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Preface 

A nation's institutional frarnctvork is the most impmtant factor dekr- 
mining its economic perfomance through time. Yet in economic theory, 
the rofe of: institutions has been treated superficially at best and most 
often ignored completely. Recently research in the fields of institutions, 
trmsactisn costs, and infornation has rapidly bem working its way into 
""mahstTearn" economics, A revolution in economic trheary is under way, 
one that will pctrmancntly expand the way that economists &ink about 
the performance of real-world economies. 

One of my reasms for studyhg econo~cs  w s  to understand the huge 
disparity in stadards of living across coun~es .  As a graduate sbdent, T 
sat through many economic theory courses discusshg Pmto efficic.ncy 
and vahous versims of Ratisnal Expectations models. I had a smse that 
what I was learning was not applicable to a real-world economy. Fur- 
thermore, these E-heories contributed nothing whatsoever to my under-. 
standing of economic disparities across countries. Then I took Douglass 
Nosthfs course 0x1 the New btikrtional Econo~cs. 734s theory of insti- 
tutiom and its conception of the role that htituticms play in de 
economic performance seemed grounded in reality and went to the heart 
af my quesl.ions, 

T was excited about what 1 was learning. Economics as a social science 
was now able to convincingly explain real-world events. Ever since, as an 
instmctor, 1 have attempted to integrak the New fnstihrtional Ecmomics 
into my classes. This has not been an easy task, The mah obstack is that 
there is no book on institutions written specifically for undergraduate 
st-ude?n;ts. This book fills that gap. It is intendc3d far use in upper-level m- 
dergraduate courses in any course on institutions, economic develop- 
ment, t r m s i ~ m  studies, or compara~ve econamic system- Because the 
book is tarjieted primarily to undergraduates, difficult economic con- 
cepts are explained thoroughly. However, the book's readership need not 
be limited to unde~raduates and academics, It can be read and easily 
understood by avone interested in the question nf why some nations are 
wedthy whiXe most are poor. 

The New Institutional Economics prpvidcs a broad theore;tical frame- 
work for malyzing and explahbg economic performance. Uesyite some 



xiv Preface 

claims to the contrary; this theory is not an altenative to mainstream 
neoclassical economic theory. Rather, it builds upon existing neoclassical 
economics. The New Institutional Economics is mtlch bmader in scope 
and capable of explaining more economic events. It is analogous to 
Keynes's critique of classical macroeconomics, in which he argued that 
the classical equilibrium outcome of full employment was but one of 
many possible equilibria. Likewise, institutionalists argue that the 
Pareto-efficient outcome of neoclassical economics is but one of many 
possible outcomes. h economy will only achieve the efficient outcome 
under certain instihtionat arrangemmts. 

The New Institutiond Economics allows us to simultaneously malyze 
such diverse topics as transi~ons from socialism to capitalism and eco- 
nomic development. This book shows that the goats of both transition 
economies and developing economies are the same. Both types of econ- 
omy must creak m hstitutimal hmework that lowers kansaction casts 
and ereates incentives fsu dynamic efficiency. The major difference be- 
Ween the ttyo is that &ansition economies must create capiCalist market 
ixrs~btions kom the ground up, whereas most dewloping economies al- 
ready have a base from which to build. 

This book takes the reader through the main ejements of the New Ln- 
stitutional Economics and then applies that theory to transition and de- 
veloping economies. I explore the merger of East and West Gemany, the 
t-ransition experiences of Poland and Russia, and the developing 
economies of Mexico and South Korea, m d  the book concludes with an 
analysis of Chha and the recent integratjlm of Hong Kong. 
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Introduction 

Economic Grow& 

Same nations are very wealthy. Most nations are pour. Is there latent po- 
tmtial in develophg econmies that woufd allow them to prosper? I f  so, 
what is the key to unlocking that wealh potential? Economics is pimar- 
ily cmcesned with material shndards of living. People derive satisfac- 
tion and ertjoyment h m  the goods and services Bey cmsume, The av- 
emge person in the Wited States has luxuries at his disposal that kings 
in ancient times could not have imagined. We dress in comfortable cloth- 
ing and have a whole wardsahe to choose from, depending on the 
weather and the social hnclion we are attendhg. We have r 
water, heathg, and air conditimlng. We are able to travel gre 
in short pmiods in trains, automobiles, and airplanes.. Mle have aspirin to 
relieve headaches. We can visit dent-ists to care for our teeth and doci-ors 
t-o cure our rc;ids%ear ~ e c t i o m ,  We have access to constant entesta 
through television, radio, movies, and, more recently, the Internet. Msst 
of Ehese revolutions hawe occurred w i t b  the past cenhry. Consequently, 
in a very real sermse the average person h the United States lives better 
than a king, 'The more we are able to consume, the higher our xnaterial 
standards of living. 

