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F O R E W O R D

W ORLD DEVELOPMENT REPORT 1997, THE TWENTI- and technical inputs. It is also about the underlying, insti-
W eth in this annual series, is devoted to the role and tutional environment: the rules and customs that deter-

effectiveness of the state: what the state should do, how it mine how those inputs are used. As this Report shows,
should do it, and how it can do it better in a rapidly understanding the role the state plays in this environ-
changing world. ment-for example, its ability to enforce the rule of law to

These issues are high on the agenda in developing and underpin market transactions-will be essential to mak-
industrial countries alike. For many, the lesson of recent ing the state contribute more effectively to development.
years has been that the state could not deliver on its The pathways to an effective state are many and varied.
promises: transition economies have had to make a wrench- The Report makes no attempt to offer a single recipe for
ing shift toward the market economy, and much of state reforms worldwide. It does, however, provide a
the developing world has had to face up to the failure of framework for guiding these efforts, in the form of a two-
state-dominated development strategies. Even the mixed part strategy:
economies of the industrialized world, in response to the
failures of government intervention, have opted for a de- * First, focus the state's activities to match its capability.
cided shift in the mix in favor of market mechanisms. Many states try to do too much with few resources and
Many have felt that the logical end point of all these little capability. Getting governments better focused on
reforms was a minimalist state. Such a state would do no the core public activities that are crucial to develop-
harm, but neither could it do much good. ment will enhance their effectiveness.

The Report explains why this extreme view is at odds * Second, over time, look for ways to improve the state's
with the evidence of the world's development success capability by reinvigorating public institutions. The
stories, be it the development of today's industrial eco- Report puts particular emphasis on mechanisms that
nomies in the nineteenth century or the postwar growth give public officials the incentive to do their jobs better
"miracles" of East Asia. Far from supporting a minimalist and to be more flexible, but that also provide restraints
approach to the state, these examples have shown that to check arbitrary and corrupt behavior.
development requires an effective state, one that plays a
catalytic, facilitating role, encouraging and complement- Drawing from examples of successful and unsuccessful
ing the activities of private businesses and individuals. states, and of state reform around the world, the Report
Certainly, state-dominated development has failed. But so elaborates this two-part strategy and shows how it can be
has stateless development-a message that comes through implemented from a number of starting positions. Signif-
all too clearly in the agonies of people in collapsed states icantly, although there is an enormous diversity of settings
such as Liberia and Somalia. History has repeatedly and contexts, effective states clearly do have some com-
shown that good government is not a luxury but a vital mon features. One is in the way government has set rules
necessity. Without an effective state, sustainable develop- underpinning private transactions, and civil society more
ment, both economic and social, is impossible. broadly. Another is in the way government has played by

History and recent experience have also taught us that the rules itself, acting reliably and predictably and con-
development is not just about getting the right economic trolling corruption.



Building a more effective state to support sustainable the challenge for states is neither to shrink into insignifi-
development and the reduction of poverty will not be cance, nor to dominate markets, but to start taking those
easy. In any situation many people will have a vested small steps.
interest in keeping the state as it is, however costly the
results for the well-being of the country as a whole. Over-
coming their opposition will take time and political effort.
But the Report shows how opportunities for reform can
open, and widen, with the help of careful sequencing of
reforms and mechanisms to compensate losers. Even in James D. Wolfensohn
the worst of situations, very small steps toward a more President
effective state can have a large impact on economic and The World Bank
social welfare. As we approach the twenty-first century, May 30, 1997

This Report has been prepared by a ream led b! Ajda Chhibber and comprking Simon Conimander. .Alison
EBans, Hlrald Fuhr. C-heikh Kanc. Chad Leehor. Brian Levy, Sanjay P'radhan. and Beacrice W'eder. \aluable
contriburion, %%crc mide hb lean-Paul am. Ed C arnpos. Hamid Dacoodi. KA'thleen Newland. Kenichi Ohno.
Dani RLodri., Su-an Rose-Ackernman. Ascri Suhrke. and Douglis \Webh. The [eim wa, assisted bY Riru Basu.
Greg, )-v K,iunko. Uine I eC, C luirdia Sepili-eda. and Adam Nlhchael Smich. Srephanie Flanders wa,i rhe principal
editor. The %%ork %a, carried OUt under rhc general direction of rhe late kichael Bruno, L.Yn Squire. and
losepph Sngliri.

