smaller projects. Differentiating
outcome ratings by project size, the best performing projects over the longer run (as well as in the 1995
cohort) are found in the $51- 100 million group. This general finding by and large holds across different
country groupings (income groups, regions, IBRD vs. IDA) and different periods. A notable exception is
the EAP region where the largest projects of over $100 million have been the best performers (Annex
Table 1.9).

Sustainability Ratings

1.46 The proportion of projects viewed as likely sustainable has been on an upward trend since
closing year 1983, as Figure 1.14 indicates. Abstracting from the outlier years 1982 and 1983, the ratings
by closing year have been relatively stable at the 41-44 percent mark through 1989; thereafter, likely
sustainability was recorded for about 50 percent of the evaluated projects. As in the case of outcome
ratings, results vary significantly by country groupings. East Asia and Pacific has been the region with by
far the best and most stable ratings, at more than 20 percentage points above average, while Africa after
1989 has fallen short of the average by about 20 percentage points (Annex Table 1.53).
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Figure 1.14: Percentage of Evaluated Operations Rated Likely Sustainable, Bankwide and by
Region, Closing Years 1987-94
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Source: Annex Table 1.53.
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Figure 1.15: Percentage of Evaluated Operations with Substantial Institutional Development
Impact, Bankwide and by Region, Closing Years 1987-94
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Institutional Development (ID) Ratings

1.47 The proportion of operations with a substantial ID impact averaged about 33 percent for the
period 1990-94. Its high point was 38 percent for projects closing in 1991. It declined to 31 percent for
closing year 1992 and 1993 projects, as shown in Figure 1.15, and declined again for projects closed in
1994, to 25 percent. These Bankwide averages mask considerable regional variation. Averages in
proportion of projects with substantial ID impact range over closing years 1990-94 from highs of 53 and
50 percent for EAP and ECA, respectively, to a low of 8 percent for Africa. EAP is again the region with
the highest and most stable ratings, while Africa is again persistently the weakest performing region
(Annex Table 1.57).

Economic Rates ofReturn

1.48 The Bank has used the ERR as the preferred measure of efficiency of investment whenever
applicable, although recent reports have pointed to a need to increase the quality and realism of
economic analysis. In the 1995 cohort, ERR analysis had been applied in about 36 percent of the
projects, down from an average of 58 percent in the mid-1970s and an average of 56 percent in the 1980s
(Annex Table 1.61). This downward trend (Figure 1.16) can be attributed in large part to a progressive
shift towards social sector investment and technical assistance where it has been traditionally accepted
that formal cost-benefit analysis is difficult to apply. The current drive to strengthen quality at entry
through more rigorous analysis should result in a reversal of this trend with wider application of cost-
benefit analysis, including in the social sectors.

Figure 1.16: Percentage of Projects with Re-estimated Economic Rate of Return, by Cohort Year

Percent ofprojects with RERR

70

60

50 Trend

40

30

20

10

0

74 76 78 80 82 84 86 88 90 92 94

Annual Review cohort year

Source: Annex Table 1.61.

1.49 The ERR is calculated at appraisal and re-estimated at completion. For the 36 percent of projects
with economic analysis that were evaluated in 1995, all regions reported average re-estimated ERRs well
in excess of the 10 percent cut-off benchmark. Similar positive results have been observed in most
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closing years since 1974, with few exceptions (Annex Table 1.62). As shown in Figure 1.17 by approval
year, even though the top and bottom 10 percent of the projects in each cohort were omitted to control
for outliers in ERRs, the projects still show variability in RERRs over time. The region and Bankwide
averages mask considerable dispersion among individual projects (Annex Table 1.68). There are also
marked differences between (ex ante) ERRs and RERRs at completion, in both directions (Annex Table
1.67). This finding, however, is not particularly meaningful, especially since the estimates do not take
risk explicitly into account and do not represent expected values at the 50 percent probability level. The
important finding is that of the 36 percent of the projects in the 1995 cohort with RERRs, more than 86
percent exceeded the 10 percent benchmark.

1.50 It is also interesting to note that projects for which ERRs were calculated at appraisal perform
significantly better than average; within the 1995 cohort, of the 95 projects with ERRs at appraisal, 84
percent were rated satisfactory as compared with the overall average of 68 percent (Annex Table 1.64).

1.51 A likely explanation has to do with the objectives of these projects. Projects in the 1995 cohort
with high or substantial achievement of physical goals were more likely to have an RERR (55 percent)
than other projects (36 percent). Projects with high or substantial achievement of physical goals also had
a much higher satisfactory outcome rate at 88 percent satisfactory than all projects taken together, with
the overall average of 68 percent (Annex Table 1.71).

Figure 1.17: Variance of RERRs, by Approval Year

Re-estimated rate of return

Maximum
50

40

30Average

20

10

Minimum

067 69 71 \7-75 7_f 9 81V 83 85 87
-10

Approval year

Source: Annex Table 1.68.
Note: Unweighted average based on projects for which both the appraisal and re-estimated rates of return are available. Excluded
projects include those in the human resource, nonsector specific, and multisector categories. In addition, the subsectors of DFC,
agricultural credit/finance, agricultural research/extension, and agricultural sectoral adjustment loans were excluded.

Lending Instruments

1.52 Over closing years 1990-94, adjustment and investment loans performed about equally at 68 and
69 percent satisfactory, respectively. But the outcome by specific type of adjustment or investment loan
varied considerably, as shown in Figure 1.18. Structural adjustment loans, with a 63 percent satisfactory
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rate, for example, did less well than sectoral adjustment loans, which had a 70 percent satisfactory rate.
Technical assistance loans (TALs) carried considerable risk (see Table 2.1) and showed disappointing
results with only a 54 percent satisfactory rate, while emergency recovery loans (ERLs) tended to be
highly successful (88 percent satisfactory). Emergency recovery loans seem to be as demanding and
complex as other operations (albeit normally less risky because of their limited objectives). Because they
respond to emergency situations, borrower and Bank alike appear to do their utmost to make these
operations visible success stories. This is reflected in higher than average ratings on Bank and borrower
performance at the different stages of the project cycle (86 and 71 percent satisfactory, respectively, for
projects with ratings on these performance criteria, as compared with 78 and 68 percent, respectively, for
all operations taken together).

Figure 1.18: Percentage of Evaluated Operations with Satisfactory Outcomes, by Lending
Instrument, Closing Years 1990-94
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Source: Annex Table 1.69.

Bank Performance

1.53 Figure 1.19 shows the longer-term trend of Bank performance. It is encouraging that
performance at appraisal appears to be on a slight upward trend, improving from a satisfactory rate of 67
percent for closing year 1992 to 70 percent for closing year 1994. While the trend may be improving,
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much greater effort is needed to strengthen the quality of operations at entry to the portfolio, through
better economic analysis in accordance with Bank directives.

1.54 Supervision is of equal concern as the performance trend line points in the wrong direction, from
a high of 82 percent satisfactory for closing year 1991 to 74 percent satisfactory in closing year 1994
(Annex Table 1.70).

Figure 1.19: Recent Trends in Overall Bank Performance, Closing Years 1988-94
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1.55 Analysis of Bank performance in supervision by region shows dramatic differences. As
displayed in Figure 1.20, performance in supervision is high in EAP (at 93 percent satisfactory for
closing year 1994) and SAS (88 percent for satisfactory for closing year 1994). ECA, with relatively few
projects, also rebounded in closing year 1994 with a performance of 88 percent satisfactory. Supervision
in AFR and MNA, however, raises concern. AFR shows a declining trend to 61 percent satisfactory for
closing year 1994, while MNA shows a declining trend to 38 percent satisfactory (Annex Table 1.70).1
While historical, these most recent findings are critical: AFR and NNA are among the three regions with
the highest proportion of at-risk projects in the current portfolio according to the FY96 ARPP; these
regional portfolios would certainly warrant intensive supervision of the highest quality. Corrective action
is now under way by assigning greater responsibility for supervision to resident missions, most notably
in Africa, and expanding the role of local staff.

1 As illustrated in Figure 1.20, MNA's performance was at a high of 78 percent satisfactory in 1991 and declined to 72 percent
satisfactory in 1992 and 1993. The drop in 1994 to 38 percent satisfactory is most likely an anomaly as MNA had only eight
projects in closing year 1994 compared with 18-25 projects in the other closing years. The larger concern is the direction of the
trend, rather than the magnitude of the change from one year to the next.
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Figure 1.20: Recent Trends in Bank Performance by Region, Closing Years 1988-94
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Conclusions and Outlook

1.56 The proportion of operations rated satisfactory continues to hover around 70 percent
("averaging" project and disbursement-weighted ratings), as it has over the past few years. This
constitutes a marked improvement over the 1978-88 period whose low point was about 60 percent.
Likely sustainability has been reported for about 50 percent of the projects for the last few years, up from
a plateau in the low 40s during 1984-89. Substantial institutional development impact has been reported
for about 30 percent of the projects for the last five years or so, up from a plateau of less than 30 percent.

1.57 Thus the longer-term trend lines for all project ratings are generally encouraging. Yet, there is no
reason for complacency. The absolute rating levels are far from satisfactory, and projects closed in 1994
show potentially worrisome downturns in outcome and ID ratings. Thus, for good reasons, substantial
improvement of project portfolio performance is currently one of management's top priorities.

1.58 Individual projects vary in risk according to many factors such as lending instrument and source,
loan/credit size, the presence of war or civil strife over the project life, whether or not it is a "repeater"
project, the region in which it is conducted, and the income level of the country in which it takes place.
Avoiding risk is not the goal of the World Bank given its responsibilities as a development institution;
however, risk needs to be selective and well-managed so that the Bank can achieve greater development
impact with reasonable risk.
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2. A Sector and Thematic Perspective

Results in Brief

This chapter focuses on risks and results at the sector level as well as within two cross-cutting
themes: poverty and environment.

* The 1995 cohort results at the sector level are mixed. Agriculture and industry, with
traditionally weak performance, showed welcome upturns; the increases can be traced to
differences in country and/or subsector composition between this year's cohort and the long-
term averages. The poor performance over time in finance, with its economywide impact,
and technical assistance, with its ramifications for institutional development and long-term
sustainability, are of particular concern. The 1996 ARPP shows that these performance
problems persist.

* Analysis of actual project risks and rewards by sector finds that program and policy projects
stand out as high risk, but with almost as strong a likelihood of being high reward as low
reward. Urban and technical assistance stand out as sectors with high risk and low rewards,
while telecommunications is the sector posing lowest risk and yielding highest rewards,
followed by power. Energy and human resources were found to have been high risk sectors,
but also high reward.

* Even those sectors that are traditionally weak performers show better results in countries
with good overall portfolio performance, largely as a reflection of the country's economic
performance.

* Poverty reduction is the Bank's overarching goal, and the 1995 cohort reflects this focus.
However, the cohort predates the Bank's current three-pronged strategy for poverty
reduction (labor-intensive growth, targeted interventions that focus on social services, and a
social safety net) adopted in 1991. About 90 percent of the cohort are growth projects,
contrasting with the current portfolio, in which almost a quarter of the projects support
investment in the social sectors.

* Progress has been made in reducing poverty, but the gains are still modest when set against
the challenge. In the Bank's dialogue with borrowers, OED finds more attention needs to be
given to poverty assessments and their reflection in country assistance strategies. Poverty
assessments have been improving, but their quality is still variable and their influence on
country assistance strategies remains modest.

* Of the 356 operations in the 1995 evaluation set, about 25 percent had an environmental
focus, with the greatest concentration in agriculture. Project outcomes were slightly below
the Bankwide average. About half of the projects were approved prior to FY86, that is before
major improvements in Bank procedures regarding the environment took place.