Standards of living vary considerably across countries, Table 1.1 lists 
gross national product (GNP) per capita in 1997 and other economic h- 
dicatm f-or selected countries. GNP is the money value of all final goods 
and services produced by a country" cciiztsns in a given par* GNP per 
eapit.lz is GNP divided by the country's population, A mure cammm and 
very similar measure of a nation's economy is gross domestic product 
(GDP). GDP is the money value of all final goods and scrvices produced 
withh a nation" bborders in a given Far, GaP differs from GNP in that it 
excludes any production abroad by domestic citizens, yet it does count 
pmductisn by foreign entities in the country, A cuuntry's level of pro- 
duction is rougHy equal to its level of hcome, because all revenue b r n  



TABLE 1.1 Baic E c o n o ~ c  hdiealays 

I~come Share of 
GNP per fJopula t ion Dktribu tian Z~zcome to 

Country C@pilaa Populatbnb f insi fy  Educutknd (Gini index) Highest 10% 

U.S. 
Switzerland 
lapan 
X-long Kong 
France 
Camda 
Germany 
S. Korea 
Argenha 
Mexico 
S. Afrkea 
Poland 
Brazil 
Russia 
C h a  
India 
Haiti 

" 1997 C W  per capita, adjusted far purchasing power pariy using current international 
dollars. 

Mid-year 1997 estimates in milliasts. 
People per square kilometer. 
Average of male and fernale enroihent rates. 

souncEs: World Dezlelopmenf Report (New York: Oxford Ui~iversity Press, 1998), 
pp. 290-191, World Deveiopmazk Rc.gort, 1997, pp. 21$--215,222-223,226227. 

pmductim evenually is paid out as hcome. The hcome might be paid 
as wges  or salaries, as bterclst or rent to the owners of machinery, or as 
profits to the owners: of the firm. Thereforcl?, GDF per capita is approxi- 
mately equal to hcome per capita. This measwe is a good proxy far the 
average material standard of living of a nation's citizens. 

Tfiere are serious problems with this measure, however. First, CDP 
measures only productionr not consumption, If a nation produces more 
nuclear bombs, the average consumer does not. feel any beeer off evcn 
&ou$ CDP rises. Second, GDP does not measwe many thhgs that tell 
us about the qualib of life. GDP very poorly reflects t%re state af the envi- 
ronment, for example, If massive defurestation occurs in a country, the 
CDP likely increases from the lumber production. Furthermore, GDP fails 
to account for the impact of crime (except that CUP rises h e n  more pris- 
ons are built), the stability of the f a ~ l y  and so on. When a married cou- 
ple divorces and one spouse who previously had not worked outside the 
home begins to work full time and the kids ga to a day-care centes, GDP 



goes up. One wonders, however, what happens to the quality of life of 
the children. Finally, GDP per capita tells us nothing about how the in- 
come in a n&ion is distributed, In many oil-rich Middle Eastern 
economies, the enormous wealth is concentrated in few hands, Latin 
American nations also have notoriously unequal income distributions. 
"Average" standards of living may be high even while 80 percent of the 
population lives in extremely poor conditions. The last hyo co 
Table 1.1 list income distribution statistics, The Ghi index is a 
measure that ranges from zero to 100. Higher numbers represent higher 
levels of income inequality. Of the countries in the table, Brazil has the 
wmst income distribution, as represented by a Gini in,dex of 63-4. Japan's 
index is the lowest at 17.0. Colu seven lists t k  share of hcorne that 
goes to the wealthiest 10 percent of households. In Brazil, over half of the 
nation's income is awned by the wealthiest 10 pcreent, As the percent;tge 
rises, income inequality worsens. Therefore, per capita income data must 
be used with caution. Nevertheless, we continue to refer to GDP per 
capita as a key measure of economic performance despite its limitazions. 

If the poor countries gradually caught up to the wealthy countries, 
economists would not have much to worry about. Growth rates in poor 
caumies would, on averas, exceed growth. rates in wealthier countries 
until stmdads of livhg across caun&ies wese nearly equal. Ewery nation 
would end up with higher average standards of living. In fact, we do ob- 
serve this to a limited extent, Japan and West Germany grew very 
quickly after the end of World War II. Recently South Korea, Singapore, 
and China, among others, grew at rates double or triple those of the 
wealthy irtdustrial nations. However, the gap between many rich and 
poor nations continues to widen even as technology progresses and in- 
formation becomes cheaper and more accessible. Why is this so? Why 
don't poor nations simply play "follow the leader" and imitate the suc- 
cesses of wealthy mtions? 

Perhaps some poor nations choose to remain poor. The successful tran- 
sition to capitalism and the subsequent increase in economic wealth can 
change or destroy cultures, religions, family relationships, and co 
nities. Some groups have much to lose in return for material gain. Many 
nations-Iran and China, for example-have rejected aspects of the 
Western capitalist economic system in part because of the cultural sacri- 
fices that have to be made, One doubts, hawevex; that those count~es in- 
tend to be poor. They tried to organize economic activity differently with 
the hope that economic performance would also be strong. The choice to 
remain poor to avoid the social and cultural revolution only explains a 
mall percenlage of ecmoxnic poverty. 