The reamn received useful ad-ice fromni a dislinguished panel of excernal evpern: comprising Mlasahiko Aoki.
Eli Bharr. Kwivesi Borch.ehv. Peter Eans. Awul Kohli. Klaus Kinig. Seynmo,ur Miartin LUpset. DOLIsLus North.
Emma Rothschild. G raham Scomtt and Vito Tanzi.

M\lanv orher, inside and outi:de rhe \VOrld Bank provided helpful commn-ents, w-rore background papers and
other conrributions. and participared in consultation meedingS. These conrributors and participants afe listed in
the Bibliocgraphical Note. The Inrernartonal Econonites Departmcnt contribluted to thc data appendix and was
responsibl- for the Selccct\d World De,elopmentr Indicators

T-he production satAt of thc Report included Arnm Brooks. Valerie Chihlhln. Kathrmn Kline Dahl. Joyce
Gates. Srephanie G 3erard. leffrevy N. Lecksell. and 1%lichael Treadwa-Y. Rebecca SUgttl served .I execuciVe assisanr
to the team,n and Daniel Archlson. Ehliabere de Lima. Mtichael Geller. and Thomrs Zorab as [aff assistants. Maria
Amcal ser.ed as administrtice offticer.

This Report is dedicated to the memorY of Mlichiel Bruno. Senior \'ice President and Chiet'Economist of the
World Banrk fromn 19'!9 to 199u, "%hosc hfe'i work, including his contributions co this and past editions of ll b7rld

l *)[t cn Rcrn immcasurible aIdv ancedl our undlerstanding of development.

IV



C O N T E N T S

OVERVIEW ......................................................... 1................ I

PART ONE RETHINKING THE STATE-THE WORLD OVER

1 The Evolving Role of the State .................................................... 19
2 Refocusing on the Effectiveness of the State .......................................... 29

PART TWO MATCHING ROLE TO CAPABILITY

3 Securing the Economic and Social Fundamentals ...................................... 41
4 Fostering Markets: Liberalization, Regulation, and Industrial Policy ......................... 61

PART THREE REINVIGORATING INSTITUTIONAL CAPABILITY

5 Building Institutions for a Capable Public Sector ...................................... 79

6 Restraining Arbitrary State Action and Corruption ..................................... 99
7 Bringing the State Closer to People ................................................ 110
8 Facilitating International Collective Action ........................................... 131

PART FOUR REMOVING OBSTACLES TO CHANGE

9 The Challenge of Initiating and Sustaining Reforms .................................... 145

10 The Agenda for Change ......................................................... 157

Technical Note ......................................................................... 168

Bibliographical Note . ................................................................... 176

Appendix: Selected Indicators on Public Finance ............................................... 195

SELECTED WORLD DEVELOPMENT INDICATORS ................................... 203

BOXES

1 The pathway to a more effective state .................................................... 3
2 Credibility, investment, and growth ..................................................... 5

