REFOCUSING ON THE
EFFECTIVENESS OF THE STATE

Men are powerless to secure the future; institutions alone fix the destinies of nations.

IFTY YEARS AGO, WORLD WAR II HAD ENDED AND
F reconstruction was under way in much of Europe,
the Soviet Union, and Japan. Many developing countries
were starting to emerge from colonialism, and the future
seemed full of promise. The difficulties of economic de-
velopment were not yet haunting us. Improving people’s
lives looked so achievable, a simple matter of applying the
right ideas, technical expertise, and resources. And so it
proved—in some cases. But in others progress was mea-
ger. Despite five decades of effort, enormous disparities
remain in the quality of life of people around the world.
Indeed, by some measures the gap between rich and poor
has widened.

Explanations for these huge international differences in
living standards have changed over the years. For cen-
turies, access to natural resources—Iland and minerals—
was considered the prerequisite for development. Much of
Africa, Asia, and the Americas was colonized to acquire
these resources, and countries went to war over them.
Gradually, however, the thinking changed, and physical
capital—machines and equipment—was held to be the
key to development. “Industrialized” became synonymous
with “developed.” But around the middle of this century
economic theorists realized that even this was too simplis-
tic. Embodied in machines and equipment was technol-
ogy—knowledge and ideas. But no one could explain in
simple terms why technology developed better and faster
in some parts of the world than others.

Other factors, such as human capital, have since at-
tracted much attention as possible solutions to the puzzle.
Investment in human capital both leads to new knowl-

—Napoleon 1, Imperial séance (June 7, 1815)

edge and ideas and increases the speed with which they are
absorbed, disseminated, and used. Since the 1980s the
focus has shifted to the role of sound policies in explain-
ing why countries accumulate human and physical capital
at different rates. This, in turn, has led to yet another shift
of focus, to the quality of a country’s institutions. New,
more complex questions have emerged. What institu-
tional arrangements best allow markets to flourish? What
is the role of the state both as a direct agent (mostly in the
provision of services) and as a shaper of the institutional
context in which markets funcrion? How do policies and
institutions interact in development?

The answers to these questions are central to our
understanding of the deeper sources of differences in
development outcomes—and of why the response to eco-
nomic reform often varies so widely from one country to
another. They help explain, for example, why investment
and economic activity have revived more strongly follow-
ing the embrace of the market in Poland than in Russia.
They also help explain why many countries in Africa and
Latin America have yet to see much of the improvement
in the quality of life they were promised when they
embarked on their economic reforms a decade ago.

The state has much t do with whether countries
adopt the institutional arrangements under which markets
can flourish. Not only is the state the arbiter of rules;
through its own economic activity it shapes the environ-
ment for business and the rest of the economy. For good
or ill, the state sets the tone.

This chapter makes the empirical case for shifting the

focus of our thinking about development toward the
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quality of a country’s institutions and the capability of the
state—for bringing institutions into the mainstream of
our dialogue about development. That case is supported
by three new sets of findings:

B First, panel data analyzed for this Report, covering
thirty years and ninety-four industrial and developing
countries, show that policies and institutional capabil-
ity martter for economic growth and for other indicators
of the quality of life, such as infant mortality.

B Second, and taking the analysis a step further, are the

results of a survey, specially commissioned for this

Report, of over 3,600 domestic firms in sixty-nine

countries (including local affiliates of international

firms). These results, too, provide strong evidence that
institutional capability—or the lack of it—has a major
impact on growth and investment.

The third set of findings explores how institutional

capability affects not just the environment for business,

but also the overall setting for a country’s development.

Using the results from the survey on institutional capa-

bility, we show that these cross-country differences help

explain much of the difference between countries in
rates of return on development projects.

The state, institutions, and economic outcomes

What does the state do? For one thing, it sets the formal
rules—laws and regulations—that are part and parcel of a
country’s institutional environment (Figure 2.1). These
formal rules, along with the informal rules of the broader
society, are the institutions that mediate human behavior.
But the state is not merely a referce, making and enforc-
ing the rules from the sidelines; it is also a player, indeed
often a dominant player, in the economic game. Every
day, state agencies invest resources, direct credit, procure
goods and services, and negotiate contracts; these actions
have profound effects on transactions costs and on eco-
nomic activity and economic outcomes, especially in de-
veloping economies. Played well, the state’s activities can
accelerate development. Played badly, they will produce
stagnation or, in the extreme, economic and social dis-
integration. The state, then, is in a unique position: not
only must it establish, through a social and political
process, the formal rules by which all other organizations

Figure 2.1 The state. institutions. and economic outcomes
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must abide; as an organization itself, it, too, must abide by
those rules.