Mod nations wish to increase t-heir,material standards of living, but 
they either do not know how or they cannot implement the necessary 



changes. Economists in the past have been of limited help in giving ad- 
vice" Most of the advice in the poshvar era has rested on the supposition 
that free mrkeb fmction well and &at excessive gouer 
is the mah obstacle to gowth. The advice has tended to promote priwa- 
tizatiun of gove ent assets, deregulation, and JEiscd and monetary re- 
straint. These prescriptions are usually necessary but not sufficient to 
promote growth. m a t  is l& out, as I dimss extensively in this book, is 
that well-functioning markets mquire a whole set of: instLihs'tions that are 
often missing in economks. Russia, for example, has recently privatized 
many assets, &=plated industries, and imposed fiscat and monetary 
resbaht, However, i ts economy is on the veGe of bankruptcy and col- 
lapse. Nations are extremely complex; a solu~oxl that works in one place 
at one time does not necessarily work in another piace at another h e .  

The magic of compound interest highlights the importance of economic 
growtfn rates. fiere is a general principle called the ""Rule of 69": Divide a 
comtq's GDF per mpita growth rate by 69, and the result is the appm- 
imak number sf years that it takes to doable the coltnq's s t m d d  of liv- 
ing."~uppose, for example, an ecanomyFs GDP per capita grows at 1 per- 
cent per year; in this case it takes nearly 69 years, or three generations, for 
its d~zens to be twice as w e W  aff as before. Suppose, hstead, &at. gmwth 
rates are 2 percent per year. Now it takes only 34.5 years to double the 
standad of living, a generation and a half. G m t h  rates sf 3 percent per 
year reduce the doubling time to about 23 years, appmxixrtaately m e  gm- 
eratim. This rule shows that wen a one percentage paint difference in per 
capita growth rates makes an enormous digereace over time. 

As a general rule, this book advocates the position that per capita 
growth is good because it leads to an hcrease in material stmdalrds of 
livhg. It must be noted, however, that there are negative conseyuences tr> 
growth, Fm example, econadc growth puts more strain on our limited 
resources and leads to an increase in the ga~emissions that gene=& a 
greehouse effect, w&ch contributes to global warmhg. Growth also can 
radically change eulhres, religions, and hmilies in hamful ways, Hence 
the ;advantages of ecmomic pwSh must be placed, h propm perspec- 
tive. This book does not focus on the harmful aspects of economic 
growth, but this omission does not mean that they are not important; 
they are simply beyond the scope of: this book, 

Explanations for Cmwth 

m a t  makes an ecmomy" sstandard of k i n g  increase over timie? This is 
perhaps the most importmt question that an economist can ask. A vari- 
ety uf answers have bem given to this qzreshon, Some see education as 
the primary factor and point to the kgh levels of education attained in 



the developed nations. Educatian is much more ilnportant than it used to 
be given today's world of complex and rapidly changing technology. 
Humars capitat is the stock of h w l e d g e  that people have leaned and re- 
tain@d. The more humm capital an economy has, the more productive its 
labor force can be, Workers who carnot read or write are at a serious dis- 
advantage in today" llabor market. Even workers who have mly a high 
school diploaa in the Un.ited States are finding themselves shut out of 
many labor markets. Despite .the surge i-n, the nuxnber of college gradu- 
ates in the 1970s and 1 3 8 0 ~ ~  the wage premium paid by employers for 
eqloyees with a college degree has doubled. Education gives people 
skills that enable them to be more creative and more productive. 

There is little doubt that educatim is i ~ r t a n t  for economic growth. 
five of ?Table 1.1 lists the percentage of the selected nations-eli- 

gible population enrolled in. secondary school. Many of the wealthy 
c m t r k s  have cnmllment rates in excess of 90 percat, whercas India, 
for e x e c ,  has an emallment rate of only 48.5 percent. Mwever, there 
are thee problems with viewing educatian as the xnain explana~on for 
differences in standards of livhg. First? there are exceptism to the mle. 
figure L1 plots GDP per capita against the pcrcmtage of a nat-lon's e2igi- 
ble population that is enrcafled in secondary schod As hdicakd by tlhe 
solid trend line ploHed in the graph, there is a positjve relationship, or a 

Percent.lage of Eligible Population in &condary 8ctraor 

FIGURE: 4.1 Educa~on and GNP per Capita 

WURCES: World Dcvelopmenl Report (Mew York; Oxford U ~ v e r s i v  Press, 19981, pp. 190- 
191, Mlorld Dmejopnsent Xqsrt, 1997, pp. 226227. 



positive m r e h ~ o n ,  between these variabler;, However, Poland, Itussia, 
m d  South Korea stand out as anomalies. These count-ries have relatively 
strong educational sysi-erns, yet their levels of GNP per capita are far 
below those of fagan, Germany, Canada, and France. 

The second problem with the education explanation lks in the issue of 
causality: Does education promote ecommic growth? or does economic 
gmwth promote education? Cert.ainly rich nations spend greater 
amounts of resources on educa~an, but perhaps this is because they can 
afiard such spending. Advice would be easy to give if educat.ion w m  the 
answer. Nations would sinnply have to vend more on educating their 
citizens* But the problem is much more complex than that. In fact, durhg 
the 197Qs m n y  nations did herease their spending on education, bat sig- 
nificant increases in growth did not rbllow. 

