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Improving the State’s
Institutional Capability
S A N J AY  P R A D H A N

An effective government is
necessary for economic 
development. But states may
intervene in economic activity
in ways that are harmful.
What is needed are mecha-
nisms that enable the state to
act in the public interest and
that check arbitrary and 
corrupt actions.

HE state’s power to intervene in
economic activity is a double-
edged sword. While the state may
use this power to promote the

well-being of its citizens, it may also abuse
it, to their detriment. Countries therefore
need to adopt mechanisms that give state
agencies the flexibility and the incentive 
to act in the public interest while restrain-
ing arbitrary action and corruption.
Unfortunately, the governments of many
developing countries have failed to achieve
this balance. As a result, their actions have
not been viewed as credible, and invest-
ment and growth have suffered. 

Three interrelated sets of institutional
mechanisms can improve the credibility,
accountability, and responsiveness of the
state: restraints and rules, voice and part-
nerships, and competitive pressures.

• Restraints and rules. Many countries
need to strengthen formal instruments of
restraint, such as judicial independence and
the separation of powers. Within the execu-
tive branch of government, credible rules
can create an enabling environment for
effective public sector performance.

• Voice and partnerships. Mechanisms
such as public-private deliberation councils
and client surveys, which give businesses
and civil society a voice in state activities
and foster partnerships between the state
and its constituencies, allow external stake-
holders to provide input and oversight and
exert pressure for change.

• Competitive pressures. Competitive
pressures from markets and civil society
and other state organs check the state’s
ability to exercise a monopoly in policy-
making and service delivery. Competition
in civil service recruitment and promotion
can help build a motivated, professional
bureaucracy.

Formal checks and balances
Sustainable development requires that

the state and its officials be held account-
able for their actions. The two most 

important formal instruments for achiev-
ing accountability are a strong judiciary
and the separation of powers. 

For judiciaries to be effective, they must
be independent and have adequate re-
sources and instruments for enforcement.
Judicial independence and enforcement
have repeatedly been compromised in too
many countries, however.

Even where judiciaries are capable of
enforcing rules, the state’s credibility can
be limited if the public has little reason to
believe that rules will be stable over time.
One classic constitutional mechanism for
avoiding excessive legislative change is to
divide power horizontally (among the judi-
ciary, legislative, and executive branches of
government) or vertically (among different
levels of government). 

The broader the separation of powers,
the more difficult it is to change rule-based
commitments. The separation of powers
thus increases the public’s confidence that
rules will be sustained or that changes will
be made only after considerable negotia-
tion. However, the presence of multiple veto
points also has drawbacks: it can make it
hard to change harmful laws or lead to
gridlock in government. Nonetheless, many
developing countries, even those with a for-
mal separation of powers, have few effec-
tive checks and balances. In some
countries, legislative oversight is weak

Sanjay Pradhan,
an Indian national, was Principal Economist of the World Bank’s World Development Report 1997.

T



because of poor capacity and inadequate
information. In others, the executive
branch dominates a compliant legislature. 

To some extent, external restraints can
substitute for limitations in national insti-
tutions. One option is to use extraterritorial
adjudication to underpin the domestic judi-
cial system or compensate for its weak-
nesses. Confidence in the Jamaican judicial
system is buttressed by the fact that the
United Kingdom’s Privy Council serves as
Jamaica’s appellate court of last resort.
Cross-border agreements such as the
European Union, the North American Free
Trade Agreement, and the West African
franc zone are another mechanism for
strengthening commitments.

Strengthening policymaking 
Instruments of restraint need to be 

balanced by arrangements that provide 
the executive branch with sufficient flexi-
bility to formulate and implement policies
and respond to changing circumstances.
Although the institutional arrangements
vary from country to country, the public
sectors of the industrial countries and
many East Asian countries have generally
been characterized by a strong central
capacity for macroeconomic and strategic
policy formulation; mechanisms to dele-
gate and debate policies among govern-
ment agencies; and transparent links to
external stakeholders. By contrast, policy-
making capacity in many developing and
transition economies is weak and frag-
mented, with little institutionalized input or
oversight from stakeholders.