3 The regional agenda .14



VI VVORLD DEVELOPMENT REPORT 1997

1.1 State and government: Some concepts ............. ......................................... 20

1.2 U.S. government action to support market development: Some examples ............................ 21

1.3 Evolution of the role of the state in India: The past fifty years ..................................... 24

1.4 The economic rationale for state intervention and some definitions ................................. 26

2.1 Building the Internet: A contemporary example of fruitful public-private interaction .31

2.2 Measuring the state-its size, its policies, and its institutional capability .33

3.1 Weaknesses in fundamentals constrain firms the world over .42

3.2 Standing up to crime in Cali, Colombia .44

3.3 Contracting and the judicial system in Brazil .46

3.4 International track records on fiscal deficits and inflation ........................................ 47

3.5 Commitment versus flexibility in the CFA zone ............ ................................... 52

3.6 Private provision of social services: A historical perspective ....................................... 54

3.7 The new Chilean unemployment insurance scheme ........... ................................. 58

3.8 Reducing poverty in Indonesia-how social assistance complements broad-based growth ..... ............ 60

4.1 Mexico's deregulation czar ............................................................... 63

4.2 Six objections to privatization-and how to address them ........................................ 64

4.3 How government supervision averted financial disaster in Malaysia ................................. 67

4.4 Telecommunications regulation in Jamaica ................................................... 70

4.5 Environmental activism in Yokohama, Japan .............. ................................... 71

4.6 Japan's postwar big push in metals industries .............. ................................... 73

5.1 Laying bureaucratic foundations: The Northcote-Trevelyan reforms in the United Kingdom ..... ......... 80

5.2 Australia's mechanisms for transparent, competitive, and results-oriented policymaking ..... ............. 82

5.3 The mushrooming of Bangladesh's government ............ ................................... 86

5.4 Vouchers and school choice .............................................................. 89

5.5 Contracting with NGOs for better schooling in Bolivia ......................................... 90

5.6 Cultivating the best and the brightest: Mandarin versus open systems ............................... 94

5.7 Building worker dedication: Good government in Brazil's Ceara State ............................... 97

6.1 How popular participation improved property rights and dispute resolution in Peru ................... 101

6.2 Urban political machines in the United States and their reform ................................... 105

6.3 Fighting corruption in Uganda .106

6.4 Hong Kong's independent commission against corruption .107

7.1 Public opinion and the state .111

7.2 Managing multiethnic societies in Malaysia and Mauritius .113

7.3 Does social capital matter? .115

7.4 Client surveys to motivate service improvements in India, Uganda, and Nicaragua .118

7.5 Does participation improve project performance? .119

7.6 Pitfalls in intergovernmental relations: The experiences of Brazil and China .......................... 125

7.7 Calculating fiscal equalization grants ............. ......................................... 127

8.1 The World Trade Organization-an international mechanism for bringing credibility to national policy .... 134

8.2 How international agricultural research benefits donors as well ................................... 137

8.3 The challenges of global climate change for international cooperation .............................. 138

8.4 Sharing the burden of environmental protection .............................................. 139
8.5 How large the global peace dividend? .140



CONTENTS VIl

9.1 Weighing the political costs and benefits of reform ............... ............................. 146

9.2 The predatory state under the Duvalier dynasty in Haiti ........... ............................. 149

9.3 Reform under external threat: The Meiji restoration in Japan .................................... 150

9.4 The Moncloa Pacts in Spain ......................................................... 155

9.5 Venezuela's 1989 reform program and its reversal ............................................. 156

10.1 State collapse and beyond in Somalia .159

10.2 The economic underpinnings of conflict: The case of Liberia .160

TEXT FIGURES

1 The state has grown everywhere ........................................................ 2

2 A range of mechanisms can enhance state capability . ............................................. 7
3 Factors associated with corruption ........................................................ 8

4 Higher government employment often means lower government wages ....... ....................... 10

5 Countries with good economic policies and stronger institutional capability grow faster ..... ............. 13

1.1 One world, many more states ........................................................ 21
1.2 Governments the world over have expanded since 1960 ............ ............................. 22

1.3 Transfers and interest payments have grown .................................................. 23

2.1 The state, institutions, and economic outcomes . ............................................... 30

2.2 Good government helps explain the income gap between East Asia and Africa ...... ................... 32

2.3 Reliable institutions make for credible states .................................................. 35

2.4 Perceived credibility and economic performance go hand in hand ........ .......................... 37
3.1 The lawlessness syndrome ........................................................ 43

