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Institutions as the Fundamental Cause of Growth
Acemoglu, Johnson, Robinson (2005), Handbook of Econ Growth

Why are institutions fundamental to growth? Economic institutions
influence economic incentives. Without property rights institutions and
without contractual institutions individuals will not have the incentive to:

invest in physical or human capital,
adopt more efficient technologies.

⇒ Institutions help to:
allocate resources to their most efficient uses
determine who gets profits, revenues and residual rights of control

⇒ When markets are missing or ignored (as they were in the Soviet Union,
for example):

gains from trade go unexploited and
resources are misallocated
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AJR (2005): Institutions: Fundamental Cause of Growth
A “natural” experiment: South V North Korea
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AJR (2005): Institutions: Fundamental Cause of Growth
The bottomline

Societies with economic institutions that facilitate and encourage factor
accumulation, innovation and the efficient allocation of resources will
prosper.
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AJR (2005): Institutions: Fundamental Cause of Growth
An alternative view: Is geography important?

Geography could affect outcomes but is of secondary importance.
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AJR (2005): Institutions: Fundamental Cause of Growth
An additional perspective

Consequently, the question of why some societies are much poorer than
others is closely related to the question of why some societies have much
“worse economic institutions” than others.
We are far from a useful framework for thinking about:

how economic institutions are determined and
why they vary across countries, why equilibrium economic institutions
differ.

Theory implications:
Growth theory: part of the reason why much of the economics
literature has focused on the proximate causes of economic growth,
largely neglecting fundamental institutional causes.
Political economy of institutions
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AJR (2005): Building blocks of their argument
Block 1: Institutions matter for outcomes

Economic institutions affect economic outcomes but they also affect the
distribution of resources:
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AJR (2005): Building blocks of their argument
Block 2: Institutions are endogenous

Conflicting groups of individuals or elites determine the set of economic
institutions. Who gets to determine the economic institutions is given by
the political power:
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AJR (2005): Building blocks of their argument
Block 3: Political institutions are also endogenous

Examples of political institutions: form of government: democracy VS
dictatorship; presidential VS parliamentary republic; constraints on their
actions.
Political institutionst ⇒ de jure political powert

HOWEVER: Agents without de jure political power may have de facto
political power: organize protests, influence political decision of the
majority; set the political agenda.

Two factors determine the de facto political power:
1 can these agents get organized (solve their collective action problem)?
2 do they have economic resources powerful enough to

set agendas for the entire society?
use them against opposition?

Distribution of resourcest ⇒ de facto political powert
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AJR (2005): A Summary of Arguments

Discussion: Think about the economic transition in Bulgaria and across
the region. Can BG fit it in this framework for explanation of economic
results? Why did the transition experience differ across CEE?

How can the vicious circle be broken?
new technologies -> new distribution of resources -> new richer
middle class -> new demands for political agenda
external shocks to the international environment
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Glaeser, La Porta, Lopez-de-Silanes, Shleifer (2004)
Do Institutions Cause Growth?, J Econ Growth

Main question: Do political institutions cause growth, or it is growth that
improves institutions?
Main findings:

Institutional quality indicators are unsuitable for empirical analysis
Some IV techniques used in the literature are flawed
Human capital more important for growth than institutions
Poor countries can get out of poverty by good policies, even though
they are pursued by dictators
After reaching a certain level of income, political institutions are also
improved
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Do Institutions Cause Growth?
The paper in detail: Motivation

Two debates in the literature:
1 the institutional view: growth can be ignited by good institutions and

then human capital and other factors will follow → limited
government causes growth: US and other western democracies

2 the development view: human capital and other factors can be
developed before good institutions and then institutions would be the
consequence, not the factors of, higher GDP: South Korea, Taiwan,
Singapore, China. SKorea and Taiwan turned into democracies only
after achieving certain human capital and income levels. Their
institutions improved only after they became rich.

Main purpose: to check the empirical validity of those two views
How they do it?: a few stages of analysis
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Do Institutions Cause Growth?
Stage 1: Check how indices of institutions are constructed

Some indices
1 do not measure constraints on government: subjectively collected

measures which are highly volatile, are uncorrelated with constitutional
constraints on government.

2 measure election outcomes (Haiti, Argentina in the case of Polity IV)
-> they do not measure institutions but policies and they are not
permanent.

Education is shown to be much more persistent over time than any
measures of institutions.
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Is Education more Persistent than Institutions?
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Do Institutions Cause Growth?
Stage 2: Discuss OLS evidence between institutions, human capital and growth

Initial levels of Human capital and the average of institutions predict well
the GDP growth over that same period. However, some specifications
inconclusive of the impact of institutions: institutional constraints do not
matter while human capital does. -> human capital more basic factor for
growth than institutions.
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Which specifications are conclusive?

Subjective measures of institutions do correlate with growth, while
objective measures do not:

P. Stankov (UNWE, CERGE-EI) Lecture 6 19 Mar. 2014 17 / 26



Is human capital more important than institutions?

For each decade, human capital more robust than institutions in predicting
growth:

Bottomline: variables often used in cross-country growth regressions do
not capture anything that is a deep determinant of growth, it captures a
contemporaneous effect of growth on the perceptions of institutional
functioning.
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Do Institutions Cause Growth?
Stage 3: Focus on Dictatorships

Dictatorships had a large dispersion of growth rates. -> it is not the
constraints on the dictators but policy choices by those dictators that
determined the growth outcomes.
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What Makes a Successful Dictatorship?

If a democracy is not an option, and dictatorship is the more likely political
path, then it is crucial to understand what makes a successful dictatorship:

Note the dispersion of growth rates in dictatorships and the convergence of
growth rates among democracies.
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Do Institutions Cause Growth?
Stage 4: Confront the evidence in AJR (2001, 2002)

Criticize the settler mortality and population density IVs: European settlers
did not bring their institutions but their human capital! This is shown by
presenting evidence that the IVs are more highly correlated with human
capital measures today (and in 1900) than with institutions today. As a
result, human capital performs better than institutions in IV estimations.
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Do Institutions Cause Growth?
Stage 5: Notice the timing of HC and Inst. development

Address the timing of human capital accumulation and improvements in
institutions: which comes first? It runs out human capital improves before
institutions, not the other way round.
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Do Institutions Cause Growth?
Conclusions

1 Causal link from inst to growth proves difficult to establish
2 Conceptual problems in the indices remain
3 Limitations of IV strategies: corr(X ,Z ) 6= 0 but corr(Z , ε) 6= 0 as

well...)
4 Evidence points to the primacy of human capital over institutions for

both growth and democratization
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Do Institutions Cause Growth?
Policy implications

1 Research should focus on actual rules, not subjective evaluations of
the performance of institutions

2 It is not that institutions do not matter but that they should be
measured in a better way

3 The economic miracles have been achieved by good-for-growth
dictators and were not a consequence of rules constraining dictators

4 evidence suggests skepticism about the viability of democracy in
countries with low level of human capital. Countries that emerge from
poverty accumulate human and physical capital under dictatorships
and once they become richer, are increasingly likely to improve their
institutions

Discussion: Discuss the viability of this last growth strategy for BG
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Revision

1
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Further reading

1 *** Acemoglu, Johnson, Robinson (2005). Institutions as the
Fundamental Cause of Long-Run Growth. Handbook of Economic
Growth, Volume IA, (pp. 386-421 only)

2 *** Glaeser, La Porta, Lopez-de-Silanes, Shleifer (2004). Do
Institutions Cause Growth?, JEG
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