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MANY OF THE INSTITUTIONS THAT SUPPORT MARKETS ARE PRO-

vided by the state. The ability of the state to provide these institutions—often referred

to as governance—is therefore fundamental to vibrant and broad-based markets. Chap-

ter 5 on Political Institutions and Governance discusses how political institutions shape

governance around the world by setting limits on the ability of the state to exercise its

power arbitrarily. This broad theme also runs through chapter 6 on The Judicial Sys-

tem, which examines the determinants of the efficiency of the judiciary and emphasizes

the importance of judicial accountability and independence from political pressures.

Chapter 7 on Competition stresses the central role of competitive pressures in creating

well-functioning markets, the institutions that support or undermine competition, and

the role of competition in spurring institutional change. Chapter 8 on Regulation of

Infrastructure takes up the interplay between competition and regulation in ensuring

that the market for infrastructure services operates fairly and is accessible to all.





In framing a government to be administered by men
over men, the great difficulty lies in this: you must first
enable the government to control the governed; and in
the next place oblige it to control itself.

—James Madison, 1788

Many of the institutions that support markets
are publicly provided. The ability of the state
to provide these institutions is therefore an

important determinant of how well individuals behave
in markets and how well markets function. Successful
provision of such institutions is often referred to as
“good governance.”1 Good governance includes the cre-
ation, protection, and enforcement of property rights,
without which the scope for market transactions is lim-
ited. It includes the provision of a regulatory regime
that works with the market to promote competition.
And it includes the provision of sound macroeconomic
policies that create a stable environment for market ac-
tivity. Good governance also means the absence of cor-
ruption, which can subvert the goals of policy and un-
dermine the legitimacy of the public institutions that
support markets.

Good governance matters for growth and poverty re-
duction. Many studies have documented strong associ-
ations between per capita incomes and measures of the
strength of property rights and the absence of corrup-
tion. To a certain extent, this reflects the greater capac-
ity of rich countries to provide good institutions. But
recent findings also point to a strong effect running
from better governance to better development out-
comes.2 There is evidence that excessive regulation
undermines economic growth. There is also evidence
that poor macroeconomic policy and restrictive trade
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regimes adversely affect a country’s growth perfor-
mance.3 Through its powerful effects on overall eco-
nomic growth, good governance is therefore central to
the goal of poverty reduction. Moreover, several dimen-
sions of poor governance—notably corruption and
high inflation—impose costs that fall disproportion-
ately on poor people.4 Improvements in these dimen-
sions of governance may be especially important for
poor people.

Good governance requires the power to carry out
policies and to develop institutions that may be un-
popular among some—or even a majority—of the
population. Public officials cannot enforce property
rights without the ability to try, judge, and punish
those who do not respect those rights. The state can-
not provide costly public goods without the power to
tax individuals and companies to raise public revenues.
Public officials cannot promote competition without
the power to enforce regulations against monopolistic
abuses. They cannot provide a stable macroeconomic
environment without the power to see the state’s poli-
cies implemented.

There is a tension in the development of the mod-
ern state between ensuring that public officials have
sufficient power to deliver good governance and ensur-
ing that they are constrained from using this power ar-
bitrarily in the interests of the privileged few.5 When
they are not constrained, their ability to provide the in-
stitutions that support markets—by increasing access
to information, enhancing competition, and enforcing
contracts—is impaired. This is particularly important
in the case of the protection of property rights, where
the formal establishment of such rights has little effect
in the absence of a credible commitment by the state
to respect and enforce them.





Political institutions help determine limits on the ar-
bitrary exercise of power by politicians and bureaucrats.
They do so by delineating property rights between the
state and the private sector and providing for their en-
forcement. A historical example of this can be found in
the changes in political institutions in 17th century
England, which placed limits on the power of the
Crown to expropriate property and so contributed to
the security of private property (box 5.1). Political in-

stitutions also influence the extent of competition in the
political process and the extent to which this competi-
tion holds politicians accountable for their actions. For
example, delegating responsibility to local governments
can influence the incentives for competition between
jurisdictions to provide improved public goods.

This chapter considers a wide variety of political in-
stitutions that, among other things, affect the behavior
of public officials. In formal democracies, which con-
stitute a growing share of the world’s countries, politi-
cal institutions include the electoral rules that lay out
the procedures by which governments are elected and
replaced. They also include the constitutional rules that
determine the division of power between the executive
and legislative branches of government—and the lim-
its on the power of each. In all countries, political in-
stitutions and traditions delineate the division of power
between central and local governments and the assign-
ment of responsibilities to different agencies within the
government. These institutions may be formal (such as
electoral rules), or they may be informal (for example,
the role of shared beliefs among members of the same
political party in shaping behavior). There are also im-
portant interactions between political institutions. For
example, the credibility of autonomous agencies will
depend on the extent to which other political institu-
tions limit the power of governments to revoke the
agencies’ independence in the future.

Institutions that limit the state’s capacity for arbi-
trary action will improve its ability to provide institu-
tions that support broad-based markets. But too often
among the poorest countries in the world, the ability
of the state to provide market-supporting institutions
is hampered by the absence of effective restraints on
public officials. This illustrates the broader theme that
runs through this Report of complementarities among
institutions: policymakers need to adjust institutional
designs to take these complementarities into account.
For example, in the absence of effective checks and bal-
ances in the political process, independent regulatory
agencies will be independent in name only. When state
capacity is weak, simpler and less discretionary regula-
tion is less likely to be undermined by corruption. And
when central government control is ineffective, the po-
tential benefits of greater decentralization and compe-
tition among jurisdictions may not be realized. 

No single set of political institutions can successfully
support market institutions everywhere and at all levels
of development; this points to the importance of inno-

     

In England in the early 17th century, the Stuart monarchy,
to finance its expenditures, increasingly resorted to
“forced loans”—where the lender had no recourse if loans
were not repaid. This practice was one of many highly vis-
ible signs that the regime had no commitment to protect-
ing property rights. Other indications included outright
confiscation of land and funds, forced public procurement
at below-market prices, a willingness to remove judges
who ruled against the Crown, and the sale of monopoly
rights over various lucrative economic activities. This arbi-
trary exercise of sovereign power was interrupted during
the civil war in the middle of the century, but the restora-
tion of the monarchy was accompanied by the return of
the same excesses.

The Glorious Revolution of 1688 ushered in a series of
fundamental changes in political institutions that limited
the arbitrary exercise of power by the sovereign. The rev-
olution established the supremacy of parliament over the
Crown and vested in parliament the exclusive right to raise
taxes and audit the expenditures of the Crown. These
steps were followed by the establishment of the Bank of
England, which exercised important independent control
over public finances. The result of these changes was a
more equitable division of power between the executive,
legislative, and judicial branches of government. These re-
straints on the arbitrary exercise of power greatly en-
hanced the state’s ability to finance public expenditures
by issuing debt.

The impact of these changes in political institutions
and in the protection of property rights can be seen in the
development of debt markets. In 1688 the Crown was
able to place public debt equivalent to only 2 to 3 percent
of GDP—and only of very short maturity and at very high
interest rates. By 1697 the Crown was able to place and
service debt equivalent to 40 percent of GDP, at lower in-
terest rates and with longer maturities. The emergence of
a functioning public debt market in turn benefited the de-
velopment of the private capital markets that helped fi-
nance the Industrial Revolution that followed.

Source: North and Weingast 1989.

Box 5.1

Political institutions, property rights and fiscal

outcomes in 17th century England



vation and experimentation in the design of the insti-
tutions of the state itself. This chapter also illustrates
how open information sharing can improve governance
and reduce corruption (see also chapter 10).