Examples of the power of the state to improve the
quality of people’s lives are not hard to find. From the
clean water and sanitation systems of ancient Rome to the
elimination of smallpox in this century, public actions in
the areas of health and sanitation have achieved repeated
breakthroughs in public health. And states have long
played a vital role in stimulating lasting development
gains by providing infrastructure, security, and a stable
macroeconomy. The Internet is only the latest in a long
line of remarkable scientific and technical advances made
possible by early and significant public support (Box 2.1).

Distilling the lessons of centuries, we see that the state
can improve development outcomes in a number of ways:

® By providing a macroeconomic and a microeconomic
environment that sets the right incentives for efficient
economic activity

® By providing the institutional infrastructure—property
tights, peace, law and order, and rules—that encour-
ages efficient long-term investment, and

# By ensuring the provision of basic education, health care,
and the physical infrastructure required for economic
activity, and by protecting the natural environment.

Yet history also teaches that the state can do enormous
harm:

¥ The wrong kind of rules can actively discourage the
creation of wealth. For example, the state may penalize
private wealth by distorting prices—through an overval-
ued currency, for example, or by creating agricultural
marketing boards that tax farmers’ output and give
them little in return.

o Even if the rules themselves are benign, they may be
applied by public organizations—and their employees—
in harmful fashion. They may, for example, impose

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

The precursor of what we today call the [nternet was
launched in the United States in 1969, Then called
ARPANET. the svsrern comprised just tour inercon-
nected compueers, By mid-1996. however. the Inter-
net was accessible in 174 countries and on all seven
continents, linking wgether nearly 13 million host
computer svstems. By 2000 thar number could well be
100 million.

ARPANET owed its existence to the economics of
defense research in the 1960s. Trs original purpose was
to link government compurers in far-Hlung locenions
and so avoid duplication of whar were then quite costly
computing resources. In 1968 the U.S. Department of
Detense invited proposals from 140 private companies
o design and build the fiesr four interface message
processors, or routers. With these in place. public con-
rracts with leading universities then led 0 develop-
mene of the crucial set of protecols that could link
diverse compurer networks. It was these protucols that
later made the Internet possible,

Complementary to this public financial >uppurt
has been the partnership of academia, business. and
government led by the U.S. Nationaf Science Founda-
don (NSEV. Inirially this partnership primed the con-
nection of universicy computer science departmens.
but ity influcnce woon expanded. NSFNET replaced
ARPANET in 19%). Besides providing the critical

finance tor & high-speed backbone infrascrucrure tor
the system, the NSE made grancs available to unrversi-
ties 1o encourage them to torm regional nerworks thar
would teed intw the svstem. Bae the networks were alsn
wld that they would have to become selt-sustaining.

The private sector's involvement has decpened over
tme. The NSF encouraged commercial carriers of
electronic mail o link to the [nierner. Companies also
began 1o create their own backbone favilitics, and the
number of firms supplving aceess o the Internet mul-
tphed. These wends were accelerated by the creavon
and rapid growth of the mulumedia parc of the Inter-
net—the World Wide Web. Developed at the labora-
wries of the European Organization for Nuclear
Research in Swizerland—another publichy supporied
agenvcy—the Web drew 1n qalenc from uriversioes and
firms. leading o vet another explosion in use: from
130 sites in July 1993 (o over 230,000 1n June 1996,

In 1995 NSENET was replaced by a tully commer-
cal system. Major welephone compamies now provide
not orly backbone facilives but abo Interner access
thetr customers. Cable und direct broadeast satellice
companiey are also entering the market. The public
sector is sull invohved in some advanced research, bur its
tocus has shilted to such quesdons as how to ensure equi-
table access ttor evample, chrough peicing rules ), freedom
of expression. protection trom traud, and privac.
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huge transactions costs, in the form of red tape or
bribery, on entrepreneurs setting up new businesses or
restructuring old ones.