The third problem is the contradictory empirical evidence. Mancur 
Olson has compared migrants from Haiti to the United States with mi- 
grants frnm Germany to the United States-2 According to the 1980 U.S. 
Census, Haitim i grants earned an averag of $10,900 per year and 
those from k s t  Germany earned an average of $21,909 per F a r .  The 
wage gap is likely a result of the diBerences in human capital (bmadly 
defhed), so Olson assumes that someone frm West Germany has cm av- 
erage hyice the level of human capital as someone from Haiti. If human 
capital werc the o d y  hctor explaining the difference in living standards, 
then Haiti shoufd have half Ihe per capita income of West Germany."n 
fact, the per capita income of Haiti is at most one-tenth that of Germany. 
Therefore, differernes in human capital explain at rnost one-fif& of the 
diBerences in living standards. 

Another factor frequently asserted to e><plain differences in per capita 
income is a counby's endowment: of natural resources. The United Sates 
is blessed with n erous water st-reams, rich land, and abundant timber. 
But so arc Brazil, Nigerh, and Rush.  Venezuela has access to enomous 
oil reserves, yet its ecommic problems continue- Despite having few nat- 
ural resources, Japanese citizens are among the wealtfiest h the world. 
Hmg Kong md Singapore, two of Asia" 'Toour Tigers," have achieved 
remarkable growth despite mall land areas and almost no natufal re- 
sources.Watural resources make it: easicr for countries to grow by low- 
erhg input costs, but they can also lead to other problems. Economists 
feffrey Sachs and Andrew Warner found in a recent study that nations 
that had more natural resources actually had slower growth rates. Natural 
resources tended to be a curse, not a blessing.Wey suggested that the 
battle over cmtrol of the nahxral wealth lieads t-o corruption and bureau- 
c r a ~ c  rcrd tape, wKch reduces investrrnent and hence economic gmwth. 

"Dutch disease" provides another example of why nabral resource 
economies may not perfom well over the long term, 'This phenomenon 
is named for the experience of the Netherlands after 5960, when large re- 



serves of natural gas were discovered. The Dutch expected bo 
ports and rising pmsperiv. Instead the decade of the 1970s 
rising inflation, declining manufacturing exports, lower growth rates, 
and rising memployment.6 The bad economic performance was a resdt 
of the appreciation of the Dutch currency, the guilder. Because of the 
large volume of natural gas exports, the demand for and hence the price 
of the guilder increased. The appreciation of any currency means that 
prices of exports increase while prices of imports decrease. Thus, the ap- 
preciation of the guilder made the Dutch economy less competitive in- 
ternationally. The Dutch disease phenomenon has negative implications 
for a resource economy i f  the decrease in domestic manufacturing in- 
Mits  tong-tern growth. This could happen because domestic mmulac- 
turing results in learning-by-doing and aids in the kansfer of technology 
to the domestic economy The k t c h  story can be generalized for many 
resource-intensive m2lions. Saulti Arabia, fQr example, produces massive 
oil reserves, yet its mrsnufacturhg sect-crr is not well developed. 

Perhaps the key factor in explaining economic performance is popula- 
tion dens ip the  ratio of people to land area. According to this hypothe- 
sis a country with a high population density is doomed to poverty 
because there simply is no way to raise productivity beyond a subsis- 
tence level. Once again, ever, .there are too many exceptions to sup- 
port this argument. Col of Table 1.1 lists population densiq m- 
tios, and Figure 1.2 plots population density against GNP per capita for 

Q 100 2QO 300 4QQ 5m 
Population knsity (people per sq. km) 

FIGURE 1.2 Population Density and  per Capita 

WURCE: World Dmelopmmf Rqart (New York: Oxford TJdversity Press, 1998)' pp, 190-191. 



the cowbies listed in Table 2.1. We would expect that, other things being 
equal, higher popvtlation density would tend to lower GNP per capita, 
The trend line plotted in Figure 1.2 should have a negative slope. In fact, 
however, the trend line shows essentially no slope. The paradoxes 
abound. Japan has a high population densitf: and a high GNP per capita. 
The country with the hjghest populirtim density is ffon;~ Kong, yet Hong 
Kong has the fourth highest per capita income of all the countries listed.7 
Many of the poorest counkirs, such as 13razilf Russia, and even China, 
have population densitks lowr than Zhose of Switzerland and Germany. 
These two countries have per capita incomes ten times as high as those of 
the poorest countries, Clearly o tk r  factors are driving differences in liv- 
ing standards. 

A fourth possibility for explaining differences in living standards 
across nations is technology, Here the Irypothesis would be that counbies 
are wealthy because they have access t.o techology, wKch makes work- 
ers very productive, Mainstream economics, in particular neoclassical 
growth ttteory (which we examhe in Chapter 21, certainly validates this 
assertion both theoretically and empirically. Hovvever, this answer does 
not get: to the mot of the prsbkm, We can rephrase Ehe question this way: 
Why do same nations have advanced tctknology but others do not? 
Most technology is freely available. Much of the remaider can be 
bought. Payments from developing c0untf.i~ far tclchology are often es- 
tirnated to be less than one one-l-housandth of GDR8 M y  don? tall  na- 
tions use the mast up-to-date techology? Why don't tall  nations produce 
advanced teckunslagy? Chapter 5 elaborates on this set of questions. 