* Environmental projects in the cohort approved after 1991 generally had better outcome
ratings than those approved during the early 1980s. Recent operations pay more explicit
attention to environmental issues, and signs abound that learning is taking place and progress
is being made. At the same time, this progress is constrained by the institutional capacity of
borrowers and the size of the challenge posed by population growth.
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Introduction

2.1 While Chapter 1 presented the portfolio performance record and trends, this chapter
focuses on sectors and cross-cutting themes. Beyond country and project-specific risks, project
performance varies across sectors and sector-specific rewards and risks. This chapter highlights
longer-term sector trends as well as recent developments. Volume II, Annex 1 presents the
statistical detail underlying the findings.

2.2 The Bank's traditional approach to social and economic development has been along
sector lines. Over time, a country focus gained in importance and is now the most important
organizing principle for its development assistance. However, in parallel the Bank pursues cross-
cutting themes that embody institutional priorities and can be considered "quasi-programs" at the
global level. Although they have yet to be treated as "programs" in the traditional management
sense, the Bank already sets out to achieve concrete goals in all thematic areas and prepares
annual progress reports for some. This chapter focuses on two of the four thematic areas: poverty
reduction and environmental sustainability. Poverty reduction is the Bank's overarching goal.
The environment is a primary goal in its own right as it permeates people's quality of life and
affects their long-term welfare. By comparison, the Bank's other two themes-private sector
development and economic management--can be viewed as instrumentalities in pursuit of the
primary goals.

2.3 In addressing the two generic themes, the chapter concentrates on evaluation findings
from the 1995 evaluation set; it also draws on other Bank evaluation material as appropriate.
Assessing Bank progress on the themes is difficult in that completion reporting in most cases
does not focus on themes. Lack of monitoring and evaluation arrangements in projects and the
resulting lack of relevant, quantitative information also cause difficulties. Nevertheless, it is
possible to distill general lessons from the highly diverse evaluation material.

Risk and Rewards: The Sector Dimension

Cohort Performance by Sectors and Selected Subsectors

2.4 As shown in Figure 2.1, project performance ratings for the 1995 cohort vary
significantly across sectors.2 In terms of outcome ratings, telecommunications projects were all
considered satisfactory, albeit with only five projects. Energy (with only 9 projects), human
resource, and industry projects had high satisfactory outcome ratings at 89, 83, and 83 percent,
respectively. The sectors with the poorest record for the cohort are technical assistance, finance
(also with only 9 projects), and water and sanitation, with satisfactory outcome ratings for only
19 percent, 22 percent, and 38 percent of the projects, respectively (Annex Table 1.28).

In this report and particular context, human resource development is not counted as a separate theme; it is rather treated as a sector
with the ultimate goal of poverty reduction. Technical assistance is presented as a sector; Chapter 1 also discusses technical
assistance as a lending instrument.
2 This year's presentation of sector analysis has modified the sector designations of prior Annual Reviews in order to report all
adjustment lending under the 'Program and Policy' classification. Thus, sectoral adjustment loans are no longer reported under their
respective sectors. As a result, comparison of the current sector analysis with past analysis will show smaller representation of most
sectors in terms of number of projects and commitment/disbursement amounts.

The high ratings for human resource projects are likely due to the overwhelming physical objectives at the time the projects in the
1995 cohort were designed.
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2.5 Figure 2.1 is unidimensional with a focus on outcome in different sectors. By contrast,
Table 2.1, places sectors in a matrix displaying project risks and rewards, in terms of actual
development impact. Program and policy lending emerges as a high risk activity with almost as
strong a likelihood in the past of being high reward as low reward. Urban and technical
assistance stand out as having been high risk, low reward activities, while telecommunications
and power operations have posed low risks and high rewards. Energy and human resources have
been high risk, high reward sectors. In terms of potential rewards, one is inclined to rate program
and policy, finance, and technical assistance much higher than this analysis of actual
performance suggests, given their strategic, systemic, and countrywide effects. It is important to
keep in mind that the gap between actual rewards and potential rewards can be substantial as
Bank and borrower performance may have been lagging at critical junctures of the design and
implementation process. These process performance factors need to be specifically addressed to
realize the full reward potential.

Figure 2.1: Outcome of Evaluated Operations, by Sector, 1995 Cohort

Industry

Human resources

Agriculture

Transport
Urban

Program and policy
Power

Water and sanitation
Technical assistance

0 20 40 60 80 100

Percent satisfactory

Note: Telecommunications, energy, and finance were omitted from this figure due to small sample size (N<l0).
Source: Annex Table 1.28.

2.6 Sector performance is intertwined with country performance. As found in last year's
econometric analyses and confirmed in this year's similar exercise, country policies, economic
performance, and governance are important determinants (Chapter 3) of performance of country
portfolios; they are statistically less important at the level of individual projects. Similarly, they
seem to be important for the performance of entire sectors: the better the overall country/regional
portfolio performance, the better the performance of individual sectors. Thus, even sectors that
are relatively poor performers on the Bankwide average are performing markedly better in better
country environments. To illustrate the point: finance has been among the weakest performing
sectors for years; the 1990-94 record shows only 50 percent of projects rated satisfactory as
compared with a Bankwide average of 69 percent. But looking across country groupings ranked

The methodology for this analysis is the same as for Table 1.2 in Chapter 1. As shown in the note to Table 2.1, the sample size at
the sector level gets relatively small in a number of cases. This makes it impossible to disaggregate further, which would have
otherwise been desirable in order to pinpoint the problems with greater precision.
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by overall portfolio performance, one notes that in countries with satisfactory portfolio outcome
ratings exceeding 80 percent, even finance reaches 71 percent. By contrast, in poor environments
with portfolio ratings of less than 50 percent satisfactory, only 19 percent of the finance projects
were rated satisfactory.

Table 2.1: Risk and Reward, by Sector, Evaluation Years 1993-95
(Number ofprojects and percent of sector/Bankwide totals)

Reward
High Low

High Risk/High Reward No. % High Risk/Low Reward No. %
Energy 16 36 Program and policy 42 51
Human resource 28 31 Urban 24 45
Program and policy 25 30 Technical assistance 14 42
Industry 15 29 Water and sanitation 17 33

High Transport 20 18 Finance 22 30
Finance 12 16 Human resource 25 27
Power 12 15 Industry 14 27
Agriculture 37 14 Energy 12 27
Urban 7 13 Agriculture 65 25
Technical assistance 4 12 Transport 26 24
Water and sanitation 5 10 Power 17 21
Telecommunications 0 0 Telecommunications 1 8

Risk Total 181 19 Total 279 30
Low Risk/High Reward No. % Low Risk/Low Reward No. %

Telecommunications 7 54 Technical assistance 15 45
Power 31 39 Telecommunications 5 38
Water and sanitation 15 29 Finance 28 38
Transport 32 29 Agriculture 98 38
Human resource 24 26 Transport 31 28

Low Energy 11 24 Water and sanitation 14 27
Agriculture 61 23 Power 20 25
Urban 12 23 Industry 12 23
Industry 11 21 Urban 10 19
Finance 11 15 Human resource 14 15
Program and policy 6 7 Energy 6 13
Technical Assistance 0 0 Program and policy 9 11
Total 221 23 Total 262 28

Note: Sector Totals: Agriculture=261; Energy=45; Finance=73; Human resource=91; Industry=52; Power=80;
Program and policy=82; Technical assistance=33; Telecommunications=13; Transport=109; Urban=53; Water and
sanitation=5 1. Projects for which all seven underlying ratings were not available were omitted. N=943.
Source: Annex Table 1.41.

2.7 Agriculture projects in Africa illustrate the impact that may result from sector
performance when intertwined with country performance. Without agriculture projects in Africa,
the Bankwide rate for the 1995 cohort would increase from 68 percent satisfactory to 76 percent
satisfactory.
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Longer-term Trends

2.8 Some of the 1995 cohort results come as a surprise as compared with longer-term sector
performance; other sectors continue at their customary "cruising performance"; and others
continue a worrisome downward trend or stay at disturbingly low success levels. Figure 2.2
highlights longer-term trends for selected sectors: agriculture and industry with traditionally
weak performance and surprising upturns in 1995; finance and water supply and sanitation with
poor performance in recent years and again in 1995; and free-standing technical assistance
lending (with a heavy concentration in Africa) with traditionally poor performance over a long
period. Figure 2.2 also makes clear the volatility of the sector ratings, in part due to small
numbers of projects for a given year in some sectors, and the need for a longer-term perspective
when reviewing them. The following sections take a look at the sector performance of the cohort
compared with the longer-term picture and in terms of the current portfolio.

Figure 2.2: Long-term Performance Trends for Selected Sectors, by Closing Years
1984-94 (2-year interval) and 1995 Cohort
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Source: Annex Table 1.32.

Analysis of Individual Sector Performance

2.9 The agriculture sector illustrates the intertwining of sector performance and country
performance. The sector results for the 1995 cohort are significantly better than in previous years
and the long-term average (Annex Table 1.28). The 1995 cohort consists of 51 agriculture
operations, of which 78 percent were rated satisfactory. This compares with an average
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satisfactory rating of 64 percent for closing years 1990-94, and an average of about 63 percent
for the 1974-94 closing years.

2.10 Most of the increase can be traced to differences in regional and subsectoral composition
between the 1995 cohort and the stock of evaluated agricultural operations. Using a cohort
analysis, the increase in the 1995 satisfactory ratings over the sector's long-term average is about
24 percent. Africa, with about one-third of the projects, accounts for about 60 percent of this
increase. Within the Africa region, the increase is mainly the result of a significant shift in the
composition of the cohort towards subsectors with better than average performance in the past,
and away from under-performing subsectors. Most significantly, there are strong increases in the
shares of agricultural credit/finance projects and of research and extension, which have had
above average long-term satisfactory ratings of 59 percent and 58 percent, respectively. At the
same time, the share of area development dropped substantially from the long-term average,
while livestock had no representation in the 1995 cohort-both under-performing subsectors
with long-term ratings of 44 percent and 30 percent, respectively. Some of the changes in the
subsector composition observed in Africa are also at work Bankwide, with a similarly positive
impact on the overall sector rating. This is particularly true for strong declines in area
development and livestock and for a strong increase in research and extension. Some of these
shifts in subsector emphasis are likely to be lasting. On this basis, one could expect a more
durable improvement in agriculture performance ratings, with a positive impact on the Bank's
overall portfolio outcome. The 1996 ARPP findings add support to this view as the share of
problem projects-those having difficulty making progress on implementation (IP) and in
achieving development objectives (DO-in the agriculture sector's ongoing portfolio is in the
mid-range for the sectors.

2.11 In the financial sector, the 1995 cohort shows a dramatic drop in performance, with only
22 percent of the projects rated satisfactory on outcome as compared with a 1990-94 closing year
average rating of about 50 percent and a 1974-94 average of about 71 percent. The sector's
medium-term record was significantly below the Bankwide average of about 69 percent and far
below the long-term record, which is in line with the Bankwide average of 72 percent. While the
1995 rating is startling, at the same time, the 1995 finance cohort is extremely small, with just
nine operations as compared with 340 for the 1974-95 period. Therefore, it is difficult to draw
conclusions. However, the findings of the 1996 ARPP raise concern in that in terms of
percentages of IP/DO problem projects, finance is among the sectors with the highest proportion
of problem projects. Thus, the active portfolio also raises sector concerns. A major OED
financial sector study5 is under way, and should shed light on the risk of financial sector projects.