B But potentially the largest source of state-inflicted dam-
age is uncertainty. If the state changes the rules often,
or does not clarify the rules by which the state itself will
behave, businesses and individuals cannot be sure today
what will be profitable or unprofitable, legal or illegal,
tomorrow. They will then adopt costly strategies to in-
sure against an uncertain future—by entering the infor-
mal economy, for example, or sending capital abroad—

all of which impede development.
Economic growth and the state

Government’s enormous impact on development is well
illustrated by the contrasting economic performance of
developing countries in Sub-Saharan Africa and East Asia.
In 1960 incomes per capita in much of East Asia were
only a little higher than in Africa. Governments in the two
regions were also similar in size, although not in compo-
sition: African governments were already spending more
on consumption, primarily on public employment. By the
mid-1990s, however, incomes in East Asia were more
than five times those in Africa. And government con-
sumption in Africa, relative to GDP, had ballooned to
one-and-a-half times that in East Asia. The sources of this
divergence are complex, but it is widely believed that the
superior performance of the state in East Asia—the limits
it set on its own growth, the soundness of the policies it
adopted, and the effectiveness with which it delivered ser-
vices—made a powerful contribution to the growing gap
in the quality of life experienced by the average citizen
between these two parts of the world (Figure 2.2).

In considering the effect of government size on growth,
it is useful to distinguish between public consumption and
public investment (Box 2.2). Where government con-
sumption spending is very high, it has generally been
found to be a drag on growth: a net tax on society with few
cotresponding benefits. Conversely, certain types of pub-
lic investment spending, particularly investment in infra-
structure, have tended to exert a positive effect on growth,
in part by raising the returns to private investment. Com-
plicating the picture is the fact that some public con-
sumption—teachers’ salaries, for example, or purchases of
medicine—can affect people’s lives for the better, and even
raise the efficiency of investment. Cutting consumption
indiscriminately to boost equally indiscriminate invest-
ment is clearly not the answer.

But even sophisticated measures of the size of the
government only tell part of the story. As noted above,
governments also play a leading role in setting the broader

Figure 2.2 Good government helps explain the
income gap between East Asia and Africa
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institutional environment for behavior: the incentive
structure to which economic agents respond. The private
sector’s ability to function will depend critically on the
reliability and effectiveness of institutions such as the rule
of law and the protection of property rights. None of
these benefits—and costs—of the quality of government
are ever likely to appear in the national accounts.

The analysis in this section tries to show this distinc-
tion between what the state does and how well it does it,
by reporting on both policy content and institutional
capability. Figure 5 in the Overview showed the effect of
both factors on income growth over the last three decades
across a large sample of industrial and developing coun-
tries. In countries with weak state capability and poor
policies, income per capita grew only about half a percent
per year. In contrast, in countries with strong capability
and good policies, income per capita grew at an average
rate of about 3 percent per year. Over a thirty-year period,
these differences in income growth have made a huge dif-
ference to the quality of people’s lives. A country with an
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Box 2.2 Measuring the state—its size, its policies. and its institutional capability

A common measure of guiernment sze iy the ratio of
government expenditure w the economy’s ol e pen-
diture or total output. Bue such data are generally noc
comprehensive, and coverage of public enterprises 13
espectatly skerchy in manv developing countnes. This
measure of size also wends w ignore important oft-
budget items. Government eupenditure iself can be
broken down into consumption and investment. Gon -
ernment consumpuon—which mostlh consists ot the
public wage bill—gives a narrow bur more precise
indicator of consumers’ current benctits from govern-
ment spending. Transfers. such as pensions or disabil-
iy benetits, can be included in government ¢xpendi-
niee, but transfers only redistribute resources. Furdcher
complicating mateers, nominal and real ranwos for
expenditure will van significantdy over time. An alter-
native measure of government size that avoids these
problems is government employment. buc this. o,
has its drawbacks. For example. it ignores changes in
the productivies of government workers.

The results reported in this chaprer use data on real
government consumption. because the concern i
auinhy with how the division of ourput across public
and privare goods aftects performance. Informanon on
physical investment is also used, buc this 15 normallv

average income per capita of $600 in 1965 (in interna-
tional PPP dollars), with distorted policies and weak insti-
tutional capability, would after thirty years have reached
an average income of only about $678 at 1965 prices. On
the other hand, a country with strong institutional capa-
bility and good policies would have more than doubled its
average income, to $1,456 at 1965 prices. Many countries
in East Asia have done even better than that.