Perhaps some nations decades and cenhries ago could grow because 
they were the '"yimeersYkf growth and there was not a developed world 
then to ~ i b i t  their growth, Xnternatianal markets were not already clut- 
tered with enormous amounts of goods, and the first countries could 
grow withoul worrying &out competition and politicat obstacles from 
existing countries. This is the essence of depmdency theory, which as- 
serts that the wealthy developed nations trap the poor nations into a 
cycle of poverty. We retum to dependency theory in detail in Chapter 2. 

The precedhg di~ussion is not meant to be exhaustive but rather to list 
a few of the more common explanations for disparities in per capita in- 
came, The central hypothesis of this book is that a natiol's institutional 
framework is the key to docking its wealth potential. h a static sense, 
institutims degne the costs of transacting and the ab3it-y of srgmizatiuns 
to capture the gains from specialization and division of labor. In a dy- 
namic sense, institutions define the incentive structure under which 
organj.zat-ions aperate and determine whetha or not organizations W- 

dwtakc activities that advance technulsgy. A nation that grows over time 



does so because its instittxtions encourage and promote that growth, A 
nation stagnates over time beeause its institutions encourage economic 
stagnation. This is not a new idea; economists have made this assertion 
before. But the idea i s  just begiming to gain wide acceptance. tt faced 
much resistance in the past, because traditional economic theory had no 
role for institutions; they were implicit in the analysis. Because of the 
work of Ronald Coase, wkich is described in Ghapter 3, instituticms can 
now be integrated directly into economic theory. We will pursue this ar- 
gument: throughctut the book. 

The focus of ""&evlopnnmtw in this book is per capita illcome.. We are 
not directly concerned with the distribution of income, although, as 
noted earlier, this is cleitrly as important as @W&, We h o w  horn eco- 
nomic history, however, that a high level of per capita income and a rea- 
sonably fair income distribution can coexist. As nations become wealth- 
ier, they can create institutions to better share the wealth. One thing is 
certain: II the pie does not graw; one pessan can, have a bigger slice ody 
by taking it from another. For our purposes, then, good economic perfor- 
mance is defined as rapid growth in per capita income. We do not explic- 
itly model the ineorne distribution syskm. 

Institutions and Qrganizatllarrs 

The word Ninstitution" has a variety of meanings in the English lan- 
guage. To avoid confusion, only one of its meanings is employed here. 
Institlations are the "rules of the game'9n a sociev They are t-he rules Bat 
society establishes for human interaction. Institutions reduce the uncer- 
tainty involved in human interaction by giving us patterns for our be- 
Iraviocg Because of the set of institutians we have, most: daily interaction 
is routine. W h a w  how to greet orre another on the s t~e t s ,  we know 
how we are supposed to act in social settings, we know what is accept- 
able behavior and what is not, we know wh& time we arc supposed to 
eat lunch and dimer, and so on. X'he institutional framework has three 
components: formal rules, informal rules, and enforcement mechanisms. 

Formal rules are the written rules of sociev Laws governing contracts, 
crime, political systems, product information, the imposition of tariffs or 
quotas, taxes, the regulation of banks, and so on are all formal institu- 
tions. Typically the constitution is the ultimate formal institution of a na- 
tion; all of the nation's laws must comply with this document, Formal 
rules can be crcated by firms as welX as gove enQ. For example, a uni- 
versity has a whole set of formal institutions. In order to graduate, sh -  
dents must successfully complete a minimum number of credit hours 
while fulfilling requirements in general.educatian and in a major field of 
study There is a minimum number of hours during which faculty must 
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meet with students (contact hours), and there is a grading system to eval- 
uate individual performance. All of these are part of the universiq"s in- 
s~tutiom. Note that in this usilge the u~versity &elf is nod an inshlutiion. 

ersitBs and olfrer entities as avganizations. The distinction 
cial. Organizations are djscussed later. 

Informal rules m the mwritten rules of socicq. Rese include culture, 
norms of behavior, codes of conduct, and so on- Citizens of a country 
grow up learning all kinds of unwritt-en norms and attitudes. In some 
culhres, families are the central social unit. mis  is not something that is 
written into brmal law: The attitude toward women and the acceptable 
roles for men and women differ across narcions. Meal ~ m e s  are often set 
by custom. m m a l  rules tell, us what to wear to certain evenb. For ex- 
ample, people in the United Staks tend to &ss very casuaUy compared 
to tkbose rjn Lalin America and Europe, The informal rules of a natrion can 
be so inpained that people are not ware  of them. But anyone who visits 
mo&er nation quickly notices some of these culhral differences. 