2.12 With regard to industry, the 1995 results are again substantially better than those
observed in previous evaluation years and the long-term average (Annex Table 1.28). The
percentage of satisfactory projects for industry is 83 percent in the 1995 cohort, clearly above the
averages of the 1990-94 and 1974-94 closing years (64 percent and 66 percent, respectively).
The country/regional composition of the sector cohort goes a long way towards explaining the
good performance of industry. The 1995 cohort does not include any projects from the Africa
region, which-in the past-carried a low 31 percent average across the 1974-95 cohorts. On the
other hand, the cohort includes a large proportion of projects in East and South Asia, which

The working title of the study is "Financial Sector Reforms. A Review of World Bank Assistance." It is expected to be completed
by July 1997.
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performed relatively well in the past (81 percent and 75 percent satisfactory, respectively, across
the 1974-95 cohorts).

2.13 Whether the improvement in sector performance will last is quite uncertain at this stage.
Arguing for the turn-around is the fact that in previous years' evaluation cohorts, most of the
African projects belonged to the first generation of public-enterprise-based industrial
development in relatively protected environments. The projects were approved in the first half of
the 1980s. Most have been completed by now, leaving Africa basically without industry-specific
projects. On the other hand, expected changes in the subsector composition of industry projects
of future cohorts could be detrimental to overall performance. The Bank has defacto
discontinued lending for specific industries, and now financial intermediary loans (FILs)
basically cater to industry. If one uses the recent performance of FILs within the finance sector
as a performance benchmark, there is little consolation: these loans performed well below
average in recent years (55 percent satisfactory across the 1990-95 cohorts). There is no reason
to think that FILs catering to industry do any better. Looking again at the active portfolio, the
1996 ARPP shows industry among the worst performers using the actual and potential "projects
at risk" measure, but the active portfolio contains only 29 industry projects. FILs were also poor
performers with regard to lending instruments. Thus, the ARPP findings support the latter
interpretation.

2.14 As for program and policy operations, the 1995 results are fairly stable, at 67 percent
satisfactory for closing years 1974-94. Structural adjustment loans were rated at 64 percent
satisfactory compared with 65 percent satisfactory for the 1990-94 closing years, and with
sectoral adjustment loans at 71 percent satisfactory compared with a 71 percent satisfactory
average for closing years 1990-94 (Annex Table 1.28). Seventeen of the 52 operations in the
cohort had unsatisfactory outcomes; of these, 10 were in Africa. Two factors predominate in the
reports as explanatory factors for the 17 unsatisfactory projects: ownership and macroeconomic,
especially fiscal, discipline. In seven of these instances,6 weak or wavering government
commitment was singled out as the main explanatory factor; in six cases,7 a failure to stabilize
the economy was the main shortfall, with the budget having been the main variable responsible
for the unsatisfactory outcome; for the remaining four, poor design or political disturbances9

were the culprits. In at least two instances (Guinea and Papua New Guinea), a windfall in
revenues or an excess of foreign aid was identified as having undermined government
commitment. In addition, marginally satisfactory outcomes were also generally attributed to
wavering government commitment or financial discipline. Conversely, most of the genuinely
satisfactory outcomes occurred when government commitment to reform was very strong. At
times, it took a truly major economic crisis to create that commitment (for example, Argentina).

6Nicaragua Economic Recovery, Venezuela Public Enterprise Reform (PERL), Madagascar Public Sector Adjustment, Guinea
Structural Adjustment Credit (SAC) 11, Central African Republic SAL III, Papua New Guinea SAL, and Tunisia PERL.

Venezuela Financial Sector Adjustment (FSAL), Chad Financial Rehabilitation, Ghana Private Investment Promotion (SAC III),
Tanzania FSAL, Cameroon Structural Adjustment Loan and Credit.

"Bangladesh FSAL.

9 Togo SAL IV, Rwanda SAL I, and Lebanon Reconstruction.
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Box 2.1: Technical Assistance and the World Bank

Technical assistance (TA) is a key instrument for improving policies and project design,
enhancing skills, and strengthening implementation capacity, and for institutional development in general.
The World Bank is a major provider of TA and has sharply increased its lending for this purpose in recent
years, partly reflecting the large needs of its new members. The current portfolio comprises 136
freestanding TA loans, averaging about $20 million in size, and technical assistance components-ranging
from $200,000 to $50 million in size-of an estimated 1,300 other loans. With regard to regional
distribution of freestanding TA loans, Africa, with 32 percent, has received the largest share from FY91 -
95, with the Europe and Central Asia region, at 30 percent, a close second, and the Latin America and
Caribbean region third with about 20 percent of the freestanding loans.

The Bank distinguishes between two forms of TA: (1) substitution TA, wherein consultants and
advisors fill short-term gaps when local capacities are insufficient; and (2) institutional development TA
(IDTA), which has the goal of building and improving capacity by developing skills and strengthening
institutions. The Bank has been gradually shifting its emphasis towards IDTA.

Evaluations of the Bank's experience in a wide range of countries and types of endeavor-from
petroleum engineering in Turkey through telecommunications in Indonesia, support to agriculture in
Madagascar, earthquake preparedness in China, and management of social services in Argentina-confirm
the contributions that TA can make to development. Yet, TA is difficult, both because policy change,
capacity building, and institutional development are intrinsically complex and because many of the
countries that most need TA are those least equipped to use it effectively. Governance problems and weak
management are the two main reasons for the poor past performance of TA projects. Experience shows
there is no formula for making TA effective. A new paradigm emphasizing participation, empowerment,
short-term consultants, and use of performance indicators may improve TA, but more research needs to be
done.

Meanwhile, following the recommendations of a high-level task force report on TA, in 1993 the
Bank created the Institutional Development Fund, which provides grants to countries where institutional
development is a significant goal of country assistance strategy. It supports small, action-oriented proposals
for institutional development and capacity building, closely linked to the Bank's economic and sector work
and policy dialogue.

Source: OED 1996f.

2.15 Regarding technical assistance, performance has traditionally been weak, with a longer-
term average of 55 percent satisfactory (1974-94 closing years). However, with only 3 (19
percent) of its 16 projects evaluated in 1995 rated satisfactory, the sector stands out as by far the
weakest performer. Review of the sector indicates several factors have contributed to the
failure of TA loans (TALs): turbulent economic and political developments during their
implementation, and some design factors (see Box 2.1). In the active portfolio, the 1996 ARPP
shows that TALs continue to be, along with FILs, the worst performers.

2.16 Ten of the 13 TALs with unsatisfactory outcomes were in Africa. Many reasons have
been advanced for these outcomes: lack of government program ownership; political and

1o Although the Bank has traditionally considered TA a sector, there is little homogeneity within this group of projects. Most TA
projects are specific to sectors such as power, education, and health.
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macroeconomic instability; and, in some instances, a problem of governance. These factors often
impinged on the continuity of project implementation, causing major delays and under-use of TA
resources. Technical and agency issues were also important: overambitious design requiring
program changes; implementing agency problems; prolonged and complicated procedures for
procurement, including especially those of consultants; and problems related to consultants
(terms of reference; inability to transfer skills and technology through training; lack of
monitoring; and poor Bank supervision of projects). Short-term objectives were sometimes
achieved initially, but eventually, one of the above factors, or a combination of them, contributed
to the failure to achieve the longer-term goals. The long-term goal is pursued by the capacity-
building initiative (see Box 2.2).

Box 2.2: Capacity Building in Africa

Long recognizing the institutional challenge in Africa, the Bank launched the African Capacity
Building Initiative in the late 1980s, which sought to build Africa's stock of policy analysts and managers
who would develop frameworks for capacity building. In turn, in 1991 the initiative launched the African
Capacity Building Foundation (ACBF), which has the primary aim of building capacity for policy analysis
and economic management in Africa. More recently, in April 1996, the World Bank commissioned a study
to find out how it can improve its policies, instruments, and operations in Africa in order to enhance the
impact of its interventions on capacity building in the region. The working party, made up of African and
non-African development researchers and practitioners, concluded that capacity building is central to
sustained development, and that the effort must be undertaken by the African peoples and their
governments. Because the African countries are increasingly differentiated, the working party stressed that
capacity development must be nationally owned by each country. To that end, the report called for
individual African countries to conduct national assessments to define a national vision; identify
institutional strengths and weaknesses, and the strategies and incentive systems to strengthen institutional
performance; identify critical skills gaps and means of addressing them; and develop national strategy for
capacity building.

The working party also reported that the Bank, during the last six years or so, had given much
thought to the problem of capacity deficiencies in Africa, but had not yet addressed how to translate the
idea of the local "ownership" of a project, loan, or policy, into practice. In addition, the working party
concluded that not enough thought has been given to the mainstreaming of capacity-building ideas into
World Bank operations.

Source: World Bank 1996a.

2.17 The power sector shows some improvement over 1994, but the 1995 results, with 67
percent of the projects rated satisfactory, are considerably below the 1990-94 and 1974-94
averages of 75 percent and 82 percent, respectively (Annex Table 1.28). Greater demandingness
-by increasing the importance given to institutional aspects beyond the much simpler physical
objectives-in part explains the declining trend since 1989. Specifically, the decline can be
attributed to a more demanding stance by the Bank with respect to: (1) poor recovery of cost of
service and self-financing of utilities caused by low, government-controlled, electricity tariffs;
(2) excessive government intervention in the operation and management of power utilities as
reflected by low productivity and efficiency indicators (over-staffing, high losses, high level of
arrears); and (3) efforts to develop capacity through staff training and sector planning,
coordination, and regulation for government officials. The negative impact of the second oil
crisis (1979) and mounting debt-service problems in the early 1980s also contributed to the
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decline of power projects' performance. .The results of the new (1993) power sector paradigm-
focused on a radical power sector restructuring and a different regulatory approach-and the
Bank's expanding guarantee program for private-sector-based initiatives are not reflected in the
recently completed power projects. Thus, the new paradigm cannot be considered a factor in the
worsening performance of the 1994 and 1995 cohort.

2.18 Three-quarters of the 40 unsatisfactory power projects for the 1990-95 cohort are located
in the Africa and LAC regions: 14 and 16 projects, respectively. Also, IDA-funded power
projects have been less successful than the ones funded by IBRD. None of the 13 hydroelectric
projects included in the 45 power projects in the 1994 and 1995 cohorts was rated as satisfactory.
Over the medium term (1990-95), too, IDA-funded hydroelectric projects have been less
successful than the ones financed by IBRD. The ARPP findings concerning power projects still
in implementation are encouraging: that the sector is close to Bank average in terms of
proportion of actual and potential problem projects suggests that improvement from the new
paradigm is being seen.

2.19 Concerning the water and sanitation sector (WSS), the decline in satisfactory outcome
ratings (down to 38 percent in 1995 from a 1974-94 closing year average of 73 percent and a
1990-94 closing year average of 59 percent) has been much steeper than for any of the other
sectors (Annex Table 1.28). The 1994 cohort rating (89 percent satisfactory) is an outlier, with
most of the satisfactory ratings being "marginally satisfactory" border cases. It is important to
recognize that the evaluation year cohorts in WSS are generally very small, ranging from seven
to 16 projects between 1986 and 1995, and thus constitute a weak base for robust statistical
analysis. Africa and LAC have been the dominant regions in the 1991-94 WSS cohorts. In 1995,
MNA with five projects had the highest share, followed by Africa and LAC. In terms of the
active portfolio, this sector stands out as having among the worst actual and potential problem
projects, indicating a continuing challenge.