Good policies by themselves can improve results. But
the benefits are magnified where institutional capability is
also higher—where policies and programs are imple-
mented more efficiently and where citizens and investors
have greater certainty about government’s future actions.
Thus, good policies such as those being pursued more
recently by many countries in Latin America and Africa
would increase growth in income per capita by around 1.4
percent per year. Such a country starting with an average
income of $600 in 1965 would see it rise to around $900
after thirty years. But it would rise even higher with good
policies and strong institutions. The lesson is that reform-

aviilable urbh a¢ an azgregate of pubhe and privare
imvestment. To tacihitate cross-country  comparisons
over thime. these ratios e transdared inee inenagonal
of purchasing-power-pariey (PPl values—a nor en-
trely innocuous transtormavon, parucalary tor low-
income countries where much of govérnment con-
sumpoon by labar ineensive. Far these countries. using
tnternational prices marhedly increases the government
CONSUMPUDN 13T

A more inclusive picure of the economic presence
of givernment requites 3 measure thar caprures key
government nterventions throusgh policy and instru-
tions. 1 addition to fiscal interventions. We summa-
nie a government s policy stance over time chrough an
index chat combines three kev indrcators: the openness
ot the econemy tthe share oF oade in GDPL oven alue
avon of the currency tthe black market exchange nawe,
and the gap bemveen local and international prices. We
also attempt to o aluate the qualioy of & key compo-
nent of government, 1t burcaucracy. This evaluation is
dravn from surces responses by toreign investors tin
the nevt section we evdluate the responses of lecal
investorst that tocus vn the amount of red wpe in-
volved m anv rransacnion. the regulaton environment,
and the degree of autonomy hom polincal pressure.

ers cannot afford to focus solely on improving policies;
they must also look for ways to strengthen the institu-
tional environment those policies have to work within.
Important though income growth is, it is only one
of several measures of well-being. Our interest in the
wide range of factors that make people better or worse
off suggests that countries” performance should also be
judged by other standards of well-being, such as infant
mottality. High-quality government institutions lower
infant mortality by improving outcomes for a given
amount of social spending. Thus, the capability of the
state has an important role in the quality of human life
generally—not simply the pace of income growth. This
explains why countries at the same income level can have
widely disparate quality-of-life indicators—why Sri
Lanka, for example, had an infant mortality rate of only
18 per 1,000 live births, whereas some countries with
higher incomes per capita had substantially higher rates:
67 per 1,000 live births in Egypt, and 68 per 1,000 in
Morocco, for example. The amount of social spending as
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well as the care with which services are delivered makes a
huge difference.

Understanding institutional capability better:
The private investor’s view

As this chapter has already stressed, the mark of a capable
state—besides its ability to facilitate collective actions—is
its ability to set the rules that underpin markets and permit
them to function. Although private arrangements can
sometimes supplement formal property and contract rights,
they can only take the development of markets so far. Gov-
ernments, of course, have to do more than establish sound
rules of the game; they also have to make sure those rules
are enforced consistently and that private actors—business,
labor, trade associations—can have confidence chat the
rules will not be changed overnight. States that change the
rules frequently and unpredictably, announce changes but
fail to implement them, or enforce rules arbitrarily will lack
credibility, and markets will suffer accordingly.

How good are governments at providing credible rules
that will nurture the development of markets? Hard evi-
dence is difficult to come by. To begin with, credibility is
rricky to measure: it depends as much on perceptions as
on hard facts. At first glance, for example, one would
think that the number of times a country has changed its
government might be a good indicator of the degree of
uncertainty about market rules, and therefore of the gov-
ernment’s credibility. Yet businesses in Thailand generally
considered their environment to be relatively stable, de-
spite numerous coups and changes in government. By the
same token, the environment for business can be highly
volatile and unpredictable even if the government does
not change. Peruvian entrepreneurs reported severe credi-
bility problems in the 1980s because rules were being
drawn up hastily, implemented by presidential decree,
and often overturned soon thereafter.

Measures of corruption might seem another good sig-
nal of government credibility. But simple estimates of cor-
ruption, like measures of political instability, may not
capture entrepreneurs concerns. Some forms of corrup-
tion entail large uncercainties and risks, whereas others
may be more predictable and act more like speed money.
In the words of one entrepreneur, “There are two kinds of
corruption. The first is one where you pay the regular
price and you get what you want. The second is one where
you pay what you have agreed to pay and you go home
and lie awake every night worrying whether you will get it
or if somebody is going to blackmail you instead.” The
best way to understand the problems holding back privare
sector development is to ask entrepreneurs directly.