This chapter builds on past World Development Re-
ports, especially World Development Report 1997 on the
role of the state. Part of the 1997 Report was devoted
to the institutions that restrain arbitrary state action and
corruption, and it stressed the importance of judicial
independence, the formal separation of powers, and in-
ternational institutions as a counterbalance to the power
of the state. Since then, a large body of research has shed
new light on these issues, and this chapter emphasizes
what is new. This chapter is also selective in the topics
it covers. The role of the state in protecting property
rights and promoting the rule of law through the judi-
cial system is taken up separately in the next chapter.
The role of the state as a regulator to promote compe-
tition in markets is discussed in chapters 7 and 8.

This chapter addresses three dimensions of gover-
nance in detail. The first section explores the ways in
which political institutions influence policy choices, fo-
cusing on fiscal, regulatory, and trade policies. This sec-
tion emphasizes the types of institutions that limit the
ability of the state to provide policies that favor special

interests over the general interest. The second section
discusses corruption. In light of the classic definition
of corruption as the exercise of public power for private
gain, the section emphasizes the types of institutions
that limit the ability of public officials to act in their
own self-interest in this way. The third section discusses
how the institutions of taxation influence the incentives
of the state to raise revenues and to provide the institu-
tions that support markets. 

Political institutions and policy choices 

The quality of policies adopted by governments around
the world varies tremendously. Figure 5.1 illustrates this
variation in policy for several measures of policy out-
comes—inflation, budget deficits, and tariffs—averaged
over the 1980s and 1990s. Each panel shows the aver-
age value of the policy variable for the top half of a sam-
ple of 85 industrial and developing countries and the
corresponding average for the bottom half of the sam-
ple. Average inflation in the best-performing half of 
the sample was 4 percent per year in the 1980s and 
2 percent per year in the 1990s. Among the worst-
performing countries, inflation averaged upward of 200
percent per year. The same is true for budget deficits,
which were insignificantly small or in surplus in the
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Variation in the quality of policies around the world

Note: The labels top half and bottom half refer to the averages of the top half and bottom half respectively in a sample of 85 industrial and
developing countries for which all three variables are available for the 1980s and 1990s.
Source: World Bank data.



1990s among the best-performing countries but aver-
aged over 10 percent of GDP among the worst-perform-
ing countries. The difference in tariffs between the top
and bottom halves of the samples is around 15 percent.

If these differences in policy outcomes across coun-
tries matter so much for growth and poverty outcomes,
why then do some countries end up with much worse
policies and performance than others? This section
focuses on one particular factor: the extent to which
countries’ political institutions are able to resolve the
conflicts that inevitably arise when policies benefit
some at the expense of others.

This section considers several such institutions, in-
cluding the nature of the electoral system and the exis-
tence of checks and balances among different branches
of government. These checks and balances can be con-
stitutionally mandated, as in the formal division of
powers between the legislative and executive branches
of government or between the chambers of the legisla-
ture. They can also reflect the outcome of the electoral
process, as seen in the election of a minority govern-
ment that must seek support from coalition partners
and is limited in its agenda by the need to make com-
promises with these partners. Other political institu-
tions include the procedures by which budgets are
determined and international agreements that help gov-
ernments commit themselves to policies that may be
unpopular at home.

This section discusses how political institutions that
limit the ability of government to act arbitrarily do
matter for policy outcomes. Examples from three areas—
budget deficits, regulation of financial markets, and trade
policy—are considered. The purpose of this discussion
is not to lay out a blueprint for changes in political insti-
tutions in order to improve policy outcomes. Rather, its
purpose is to illustrate how policy advice can be im-
proved by taking political institutions into account.

Budget deficits
Budget deficits represent the difference between politi-
cally popular expenditure programs and politically un-
popular taxation. Fiscal outcomes are therefore influ-
enced by the extent to which governments are able to
muster political support for necessary taxation and re-
sist demands from interested constituencies for the ex-
pansion of spending programs that benefit them. Polit-
ical institutions play an important role in this process.
This section examines how cross-country differences in
specific budget procedures, voting systems, and the tim-

ing of elections influence fiscal outcomes. While the
overall message of this chapter emphasizes the impor-
tance of limits on state power, the discussion here illus-
trates some cases in which excessive limits can hinder
the ability of governments to resolve conflicts over fis-
cal policy.

Budget processes and fiscal outcomes. Specific bud-
get procedures can also affect the outcome of conflicts
over fiscal policy. Two aspects of these procedures are
noteworthy: whether governments choose to tie their
hands using balanced budget rules, and whether the
finance ministry has powers to resist demands from
either the legislature or other branches of government
for amendments to a proposed budget. To the extent
that balanced budget rules—or, more generally, exter-
nal constraints on finance—are effective, they can be a
powerful motive for enforcing necessary compromises
over fiscal policy. Similarly, when finance ministries
have strong agenda-setting powers relative to the legis-
lature or spending ministries, it is easier for central
agencies to enforce fiscal discipline. Cross-country evi-
dence from Latin America suggests that both these fac-
tors are important in determining fiscal outcomes.
Countries with more hierarchical budgetary procedures
favoring finance ministries tended to have better fiscal
outcomes, controlling for a variety of other factors.6

Similar evidence emerges from case studies of two Asian
and three African countries. Success in instilling over-
all fiscal discipline was shown to be closely related to
the strength of central agencies in the budget-setting
process, the presence of hard budget constraints in the
context of a medium-term budgeting framework, and
institutions that held departments accountable for their
spending.7

There is also some evidence from Latin American
countries that balanced budget rules are associated with
better fiscal outcomes.8 But balanced budget rules
alone are not enough. The design and enforcement of
the rule matters as well. Evidence from the experience
of individual states of the United States points to im-
portant differences in the effectiveness of different types
of balanced budget rules.9 While all U.S. states (with
the exception of Vermont) have balanced budget rules,
their stringency varies considerably. Some states only
require the governor to submit a balanced budget to the
legislature or allow the carryover of limited deficits
from one year to the next. Other states strictly prohibit
any deficits from being carried over by imposing end-
of-year balanced budget requirements. Moreover, states

     



differ in whether the balanced budget rule is enshrined
in the state constitution or not and in whether the bal-
anced budget rule is enforced by a state supreme court
that is appointed by the executive.

These differences in institutional design have impor-
tant consequences for the efficacy of balanced budget
rules. Evidence suggests that more stringent rules are
more effective in reducing deficits. Controlling for a va-
riety of factors, states that switched from weak to strin-
gent balanced budget rules were half as likely to run
deficits as those that did not. In addition, constitution-
ally mandated balanced budget rules were much more
likely to be effective than those that were legislatively
imposed and so were more easily reversed. Balanced
budget rules enforced by governor-appointed courts
were less effective than those enforced by more inde-
pendent courts.

The general lessons of this experience for develop-
ing countries is clear. Balanced budget rules can be ef-
fective, especially at the subnational level where there
is little compelling rationale for countercyclical deficit
spending. However, such rules are more likely to be ef-
fective if they are voluntarily adopted, if they impose
hard constraints, if the rules themselves are difficult to
reverse, and if they are effectively enforced by a credi-
ble third party such as a genuinely independent court
or a higher level of government that has sufficient
information to properly monitor subnational public
finances.

Divided governments, electoral rules, and fiscal out-
comes. The extent to which governments are required
to share power in coalition governments is an impor-
tant determinant of budgetary outcomes in OECD
countries. When the power of government is checked
by the need to make compromises with coalition part-
ners, fiscal outcomes are often worse than when major-
ity governments are in power. Figure 5.2 shows that the
probability that a coalition government in an OECD
country is able to sustain a fiscal adjustment (defined
as four successive years of significantly lowered budget
deficits) is less than half as large as the likelihood that a
majority government accomplishes a fiscal adjustment.