2.20 As with power, the decline in ratings is due, in large part, to the greater emphasis on, and
increasing importance of, institutional development. The small proportion of projects with a
substantial ID impact (8 percent in the 1995 cohort)-by far the lowest ratio in many years-
supports this interpretation. In addition, other factors were at play. In the 1995 cohort, the Gulf
War affected performance of two projects (in Jordan and Yemen), and major civil unrest affected
one project (Zaire). Key problems among the unsatisfactory projects were: (1) poor project
preparation; (2) weak project management and institutional development; and (3) lack of
progress on financial targets, particularly tariffs.

Risks and Rewards: Poverty Reduction

2.21 The Bank's strategy for poverty reduction was first proposed in the 1990 World
Development Report (WDR). This three-part strategy combines: (1) encouragement of efficient,
broadly based economic growth that productively absorbs the poor's most abundant resource-
labor; (2) provision of social services, such as primary education, basic health care, family
planning, and improved nutrition to equip the poor to respond to the income-earning
opportunities created by growth; and (3) well-targeted transfers and safety nets to protect those
who are unable to respond to new economic opportunities (including children, the elderly, or the
chronically infirm), or are vulnerable to shocks, such as floods or droughts. This strategy
significantly shifted the Bank's focus on poverty reduction away from the single-minded pursuit
of growth advocated in the 1950s and 1960s, the basic needs approach of the 1970s, and the
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emphasis on structural adjustment of the 1980s. The strategy became Bank policy in 1991, and
was summarized in the policy paper Assistance Strategies to Reduce Poverty (World Bank
1991), and codified in Operational Directive 4.15 of December 1991.

The 1995 Cohort

2.22 Almost all projects in the 1995 cohort, except for 10 adjustment loans, were approved in
the mid- 1980s before the Bank's current policy on poverty reduction was adopted. Thus, about
88 percent were designed to contribute to broad-based growth; 10 percent were designed to
contribute to human resource development; and 2 percent were designed to support substantial
safety net components in addition to growth.

2.23 Because growth projects account for almost 90 percent of the 1995 cohort, their
performance closely tracks the average performance of the cohort as a whole, as presented in
Chapter 1. The ratings of the 24 projects (9 percent) aimed at human capital development (health
care, nutrition, education, and other social services) are substantially better than average for two
of the three key ratings, with 83 percent rated satisfactory, 58 percent rated likely to be sustained,
and 21 percent rated as having a substantial ID impact. Many of these projects supported
construction of physical facilities and provision of primary-level services. Growth projects with
substantial safety net elements are also rated highly, but this category included only six projects.
Projects supporting human capital development (education and population, health, nutrition
[PHN]) have been expanding rapidly in the current Bank portfolio from 17.5 percent of projects
(12.1 percent of commitments) in FY93 to 20.7 percent (15.9 percent) in FY96. Their
performance (based on ARPP ratings of problem projects) is still considered slightly above
average, although in recent years the ratings have weakened and moved closer to the Bankwide
average as projects have become more demanding and complex and the sector portfolio has
matured. Given the rising importance the Bank attributes to human capital development, special
efforts are under way to ensure better quality at entry and implementation (inter alia, through
more rigorous economic analysis as well as piloting and monitoring and evaluation so as to learn
more systematically from experience).

2.24 Bank data do not lend themselves to identifying projects designed to support safety nets.
Since this category of project is an integral part of the Bank's poverty reduction strategy, it
would be worthwhile to begin to flag these projects in order to track their performance.

Other Evaluation Findings

2.25 Progress in Poverty Reduction. The Bank's annual progress report on poverty reduction
for FY95, summarized in Box 2.3, concludes that inroads have been made in reducing poverty,
but overall the gains have been modest when set against the challenge.
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Box 2.3: Poverty Reduction and the World Bank: Progress and Challenges in the 1990s

The incidence of poverty fell slightly from 30 to 29 percent of the world's population between
1987 and 1993, but the number of people living on less than a dollar a day continues to increase. The
incidence of poverty has decreased in East Asia, Middle East, and South Asia, remained basically stable in
Latin America and sub-Saharan Africa, and increased in Eastern Europe and Central Asia.

The Bank's support for poverty reduction has many aspects: measures to include the poor in
growth through the provision of policy advice towards broad-based growth and functioning markets; the
assurance of access to essential factors of production; increased returns to, and productivity of, the poor's
factors of production; and overcoming discrimination against poor groups. The Bank also supports human
capital development by providing basic education and improving the health of the poor. Some countries
have made notable progress in reallocating social spending to the poor (for example, Argentina, Colombia,
Malaysia, Philippines, Uruguay), while many others have not.

To lift themselves out of poverty, people need health and education, and over the last decade Bank
lending for human capital development has increased more than fivefold. Efforts in education have focused
increasingly on early childhood development, primary education, and education for girls, where the returns
on educational investment are the greatest and most broadly based.

Investment in safety nets has grown from almost zero in the mid- 1 980s to more than $2 billion by
1996. These investments include short-term job creation projects, such as AGETIP in Senegal, the Program
of Essential Services in Mexico, which combines investment in essential services with short-term public
works programs in low-income areas, and numerous social funds. Three-quarters of Bank support for
safety nets has been to countries of the former Soviet Union. Safety net interventions are part of the
Program of Targeted Interventions (PTI). A project is included in the PTI if it has a specific targeting
mechanism for reaching the poor and/or if the proportion of poor people among its beneficiaries is
significantly larger than the proportion of the poor in the total population. FY95 saw a 25 percent increase
over FY94 in PTI lending ($5.4 billion). PTI projects have rated consistently better than average in both
their potential to achieve their objectives and progress in implementation.

No country has been able to sustain its efforts in reducing poverty without economic growth.
Overall, most countries in which serious efforts were made to implement adjustment measures achieved
growth without increasing poverty. However, there is considerable variation across countries in the impact
of a given rate of growth on poverty reduction.

Lessons from experience

Growth is vital for reducing poverty, but income distribution is an important determinant of how
growth affects poverty reduction. More work needs to be done to ensure that the poor benefit
disproportionately from growth if there is to be measurable progress in poverty alleviation. Government
commitment to, and broad support for, poverty reduction are essential for success. Participation of local
people and beneficiaries is critical to strengthen implementation and ensure sustainability of poverty
reduction interventions. Last, but not least, effective poverty monitoring systems should be built into
country assistance strategies and operations to measure the impact of Bank support on poverty.

Source: World Bank 1996b.

2.26 The Social Impact of Adjustment. OED's study of the social impact of adjustment, which
reviewed Bank-supported adjustment operations between 1980 and 1993, concluded that those
countries that successfully implemented adjustment policies have raised per capita income and
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reduced poverty (Jayarajah, Branson, and Sen 1996). Economic growth was the most significant
factor affecting poverty reduction. OED's analysis also showed that the effects of growth on
poverty were larger than the effects of income distribution, across all regions. This conclusion
was also supported by an in-depth study of six African countries (Demery and Squire 1996).
While higher growth rates have the potential to reduce poverty, there is considerable variation
across countries in the impact of a given rate of growth on poverty reduction. Income
distribution is an important determinant: (1) the greater the reduction of income inequality
achieved over time, the greater the impact of growth on poverty reduction; and (2) the level of
income inequality in the base year influences poverty reduction in subsequent years. Growth
with reduced inequality is achievable only when the poor participate adequately in the growth
process.

2.27 Implementing Projects for the Poor: the Experience ofIDA-8. An impact assessment of
67 IDA-8 projects targeted to benefit the poor concluded that performance ratings were better
than the average of all IDA-8 projects and all IDA projects ongoing in 1992-94 (Carvalho and
White 1996). The reasons for such good performance included their focus on basic services and
disadvantaged areas, sensitivity to gender issues, their encouragement of broad policy reform,
emphasis on both supply and demand in service provision, and their adaptability to conditions on
the ground. However, several common problems also existed, including problems with country
project management, disbursement and procurement, and government failure to implement
complementary actions, as well as external factors beyond the control of stakeholders, including
adverse weather.

2.28 Taking Action for Poverty Reduction in Sub-Saharan Africa. A Bank Task Force on
Poverty in Sub-Saharan Africa was established in 1994 to identify how the Bank could
strengthen its operational response to poverty and improve food security. The Task Force Report
contained six principal findings (World Bank 1996d): (1) up to 50 percent of the people in the
region live below the poverty line, and unless these numbers are reduced substantially, they will
threaten economic growth and social stability; (2) too few governments have made strong
commitments to poverty reduction, and without such commitments poverty is not likely to be
reduced; (3) economic growth rates are generally too low to reduce poverty significantly.
Because of high rates of population growth, annual economic growth rates of 6.5 percent are
necessary for most countries before poverty will be reduced significantly; (4) Bank lending to
the region has focused mainly on growth (58 percent), with lesser amounts aimed at provision of
national-level services (24 percent) and services targeted at the poor or defined locations (18
percent); (5) the focus on poverty reduction in operational work must be intensified and stronger
links forged between poverty assessments, country assistance strategies, and lending programs;
and (6) stronger partnerships for poverty reduction are needed. Governments should promote
inclusion of stakeholders, especially by women's groups and nongovernmental organizations
(NGOs), in formulating and implementing programs to reduce poverty.

2.29 Progress in Poverty Assessments. The findings of the Africa Region Task Force support
those of OED's progress review on poverty assessments (OED 1996e). This review assessed the
46 poverty assessments prepared between 1988 and the end of 1994 in terms of the guidance
provided by the Bank's operational directive (OD) on poverty reduction,II their influence on the
Bank's country assistance strategies (CASs), and poverty-targeted lending. The review found
that the Bank had been unable to fulfill its initial commitment to complete poverty assessments

" Operational Directive 4.15.



51

because complexity was underestimated and resources were insufficient. The quality of the
poverty assessments, judged against the benchmark set by the OD, was variable. 12 A number of
poverty assessments were rated as superior,13 but too many failed to satisfy the requirements of
the OD. Even more importantly, the influence of poverty assessments on CASs was modest.
With a few significant exceptions, including CASs for Ethiopia, Mali, and Mexico, the findings
and conclusions of poverty assessments found little expression in CASs. Few CASs recorded
progress in poverty reduction.

2.30 Based on these findings, OED recommended that a new and more realistic timetable for
completion and updating of poverty assessment be established; the quality of poverty
assessments be monitored and the results of monitoring reported annually to the board; the links
between poverty assessments, CASs, and lending be analyzed and recorded in the Bank's annual
report to the board on progress in poverty reduction; and the Bank systematically strengthen
borrower capacity to prepare poverty assessments and monitor progress in living standards.
These recommendations are consistent with those that Bank senior management made when the
1995 progress report on poverty reduction was released.

Risks and Rewards: Environment

2.31 The World Bank has come a long way in its response to environmental concerns from
the days when its environmental portfolio of $1 billion was handled by a five-person staff. The
Bank's current strategy for the environment grew out of the 1992 United Nations Conference on
the Environment and Development (UNCED)-the Rio "Earth Summit"--and the watershed
1992 World Development Report (WDR), Development and the Environment. Today the Bank's
environmental portfolio stands at about $11.6 billion for 163 projects. More than 10 percent of
the Bank's new lending is now devoted to projects specifically addressing environmental
problems (Mason, Dixon, and Redwood 1994). The Bank's concept of sustainable development
requires balancing environmental protection with job creation and better livelihoods. Its
environmental agenda centers on (1) assisting countries in setting priorities, strengthening
institutions, and implementing programs for environmentally sustainable development; (2)
minimizing the potential adverse environmental and social impacts of development projects; (3)
building on the positive links between poverty reduction, economic efficiency, and
environmental protection; and (4) addressing global environmental challenges. Key themes are
expanding the voice of the poor in decision-making for sound environmental management,
expanding the scope of environmental assessment in designing sectoral and regional investment
programs, and leveraging private initiative.