Australia provides an example of
reforms aimed at creating a more transpar-
ent, competitive, and results-oriented poli-
cymaking process. Of particular relevance
is the emphasis on publishing the medium-
term costs of competing policies, facilitat-
ing debate and consultation within the
government on policy priorities, setting
hard budget constraints, and evaluating
outcomes.

The United States and some continental
European countries have instituted other
mechanisms for consultation and oversight
in policymaking. US executive agencies, 
for instance, are governed by the Admin-
istrative Procedures Act (APA) of 1946,
which imposes procedural requirements—
such as public announcements of new 
policy—that are enforceable in the courts.
This approach  assures accountability by
involving the judiciary and giving citizens
the chance to voice their views.

The successful East Asian countries
have adopted similar approaches. In Korea,

Japan, Malaysia, Singapore, and Thailand,
policymaking has been delegated to elite
central agencies staffed by professional
employees recruited on the basis of merit.
Private firms provide input and oversight
to the agencies through public-private
deliberation councils. 

In many developing countries in Africa,
Central America, and the Caribbean, the
central government’s capacity for the for-
mulation of strategic policies is weak.The
problem is compounded by poor discipline
and an absence of competition. Often, bud-
gets are unrealistic, and decisions are made
in an ad hoc manner. In Tanzania, actual
recurrent expenditures have been 50 per-
cent higher, on average, than budgeted
expenditures in recent years, and, in

Uganda, 30 percent higher. There are long
lags in the production of financial accounts
and audits, and often no system of costing
or contesting competing policies. 

In aid-dependent countries, donors  inad-
vertently exacerbate the problem. Decision
making often becomes more fragmented as
ministries and donors enter into bilateral
deals on several projects without determin-
ing whether the cumulative effects are 
collectively sustainable or mutually consis-
tent. In many countries, public investment
programs have become passive repositories
of donor-driven projects, and the future
recurrent costs of projects have become
unsustainable, as in Guinea (Chart 1). Lack
of coordination between the ministries of
planning and finance further impedes the

integration of capital and recurrent expen-
ditures. The result in many developing
countries is that newly built roads fall into
disrepair; schools find themselves without
textbooks; and health centers have no
drugs.

Several initiatives have been launched 
to address these problems. The Africa
Capacity Building Initiative seeks to
strengthen Africa’s policymaking capacity
through enhanced external inputs from
African universities and civil society.
Governments and donors have also
launched sectoral investment programs
that coordinate donor assistance.  Countries
like Malawi and Uganda are moving
beyond coordinating donor policies within
a given sector to developing a systematic
process for strategic prioritization across
sectors within total spending constraints.
A few countries, such as Colombia, are
instituting an ex post evaluation system to
assess whether policies are achieving
intended outcomes.

In the transition countries of Central and
Eastern Europe and the former Soviet
republics, the problem is not the shortage of
administrative expertise but the lack of
mechanisms for channeling that com-
petence into coherent policy. When the 
communist regimes in these countries col-
lapsed, so did the centralized decision mak-
ing apparatus that coordinated the
activities of ministries and departments. As
a result, these countries developed con-
fused, overlapping responsibilities and mul-
tiple, rather than collective, accountability
—a surefire formula for disastrous policy
formulation. The situation is improving in
some countries, however; Georgia has
already removed overlapping and conflict-
ing positions, and Hungary and Poland
have introduced reforms to streamline mul-
tiple and conflicting responsibilities and
speed decision making.