The likelihood that countries are governed by di-
vided governments is in turn influenced by the consti-
tutional rules that determine how governments are se-
lected. Coalition governments are more likely to occur
under proportional electoral systems, where seats in the
legislature are awarded in proportion to shares in the
popular vote. A study of 60 industrial and developing

countries shows that, after accounting for a variety of
socioeconomic factors, countries with systems of pro-
portional election tended to have larger government ex-
penditure and larger fiscal deficits as a share of GDP
than countries with majoritarian systems. On average,
fiscal deficits were 1.5 to 2 percentage points of GDP
larger in countries with proportional systems.10

Electoral cycles in fiscal policy. Politicians motivated
by the desire to remain in office have strong incentives
to manipulate the fiscal process to improve their
chances of reelection. This creates a tendency for fiscal
performance to worsen in election years, leading to
debt accumulation and macroeconomic instability. A
recent study examined the effect of elections on fiscal
performance in a sample of 123 industrial and devel-
oping countries. Controlling for a number of other fac-
tors, it found that fiscal deficits were on average 1 per-
cent of GDP larger in election years and that this larger
deficit persisted for several years after the election.11

More striking is the difference between the magnitude
of these electoral cycles in industrial and developing
countries. Among developing countries, election year
deficits were on average 2 percentage points of GDP
higher. The same study found that these larger cycles
in developing countries reflect the confluence of two
institutional features of these countries. First, on aver-
age there are greater opportunities for incumbent pol-
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iticians to extract rents from being in office, as mea-
sured by variables capturing the extent of corruption in
the public sector. Second, the ability of politicians to
successfully manipulate policy to influence voters was
stronger when voters were poorly informed about the
consequences of policy decisions. The study found that
electoral cycles in fiscal policy were larger in countries
where press freedoms were lower, providing evidence of
the importance of open information sharing for insti-
tutional quality (chapter 10).

Financial market regulation
Banks can have strong incentives to undertake lending
that is riskier than is socially optimal. Governments
therefore provide prudential regulation in order to re-
duce banks’ opportunities to engage in such lending
(chapter 4). Governments can also intervene following
financial crises to encourage the liquidation of insol-
vent banks. But the need for such regulation results in
two types of conflict. First, bank owners are often po-
litically influential and can seek to prevent politicians
from approving or enforcing prudential regulations.
Second, although governments may wish to commit in
advance to not bail out insolvent financial institutions,
after a crisis the political pressure to intervene in failed
banks can be irresistible.

Many countries have established independent regu-
latory agencies charged with implementing financial

regulation in order to reduce these conflicts (chapter
4). However, despite their nominal independence, such
regulatory agencies are often subject to political pres-
sures. New research reveals an important possible coun-
tervailing force to these pressures—the existence of
checks and balances in the political process. A recent
study examined 40 banking crises occurring in a sam-
ple of 35 industrial and developing countries.12 The
study examined how the policy response to these crises
depended on the extent of checks and balances in the
political process, measured in terms of the number of
bodies with potential veto power over policy, such as
the presidency and the upper and lower chambers 
of the legislature. In 26 of the 40 crises, the government
chose not to enforce prudential regulations. Even
among countries with similar levels of income, the like-
lihood that regulations were not enforced was signif-
icantly higher in countries with fewer checks and
balances (figure 5.3).

The example of bank crises illustrates a general dif-
ficulty that governments have in credibly committing
to policies, and the potential of delegating decision-
making authority to an independent agency to over-
come this problem. This issue arises in many other con-
texts that are discussed later in this chapter, including
the delegation of tax collection to an independent rev-
enue agency or the delegation of some control over
trade policy to an international organization. Given the
large costs of high inflation for poor people, another
important example is the problem of credibly commit-
ting to stable and noninflationary monetary policy and
the role of delegating monetary policy to an indepen-
dent central bank to achieve this credible commitment.

However, the empirical evidence on the effectiveness
of central bank independence has been mixed. Espe-
cially among developing countries, there is little evi-
dence that the statutory independence of the central
bank makes a big difference for inflation outcomes.
New research shows that when effective checks and bal-
ances limiting the ability of politicians to interfere in
the decisions of a formally independent central bank
are present, central bank independence can have greater
payoffs in terms of improving monetary policy.13

International trading rules
Over the past decades countries around the world have
made significant progress in reducing tariffs on inter-
national trade. Despite this progress substantial barri-
ers to trade remain, ranging from high tariffs on certain
goods in certain countries (notably industrial country
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barriers to agricultural imports from poor countries) to
a variety of nontariff measures that serve to restrict
trade and competition (see chapter 7).

The decision to liberalize trade is not simply a tech-
nocratic one but also reflects the balance of political
power between the gainers and the losers from reform.
Research on the politics of trade reform has been an ac-
tive area, tracing back levels of protection to their more
fundamental determinants. These include the incen-
tives of those affected by trade policy changes to form
lobby groups to influence policy, and the susceptibility
of governments to the influence of these lobbies.14

Cross-country and cross-industry studies of industrial
and developing countries have found evidence that in-
dustries in decline, industries that are highly unionized,
and industries that make substantial campaign contri-
butions all tend to be rewarded with higher tariff pro-
tection.15 A variety of political institutions influence
the ability of those affected by trade policy to form
coalitions to lobby governments. In a federal state such
as Mexico, for example, trade policy legislation required
broad regional support in the 1980s. As a result in-
dustries that were more geographically dispersed were
more successful in obtaining tariff protection than those
that were concentrated in particular regions.16 More
broadly, institutions that hold politicians accountable
for their actions can help reduce special interest influ-
ence in trade policy.17

A particularly important institution that influences
the domestic and international politics of trade policy
is the World Trade Organization (WTO). The essence
of the WTO is an agreement to subject bilateral ne-
gotiations over trade policy to a set of multilaterally
agreed rules. These rules have evolved over time and
have become increasingly complex. But they are based
on two closely related basic principles: reciprocity,
meaning that countries’ reductions in tariffs are ex-
pected to be met by equivalent reductions in tariffs by
other countries, and nondiscrimination, meaning that
countries must offer the same tariffs to all members.
Recent thinking on the role of the WTO reveals two
important functions that this institution provides. 18

The first function is helping countries commit to
trade policy reforms that they might otherwise be
tempted to reverse. For example, if formerly protected
industries fail to make necessary efficiency-enhancing
adjustments to free trade, then governments become
vulnerable to political pressures to restore the trade bar-
riers they had previously removed. Since WTO rules
allow for costly retaliation by trading partners if tariff

cuts are reversed, governments can strengthen the credi-
bility of their commitment to trade liberalization by sub-
jecting themselves to the rules of this institution. Em-
pirical evidence from the United States suggests that this
credibility-enhancing role of the WTO is important.19

The second function that the WTO serves is to help
create constituencies that provide political support for
tariff reductions. In the case of unilateral tariff reduc-
tions, generating political support for trade liberaliza-
tion is difficult since the efficiency gains from freer
trade are widely dispersed, while the costs are highly
concentrated among firms and workers in protected in-
dustries. The advantage of the WTO principle of reci-
procity is that domestic tariff cuts that hurt particular
protected industries can be “packaged” together with
tariff cuts by trading partners, which benefit domestic
producers in other industries. This means that the in-
fluence of the latter group can serve to counteract the
influence of the former (box 5.2).

Corruption

It is now widely accepted that corruption has large costs
for economic development. Across countries there is
strong evidence that higher levels of corruption are as-
sociated with lower growth and lower levels of per capita
income.20 In the context of this Report, corruption can
be thought of as a force that undermines well-function-

    

In the 1980s many developing countries turned their backs
on import-substitution policies that protected domestic in-
dustries with high tariff barriers and began to liberalize
trade. A lesson that emerged from this wave of trade re-
forms is the importance of “packaging” trade reforms to
make them politically more palatable.

A widely cited study of trade liberalization episodes in
developing countries identified 13 cases of particularly
rapid trade reform in countries as diverse as Chile, Peru,
and Turkey. In nearly half these cases, trade reforms were
implemented during major macroeconomic crises as part
of an overall stabilization package.