To this end a large-scale survey of the private sector
was conducted for this Report. The aim was to capture
the full array of uncertainties that entrepreneurs face and
to build an overall measure of the credibility of rules in a
given country. The responses showed that in many coun-
tries private investors give the state very poor marks for

credibility indeed.

Credibility: How private investors perceive the state
The private sector survey covered sixty-nine countries and
over 3,600 firms. Entrepreneurs were asked for their sub-
jective evaluation of different aspects of the institutional
framework in their country, including security of property
rights, predictability of rules and policies, reliability of the
judiciary, problems with corruption and discretionary
power in the bureaucracy, and disruptions due to changes
in government.

Sometimes the source of uncertainty is the instability
of the rules to which firms are subject. Two key indicators
included in the survey were:

Predictability of rulemaking: the extent to which entrepre-
neurs have to cope with unexpected changes in rules and
policies about which they have had no say.

B The survey showed that entrepreneurs in some parts of
the world live in constant fear of policy surprises. In the
Commonwealth of Independent States (CIS) almost
80 percent of entrepreneurs reported that unpredict-
able changes in rules and policies seriously affected
their business. In Central and Eastern Europe (CEE),
Latin America, and Sub-Saharan Africa around 60 per-
cent of entrepreneurs voiced the same complaint. By
contrast, in the industrial countries and in South and
Southeast Asia, only about 30 percent of respondents
considered this a problem for their business (top left
panel of Figure 2.3). A large part of the unpredict-
ability of rule changes came from companies’ having
little or no role in the state’s decisionmaking process;
indeed, they may not even be informed of important
rule changes before they take place. This problem
appeared to be particulatly severe in the CIS, CEE, and
Sub-Saharan Africa, whereas Asian entrepreneurs (even
small ones) considered themselves well informed—even
better informed, in fact, than their industrial-country
counterparts did. Unsurprisingly, perhaps, the survey
also revealed that small companies tend to have less
knowledge of, and involvement in, the drafting of new
regulations and were therefore more subject to policy
surprises.
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Figure 2.3 Reliable institutions make for credible states
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Perceptions of political stability: whether changes in gov-
ernment (constitutional or unconstitutional) are usually
accompanied by far-reaching policy surprises that could
have serious effects on the private sector.

® Entrepreneurs in many regions felt that the institu-
tional framework was not well enough entrenched to
withstand changes in government without serious dis-
ruption. In the CIS, Africa, and the Middle East over
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60 percent of entrepreneurs said that they constantly
feared government changes and the painful policy sur-
prises that tended to go with them (top right panel of
Figure 2.3).

Uncertainty may relate less to the rules themselves
than to the way they are enforced. The relevant indicators
here were:

Crime against persons and property. whether entrepreneurs
felt confident that the authorities would provect them
and their property from criminal actions, and whether
theft and other forms of crime represented serious prob-
lems for business.

® Private entrepreneurs in many countries complained of
the lack of even the most basic institutional infrastruc-
ture for a market economy. Across the globe, crime
and theft were listed as serious problems, which sub-
stantially increased the cost of doing business. A com-
plete institutional vacuum seems to prevail in some
countries, leading to crime, violence, and a generalized
insecurity of property rights. In Latin America, Sub-
Saharan Africa, the CIS, and CEE almost 80 percent of
entrepreneurs reported a lack of confidence that the
authorities would protect their person and property
from criminals (middle left panel of Figure 2.3).

Reliability of judicial enforcement. whether the judiciary
enforces rules arbitrarily, and whether such unpre-
dictability presents a problem for doing business.

m A well-functioning judiciary is a central pillar of the
rule of law. Unfortunately, in many countries it seems
to be the exception rather than the rule. In developing
countries over 70 percent of entrepreneurs said that
judicial unpredictability was a major problem in their
business operations (middle right panel of Figure 2.3).
Disturbingly, in most regions entrepreneurs felt that
these problems had increased over the last ten years.

Freedom from corruption: whether it is common for pri-
vate entrepreneurs to have to make irregular additional
payments to get things done, and whether, after paying a
bribe, they have to fear blackmail by another official.