Improving delivery
Even well-designed policies can experi-

ence major implementation problems. In
many developing countries, services are
simply not delivered or delivery is marred
by poor quality, high cost, waste, fraud,
and corruption. Politicians often intervene
in the day-to-day operations of public agen-
cies, and managers have limited flexibility.
There is limited accountability for the use
of inputs and virtually no accountability for
outcomes. And, in many countries, the pub-
lic sector has a monopoly on delivery of ser-
vice. To improve delivery, governments are
experimenting with a range of institutional
mechanisms.
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  Source: World Bank, 1996, "Republic of Guinea: Public Expendi-
ture  Review" (Washington).
  1 In 1996, the Guinea franc–dollar exchange rate averaged
1,004 Guinea francs = $1.
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The so-called new public management
reforms in the industrial countries have
sought to improve delivery primarily using
market mechanisms and formal contract-
ing. In New Zealand, for example, commer-
cial activities have been spun off,
corporatized, and often privatized. All
remaining conglomerate ministries have
been broken up into focused business units
headed by chief executive officers given
fixed-term, output-based contracts and con-
siderable managerial autonomy, including
the right to hire and fire. 

What is feasible in New Zealand may not
be in many developing countries, however.
It takes considerable capacity and commit-
ment to write and enforce contracts, espe-
cially for outputs that are difficult to
specify, as is the case with social services.
Indeed, the most appropriate method for
improving performance should be deter-
mined by the characteristics of the service
in question and the ability of the state to
enforce contracts.

For contestable services (that is, those
with scope for actual or potential competi-
tion), such as commercial products, telecom-
munications, and power generation, market
mechanisms can generate strong competi-

tive pressures. Deregulation of telecommu-
nications and power generation has led to
significantly lower unit costs and a rapid
expansion of service in many countries. But
the use of market mechanisms requires a
well-developed regulatory capacity.

For services whose outputs the state can
specify and enforce at low cost, contracting
out to private firms and NGOs is an attrac-
tive option. In industrial countries, the con-
tracting out of services to the private sector
is now common. In Australia’s Victoria
State, for example, each local council is
required to contract out at least half of its
annual budget through competitive tender.
In developing countries, contracting out
easily specified services competitively can
lead to efficiency gains. For instance, Brazil
reduced the costs of road maintenance 25
percent by contracting it out to private
companies. 

Some governments are contracting out
the delivery of services that are difficult to
specify, such as social services. Bolivia and
Uganda have subcontracted such services
to NGOs that are committed to high quality
or that are better able to serve certain
groups because of their religious or ideolog-
ical orientation. In general, however, the

costs of contracting out complex or nonrou-
tinized activities are high.

For activities that remain in the public
sector, industrial countries undertaking
public management reforms are setting up
performance-based agencies and drawing
up formal contracts even for complex activ-
ities such as defense, education, and health
care. But countries with scarce capacity
and weak bureaucratic controls need to
proceed with caution. Industrial countries
that have been able to relax detailed control
over inputs have been developing credible
restraints over a long period of time.
Developing countries have often not been
successful in enforcing contracts with pub-
lic enterprises producing easily specified
outputs.

Many developing countries need first 
to strengthen rule-based compliance and
financial accountability, provide clearer
descriptions of desired outcomes, and intro-
duce ways to evaluate performance. A
number of countries—such as Argentina
and Bolivia—are now undertaking reforms
to improve the quality and credibility of
their financial accounting and auditing sys-
tems. As input controls are strengthened,
countries such as Colombia, Mexico, and
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Understanding the HIPC Initiative
Debt Relief for Low-Income Countries: The HIPC Initiative
by Anthony R. Boote and Kamau Thugge
Pamphlet No. 51. 1997.

This IMF pamphlet describes the IMF-World Bank initiative begun in 1996 to address the
overall debt burden of eligible heavily indebted poor countries (HIPCs) pursuing programs
of adjustment and reform supported by the two organizations. The aim of the initiative is
to reduce these countries’ debts to sustainable levels to enable them to meet current and
future debt-service obligations without sacrificing growth. 