During such periods, political considerations driven by
the distributional consequences of trade reform were
overshadowed by a wider sense that “something needed
to be done,” providing the necessary political consensus
for reforms. Once trade reforms had been given the op-
portunity to bear fruit, they created a new constituency for
free trade that had not existed before. Chile’s experience
with trade liberalization in the 1980s is a leading example.

Source: Rodrik 1994.

Box 5.2

Packaging trade reforms



ing markets in three ways: as a tax, as a barrier to entry,
and by subverting the legitimacy of the state and its abil-
ity to provide institutions that support markets.

Corruption can be seen as a tax, which distorts the
choice between activities and lowers the returns to pub-
lic and private investments. But corruption is much
worse than a tax because the revenues do not contribute
to the public budget, to be spent on socially useful ac-
tivities. Moreover, since corruption is illicit, there is
much greater uncertainty over this form of “taxation”
than conventional forms, rendering the corruption tax
even more costly.21 A study examining the impact of
corruption on foreign direct investment found that an
increase in corruption comparable to the difference be-
tween Singapore (which is widely perceived to have low
corruption) and Mexico (which typically ranks around
the middle of countries in the world in rankings of cor-
ruption perceptions) would have the same negative ef-
fect on foreign direct investment as a 50 percentage
point increase in marginal tax rates on foreign invest-

ment income.22 Another study, of manufacturing firms
in Uganda, found that a 1 percent increase in bribes
paid by a firm was associated with a reduction in firm
growth of 3 percent, while a 1 percent increase in taxa-
tion reduced firm growth by only about 1 percent.23

Survey evidence from transition economies suggests
that firms would be willing to pay significantly higher
formal taxes in exchange for eliminating corruption.24

Corruption also undermines the competitive forces
that are central to well-functioning markets. A robustly
competitive environment depends on the continuous
entry of new firms (chapter 7). But when potential new
firms must pay bribes at every turn in order to register
and begin operations, many will decide simply not to
enter, and competition will suffer. Evidence from transi-
tion economies indicates that this anticompetitive effect
of corruption is important and that small firms and new
entrants were significantly more likely to report corrup-
tion as an obstacle to business.25 Corruption is also as-
sociated with lower public spending on health and edu-
cation, which in turn limits opportunities for poor
people to invest in their human capital and to partici-
pate in markets.26 This problem is compounded by the
fact that across countries, greater corruption is also asso-
ciated with lower overall tax revenues.27 At a deeper
level, corruption undermines the legitimacy of the state
itself and weakens the capacity of the state to provide in-
stitutions that support markets. A particularly perni-
cious form of corruption is “state capture,” the ability of
firms to subvert the entire political process to ensure that
policies and regulations favorable to their business inter-
ests are implemented. This phenomenon has been stud-
ied most systematically in the transition economies of
Eastern Europe and the former Soviet Union, but close
and questionable links between businesses and govern-
ments are not unique to this region, nor are they unique
to democratic systems.28 A study of firms in Indonesia
with close links to the Suharto regime concluded that
one-quarter of the value of these firms was directly at-
tributable to their political connections (box 5.3).

Given the high costs of corruption, research and pol-
icy advice have increasingly focused on identifying the
root causes of corruption. World Development Report
1997 emphasized three factors: a distorted policy envi-
ronment, which creates greater opportunities for pub-
lic officials to manipulate rules for their own benefit; a
weak judiciary that is unable to provide a credible threat
of punishment when official misconduct is discovered;
and poor civil service management and low public sec-

     

In Indonesia prior to 1998, many firms reputedly benefited
from their close connections with the government in
power at that time. A recent study examined 79 Indone-
sian firms with varying degrees of connectedness with the
Suharto family and studied how their share prices re-
sponded to news about then-President Suharto’s health.
It found that the share prices of firms that relied more 
on connections with the Suharto family fell much more
sharply than those of other firms in response to news that
Suharto’s health—and so his influence—were waning (see
figure below). Based on this result, the study concluded
that as much as one-quarter of the value of politically con-
nected firms was attributable to their connections.

Box 5.3 

Political connections and firm value in Indonesia
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tor pay. Subsequent research has highlighted additional
factors contributing to corruption and has provided
more evidence on the factors identified in World Devel-
opment Report 1997. These are discussed below. 

There is growing evidence that countries that are
more open to international trade have lower corrup-
tion.29 This may reflect a combination of factors.
Greater openness induces more competition (chapters
1 and 7), which in turn lowers rents and lessens oppor-
tunities for corruption. Greater openness also improves
information flows, which help expose official wrong-
doing and also create constituencies in support of anti-
corruption activities among trading partners abroad. In
addition, countries that are naturally more disposed to
trade because of favorable geographic characteristics
will invest greater resources in developing institutions
that make trade more attractive (see also chapter 1).
Finally, there is some emerging evidence that as coun-
tries dismantle formal tariff barriers to trade, opportu-
nities for corruption decrease.30

The evidence also shows that, controlling for the
level of income, a more complex regulatory environment
breeds corruption (chapters 1 and 7). Studies have
found that countries with more elaborate procedures
for registering new businesses have higher levels of cor-
ruption.31 This in part reflects the fact that complex
regulations increase opportunities for corruption. It
may also reflect the fact that corrupt bureaucrats will
favor the proliferation of rules and regulations that in
turn create further opportunities for corruption.32 In
either case, the more complex the rules, the greater is
the likelihood that officials will have discretion in how
they are applied, creating opportunities for corruption
(box 5.4).

Closely related to this are the effects of inflation on
corruption. When inflation is high and variable, infor-
mation about prices is difficult to obtain, creating
greater opportunities for corruption in public procure-
ment. Cross-country evidence shows that, controlling
for a variety of other factors, corruption is significantly
higher in countries where inflation is high and variable. 

One area where the evidence is less clear-cut than
the findings presented in World Development Report
1997 is the issue of public sector pay and its effects on
corruption. There is plenty of anecdotal evidence that
the low wages available to civil servants in many devel-
oping countries drive them to take bribes in order to
supplement their incomes. While at least one study has
found systematic cross-country evidence of higher cor-

ruption being associated with lower wages in a sample
of 28 countries, other studies covering more countries
fail to do so.33 Many of these studies also do not distin-
guish between countries where petty corruption (which
is more likely to be influenced by salaries) and grand
corruption (which is less likely to be influenced by
salaries) are important.34

Careful country-specific analysis is beginning to
provide more nuanced evidence on the relative impor-
tance of wages and other factors for corruption. For ex-
ample, a study of procurement contracts in public hos-
pitals in Buenos Aires, Argentina, found that a 10
percent increase in the salary of procurement officers
was associated with a 1.2 percent reduction in prices
paid for hospital supplies.35 However, this relationship
between pay and performance was apparent only after
a crackdown on corruption had been in effect for a pe-
riod of six months. The crackdown itself also had sig-
nificant effects on procurement prices, initially low-
ering them by an average of 18 percent—although this
effect weakened over time. Interestingly, this partic-
ular crackdown achieved significant results without
threats of penalties for wrongdoing. Instead, the staff
of the health secretary simply collected data on the pro-
curement prices of basic hospital supplies from each
hospital and then circulated this information among all
hospitals on a regular basis.

    

Inspectors responsible for enforcing restrictions on over-
loaded trucks in the Indian state of Gujarat were notoriously
corrupt. They had considerable discretion over which trucks
to stop for inspection. Moreover, since there was no sys-
tem for reporting to the motor vehicle department the
number of trucks found in violation of overloading rules, in-
dividual inspectors could negotiate a combination of re-
ported fines and unreported bribes with individual truckers.

In 1998 a program to reduce corruption using infor-
mation technology was implemented. Individual check-
points—and their weigh-scales—were connected by com-
puter to central offices, so that information on vehicle
weights and collected fines was automatically reported to
the motor vehicle department. In addition, inspectors’ dis-
cretion over which trucks to stop was removed. The com-
bination of these two measures to reduce discretion dra-
matically reduced opportunities for corruption.