The tthird component uf the instihtional framework is a n f o m e n t .  In- 
stitutions oAen are heffective if they are not enforced, For exalmple, a na- 
tion can have antitrust s that prevent firms horn. becoming mo- 
nopolies, but if the gov t does not enforce such laws, businesses 
may act as if the antitrust laws did not exist. Some institutions are self- 
enfsrcing. People in the United States drive on the ri@t side of the road 
even when no police officer is in sight. To do otherwise is to take your life 
h to  your own hands. Shdents seldom cheat on examinations when the 
pmfcsssr leaves the room, because fie ethics that they wre taught as 
children matter. Enforcement is not an all-or-nothing phenomenon. 
Countries may enforce laws vigorously; marginally, or not at. all. Enforce- 
mmt is an integral part of a nation's hst-iSutional hamewark and, as we 
shalt see, may be the single most important element in explairting differ- 
ences in e c o n a ~ c  perfozrmance. 

Irmstitutims can be economic, political, or social in nature. Tax laws are 
generally econonric institutions, though they have social elements as 
well, especialb in regards to hcome diskibution. Laws that govern the 
election of prctsidmts or prime ministers are politicd institutions. Laws 
that create and govern welfare programs and crime and punishment are 
social institutions. All these types of institutians are important* In fact a 
country's political institurions often dictate how other institutiom are 
creakd. The U.S. Constibtion, for example, delegates the abitity to create 
b m a l  bstihntims to the Congress. 

Orgnnizations are groups of individuals bound together to achieve 
some objective. Examples of organizafiions are covoratiuns, mall busi- 
nesses, the Congress, the Supreme Court, families, political parties, 
spa& teams, and so on. 'The term is purposely kept general. The impor- 



tmt point is to distinguish organizations from instihtions. l~vo examples 
clarify the distinction. 

Major League Baseball is an organization. This organization creates the 
institutional hamewark that baseball teams (organizations) such as the 
St. Louis Cardinals and the New York Yankees follow Baseball has 
a number of formal institutic~ns: Teams play nine gs to complete a 
game; there are nine players alowed on t k  field; a ptayer must use a 
wooden bat; a ball ccllught before it hits the gmmd is an '"out"; each team 
has thee outs per g; and so on, Baseball also has Lnformd instih- 
iions: The pitcher should not purposefully try to i n j u ~  batters; rookies do 
not- give advice to veterans; a player tips his hat after making a spectacu- 
lar play; and so on. Finally, enforcement is carried out by four umpires. 

Microsaft i s  an argallization, Its goal is to maximize profits by crcating 
sofiware br consumers, It operates under an insti&tional framework. 
For example, Microsoft cannot "bundle" its applications sofhvare with its 
Windows operating system, and it must pay income taxes. There are 
nondiscrimination rules that Microso& must follow when hiring and 
firing workers,. The organization must publicly disclose its assets and 
liabilities. The company cannot export its products to certain counLries 
without an explicit exemption from the federal government. The list 
goes on. 

Organizations can also create their own institutions. Wells Fargo Bank 
can impose a dress code on its employees and requirt3 them to work cer- 
tain hours. mere may be a bonus system to provide added incmtives. 

It is critical that the distincitioan bemeen instibtions and organizations 
be clear for a proper mderstanding of what follows in, this book. Xmtitu- 
tions are the rules, the regulations, and the enforcement mechanisms. 
Organizafions are groups bound together to achieve an objective. 

A Road Map 

Where do we go from here? The next chapter discusses traditional theo- 
ries of growth. We examine and critique dependency theory and neoclas- 
sical growth theov Wo hpostant possibilitjes far exphinhg economic 
performance. Chapter 3 discusses the cmcept of transaction costs and 
provides the theoretical link to institutions. Chapters 4 and 5 explain the 
impact of instibtions on economies in both a static and a dynamic sense. 
Chapter 6 examines various political systems that produce the formal in- 
stitutions. Chapter 7 elaborates on specific theoretical issues that transi- 
tion econodes face, and Chapter 8 applies the tkteory of instjhti.ons to 
Poland and Russia. Chapter 9 discusses the issues c o n h ~ n g  develop- 
ing economies. Chapter 10 applies the theory of institutions to the devel- 
oping economies of Mexico and South Korea. Finally Chapter 11 focuses 
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on a case study of China and the recent reversion of Hong Kong from a 
British colony to a Chinese republic. 

Questions for Discussion. 

1. List three possible explanations for disparities in living stan- 
dards besides those mentioned in this chapter. Which of the 
three do you consider to be the most important? Why? 

2. Define institutions and organizations. Give an example of each. 
3. Think of your favorite sport. Identify three institutions and three 

organizations affiliated with the sport. 