3.2 Negotiating with government officials can be arduous .43

3.3 Countries are discovering the advantages of the value added tax .48

3.4 Unlike Nigeria, Indonesia managed its recent oil windfall prudently .49

3.5 Well-designed budgetary institutions help avoid large deficits .51

3.6 In Vietnam, the benefits of hospital care are skewed toward the better-off .53

3.7 The balance of private and public education differs enormously worldwide .55

3.8 Pensions and other transfers have crept upward in the industrial countries .57

3.9 Housing subsidies in developing countries mostly fail to reach the needy .59

4.1 Bank crises are all too common and carry enormous fiscal cost .68

5.1 Guinea's policy goals and spending allocations do not add up .84

5.2 Decisionmaking in Ukraine is bogged down by overlapping responsibilities .85

5.3 Most firms rate government services poorly, but some services score higher than others .86

5.4 Three strategies for improving government service delivery .87

5.5 Recruiting and promoting on merit improve bureaucratic capabiliy .92

5.6 Lack of meritocracy and poor pay in the Philippines' civil service have lowered capability .93

5.7 In Africa, as public employment has risen, wages have fallen .............. ........................ 95

6.1 High and unpredictable corruption hurts investment . ......................................... 103
6.2 Some factors associated with corruption ................................................ 104

7.1 The world has become much more democratic since 1980 . ..................................... 112

7.2 Organizations at the interface of state, markets, and civil society ........... ....................... 116

7.3 Vertical rules and horizontal incentives shape local government's capability .......................... 123

8.1 Many countries are loosening restraints on international capital ................................... 135



VilI WORLD DEVELOPMENT REPORT 1997

8.2 Refugees have been flooding Africa, Asia, and Europe .............. ............................ 141

8.3 Poor policies nullify the effect of aid .................................................... 142

9.1 Older workers will lose from reforming pensions, but the young will gain ....... .................... 147

9.2 Multiple veto points help countries resist pressure to expand welfare ........ ....................... 148

TEXT TABLES

1.1 Functions of the state .................................................... 27

3.1 Social insurance, social assistance, and poverty-targeted programs in developing countries:

Characteristics and lessons .................................................... 56

3.2 Implicit pension debt in selected countries ................................................... 57

4.1 Estimates of welfare gains from deregulation in the United States .62

4.2 The variety of regulatory experience .67

5.1 Mechanisms to improve service delivery .88

7.1 Changes in subnational finance in selected countries .121

7.2 Demand and supply characteristics of local and national public goods .122

7.3 Possible tax and expenditure assignments by level of government .................................. 128

7.4 Principles and best practices in grant design .129

7.5 Matching decentralization strategy to government capacity .130

9.1 Alignment of interest groups, political costs, and tactical sequencing of reform by reform type .145

9.2 Estimated efficiency gains from privatizing utilities in Argentina .147

9.3 First- and second-generation reforms .152

Definitions and data notes

The countrics included in rgioonal and income Dollar Higures are current U.S. dollars escept
groupings used in this Report tecept chowe for rhe ';here orherwise specified.
privre sector survc, i are listed in the ClassificatLon of Billiom means 1.0lth million: rV.,/hoi means 1.4100
Econornies tabics at the end of the Selected WVorld billion.
Development Indicators. Income classifications are
based t,n GNP[' per capita: thresholds t;r income cla.,- The followving abbrev-iations are used:
hlfatioianm inthis edition may- be Itbund in the Intro-

duction to Selected \\orld Deseloprnent Indicaors. CEE CentraJ and Eastern Europe
(nroup averagcs reporced in the ti6ures and tables are CiS Commonnmealth of Independent Stares
unw%elihted av%erg,es ot [he countries in the group GDP Gross domestic product
except %%here noted co the contrary. GNP Gross national product

The use ot the trcri 'countries" to reter to eco- IMF Internationil Mlonetarv Fund
nomie' impci n ludg,menc b. thc \W(orld Bank NGO Nongovernmental organization
ab,ut the legal or ohecr status of a Teritory. Statiics OECD C)rganizaton for Economic Cooperarion
reported tor 'developing countries" include eco- and Developmenr
nomies in tramsition trom central planning escept PPP Purchasing power parity
w%here notrcd to rhc contrrar,.