The 1995 Cohort and the Active Portfolio

2.32 About 25 percent of the projects in the 1995 cohort have an environmental focus. Almost
all of these were approved prior to 1991; about half were approved before 1986. The
performance of these projects trails that of the larger cohort, with 63 percent having a

12 A review of 26 African poverty assessments, prepared by the Institute of Social Studies (ISS) in The Hague for the Government of
the Netherlands, also concludes that poverty assessments are highly variable. "Poverty in Sub-Saharan Africa: What Can We Learn
from the World Bank's Poverty Assessments?" Institute of Development Studies Advisory Service, The Hague, The Netherlands,
1996.
13 Poverty assessments rated as superior, prepared before the OD was adopted, included those for Malawi and the Philippines.
Poverty assessments rated as superior, prepared after the OD was adopted, included those for China, Colombia, El Salvador, Jordan,
Mali, Mauritania, the Philippines (an update), and Poland.
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satisfactory outcome rating, below the rating of 68 percent satisfactory for the cohort as a whole.
Agriculture is the sector with the most projects, followed by urban, water and sanitation, and
power and energy. The group is highly heterogeneous and, given the changes in Bank
environmental policy and scope since the approval dates of these projects, the 1995 cohort
cannot provide a test of current policy on the environment. It is clear, however, that the more
recent operations in the cohort pay more attention to environmental issues than the earlier ones
and have performed better.

2.33 The active portfolio includes $10 billion in environmental projects through June 1995;
efforts are being made to treat global environmental problems through the Global Environment
Facility (GEF) and the Montreal Protocol; initiatives are under way towards afforestation, soil
conservation, market-based land reform, decentralized rural development; appropriate water
pricing to raise the efficiency of irrigation systems, and expanding national parks and reserves.
Particular emphasis has been placed on energy efficiency and abating transport-related pollution.
Evaluative evidence from various 1996 Bank studies provides a picture of learning taking place
and progress being made, but major challenges also remain. Overall, progress is constrained by
the institutional capacity of the borrowers and the size of the challenge posed by population
growth.

Other Evaluation Findings in Relation to the Bank's Environmental Strategy

2.34 Assisting Countries in Strengthening their Environmental Policies and Institutions.
Environmental impact assessments and action plans are the two key means of achieving this
component of the Bank's environmental strategy. Two recent World Bank studies, one by OED
and one by the Environment Department, agree that the quality and effectiveness of
environmental impact assessments (EAs) have improved over the last five years, particularly
identification and assessments of impacts, as well as mitigation, monitoring, and management
planning (OED 1996a; Kjorven and others 1996). Many international organizations have adopted
Bank procedures as models for their own environmental assessments. But important weaknesses
remain. Borrower field staff tend to be poorly prepared and would benefit from training in the
supervision of environmental management plans. Too often EAs strive for comprehensiveness at
the expense of timely assessment of major risks. As a result they are often completed too late to
influence the design of operations. Analysis of project alternatives is weak, as is supervision.
However, there is an incipient trend of improvements. For projects with the most severe
environmental impact, recently EAs have had an increasing influence on project design.

2.35 The Bank has supported the preparation of national environmental action plans (NEAPs)
since 1992. OED found that they have had positive impacts: NEAPs helped create a forum for
debate and stronger environmental management institutions, introduce environmental protection
policies, prepare innovative pilot projects, and increase public awareness of environmental
issues. A requirement that NEAPs be prepared for all IDA borrowers was included as a condition
of funding of IDA-9. Still, they have yet to achieve their full potential. They are among many
environmental action plans competing for government attention and scarce resources. They often
seem imposed on the borrower and to be inviting little local participation.

2.36 The OED study also found that, in most cases, country environmental management
agencies are small, with few individuals having the requisite knowledge and experience to deal
adequately with environmental issues. Country environmental agencies are so overworked that
local investment projects receive little scrutiny. Borrowers are looking for ways to maximize
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coverage with existing staff resources. Expanding the geographic and sectoral areas covered by
their project-planning-related environmental studies is one way for borrowers to do this without
a dramatic budgetary increase. Broader assessment methodologies can provide a context for site-
specific designs, reducing project-specific preparation costs. The study noted that more frequent
recourse to sectoral environmental assessments would lead to improvements in timeliness, better
screening, and more careful consideration of alternatives and economies of scale in project EAs
(regional and sectoral databases would eliminate the need for assessment reports to repeatedly
gather the same data).

2.37 Building on the Links between Poverty Reduction, Economic Efficiency, and
Environmental Protection. Two OED impact studies illustrate the need for these links and the
challenges of coping with urban growth and weak municipal management (OED 1996c, 1996d).
Over the course of three projects, the Bank provided $440 million to improve Bombay's water
supply and sewerage systems. OED's impact evaluation fimds that the project succeeded in
increasing water supply and expanding sewerage coverage, but population growth was
overwhelming and three-fourths of the collected sewage is still discharged to creeks and coastal
waters without treatment. The sewerage components were intended to provide the primary
environmental benefits of the program, but technical, managerial, and contractual difficulties
have postponed the completion of several key components. The most improved environmental
conditions are found at the street level (because of expanded sewerage coverage), and shoreline
pollution has also decreased in selected areas because two marine outfalls are in service. A
comprehensive environmental assessment was conducted and resulted in a program to address
the above problems starting in 1995.

2.38 Five Bank-supported urban services projects in Nairobi improved environmental
conditions in the city's major rivers as well as in project sites. The Nairobi River, which runs
through the entire city, and the Ngong River, its main tributary, are the core of the drainage
system. They are also, unfortunately, the recipients of solid waste and uncontrolled discharges
from industrial plants and effluent from the sewer system. The water quality in the rivers has
deteriorated over time; the all-time high for critical indicators was reached in 1987. Since then,
water quality in the Nairobi River has shown signs of improvements attributable to the expansion
of sewerage coverage and the improved treatment of sewage. Sanitation in unsewered areas still
poses an alarming threat to public health. The steady increase in area coverage of the sewerage
has markedly improved the environment in many Nairobi neighborhoods. On the other hand,
because of the deteriorating solid waste collection and disposal system, which currently collects
only about 20 percent of waste generated, both people's health and the quality of the
environment are still at risk in many poor neighborhoods. Solid waste is routinely dumped in
streets and open drains in many areas, even in the very center of Nairobi. The waste is often
burned in an attempt to control the problem, thus adding to air pollution. Some better-off
neighborhoods have started to hire private contractors to collect their waste. Substantial
improvements were made initially at the sites of the urban projects but the momentum was soon
lost, due to inadequate institutional strengthening at the city level.

2.39 The Ethiopian Forestry Project harmonized stakeholders' income needs with
conservation. The availability of profitable land management systems was critical in fostering
interest in resource conservation and management. Once trade in timber was liberalized, interest
quickly increased in tree farming on the degraded and eroded hills around Addis Ababa, with
trees being harvested for fuelwood and construction purposes. Similarly, in Benin, the Borgou
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and Zou rural development projects both included components to encourage farmers to intensify
use of seasonally flooded land as an important component of sustainable farming systems.

2.40 Minimizing the Potential Adverse Environmental and Social Impacts of Development
Projects. A recent OED review of the Bank's experience with projects involving large dams
found that their social and environmental performance has improved (OED 1996g). This has
been a response to the growing attention given to social and environmental effects, as reflected
in the Bank's development and implementation of specific policies, beginning with the
guidelines for involuntary resettlement in 1980. Of the 36 cases approved before 1980, only 11
percent were judged to have had negligible or appropriately mitigated social and environmental
impacts. Based on current policies, 66 percent of these cases were found to have small impacts,
and 22 percent had large impacts. Of the 14 projects approved since 1980, fully 64 percent have
been found to have negligible or appropriately mitigated environmental impacts, 21 percent
small impacts, and 14 percent large impacts.

2.41 Of all the social and environmental aspects of large dams, resettlement was the one
whose inadequate management was most likely to seriously affect the overall outcome of a large
dam project. Resettlement has had an adverse, or unknown and possibly adverse, outcome in
about half the dams in the review. While performance has improved in more recent (post-1980)
projects, there are still many lessons that need to be learned from projects where the resettlement
outcome was satisfactory, such as Chilatan (Mexico), Lubuge (China), and Khao Laem
(Thailand), as well as those that encountered major difficulties, such as Chixoy (Guatemala) and
Upper Indravati (India).

2.42 Of the dams' environmental impacts, watershed degradation, sedimentation, and loss of
natural habitats were the most likely to have a serious adverse impact on the outcome of large
dams. In most cases, the impacts appear to have been small, and at least partially mitigated in the
course of project planning and implementation. In a few projects, notably Pehuenche (Chile),
conditions for wildlife have improved. In others, such as Kulekhani (Nepal), accelerating
watershed degradation appears to be increasing the rate of sedimentation, threatening the long-
term sustainability of the benefits.

2.43 The study also found a growing emphasis on the social aspects of sustainable
development in land and water resource projects. For example, land and water resource
management plans need to respect traditional organizations. Increasing emphasis is being placed
in resource management operations on decentralization and the development and/or involvement
of local-level institutions. However, care needs to be taken to ensure that whatever is supported
by the project is compatible with existing structures. Much effort is being expended, for
example, to develop water users associations (WUAs) for local irrigation management, and
frequently a standard organizational pattern is involved. However, where there is a tradition of
irrigation, there are likely to be local semi-formal or informal groups to coordinate water use. If
these are ignored, as in the Pakistan on-farm water management projects, the organizations
specifically created to coordinate beneficiary participation in the project are unlikely to last.

2.44 Addressing Global Environmental Challenges. Few Bank-funded projects with a
significant emphasis on biodiversity conservation have yet been completed and evaluated. One
such project in the 1995 cohort is the Malaysia Sabah Land Settlement and Environmental
Management Project. It provides a significant example not only in terms of biodiversity
conservation, but also in terms of the value of partnerships. More than half the area involved in
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this project was earmarked for wildlife and forest reserves. Working together with a major NGO,
and with United Nations Development Program (UNDP) funding of required TA, the project
supported the preparation of a conservation strategy for the state and management plans for the
gazetted reserves in the project area. The partnership between the state government and locally
based NGOs helped ensure broad support for the conservation effort, and the preparation of the
statewide conservation plan provided an invaluable base for dialogue between stakeholders and
increasing awareness of the issue.

Conclusions and Outlook

2.45 Project risks and rewards clearly vary by sector and lending instrument, and when the
factor of country risk is added, the effect can be dramatic. The country dimension tends indeed to
be dominant, with generally poorly performing sectors faring better in good country
environments. The worst combination is a project in a generally poorly performing sector being
undertaken in a poor country environment.

2.46 These findings are based on the historical record and do not reflect the potential these
sectors are believed to have. At the same time, however, the performance risk appears to be
present also in the current portfolio. The FY96 ARPP shows technical assistance and financial
intermediary loans (classified as lending instruments) with an above average share of "projects at
risk" (actual and potential); this means that enormous efforts have to be undertaken to realize the
full potential of these interventions in the future.

2.47 With respect to policy changes, OED findings indicate that economic growth was the
most significant factor affecting poverty reduction. Where macroeconomic adjustment policies
have been implemented consistently, they have contributed positively to growth and lowered
inflation. The effects of growth on poverty have been larger than the effects of income
distribution, both in countries where poverty has increased and in countries where it has
decreased.