Source: www1.worldbank.org/publicsector/egov/gujaratcs.htm.

Box 5.4

Discretion and truck inspection in Gujarat, India



Political institutions that restrain politicians from ar-
bitrary actions, and institutions that hold politicians
accountable for their actions, can help reduce the op-
portunities and incentives for corruption. The rest of
this section focuses on three such institutions that mat-
ter for corruption: the degree of decentralization, elec-
toral rules, and press freedom and civil society. This is
not an exhaustive list of political institutions that can
affect corruption. Some countries have attempted po-
litical reforms as fundamental as redrafting the entire
constitution, in part to reduce incentives for corrup-
tion (box 5.5). However, systematic evidence on the ef-
fects of these three institutions is beginning to emerge.

Decentralization and corruption
Many studies have considered the costs and benefits of
decentralization. Advocates of the devolution of politi-
cal power to lower levels of government point to the pos-
sibility of better tailoring of public services to local
needs. However, there can also be costs, associated with
weaker capacity to provide services on the part of gov-
ernments at local levels. Similarly, decentralization can
in principle either strengthen or weaken opportunities
and incentives for corruption. To the extent that deci-
sions on spending are devolved without commensurate
responsibilities for revenue collection, public officials at
lower levels may face looser budget constraints and
hence have greater opportunities to engage in corrupt
practices. Incomplete devolution of power to local levels
may also result in a proliferation of regulations emanat-
ing from different levels of government, with a commen-
surate increase in opportunities for corruption. On the
other hand, to the extent that citizens are more informed
about the actions of their leaders at the local level, they
may be better able to monitor and influence those in
power and demand honest behavior. In addition, greater
decentralization of power may encourage competition
among jurisdictions to provide a corruption-free envi-
ronment conducive to business.

A recent study of 55 industrial and developing coun-
tries shows that, on average, the greater the share of
state and local governments in total public expendi-
tures, the lower the perceptions of corruption.36 But
this result does not imply that decentralization will al-
ways reduce incentives for corruption in every country.
For decentralization to be effective in meeting local
needs, it must include a significant delegation of re-
sponsibility to local levels of government. With this re-
sponsibility come opportunities for corruption. The in-

centives of local government officials to take advantage
of these opportunities in turn depend on the extent to
which they are held accountable for their actions—by
their constituents at the local level, as well as by higher
levels of government.

Evidence from a recent study of the decentralization
of health and education services in Uganda and the
Philippines shows that these channels of accountability
need not always work well.37 Accountability to local
electorates depends on the extent to which individuals
are informed about local government actions. However,
a survey showed that in the Philippines only 1 percent
of respondents were able to name their municipal
mayor or vice-mayor, while 41 percent of respondents
were able to name the national-level vice-president. In
addition, respondents indicated that local government
officials were the main source of information about
local government issues, leading to concerns about the
independence of this information source.

Electoral rules and corruption
In democracies, elections serve as an important disci-
pline on public officials. Citizens who are fed up with
cronyism and corrupt politicians can express their dis-
satisfaction at the ballot box. However, the effectiveness
of elections as a disciplining device depends on two fac-
tors. The first is the extent to which elections are free

     

In 1997 Thailand adopted a new constitution. One of the
three main objectives in redrafting the constitution was to
enshrine at the highest level a system to fight corruption
and ensure transparent and accountable decisionmaking.
The constitution specifies that the government must
“adopt and enforce moral and ethical standards in order
to prevent misconduct and create efficiency.” It also es-
tablishes an ombudsman, a National Counter-Corruption
Commission, and a State Audit Commission.

It is still too soon to determine what the eventual im-
pact on corruption of such a fundamental legal reform will
be. But there have been some positive indications. In 1999
Thailand’s minister of the interior was successfully prose-
cuted for corruption. And while there are indications that
vote buying and other forms of electoral corruption were
widespread during the most recent election, 62 seats
were investigated by the National Election Commission
and were recontested. 

Source: Uwanno 2000.

Box 5.5

Constitutional reform for anticorruption in
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and fair. Without this minimum condition, elections
cannot serve to discipline politicians and sanction them
for corrupt practices. Second, provided that elections
are in fact free and fair, there is evidence that the design
of electoral rules themselves influence the accountabil-
ity of individual politicians to their constituents.

Recent research has focused on two dimensions of
electoral rules that matter for accountability. The first
is the extent to which electoral systems reward or pun-
ish individual candidates relative to political parties.
When legislatures are selected by proportional repre-
sentation, with candidates chosen from party lists, vot-
ers can vote only against particular parties and not
against individuals whom they perceive as corrupt. As
a result individual politicians have less reason to fear
that they will be punished at the ballot box for engag-
ing in corrupt practices. The second is the extent to
which electoral rules create barriers to entry for new po-
litical parties. When new parties find it difficult to gain
representation in the legislature, it is more difficult for
them to challenge corrupt incumbents. One factor de-
termining the ease of entry for new political parties is
the number of representatives per electoral district,
since it is easier for smaller parties to win seats in dis-
tricts with multiple representatives. 

New empirical research suggests that both these fac-
tors are important predictors of corruption across coun-
tries. A recent study found that, controlling for a vari-
ety of other factors, countries where a greater fraction
of legislators are selected from party lists, and where
electoral districts have fewer representatives, tend to
have more corruption.38 Moreover, policymakers are
aware of these considerations. Although constitutional
changes are typically infrequent, when they do occur,
there are cases where these considerations are explicitly
taken into account. An example is the new Thai con-
stitution (box 5.5).

Press freedom and civil society
Lack of information breeds corruption. When the ac-
tions of public officials are not subject to scrutiny by
the general public, opportunities for official miscon-
duct become more attractive. The availability of infor-
mation can be a force for changing behavior in several
dimensions. Without information on the prices that are
supposed to be charged for public services—such as the
provision of tax documents, or permit or registration
fees—individuals cannot determine if they are being
overcharged. Without information about the details of

regulations, individuals are vulnerable to bureaucratic
harassment and demands for bribes. Without wide-
spread information on the extent of public wrongdo-
ing, the public disgust with corruption that is essential
to implementing reforms is slow to form. Policymakers
can take actions to provide information on public laws
and regulations to those affected by them. Where those
affected are not literate, special measures need to be
taken to keep them informed of institutions that affect
them.

The media can help provide information by vigor-
ous investigation and reporting of allegations of public
malfeasance. For the media to be effective in this role,
they need to be free from political pressures that pre-
vent investigation and reporting of scandals that would
embarrass those in power. Across countries, there is a
clear association between indicators of press freedom
and absence of corruption. An important factor in this
regard is media ownership. When the media are con-
trolled by the state, they are more likely to be subject
to political pressures (chapter 10).39 The quality of
media coverage is also likely to be important in deter-
mining the extent to which decentralization will lower
corruption. When information concerning local gov-
ernment actions is scarce, it is less likely that decentral-
ization will be effective in reducing corruption. In
Uganda, for example, one study found that there was
significantly less media coverage of local governments
than of the national government.40 At the same time, a
study of voting patterns in 14 Indian states found evi-
dence that state governments’ performance while in of-
fice had a greater influence on their subsequent success
in the polls than that of the central government, sug-
gesting that voters were better able to monitor and re-
ward local governments for good performance.41

Provision of information to civil society can also
help in building institutions that reduce opportunities
for corruption. Diagnostic surveys sponsored by the
World Bank in several countries in recent years provide
an example of this type of institution building. These
diagnostic surveys gather information on perceptions
of corruption in different public agencies and use this
information as a basis for public discussion between
government and civil society. One such survey, carried
out in the municipality of Campo Elias in Venezuela,
identified complex and poorly understood municipal
procedures as facilitating corrupt practices (consistent
with the cross-country evidence on regulatory complex-
ity and corruption discussed above). In response, ad-

    



ministrative procedures were simplified, and several
measures were enacted to improve public participation.
While it is still too early to determine the long-term ef-
fects, immediate results were promising, with follow-
up surveys indicating strong improvements in satisfac-
tion with public services.42

Politics, institutions, and taxation

For the state to provide the institutions that support
markets, it requires resources. Access to resources in turn
depends on the effectiveness of the institutions of taxa-
tion. In too many countries around the world, especially
poor countries, these institutions do not function ade-
quately. This can readily be seen from the strong nega-
tive relationship between average tax revenue as a share
of GDP and per capita income, as shown in the left-
hand panel of figure 5.4. There is considerable room for
debate about the appropriate size of public spending as
a share of national income. But when tax collection is
abysmally low—for example, dipping below 10 percent
of GDP in Peru in the late 1980s—it is clear that the
state does not have the resources necessary to build the
institutions needed for markets to function effectively.