Notes 
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(2) 1 re 
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Dependency Theory and 
Neoclassical Growth Theory 

Various scholars have tried to explain the great disparity in living stan- 
dards across comtries. Here we focus on two strands of this vast litera- 
ture: dependency theory as it was elaborated by the Economic Com- 
mission for La.lin America (ECLA), and neoclassical gmwth *wry; TIrte 
ECLA, a UN regional body, was highly influential in the post-World War 
II era, especially in Latin America, though its influence has diminished 
considerably since the early 1980s. Neoclassical growth theory has re- 
ceived more attention ham econo~sts  in the 1980s and 5990s. It is well 
accepted in mainstream ectmornic theory 

Dependency Theory 

tn its simplest form, dqrtndency theory argues that poor countrries are 
poor because rich countries are rich. A dependmcy thsorist views the 
world economies as composed of two distimf: groups, the core a d  the 
periphery The cove consists of the wealthy, developed natiions that pro- 
duce the technologically advanced manufactured goods. The periphery 
consists of the remahing poorer, developing countries that produce and 
export raw materials. The dependency school is an advanced body of 
thought that has branched in many directiom, This sec-eion is not a sur- 
vey of the literat-ure; the focus here is on one strand of the literabre that 
has had imporbnt influences on ecoxpornic thought. 

A sophisticated version of dependency theory was first drafted in 5948 
by Ra61 Prebisch, head of the ECLA.1 The conventional economic: wis- 
dom at the time was that the periphery enjoyed the hcnefits of the core's 
development and industrialization through international trade. There- 
fore, there was no need for the periphery to industrialize. As prczduct-iv- 
ity increased in the core, the prices of manufacbred goods fell and the 
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terms of trade in the periphery improved. The terms of trade is defined a s  
the ratio of imports to exports or, equivalently, the price of exports di- 
vided by the price of imports. If the terms of trade improve, a nation can 
purchase more impmt~ for a givm amount of exports, and the average 
standard of living in the country increases. mercfore, international trade 
makcs everyone better ven the periphery na~ons, WE& continue 
to concenbate on raw-materials praduction. 

Prcbisch and the ECLA argued that this conventional wisdom was 
wrong because the gains from the industrialization in the core failed to 
benefit the periphery in a significant way. Evm if both the core and the 
periphery were made better off, the vast majority of the gains went to the 
core. Hence the gains from trade were unequal at best. The productivity 
p ins  resulted in higher wages, Xtigher profits, and shorter w o r h g  hours 
in the core countries while leavhg the periyhery virtually una'fccted. 

Moreover, Frebisch provided evidence that, in fact, the terms of trade 
worsened h Latin America beween the 1870s and the 1930s. The prices 
of Latin America's imports from the core rose faster than the prices of 
Latin American exports. The situation was likely to deteriorate further in 
the luture, as import demand for capital, technology, and consumer 
goods inc~ased in the periphery, pu t~ng  constant pressurcl. on the irade 
balance. The solution was for the periphery to industrialize. The foreign 
exchange earnhgs from rw-mate-.ials exports had to br;r chmeled into 
capital equipment for new industries, a policy known as import substitu- 
tion indusfrializatiotz (ISl). The goal of IS1 was to develop a domestic man- 
ufachring sector that would produce the previous@ imported goods. 

The argument advanced by the ECLR was a powerful one, and it 
greatly influenced Latin ericcln pcrlicy over the next few decades. If 
the core was to blame for the cycle of pover'ry in the periphery by slow- 
ing or blocking the process of industrialization, then the cycle had to be 

sbialization of the periphery 
nt valid? Uespite sipifieant advances, nearty forty 

years after the publication of the ECLA report and four decades of ISI, 
Latin America renrtahs an underdeveloped region. There is no doubt that 
livkg standards have improved, in some cases considerably. \(et even in 
the wealthiest nations in Latin Amrica-in A r g m ~ a ,  Cltile, and Brazil, 
for example-living standards are one-four& the level of those in the 
United States, as measured by CDP per capita. 

Dependency theory highlights a central truth of many developing 
countries. Some periphev countries are very dependent on wealthy na- 
tions for a sieficant porgon of aggregate demand md for advanced in- 
termediate inputs into production. Periphery countries eam vital foreign 
exchange by exparkg t.a the corcz. Table 2.1 shows the ratio of expurts to 
GDP fof. various nations. Other @ ~ h g s  behg equal, the larger this ratio or 
percatage, the more important is the export sector. M e n  Ecuador goes 
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TABLE 2.1 Importame of Exports 

Expork as a 
Goupztry Perceni ~$1987 GDF 

Brazil 6 
Argentina 9 
Japan 9 
United States 11 
hdia 12 
China 20 
France 23 
Germany 24 
Poland 26 
Ecuador 32 
S. Korea 38 
Canada 38 

- -  - 

SQUI~CE: World Developme~t Report (New York: Oxford U~versity Press, 1998), pp, 214255, 

into a recession, for example, the United Shtes barely notices, becauso 
such a small fraction of U.S. production gws to Ecuador. However, the 
reverse is not tme. m e n  the United States mters a recessicm, big shock 
waves are transmitted to Ecuador via a fall in. demand for Ecuador" sex- 
ports. However, the data in Table 2.1 call into question the export depen- 
dency of many periphery nations. There are many developing countries, 
such as Argentina and Brazil, that have a small ratio of exports to GDF, 
and many wealthy countries, such as Canadil and France, that have high 
ratios. Argentina, for example, does not seem any more dependent on ex- 
ports to fuel its economy than the United States, yet its economic perfor- 
mance has been relatively poor in the postwar era. 