2.48 Mainstreaming concern for poverty reduction in the Bank's dialogue with borrowers, in
country assistance strategies, and in lending requires significantly more attention to poverty
assessments and CASs. Raising the quality of poverty assessments by implementing OD 4.15
more consistently and ensuring that the findings and conclusions of poverty assessments are
incorporated in CASs should be a Bankwide priority.

2.49 While the Bank is making good progress on environmental issues, overall progress is
constrained by the institutional capacity of borrowers and the size of the challenge posed by
population growth. Building institutional capacity of borrowers is key to success in this area.
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3. Managing Portfolio Performance: Determinants, Risks,
and Options

Results in Brief

At the individual project level, borrower performance has the greatest influence on project
performance. The next influential factor is Bank performance. The 16 outstanding projects in the 1995
evaluation set show a strong relationship with these factors, while the eight poorly performing projects
show the inverse relationship.

Cross-country econometric analysis of country portfolio performance was also conducted. The
results confirm those obtained last year:

* Good economic management has the highest payoff for improving portfolio outcomes and
sustainability.

* Identification, appraisal, and supervision are significant Bank process factors correlated with
portfolio outcome and sustainability.

* Good Bank performance is likely to make a significant difference in project performance.
However, the effort has to be very strong to overcome the odds of a poor country economic
and implementation environment.

Different models were used to test the sensitivity of portfolio outcomes to changes in
performance. Sensitivity testing based on econometric models assumed that Bank appraisal and supervision
would be raised to the 90-95 percent satisfactory mark, and borrower implementation to 80 percent.
Together, these improvements would raise the probability of satisfactory outcome of the average project to
about 80 percent. A conditional probability model simulating the impact of greater country selectivity,
proactive portfolio management, and improved quality yields a similar result for projects to be closed by
the year 2004. Much of the impact would result from improved quality at entry as the portfolio is
"rejuvenated" and eventually completely renewed through the entry of new, high-quality projects. The
model confirms most portfolio improvement requires broad based and sustained efforts over many years.

Scope and Methodology

3.1 What factors are likely to bring about satisfactory portfolio performance? What are the
characteristics of outstanding and poorly performing projects? How important to project
outcomes are a country's economic and socio-political environment and borrower behavior?
How significant are Bank-controlled processes? This chapter recaps the findings and updates the
country portfolio-based econometric analysis of the 1994 Annual Review.'

3.2 The main changes in the country portfolio-based econometric analysis for this 1995
review are the inclusion of the new cohort of projects evaluated in 1995 and the use of Bank
country performance ratings for the period 1977-95 to compare short- and long-term economic
management across countries. The analysis characterizes the project portfolio of countries with

' Complete findings and a full description of the methodology used can be found in OED 1995.
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at least seven projects approved after 1979 and evaluated during 1991-95. The sample of 1,344
projects represents 67, countries six of which were added for the first time to last year's sample:
Algeria, Honduras, Romania, Togo, Uruguay, and Yemen. The explanatory variables include
measures of Bank performance and policy dialogue with the borrowers, indicators of countries'
short- and long-term economic conditions and policies, as well as indicators of socio-political
conditions and governance, and a variable capturing external economic shocks. The most
important innovation in this year's exercise is the use of country performance ratings prepared
by the Bank for each year from 1979 through 1992 in place of the several standard
macroeconomic indicators tested in the past. During 1979-84 and 1987-88, these ratings are
based on separate ratings for four equally weighted components: short-term economic
management, long-term management, poverty alleviation, and responsiveness to the Bank. By
using these ratings, the analysis avoids the collinearity problems that typically characterize
macroeconomic indicators, and also captures countries' medium- and long-term structural
conditions. The analysis tests all relevant variables in eight different model specifications, using
both OLS and quantile regression. Quantile regression allows differentiation among country
groups according to the level of portfolio performance, thus providing disaggregated results that
are not dominated by countries with either exceptional or very poor performance and
sustainability records.

3.3 The findings, as seen in the following sections, are for the most part consistent with
those reported in the 1994 Annual Review. They are used to highlight the likely impact on
portfolio outcomes of potential improvements in Bank and borrower performance and countries'
economic environments.

Key Findings at Project Level

3.4 At project level, the 1994 econometric analyses concluded that borrower performance
had the greatest impact on project results. Poor borrower performance generally translates into
uncertain or unlikely sustainability, and limited institutional development. In particular,
borrower performance during implementation and compliance with loan covenants exert a major
impact on project outcomes.

3.5 The next most influential determinant of outcomes is how well the Bank itself does its
job. Bank performance generally has a major effect on outcomes, a significant effect on
sustainability, and a moderate effect on the degree of institutional development. In particular,
sound appraisal as well as strong supervision are key Bank performance factors. While economic
instability and governance factors have statistically significant adverse effects on project
performance, their effects can be mitigated at the project level by high-quality appraisal and
strong supervision.

Lessons from Performance Outliers

3.6 Of the 356 operations evaluated in 1995, OED assessed 16 (5 percent) as outstanding
and eight (2 percent) as poor. Table 3.1 lists the projects. The 16 outstanding operations all had a
highly satisfactory outcome, likely sustainability, and substantial institutional development
impact. In addition, they either exceeded their major goals, had highly innovative designs, and/or
were replicable in other countries or sectors. The eight poor operations, in contrast, were rated at
the lowest level of all these criteria.
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Table 3.1: Outstanding and Poor Operations in 1995 Evaluation Set

Country Operation Loan/Credit No.

Outstanding

Argentina Social Sector Management Technical Assistance L2984
Argentina Public Enterprise Reform and Adjustment L3291
Belize Power Development L2749
Benin Borgou Province Rural Development 2 Cl877
China Agricultural Research 2 C1516
El Salvador SAL 1 L3293
Indonesia Gas Distribution L2690
Indonesia BRI/KUPEDES Small Credit L2800
Maldives Male Airport Upgrading C2143
Mexico Road Transport & Telecommunications L3207
Moldova Emergency Drought Recovery L3569
Pakistan Telecommunications 5 L2743
Peru Trade Policy Reform L3437
Peru SAL L3452
Thailand Bangkok Oil Refinery Restructuring L2548
Thailand Power Transmission L2915

Poor

Argentina Housing Sector L2997
Cameroon Highway 6 L2584
Central African Rep. SAL 3 C2162
Kenya Highway Sector 2 L2409
Somalia Agricultural Extension 2 C1794
Togo Private Enterprise Development C1843
Yugoslavia Power Transmission 3 L2338
Zaire Gecamines Technical Assistance 2 C2051

3.7 As Figure 3.1 shows, all outstanding projects featured strong borrower ownership and
commitment. All enjoyed highly satisfactory or satisfactory quality at entry and all were well
supervised. Such ratings applied to only 25 and 13 percent of the poorly performing projects,
respectively. Good supervision translated into flexibility in response to changing conditions
and/or new demands. Some projects with complex designs did succeed as a result of extensive
and effective Bank staff involvement and judicious technical assistance.
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Figure 3.1: Percentage Distribution of Selected Performance Determinants by Performance
Groupings, 1995 Evaluation Set
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Source: Annex Table 1.16.

3.8 The importance of borrower ownership, skillful Bank identification, and attentive
supervision is illustrated by Argentina's Public Enterprise Reform and Adjustment Loan. This
was the first of several Bank adjustment loans that helped Argentina restructure its economy.
The loan's major objectives, which were largely achieved and in many cases exceeded, were to
help Argentina restructure and privatize public enterprises in telecommunications, railroads, and
hydrocarbons. The loan entailed high risks, not only because of the severe macroeconomic crisis,
but also because Argentina had a history of unfulfilled reform commitments. However, the
government showed its commitment to reform by privatizing the state telecommunications utility
before loan approval. Further developments demonstrated that speedy and effective reforms are
possible when a country fully "owns" the reform. This sweeping level of reform required
substantial technical advice and consulting resources. The Bank responded appropriately by
investing a much higher than average amount of staff resources.

3.9 Borrower ownership was also a critical factor in a successful reform program in Peru. In
1991 the Bank's executive board approved a new policy of additional support for workout
programs in countries with protracted arrears. The program required four conditions to be met:
(1) an IMF-supported stabilization program; (2) an external financing plan; (3) a Bank-supported
adjustment program; and (4) continued payment of current debt service to the Bank. Peru's
program under this policy included a trade adjustment loan and a structural adjustment loan, both
of which had highly satisfactory outcomes. Thanks to determined and sustained government
action in all critical areas, the stabilization program brought hyperinflation under control. The
improvement in fiscal accounts was especially noteworthy. The supply response to the
government's program was impressive, with growth rates in the 10 percent range.
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3.10 The eight poor operations reflect the risk patterns described in Chapter 1. Six were in the
Africa region. Again, lack of borrower ownership was paramount, as well as problems with Bank
performance. For example, a private enterprise development project in Togo faced difficulties in
nurturing demand for the line of credit component while relying on a new, untested promotion
mechanism and complex administrative arrangements. The government never fully endorsed the
project concept; commercial banks lacked interest in the line of credit; there was competition
from other financing schemes; and various managerial and institutional problems were left
unattended. In parallel, the economic environment deteriorated.

Key Findings at the Country Level

Portfolio Performance: Outcome

3.11 Among the variables tested, appraisal and supervision ratings, and short- and long-term
macroeconomic performance, were significant factors associated with the performance outcome
of an entire portfolio. The coefficient on the macroeconomic performance rating is estimated to
be between 0.13 and 0.15, so that the "average" impact of a unit increase in this index is to
increase portfolio performance by 13 to 15 percentage points. Other things being equal, if Zaire,
the country with the poorest performance record (1.686), mimicked the country with the best
macroeconomic performance record (Korea with 4.95), its portfolio performance would improve
nearly 50 percentage points (from 11 percent to 60 percent satisfactory). Table 1.1 (Chapter 1)
shows country rankings in terms of economic and portfolio performance.

Portfolio Performance: Sustainability

3.12 Portfolio sustainability behaves in line with portfolio outcome. Macroeconomic
performance, appraisal, and supervision are strongly and positively linked to better odds of
portfolio sustainability. The impact of good macroeconomic performance and better appraisal is
especially marked. The estimates suggest that an increase in one unit in the macroeconomic
performance index would improve portfolio performance by 19 to 24 percentage points.
Continuing the above example, a Korean type macroeconomic environment would raise Zaire's
portfolio performance, from 62 to 78 percent likely sustainable.

Country Groupings

3.13 The results summarized in the two preceding paragraphs hold for all countries on
average. A special regression technique (quantile regression) makes it possible to differentiate
the results by groups of countries according to their portfolio performance. An improvement in
the economic environment has the greatest impact on portfolio outcome in countries whose past
performance has been low to median. The impact of quality of project identification and
appraisal on portfolio outcome also tends to be the strongest in below-median countries, while
the quality of Bank supervision tends to have the highest impact in above-median countries. The
quality of economic management tends to matter most in countries with low sustainability of
their project portfolio in the past.

3.14 Governance factors also have some influence on portfolio outcome and sustainability.
The impact of improved governance, similar to that of improved economic management, tends to
be strongest in countries with a historically low portfolio performance record.



61

Econometric Tests

3.15 The econometric models were also used to test the sensitivity of portfolio performance
with regard to changes in the key determinants that are under management control. When
interpreting the results, one has to keep in mind that the project sample is made up of projects
evaluated by OED during 1991-94/95. No link is established with ARPP ratings on the current
portfolio. Thus, the underlying behavioral parameters are heavily influenced by project design
factors and developments prevalent in the mid- 1980s, when the bulk of the sample projects were
approved.