Weak tax collection institutions undermine well-
functioning markets in several ways. When tax admin-
istration is weak, governments tend to focus their ener-
gies on easily collected taxes, which are often the most

distortionary. A prime example of this is the dispropor-
tionate reliance of poor countries on taxes on interna-
tional trade (shown in the right-hand panel of figure
5.4). This is not uniquely a developing country prob-
lem. As recently as the early 20th century trade taxes
accounted for half of public revenues in the United
States, and before 1870 trade taxes accounted for over
90 percent of U.S. public revenues.43 Nor is it any ac-
cident. International transactions are among the most
visible and easiest to tax. But taxes on trade undermine
competition by sheltering inefficient domestic produc-
ers (chapter 7). And by limiting openness, taxes on
trade can also undermine institutional change.

Another consequence of weak tax administration is
the disproportionate reliance on tax revenue from large
firms, which are more visible and easier to tax (box
5.6). When these firms are also the most dynamic in
the economy, the disincentive effects of taxation are
particularly costly for smaller firms. High tax burdens,
along with harassment by tax officials and unnecessar-
ily high costs of compliance, can contribute to a firm’s
decision to exit the formal economy, with adverse con-
sequences for competition and the functioning of mar-
kets. Weak tax administration may also increase the
temptation for governments to rely on inflation taxes
as a source of finance. Finally, low tax revenues can en-
courage governments to tax banks by forcing them to
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hold public debt at below-market interest rates, thus
undermining the effectiveness of the financial system
in supporting markets (chapter 4).

This section focuses on the interplay between poli-
tics and the institutions of taxation, using two exam-
ples: the experience with autonomous revenue agencies
in Latin America, and the incentives for local gov-
ernments created by intergovernmental tax-sharing
arrangements.

Autonomous revenue agencies
The power to tax that is invested in the state is consid-
erable, and so also are the temptations to use these
powers to further political ends. Politicians can use tax
policies to reward their friends and supporters with
exemptions and other loopholes. They can also use the
institutions of tax administration to persecute their en-
emies with repeated audits and harassment by tax in-
spectors. These actions undermine the effectiveness of
tax administration by increasing the complexity of tax
laws and encouraging the proliferation of exemptions,
loopholes, and regulations. Arbitrary actions also con-
tribute to perceptions of unfairness that feed taxpayer
noncompliance.

Recognizing this temptation and its consequences,
governments in industrial and developing countries—
ranging from Canada and Japan to Mexico and Colom-
bia—have delegated responsibility for tax collection to
revenue agencies with varying degrees of autonomy
from the rest of the public sector bureaucracy.44 Two
common ingredients of this particular institutional de-
sign are greater autonomy from the ministry of finance,
especially over personnel decisions, and a budget that
is linked to taxes actually collected. The former pro-
vides the opportunity to significantly strengthen the
human capital of the agency to improve performance.
The latter can in principle create incentives for greater
revenue effort on the part of the agency. Moreover, to
the extent that the establishment of an autonomous
agency improves perceptions of the fairness and de-
politicization of tax administration, taxpayers’ incen-
tives to comply with tax laws may also improve.45

However, the potential benefits of agency autonomy
have not always been realized. The success of an inde-
pendent revenue agency in improving tax compliance
and tax collection depends to a great extent on the de-
gree of political commitment to its autonomy. The ex-
periences of Bolivia, Mexico, Peru, and Venezuela show
that this commitment is not always sustained.46

Nominally independent revenue agencies were es-
tablished in these countries during times of fiscal crisis.
In all four countries, noncommodity tax revenues as a
share of GDP were very low—less than 10 percent of
GDP when their respective autonomous revenue agen-
cies were created. However, the extent of the actual au-
tonomy of the tax collection agency varied consider-
ably. In Bolivia and Mexico, where a tradition of using

    

Tax revenue in Uganda increased from less than 5 percent
of GDP in 1986 to more than 11 percent of GDP in 1998.
Uganda’s experience in raising revenue collection is a cau-
tionary tale about the adverse effects on businesses of
sharp increases in revenue collection unsupported by ef-
fective tax administration and a widening of the tax base.

Large businesses in the formal sector represent a
small share of the economy, but given their visibility they
form a large portion of the effective tax base and are taxed
more heavily than small firms. Prior to the 1997 tax reform,
large firms in the manufacturing sector were subject to
high marginal tax rates, combined with a variety of tax hol-
idays that were granted on a fairly arbitrary basis. Firms
faced marginal effective tax rates averaging 42.5 percent,
if they did not qualify for tax holidays, or 22.3 percent, if
they were successful in obtaining tax holidays. Small firms
faced only a presumptive tax of 1 percent of their turnover,
with an overall marginal effective tax rate of 8.9 percent.
The overall high rates of taxation discouraged investment
among large firms. As important, the arbitrary nature of
the tax holidays contributed to perceptions of unfairness
of the tax system, which in turn undermined incentives for
compliance. This necessitated a very intrusive and ineffi-
cient rate of audits: nearly 70 percent of large firms were
audited annually.

The 1997 tax reform abolished new tax holidays, with
the result that unified marginal effective tax rates fell to
32.5 percent, and the distortions associated with existing
holidays are gradually disappearing as they expire. How-
ever, much remains to be done to strengthen revenue ad-
ministration. Survey evidence from 1997 indicates a very
high level of dissatisfaction with the Uganda Revenue
Authority. Respondents estimated that fully half of their
competitors benefited from tax evasion, often by taking
advantage of ad hoc tax holidays permitted by less-than-
transparent tax regulations. Tellingly, firms that were suc-
cessful in obtaining tax holidays were also much less likely
to be audited. The proliferation of regulations facilitates ar-
bitrary application of tax laws. Value added tax refunds
were also identified as slow: 58 percent of firms that ap-
plied for the refunds received either no refund at all or only
a partial refund.

Source: Chen and Reinikka 1999.

Box 5.6

Business taxation in Uganda



public agencies for patronage appointments was en-
trenched, only limited autonomy over personnel mat-
ters was granted to the revenue agencies. Only in Peru
was the beginning of the operations of the revenue
agency in 1991 accompanied by wholesale personnel
reform. In Mexico and Venezuela the autonomy of the
revenue agency was undermined by frequent changes
in leadership, and in Bolivia the revenue agency sur-
vived only two years.

An important reason for the problems with these au-
tonomous agencies was the intragovernmental conflicts
that their establishment created. In all four cases, the
revenue agencies were carved out of the ministry of fi-
nance, with a commensurate decline in the power and
prestige of the latter. In the case of Mexico, 36,000 of
the finance ministry’s 39,000 employees were trans-
ferred to the revenue agency. At the same time, the
ministries of finance remained to some extent account-
able for the tax collection performance of the revenue
agency. This combination of accountability without au-
thority, as well as a desire to regain status, led to pres-
sures to restore some of the powers of the revenue agen-
cies to the ministry of finance, thus undoing the initial
reforms. The lessons from this experience show that
building autonomous revenue agencies requires much
more than a simple declaration of autonomy. It requires
a strong political commitment, which can be supported
by fostering constituencies in the private sector that
recognize that competent and fair tax collection is good
for business.