TO ORDER, PLEASE WRITE OR CALL:

International Monetary Fund • Publication Services • Box FD-397 • 700 19th Street, N.W. •
Washington, D.C. 20431 U.S.A. • Telephone: (202) 623-7430 • Telefax:  (202) 623-7201 •
Internet: http://www.imf.org • E-mail: publications@imf.org • American Express,
MasterCard, and VISA credit cards accepted.
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Uganda are introducing performance mea-
surement.

Also needed are mechanisms to enhance
the loyalty, motivation, and competence of
the civil service. This requires recruitment
and promotion based on merit, long-term
career rewards, adequate pay, and mecha-
nisms to instill esprit de corps. 

Where internal monitoring and enforce-
ment capacity are weak, pressures from
clients can improve performance. Feedback
mechanisms such as client surveys have
been shown to increase transparency and
accountability in India, Nicaragua, and
Tanzania. Malaysia and the United
Kingdom have set minimum service stan-
dards through citizen charters, which are
being made public. With clear and specific
standards, clients and staff know what is
expected. 

Corruption as a symptom
Even if bureaucracies are flexible and

subject to oversight and competition, the
risk remains that individual officials will
engage in self-seeking behavior, which can
degenerate into corruption. Corruption, the
abuse of public power for private gain, 
is symptomatic of the more general prob-
lem of perverse underlying incentives.
Corruption flourishes where distortions in
the policy and regulatory regimes provide
scope for it and where institutions for
restraint are weak. 

Countries with highly distorted policies,
as measured by variables such as the black
market premium, provide more control

rights to politicians and bureaucrats, and
are more corrupt (Chart 2). Another cause of
general corruption is a corrupt judiciary—
lawbreakers see little risk of getting caught
and punished. Finally, the punishment for
corruption may not be severe enough to out-
weigh the rewards. Corruption often occurs
in countries with large public-private pay
differentials, or what is sometimes called
the “rate of temptation.” But simply raising
civil service salaries may not reduce corrup-
tion; mechanisms that curb political patron-
age and create a more impartial public
service may also be needed.

The battle against corruption requires a
multipronged strategy. First, countries
need to build a professional, rule-based
bureaucracy with a pay structure that
rewards honest effort, a merit-based system
to shield the civil service from political
patronage, and credible financial controls
to prevent the arbitrary use of public
resources. Second, the discretionary author-
ity of individual officials needs to be
reduced and competition increased. Third,
accountability can be increased by improv-
ing transparency and strengthening the
mechanisms for monitoring the civil ser-
vice and punishing wrongdoers—relying
not only on criminal law but also on over-
sight by formal institutions (such as statu-
tory watchdogs in Hong Kong, China) and
ordinary citizens.

Institutions and reforms
In some developing countries, reform-

minded leaders cannot translate their goals

into reality because the machinery linking
policy statements to action has ceased to
function. As a result, a vast gap has opened
up between what the state says and what it
does. The first step toward building a more
effective public sector must be to close
these gaps—to reestablish the credibility of
the government’s policies and the rules it
claims to live by. This requires setting hard
budget limits, making the flow of resources
predictable, ensuring accountability for the
use of financial resources, and making the
civil service a meritocracy.

Building a professional, rules-based
bureaucracy takes time. However, in the
interim, measures can be taken that will
yield early payoffs. Well-functioning policy-
making mechanisms can make the costs of
competing policies transparent and encour-
age debate and consultation. Using the mar-
ket to deliver contestable services can lower
costs and improve quality. Contracting out
easily specified activities can reduce the
burden on the state and improve efficiency.
While the state builds internal mechanisms
for monitoring and enforcement, the public
can be encouraged to voice its opinions on
performance, generating external pressure
for improvement. These measures will also
help fight corruption.

This article is based on the World Bank’s World
Development Report 1997: The State in a
Changing World (New York: Oxford University
Press for the World Bank).
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