3.16 The project performance determinants under direct Bank control are quality at entry
(project identification and appraisal) and quality of supervision. In the project sample used for
the econometric analyses, the average rating for identification was 90 percent satisfactory for all
projects taken together, for appraisal, 70 percent, and for quality of supervision, 78 percent. For
projects with unsatisfactory outcomes, the respective ratings were 70, 63, and 68 percent. These
latter ratings are important to keep in mind as they constrain the effectiveness of possible
improvements in Bank performance. Since Bank performance at identification was rated very
highly in the past, there is not much scope for improvement. However, if the quality of appraisal
were to improve to the 90-95 percent satisfactory mark, the expected project outcome would be
likely to improve by about 4 percentage points. Improvements in the quality of supervision are
likely to have an even higher return. Raising the quality of supervision to the 90-95 percent
satisfactory level would raise the expected project outcome by about 6 percentage points.

3.17 Borrower performance (implementation and-to a lesser degree-compliance with loan
covenants) was found to be even more important for project outcome. However, the Bank can
only indirectly influence borrower performance, for example, through use of remedies like
suspension or cancellation, and through greater selectivity in country assistance strategies (use of
instruments, scope of lending). In the project sample used for the econometric analyses, the
ratings for implementation and compliance with covenants were on average 65 and 58 percent
satisfactory. Given the Bank's limited influence on borrower behavior, it does not seem to be
realistic to aim at the same level of performance as for the determinants under the Bank's direct
control. Raising borrower implementation to 80 percent satisfactory would improve the likely
project outcome by about 6 percentage points.2

3.18 It should be noted that the responses to improvements in the different aspects of Bank
and borrower performance are not fully additive. The combined increase in the likely outcome
rating as a response to improved Bank appraisal and supervision (up to the 90-95 percent level)
and borrower implementation (up to the 80 percent level) would be expected to be on the order
of 12 (rather than 16) percentage points. Starting at the current Bankwide outconie rating of 68
percent satisfactory, one would expect to reach about 80 percent-subject, however, to the
caveats spelled out in paragraph 3.13. The sensitivity tests suggest that the improvements could
be expected as a result of joint and determined efforts by the Bank and borrowers. However,
given the nature of the underlying models, the time dimension-how long it would take to
materialize-is not captured.

Raising compliance with covenants up to 80 percent satisfactory would result in an improvement of about 11'2
percentage points.
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3.19 While acknowledging the illustrative character of the above sensitivity tests, it is clear
that Bank performance matters a great deal in determining project outcomes. Hence, current
efforts to improve portfolio management and quality at entry (see Box 3.1) are of high priority.
On the other hand, the degree to which portfolio performance can be expected to respond to
these initiatives depends a great deal on initial portfolio conditions. Therefore, OED developed a
conditional probability model, which is described below.

A Conditional Probability Model

3.20 The conditional probability model links ARPP information on the status of ongoing
operations and OED information for closed operations. The conditional probability approach3

uses past4 relationships between OED outcome ratings and a select group of project/country
conditions-the risk factors-to project the likely outcome ratings for active projects conditional
on the same risk factors. The conditioning factors in the model are project age, ARPP risk status,
and country economic performance characteristics. Regarding ARPP status, the model uses the
"projects at risk" indicator (see para. 3.21). Regarding country factors, the model uses the
IDA/IBRD general performance index, which combines country performance in terms of both
short- and long-term economic policies with efforts to improve income distribution and poverty
alleviation.

For a detailed description of the model and the underlying assumptions see Annex 2.

4 To adapt the model to the progressive changes of project behavior as a result of improved portfolio management, the
observed relationships in the past are weighted so as to give the most recent observations a higher weight than the
earlier ones.
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Box 3.1: Management Action to Promote Quality in Operations

The Quality Assurance Group (QAG) was created in February 1996 as part of a Bankwide effort
to achieve high-quality results on the ground. QAG's role is to help create an enabling environment for
consistently high Bank performance by enhancing accountability and promoting systemic change. QAG
addresses accountability by providing line managers with independent assessments of the quality of Bank
work. These assessments are carried out by customized panels involving senior Bank staff and experienced
and respected non-Bank staff from other aid agencies, nongovernmental organizations, and elsewhere.
Findings from these assessments provide QAG with a better understanding of what factors determine
operational quality. QAG then uses these findings to catalyze changes in Bank policies, programs, and

processes. Some of the activities QAG designs to promote systemic change are carried out in cooperation
with the Bank's Learning and Leadership Center, by the Operations Policy Department, and others.

QAG is initially focusing on the quality of the portfolio through the Portfolio Improvement

Program (PIP), an effort aimed at promoting early and substantial improvement in the performance of the
Bank's portfolio. The PIP targets management's attention on projects, sectors, and countries with the most

severe performance problems and where intensified attention can be expected to have a high payoff.
QAG's core work program focuses on the Quality Assessment Program, a program that separately assesses
three dimensions of the Bank's operations-quality at entry into the portfolio, quality in supervision, and
quality in economic and sector work. Actions taken as a result of both programs will become building
blocks for a system of checks and balances to underpin the move to decentralized decision making in the
Bank's operational work. To reinforce these actions, managers and staff are being held accountable for
results-more than in the past-to promote a culture that emphasizes development effectiveness in terms
of results on the ground rather than board approval of projects. Over time, these actions are expected to
make a significant difference in overall portfolio performance-from the current plateau of about 70
percent of projects rated satisfactory to a target of 80 percent or better.

Source: QAG.

3.21 The concept of "project at risk," pioneered by QAG, was recently introduced in the
ARPP assessment of the health of the ongoing portfolio. It classifies projects as facing either
actual problems (that is, projects rated unsatisfactory in supervision reports either on grounds of
implementation progress or likely achievement of development objectives) or potential problems
(presenting three or more of 12 different performance shortcomings that have been shown to
correlate with unsatisfactory outcomes).5 In the active portfolio as of June 30, 1996, slightly less
than one-third of projects representing about 30 percent of commitments, were classified as
"projects at risk." The concepts of both actual and potential risk problems are reasonably good
predictors of actual outcome as rated by OED after completion: project classifications of actual

5 The concept has been undergoing some changes since the beginning of the initiative. At the end of October 1996, the
shortcomings were defined as follows: (1) more than 9 months between effectiveness and board approval (for
adjustment and emergency operations: 3 months); (2) disbursement delays of 24 months for investment and 12 months
for adjustment operations; (3) classification as a problem project during two or more consecutive years at any time
during implementation, with the flag being turned off (or restarted) for restructured projects; (4) noncompliance with
covenants; (5) constraints on counterpart funding; (6) project management problems; (7) procurement problems; (8)
financial performance problems; (9) location in a country with poor portfolio performance during the last five years
(less than 50 percent of projects or 33 percent of commitments with satisfactory OED outcome rating); (10) an
additional country flag focuses on economic performance as measured by a Bank-internal index on a scale of I to 5,
with a three-year average of less than 3 considered critical; (11) using a historically poorly performing lending
instrument (less than 67 percent of commitments with satisfactory outcome rating during the past five years); and (12)
a flag for environmental/resettlement issues.
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risk for projects during FY86-94 had OED outcome ratings of about 29 percent satisfactory on
average; classifications of potential risk had OED ratings of about 54 percent satisfactory, while
problem-free classifications were found'to be satisfactory in about 82 percent of the cases.

3.22 It has to be emphasized that-based on historical probabilities-projects classified as
actual problem projects (about 20 percent of projects in the current portfolio) are not all likely to
fail; they still have almost a 30 percent chance of achieving a satisfactory outcome. At the other
extreme, the projects classified as not at risk (about 68 percent of the ongoing portfolio)--again
based on historical probabilities-are not likely to be all success stories; they are expected to
turn out satisfactory only in about 80 percent of the cases. The projects facing potential problems
are in-between. Since even the projects classified as being not at risk have only an 80 percent
probability on average of a satisfactory outcome at completion, a reduction of the share of
projects at risk in the current portfolio does not translate into an equivalent increment in the final
success rate.

3.23 The conditional probability model captures or proxies the most important behavioral
variables. The country economic environment is explicitly taken into account in the country
groupings derived from the Bank's performance index, while Bank and borrower process
performance is reflected in the risk status by project age groups. Quality at entry is reflected in
the risk attributed to young projects, while the quality of implementation (Bank supervision,
borrower implementation, and compliance with covenants) is reflected in changing probabilities
with project age. The dynamics of learning from experience and the resulting progressive
improvements in Bank and borrower performance are captured by the weighting of observed
outcome probabilities, with the most recent observations weighted more heavily than the earlier
observations.

3.24 The conditional probability model was used to establish a baseline or status-quo forecast
and to test the sensitivity of portfolio outcome to the kinds of management actions that are
currently being implemented or under consideration. Applying the model to the portfolio active
in FY96 comprising 1,752 projects, with their given age structure and risk status, as well as their
location in countries with different quality of economic management and without considering
measures of portfolio improvement, suggests that the expected outcome remains at close to the
current level, with about 68 percent of projects rated satisfactory.

3.25 The sensitivity tests simulate three sets of actions:

* Greater country selectivity. Building on the ongoing portfolio improvement
program, 25 countries were identified by QAG as having particularly difficult
implementation environments (economic management, past portfolio performance).
It is assumed that new lending to this group of countries would be reduced to about
half, while other countries (with better management) would absorb the lending
resources thus released;

* Proactive portfolio management. To simulate increased proactivity in portfolio
management, it is assumed that one-half of the young projects facing actual
problems would be canceled, and the other half restructured; for mature projects, it is
assumed that one-quarter would be canceled and one-quarter restructured.
Restructured projects would move to the low risk category within their respective
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age groups. In addition, it is assumed that as a result of proactive management, the
remaining number of projects at risk would be reduced by 20 percent;

Improved quality at entry. It is assumed that Bank appraisal would improve to reach
a level of 90-95 percent satisfactory. This assumption is translated for the model to
mean that new projects enter the portfolio in the low risk category. As they age, the
model assumes that new projects move into less favorable risk categories, although
on a decreasing basis. Starting in the year 2000, all new projects are assumed to stay
in the low risk category throughout their life as a reflection of an all-out effort to
improve quality at entry.

3.26 The combined impact of the above measures would build up over time as the portfolio is
progressively "rejuvenated" and eventually completely renewed, which is assumed to happen by
the year 2004. A new plateau around the 80 percent satisfactory mark, up from the current 68
percent, would be approached by 2002, with marked improvements setting in by the year 2000.
The expected path of portfolio performance reveals that the greatest boost is likely to come from
improved quality at entry and the commensurate improved behavior of projects through
completion. This, however, takes time as the annual increments are only on the order of 250
projects and past decisions and behavioral patterns weigh heavily in the existing portfolio.