Incentives and intergovernmental tax sharing
Numerous countries—often supported by the World
Bank—have taken advantage of the opportunities of-
fered by decentralization to transfer greater responsibil-
ity for public service delivery to lower levels of govern-
ment, which can in principle tailor programs to local
needs and tastes. But local governments require finan-
cial resources to provide these services. How these ex-
penditures are financed can have important implica-
tions for the incentives to collect taxes and to build
institutions that support markets.

To realize the full benefits of decentralization, local
governments should ideally finance their expenditures
with taxes under their control, with most of the cost
borne by their local constituencies. In this way, local
governments have the power to vary the level of local
expenditures to reflect local preferences, and face strong
incentives to collect taxes. Local citizens are also able to

see the direct link between the taxes they pay and the
services they receive. This can be achieved by directly
assigning taxes to local governments or by “piggyback-
ing” schemes in which local governments levy taxes as
a proportion of national taxes (as, for example, is the
case with provincial income taxes in Canada).

However, this ideal is far from practical in most
countries—and especially in many developing coun-
tries—for three reasons. First, the revenue raised by the
taxes best assigned to local governments (such as prop-
erty taxes) tends to be modest, resulting in large fiscal
gaps for subnational governments. In India, for exam-
ple, state government spending during the 1990s aver-
aged 46 percent of total government spending, but state
government–collected tax revenues represented less
than half of state government revenues, with the bal-
ance made up by transfers from the central govern-
ment.47 Second, when local governments do receive
some autonomy over taxation, they may choose not to
set rates high enough or may not enforce collection
vigorously enough, in the expectation that they will be
bailed out of local budgetary shortfalls with grants from
the central government. This effect contributed to weak
municipal government finances in Hungary in the
1990s and prompted an innovative institutional re-
sponse to instill fiscal discipline (box 5.7). Third, dif-
ferences in the revenue-raising capacity of local govern-
ments may lead to unacceptable regional differences in
public service provision.

In these situations, some form of revenue sharing be-
tween levels of government is necessary to supplement
local revenues. Central-local transfers can take one of
two broad forms: direct grants from higher to lower
levels of government, and tax-sharing arrangements
whereby tax revenues are collected by one level of
government and are then divided according to a pre-
specified formula, with central control over rates and
the sharing formula. Many countries employ both. 

Direct grants are often discretionary and can be the
subject of protracted annual negotiations between lev-
els of government, undermining overall fiscal discipline.
A potential advantage of tax-sharing arrangements is
that they rely on prespecified formulas that can ensure
greater predictability. In the case of India, for example,
the Finance Commission sets tax revenue shares for
five-year periods.48 In Argentina the bulk of tax sharing
occurs through a complex “co-participation” scheme.
There have been changes in the revenue/tax-sharing
arrangements over the past ten years, but they have gen-

     



erally left transfers quite stable. In fact, this stability
makes transfers acceptable as collateral for provincial
borrowing. The problem, however, is that the system is
overly complex. For example, there is one main rev-
enue-sharing pool plus several other tax-sharing pools.
These factors affect the transparency of the system. 

A difficulty with both methods of revenue sharing
is that they can weaken governments’ incentives to in-
vest in tax collection capacity. If direct grants are based
on actual revenue shortfalls, local governments have lit-
tle reason to levy or collect local taxes, since the addi-
tional revenue will be offset by a reduction in grants
from the center. In contrast, matching grants, which re-
quire local governments to commit their own resources
to receive transfers, are less likely to have these perverse
effects. Similarly, under tax-sharing systems, each level
of government has weaker incentives to administer and
enforce a shared tax because part of the revenues gained
by improved administration must be shared with other
levels of government. Each level of government has
strong incentives to “free ride” on the others’ tax col-
lection efforts. This incentive problem can be mitigated
when tax administration is efficient, technocratic, and
free from political influences. But when the institutions
of tax administration are weak and subject to political
manipulation, tax sharing can succumb to these per-
verse incentives (box 5.8).

The incentive effects of revenue-sharing arrange-
ments go much further than simply the effects on
revenue collection discussed above. The design of rev-
enue-sharing arrangements can also have important
implications for how subnational levels of government
use the economic policies at their disposal to foster
market development. China and Russia’s experience
with intergovernmental fiscal relations illustrates the
powerful effects of these incentives. In both China in
the 1980s and Russia in the 1990s, substantial author-
ity over local economic policies was delegated to sub-
national levels of government. Both countries also ex-
perienced declines in tax revenues relative to GDP, with
a growing share of revenues and expenditures under the
control of subnational levels of government. 

Tax-sharing arrangements have had important in-
centive effects in both countries. In Russia a Law on
Basic Principles of Taxation, specifying the assignment
of taxes to different levels of government, was passed in
1991 but was not implemented consistently. In prac-
tice, the authority of different levels of government to
levy taxes, and the rates at which revenues from shared

taxes were divided, were subject to continuous renego-
tiation, with the outcome reflecting shifting balances
of political power.49 Lower levels of governments that
succeeded in raising local tax revenues often saw com-
mensurate reductions in tax-sharing payments from
higher levels. One study found that for some Russian
cities, this reduction was almost exactly one for one.50

The same study found that the extent to which local
governments had control over incremental tax revenues
mattered for local economic activity. The more that a
city’s incremental tax revenues were eroded by reduced
transfers, the lower the rate of new business formation.

In China in the 1980s the central government set
rates and defined the base for many taxes, but tax col-
lection was delegated to provincial governments. Tax
revenues were shared according to a “tax contracting”

    

In 1996 Hungary adopted a law that established bank-
ruptcy procedures for municipal governments. The objec-
tive of the law was to prevent municipalities from default-
ing on their debt obligations by providing a clear set of
rules to be followed in cases of financial distress. If a mu-
nicipality falls behind in its debt service or other obliga-
tions, bankruptcy proceedings can be initiated either by
creditors or by the municipality itself. The municipality
then formulates an emergency budget covering mandated
public services. It is prohibited from issuing new debt
while it enters into negotiations with creditors. If all par-
ties can reach a compromise debt workout agreement, it
is implemented. If not, the case is turned over to the court
system, which enjoys a constitutional guarantee of inde-
pendence. The courts can then order liquidations of mu-
nicipal assets to pay off creditors.

Since 1996 there have been nine cases of municipal
bankruptcy, seven of which were resolved during 2000.
Importantly, the central government has not provided fi-
nancial assistance to any of the municipalities involved.
This experience has served to strengthen the credibility of
the central government’s commitment not to bail out mu-
nicipalities in financial distress. This in turn has helped to
harden municipalities’ budget constraints, as municipali-
ties now face “market discipline” from their creditors, as
well as “state discipline” in the form of monitoring and su-
pervision by the central government. It is too soon to
determine the ultimate effect of this institutional innova-
tion. However, the fact that municipal debt service obliga-
tions are now well below centrally mandated ceilings is a
promising sign. 

Source: Wetzel and Papp 2001.

Box 5.7

Market discipline versus state discipline:

municipal bankruptcy in Hungary



system. Between 1985 and 1988 these contracts al-
lowed provinces that ran deficits to retain a greater
share of revenues, and provinces that ran surpluses a
lower share. This weakened incentives to collect taxes,
and revenue growth slowed in the richest provinces. 