® The survey confirmed that corruption is an impor-
tant—and widespread—problem for investors. Over-
all, more than 40 percent of entrepreneuts reported
having to pay bribes to get things done as a matter of
course. In industrial countries the figure was 15 per-

cent, in Asia about 30 percent, and in the CIS over 60
percent {(bottom panel of Figure 2.3). Furthermore,
over half the respondents worldwide did not regard a
bribe as a guarantee thar the promised service would be
delivered, and many lived in fear that they would sim-
ply be asked for more by another official.

Lack of credibility reduces investment, growth,

and the resturn on development projects

When the private sector does not believe that the state
will enforce the rules of the game, it responds in a variety
of ways, all of which worsen economic performance. An
unreliable judiciary forces entrepreneurs to rely on infor-
mal agreements and enforcement mechanisms. A corrupt
bureaucracy that is allowed too much discretion creates
incentives to seek economic rents rather than in produc-
tive activity. A generalized environment of crime and
insecurity of property rights prompts entrepreneurs to
enlist the help of private security agents, or forces them to
pay organized crime for “protection”—if it does not put
them off going into business altogether.

Investment suffers because entrepreneurs choose not to
comumit resources in highly uncertain and volatile environ-
ments, especially if those resources will be difficult to
recover should the business environment turn unfavorable.
Where even the most basic types of property are not pro-
tected, investors move their resources to other countries, or
invest them in projects that offer lower returns but require
less capital commitment. Thus, trade and services may sur-
vive even in low-credibility environments, but manufac-
turing and, especially, high-technology projects are un-
likely to flourish. A similar distortion occurs when highly
talented people choose to become tax inspectors or cus-
toms officials rather than train to become engineers.
Therefore, credibility affects not only the level of invest-
ment in physical and human capital but also its quality. As
a consequence, in a low-credibility environment, growth
suffers.

The top two panels of Figure 2.4 show how credibility
relates to investment and growth in the countries surveyed
for the period 1985-95. After conurolling for other eco-
nomic variables, countries with high credibility had invest-
ment rates significantly higher than countries with low
credibility; a shift from a low- to a high-credibility envi-
ronment makes a substantial difference in growth as well.
Low credibility may also help explain why many countries
do not see the expected private sector response after imple-
menting stabilization and structural adjustment programs.

Finally, the credibility of rules affects not only the
business environment, but also the environment for the
implementation of development projects. The same fac-
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Figure 2.4 Perceived credibility and economic performance go hand In hand
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even more widespread in many public projects than in the
private sector. As a result, many projects are delayed be-
cause of cost overruns.

The bottom pane} of Figure 2.4 shows the correlation
between government credibility and rates of return for 312
development projects in thirty countries. On average, in
countries with a low-credibility environment rates of re-
turn are substantially higher than in countries with a high-
credibility environment. These results take account of
differences in economic policies and other project- and
country-specific factors, The lesson, once again, is that
institutions make an enormous difference to development
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outcomes. Napoleon’s insight, cited at the beginning of
this chapter, is as true today as it was in 1815.

Strategic options: Refocusing on the state’s
institutional capability

A clearer understanding of the institutions and norms
embedded in markets shows the folly of thinking that
development strategy is a matter of choosing between the
state and the market. As this brief review of the evidence
on the relationship between institutions and development
has confirmed, the two are inextricably linked. Countries
need markets to grow, but they need capable state institu-
tions to grow markets.

Reformers the world over need to apply this lesson by
refocusing attention on institutional capability. The task
is particularly urgent in many developing countries, where
weak and arbitrary governments are feeding the uncer-

tainties that have kept markets weak and underdeveloped.
Countries suffering from such an institutional vacuum
risk postponing economic and social development indefi-
nitely. There is also a danger that dissatisfaction with the
state—whether expressed through social protest, capital
flight, or the ballot box—will undermine economic pros-
pects even further.

The state’s capabilicy—its ability to deliver collective
goods efficiently—is central to providing a viable institu-
tional framework for development. As we have seen, many
developing countries are starting out from a very low base
indeed in this regard. Bur the state’s ability to provide the
institutional support that development requires can be
improved over time, through matching the state’s role to
its capability, and then rebuilding that capability by focus-
ing on the incentives that drive the behavior of the state.
We turn to these issues in Parts Two and Three.