3.27 The assumption that all new projects entering the portfolio in the year 2000 and beyond
would stay in the low risk category is heroic. This would require a leap to a new Bank assistance
paradigm. This paradigm would be shaped by the overarching goal of "poverty reduction through
environmentally and financially sustainable growth," and pursued through assistance strategies
that would "do the right things" in addition to "doing things right." Specifically, the following
changes would be required:

* a highly selective country assistance approach based on Bank-country compacts,
with lending extended only to countries that are fully committed to development and
good governance, with reasonably good economic performance and transparent
governance. The performers that do less well would benefit mostly from nonlending
services, TA (mainly financed on a grant basis from the Institutional Development
Facility or trust funds), and Economic Development Institute (EDI)-based capacity-
building efforts directed at the improvement of country environment and
performance. This process Would have to start with more rigorous CASs with clearly
specified monitorable objectives, bolder strategies, explicit management of risk
(without avoiding high risks if they promise potentially high rewards), and closer
coordination among donors to ensure the desired impact on the countries;

* major cancellations of problem-ridden projects, at least one-fifth (possibly up to one-
third) of today's portfolio in terms of projects and commitments. This obviously
would result in a sharp short-term deterioration of portfolio outcome ratings as such
canceled projects are automatically rated unsatisfactory;

* much improved quality at entry following the recommendations of the various
reports on quality of project analysis;
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* introduction of new-type projects based on rigorous economic, social, and
environmental analysis and reaching out to beneficiaries and other stakeholders so as
to strive for optimum design and results;

* piloting of new-type projects and systematic learning from experience before going
to large-scale replications. This would be important not only for new-type projects
with ambitious institutional development objectives for a sustainable long-term
impact, but also for new Bank member countries, particularly in ECA, and long-time
clients with difficult environments and extraordinary challenges, particularly in
Africa; and

* much improved project management and supervision based on meaningful and
realistic monitoring and evaluation systems, with a more flexible adaptation to
changing circumstances, so as to fully realize the potential of Bank interventions.

3.28 The preceding change agenda is exceptionally demanding and possibly disruptive, and it
goes far beyond the scope of the PIP activities as currently envisaged.6 It is also politically
difficult to implement. The Bank's client countries, particularly the IDA beneficiaries, have been
accustomed to sustained Bank presence and to a pattern of business relations, which may be hard
to break. Mutual expectations and relationships would need to be changed with clear
understandings of country commitments and modulated Bank responses of financial and
nonfinancial support. All clients would have to understand that the programs and the money at
stake are theirs and not the Bank's and that projects would ultimately have to increase a country's
debt-servicing capacity, while also meeting the ultimate goal of poverty reduction.

Conclusions and Outlook

3.29 The combined impact of the above measures would build up over time as the portfolio is
progressively "rejuvenated" and eventually completely renewed. The process would not be
complete until the year 2004. A new plateau around the 80 percent satisfactory mark-up from
the present 68 percent-would be reached.

3.30 Such a scenario would only materialize through fundamental changes in business
practices combined with explicit risk management processes. Historically shaped behaviors in
the Bank and in client countries are major factors of portfolio performance. Unless operational
managers are rewarded and penalized in line with the operational performance of their units,
limited progress will be achieved.

3.31 Given the rapid changes taking place in the development scene (rising private flows;
growing popular expectations; repositioning of the sate; tight fiscal situations; more demanding
development priorities; and so forth), investment projects need to be restructured more often than
in the past. This is why proactive portfolio management must be combined with more innovative
and responsive lending products and greater reliance on on-lending services as a judicious
complement to traditional lending services.

6
The actions also go far beyond the forecasting capability of the conditional probability model. As emphasized before,

the model is built upon historically observed outcome probabilities. Although the model is adaptive in giving higher
weights to the most recent than to earlier observations, the actions stipulated above would result in marked changes of
these probabilities (for which there is no historical evidence).
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3.32 Institutional development and policy reform are crucial to improved portfolio outcomes
and the Bank's comparative advantage has gradually shifted away from micro to macro
interventions, thus requiring new partnerships for achieving results on the ground. More than
ever, the Bank, its borrowers, and its partners share the responsibility for portfolio outcomes.
Therefore, what is involved in the heroic scenario modeled above is a leap to a "new Bank
assistance paradigm" which would give a far greater role to borrowers and partners while, at the
same time, continuing to strengthen the Bank's own quality assurance system. The impact of
such a change agenda would be highly rewarding.

3.33 The benefits would not materialize immediately for three main reasons. First, the secular
upward trend in the complexity, riskiness, and demandingness of Bank operations has yet to be
broken and will, for some time, continue to counteract many of the gains being secured through
portfolio management improvements. Second, the increased risks recently incurred through
substantial lending to new members with deep-seated economic problems and weak
implementation capacities, mainly in ECA, have begun to exert a drag on annual performance
outturns. Third, the necessary resort to cancellation of highly problematic projects is bound to
lead to a short-run increase in the number of unsatisfactory outcomes.

3.34 In an increasingly volatile implementation environment, the very nature of the Bank's
main lending product-the slow gestation, slow disbursement investment project-leads to "path
dependence" in portfolio outcomes. Past decisions and contractual relations weigh heavily on the
existing portfolio. The implications for quality management are fundamental. Unless the
development risks of individual operations are explicitly identified upfront and unless well-
defined protocols are set to limit, monitor, and manage development risk exposure at the country
and sector level, the incentive structure within which operational managers operate will continue
to be dominated by ambitious policy frameworks and by the imperative "to step in" where others
fear to tread-with the inevitable reckoning taking place several years later.

3.35 Thus, for the "approval culture" to yield fully to the emerging "implementation culture,"
the risk/reward equation needs to be made more transparent. Fortunately, sound foundations for
development risk management are being laid by management. Results on the ground through
learning and self-evaluation have been set as fundamental objectives of the new professional
networks. Training programs to enhance the quality of operational management and the skills
required to ensure quality at entry and to improve supervision are being implemented. Building
on OED and OPR work, the Quality Assurance Group is forging diagnostic tools that will
facilitate timely remedial restructuring actions by country and sector portfolio managers.



68

4. Concluding Observations and Implications

As stated by the World Bank's 1996 Annual Report, "Increasing development
effectiveness is the absolute priority of today's World Bank. For only by increasing the
effectiveness of what the Bank does can its goals-reducing poverty and fostering sustainable
development-be met."

Review of the performance of the Bank's 1995 cohort and the longer-term performance
trends finds that progress is being made and some recent trends are encouraging, but the 70
percent plateau of operations reaching satisfactory outcomes is not good enough. The lessons of
experience are clear. The Bank must do a better job at risk management. Certainly in light of the
Bank's responsibilities as a development institution, its job is not to avoid risk. It must work with
countries facing political and economic instability and with countries where government
commitment is not as strong as might be desired. Its job is, however, to apply the lessons learned
and to use the tools at its disposal to help better manage that risk.

Borrower Performance

Borrower performance matters. There is a close relationship between government
commitment to operational goals and observed outcomes. Evaluation has established that
ownership depends on four factors: locus of the initiative, level of conviction among policy
makers, expression of political will by top leadership, and efforts towards consensus building
among various constituencies. Borrower ownership must be nurtured. It does not just happen.
Capacity building is critical. In this respect, it is important to note that the Bank's freestanding
lending for technical assistance has had a poor longer-term record and dismal performance in the
1995 cohort.

Bank Performance

Bank performance matters:

* Outstanding projects show effective monitoring and flexible Bank adaptation to
changing conditions.

* Quality at entry is central. The Bank's weakest area of performance in relation to the
1995 cohort is in appraisal where, in particular, greater realism is needed. Longer-
term trend analysis suggests that performance at appraisal is on an upward trend.

* Bankwide performance in supervision at best is stagnant at too low a level and may
even be on a slight downward trend. Closer analysis indicates large performance
variance across regions. In particular, AFR and INA regions' longer-term
performance in supervision raises concern. The concern is not merely historical; the
results of the 1996 ARPP indicate that these two regions have high proportions of
projects at risk in the active portfolio. Supervision in these two regions needs special
focus. The Bank currently puts a substantial portion of its resources into supervision.
Projects have become more demanding, complex, and risky over time. But
cancellations are high and major time overruns frequent.
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Risk and Reward

Individual projects are not at equal risk or likely to carry equal reward if all goes well.
Risk varies by region, country, sector, lending instrument, project size, and other project
characteristics. The Bank needs to reduce the 30 percent of projects that were found-based on
past records-to be in the high risk-low reward category. Projects' reward potential needs to be
fully realized through greater management efforts by the Bank and the borrower. For example,
"repeater" projects do better than average. Increases in the use of piloting for demanding and
complex projects and changing the project cycle is indicated. Partnerships are particularly
desirable in higher-risk situations.

Economic Management

The country economic policy environment is a major determinant of portfolio
performance. Projects do better in countries with good economic conditions. Even sectors that
perform poorly on average, Bankwide, do better in these countries. Hence, policy matters.
Accordingly, the relevance of Bank lending has come to be judged in terms of its consistency
with country assistance strategies. In turn, these strategies are driven now by economic
management fundamentals and thematic emphases-poverty reduction through higher, broad-
based growth, human resource investment, private sector promotion, and environmentally
sustainable development programs. It is critical that each country assistance strategy realistically
assess the domestic capacities available to deliver results. Considering the overwhelming
importance of country conditions, greater selectivity in the use of assistance instruments,
including ESW and institution building, is likely to have a positive impact on overall portfolio
performance.

Support for Institutional Development

To improve institutional development impact, operations in poorly performing countries,
in particular, need to better address problems of public sector management, civil service reform,
decentralization, deregulation, private sector development, and enhanced participation.

Selectivity

The findings call for different countries in different circumstances to be treated
differently, according to their needs, and full assessment of risk with more rigorous risk
management.

The Portfolio Improvement Challenge

The Bank's approach to improved portfolio risk management, which involves the
classification of "projects at risk," is promising. But it is difficult to overstate the challenge
ahead. Model-based simulations of expected portfolio outcome in response to different courses
of Bank management action suggest that improving the Bank's development effectiveness in
terms of "results on the ground" is a formidable undertaking.

Because of the Bank's engagement in many risky countries, particularly in the ECA
region, one can expect outcome ratings over the next few years to stay at the current plateau.
Marked improvements can be expected from the renewal of the portfolio over the next eight
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years or so if: (1) quality at entry and project implementation improve significantly; (2) lending
is channeled more to countries with suitable environments in terms of economic policies and
governance; and (3) the more problematic countries receive a higher dose of nonlending
services. But to make a real break with the past, a quantum leap into a new Bank paradigm
would be required. Such a change agenda would be demanding and sensitive, and it goes far
beyond what is currently envisioned, including stricter selectivity in terms of countries and
assistance instruments, extensive use of piloting, and more cancellations of substandard projects
in the current portfolio. This effort would need to be backed up by Bank-country compacts that
would clearly spell out a country's commitments to development and good governance and the
Bank's modulated response through financial and nonfinancial assistance.

Implications for Bank Policy

The lessons from this Annual Review yield several policy directions that should be
adopted:

* In countries where the policy framework is distorted and the implementation
environment is weak, advisory and capacity-building services should be preferred to
lending.

* Given the poor performance of freestanding technical assistance loans and credits,
the Bank should seek to develop strategic alliances with well-selected partners to
help deliver effective capacity-building services in parallel with (or, better still,
ahead of) Bank loans and credits.

* Whenever risk are high, domestic capacities are weak, and/or borrower commitment
needs to be nurtured, quality at entry should be enhanced by inducing borrowers and
partners to learn from pilot operations, ahead of large-scale Bank lending.

* Development risk assessment, monitoring, and evaluation should be strengthened
throughout the project cycle and used to inform country assistance strategy design
and execution, with added emphasis on portfolio implementation issues in the
country dialogue.

* The Annual Report on Portfolio Performance should continue to be upgraded for use
by management and the board as a strategic risk management and oversight
instrument.

Implications for Borrowers

While the Bank needs to manage better, along the lines sketched out in this report, it
does not control all the levers. In such a change agenda, it is necessary for clients to understand
that the programs and money at stake are their own and not the Bank's. And, as always, the
success of Bank-supported interventions-be it programs, projects, or nonlending services-will
ultimately depend on the client countries' commitment to development.
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