In response, between 1988 and 1993 the system was
changed to give provincial governments greater claims
over incremental tax revenues. For some provinces this
amounted to an agreement to deliver a fixed sum to the
center, with any additional revenues accruing to the

     

The case of Russia in the 1990s provides a vivid illustration of
the perverse incentives created by tax sharing when tax ad-
ministration is weak. In the 1990s Russia experienced a sharp
decline in tax revenues, with federal tax revenues collapsing
from 18 percent of GDP in 1992 to 10 percent of GDP in 1997.
A portion of this decline can be attributed to the overall poor
performance of the Russian economy during this period and
to declines in several key tax rates. Another factor was a de-
cline in the effectiveness of tax administration, driven by com-
petition between different levels of government. While in prin-
ciple tax collection in Russia was a federal responsibility carried
out by the State Tax Service, in practice local branches of this
agency were heavily influenced by local governments. Local
governments in turn tried to protect firms located in their juris-
dictions from having to pay taxes to the federal government or
simply lobbied for general tax relief for local firms, thus sub-
verting tax administration. For example, firms would agree to
pay their tax obligations “in kind” to local governments by pro-
viding goods or public services directly, so that cash payments
that needed to be shared with higher levels of government
were avoided. Another example was the vigorous and suc-
cessful lobbying of the federal government for a reduction in
the tax arrears of the truck manufacturer Kamaz undertaken by
the president of Tatarstan, where Kamaz was located. 

The federal government would also attempt to enforce col-
lections at the expense of the local governments, again sub-
verting tax administration. When the automobile manufacturer
Avtovaz was threatened by bankruptcy proceedings by the fed-
eral government due to mounting tax arrears, it eventually
came to an agreement to pay current taxes only to the federal
government, with no mention of its delinquent obligations to
the local government. More generally, all levels of government
had weaker incentives to collect shared taxes precisely be-
cause a portion had to be shared with other levels. 

The figure below illustrates more systematically the ad-
verse consequences of this competition over tax revenues.
While the effectiveness of tax collection in 1996 relative to
1995 (measured as the ratio of actual collections in the two
years, adjusted for inflation and changes in rates) increased for
almost all taxes, the increase was most pronounced for those
taxes that were subject to the least revenue sharing. This case
illustrates the importance of a competent and autonomous 
tax administration for limiting competition over tax revenues
between levels of government that can subvert the entire
process of tax collection. Wide-ranging reforms in the tax sys-
tem since 1998 have reduced the complexity of the Russian
tax system and have increased the transparency of revenue-
sharing arrangements, representing important progress.

Box 5.8 

Tax sharing with weak tax administration: the case of Russia
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province.51 Throughout this period local governments
also increasingly relied on “extrabudgetary revenues”—
consisting of a range of locally collected fees and levies,
as well as profits from state-owned enterprises under
local government control—that were not subject to
sharing with the center to finance local expenditures.
This strengthened local governments’ incentives to im-
prove tax collection effort and to encourage local eco-
nomic growth to expand the local tax base. A study
found that during 1982 and 1991 the provincial bud-
getary revenues and expenditures were highly correlated
(correlation coefficient 0.75); for extrabudgetary rev-
enue and expenditure, the relationship was almost one
for one.52 The same study found that an increase in the
marginal fiscal retention rate of 10 percent in a prov-
ince was associated with a one percent increase in the
growth rate of employment of nonstate enterprises in
that province. 

But even if tax-sharing arrangements create incen-
tives for local governments to support market develop-
ment, there are risks that local governments will do 
so in inefficient or anticompetitive ways. In China in
the 1980s, for example, many provincial governments
erected barriers to interprovincial trade to develop a
wide range of manufacturing industries locally, rather
than allow specialization in industries compatible with
local comparative advantage.53 Increased reliance on ex-
trabudgetary funds reduced fiscal accountability and
limited the central government’s capacity for macroeco-
nomic management. And differences in economic per-
formance across provinces led to large differences in the
level of provincial government expenditures per capita.
In Russia one of the most dramatic manifestations of
these risks was the high degree of tax competition be-
tween regions, which encouraged firms to shift ac-
counting profits from one jurisdiction to the next in
search of the most favorable tax treatment, all the while
shrinking the overall tax base.54

In this environment, mechanisms of central govern-
ment control are required to ensure healthy interjuris-
dictional competition. One important mechanism is
the availability of information, since central govern-
ments need information on subnational governments’
policy action to exert necessary control. This points to
the importance of transparency in subnational govern-
ment finances and policymaking. To this end China’s
fiscal reforms since the mid-1990s have emphasized in-
creased accountability for extrabudgetary funds and a
stronger central government share in revenues.

Another mechanism to limit local policymaking that
conflicts with national interests are the incentives cre-
ated by the political system for local government lead-
ers. In many democracies, strong national political par-
ties can use ties of party loyalty and party discipline to
limit excesses in local policies. The absence of such
strong national parties contributed to harmful interre-
gional competition in Russia during the 1990s. As the
Soviet Union disintegrated, there was a surge in re-
gional political autonomy. Newly elected regional and
local government officials no longer owed their alle-
giance to Moscow but rather to their local constituen-
cies. This encouraged the pursuit of policies that bene-
fited local interests at the expense of national interests.
In China one mechanism of central government con-
trol over provincial policymaking was the center’s in-
fluence over senior provincial-level appointments.55 A
study of these appointments found evidence that the
exercise of this central control strengthened during the
1980s and 1990s, even as more and more economic
powers were being delegated to lower levels of govern-
ment.56 One way in which this was done was to en-
courage rotations of senior officials from one province
to another to prevent local officials from becoming too
associated with local interests. 

These experiences illustrate a broader principle rele-
vant to other countries where economic power is shared
between different levels of government: local govern-
ment interests need not coincide with national inter-
ests. The design of intergovernmental relations needs
to involve mechanisms of accountability to the center
to ensure that the benefits of interjurisdictional com-
petition are realized.

Conclusions

The ability of the state to provide those institutions
that support growth and poverty reduction—often re-
ferred to as good governance—is essential to develop-
ment. Countries that have failed in this respect have
seen incomes stagnate and poverty persist. This chap-
ter emphasizes the importance of political institutions
in creating incentives for governments to provide good
governance. Political institutions such as constitutional
rules, the division of power among levels of govern-
ment, independent agencies, mechanisms for citizens
to monitor public behavior, and rules that inhibit cor-
ruption all succeed in restraining officials of the state
from arbitrary action, and good governance will likely
take root.

    



There is no blueprint for change in political in-
stitutions to support good governance. Political and
social forces can push countries in diverse directions.
But the nature of political institutions and the interac-
tion of public officials with their constituencies dictate
the type of policy advice most effective in a given coun-
try and affect the policies adopted. In designing partic-
ular government structures, it is critical to consider the
incentives facing public officials in a particular coun-
try. Institutions can affect these incentives by helping
to monitor the behavior of public officials. Institutions
affect how responsive governments are to a broad spec-
trum of citizens in society, and how responsive they are
to social and economic concerns. They do so by pro-
viding information, increasing competition, and clari-
fying and enforcing rights among different government
agencies and between the state and the governed. This
needs to be kept in mind when building particular
structures. For example, the current popularity of poli-
cies such as greater decentralization, or greater formal
autonomy for regulatory or revenue agencies, needs to

be tempered with the realization that the success of
these innovations depends heavily on complementary
political and social institutions. If governments lack the
broader checks and balances that would keep them
from intervening in independent agencies, these agen-
cies will be independent in name only. If political in-
stitutions that align local government incentives with
national interests are absent, and if local governments
are no more accountable to their constituents than cen-
tral governments, the benefits of decentralization may
not be fully realized. Further, local capacity and general
literacy levels may hinder the types of activities that can
be effectively decentralized. 

A degree of experimentation and competition can
help identify effective political institutions both at the
broader regional level and at local levels. Open infor-
mation sharing, public debate, and information flows
among regions and between public and private actors
can facilitate this process. It can affect public officials’
incentives and can also create pressures for change. 

     