Periphery countries are dependent on the core in that they must rely 
on imported capital equipment and the technulogy embedded irn that 
capital for necessary inputs into industrial production. This remains so 
even after decades of ISI policies. IS1 did not lessen the dependence of the 
periphery on the core but altered the form of the dependence from con- 
sumer goods to intermediate inpub, On.e must question why the periph- 
ery has not been able to develop the necessary technology to produce the 
capital inputs on its own, 

Even if one accepts the fact that Clweloping natims are to a Iaqe ex- 
tent dependent on the core, does this dependency mean that the core 
traps the periphery into a cycle of poverty? Dependency theory argues 
that the answer is yes and &at the cycle must be broken. An exlreme pot- 
icy response is to drastically reduce kadg with the core by impwhg pm- 
tectionist barriers, This has the effect of severely depressing the export 
secbrs in the peripheq, whicfn causes a recession or depression in the 
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short term. The corntry is left with lower profircs for domestic invesment 
and less foreign exchange for the importatjon of capital and other goods. 
Marewer, domestic consumpt;ion must fa11 with the declhe of imports. 
Howeveu; since the cycle of poverq is to be broken with the di~ruptim of 
trade, dependency theory suggests that the recession is temporary and 
that domestically generated growth follows. 

The ECLA did not advocate such an extreme position. All that was 
needed was to convest &c? profits from the export secbrs into capital for 
industrialization. The export sector should not be sacrificed for industri- 
alization to occw. The ended that the periphmy find a hal- 
ance bebeen export p irrdustriaIiza~on. 

Though this is a powerful and persuasive argument, there are several 
weaknesses to dependency theory, First, there is no convincing evidence 
of a long-term decline in the terms of trade for the periphery. Terms of 
trade have indeed declined in some periods fur sone countries. But 
terms af trade rely heavily on the prices of primary cmmodities, partic- 
ularly oil. W e n  oil prices were high in the 1970s, the kms  of trade rose 
sipificantly in some periphery comt.ries. Since periphev comtriess;" ex- 
ports are less diversified, they are more likely to be subject to large and 
sudden shifts in the terms of trade. But there is no evidence to hdieate a 
persistent dedine in the terms of trade over time. 

$ccond, the ties beween the care and the periphesy are exaggerated in 
depmdency theor)l; Many core naz-ims, includhg the United States, are 
higkfy self-suffident, and no matter how important the expor2: sector is to 
certajn periphery cozln&ies, the domestic sector is much more important. 
Net exports are vpically a small portion of GDlr, swamped by domestic 
comumption and investmat. E links horn the core to the periphery are 
the main forces of underdevelopment in the periphery; one would expect- 
strong trade ties betwen the two groups. But: most trade of the core 
economies is with olher core ecoraoxnies, not with the periphery. 

, the concept of dividing the world in ltvo distinct arenas, the core 
and periphery, seems too simplistic. The world's largest producer of pri- 
mary produets is the U ~ t e d  States. Mmy "periphery3' nations have large 
manulacbring. sectors, especially afier thi- or more years of ISE. Even if 
the distinction beween core and periphery was useful benty or thirty 
years ago, it is less so today 

The fourth weakness is the accumulating empirical evidence that there 
is a positive correlation betTNem '*dependency'has measured by reliance 
on the trade and export sector and economic growth. Many of the Asian 
comtries, such as TBiwnn and Korea and, before them, Japan, have seem- 
ingly broken from the grip of the core and even joined the core, not by 
isolaGng themselves but by pursuhg aggrtrssive expo& pol.icies. At t-he 
same time, Latin America experimented with three decades of import 
substitution policies, raising tariff barriers and hporting large quantities 
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of capital for industrialization. Some gains were made, but relatively 
speaking, Latin America fell further behind the Asian economies. These 
examples from both Asia and Latin America contradict the policy pre- 
scriptions of dependency theoq. 

Finally, dependency theory blames outside forces, the core, for lack of 
development. There is no internal critical reflection and no domestic pol- 
icy prescription for reform. Dependency theory seems to deny the periph- 
ery autonomy in the world order, locating blame on the outside instead of 
looking for internal factors that might be to blame. For example, the ECLA 
version of dependency theory failed to explain why the process of indus- 
kialization not accurrhg nabauy in Lath America. Could the prof- 
its from the export sector have been c pmduc~ve domesec 
invesment without the need for impo ? m a t  was the infer- 
nal reasm that this process was not d m c y  theory dis- 
cmrage~such q u e s ~  g. Without cri.tical. d e c ~ o n ,  thcrc: is no move- 
ment for change or reform in the developing cornhies themselves. 

m a t  are we to make of all this? Dependency theory forcefdly draws 
out some truths about ecanomic relationships bemeen developed and 
developing economies. The ECLA provided a convincing theory of how 
the core nations trap the periphery into a cycle of poverty that must be 
brokm with forced Lndustrialization. But is the theory correct? Perhaps 
induszrialization did need to occur in the develaphg countries, but for 
reasons different. horn those the ECLA suggested. mere may be a nabra2 
limit to growth fuefed solely by the export sectoll, especially one that pro- 
duces raw materials. For instance, resources in a country could diminish, 
which would dampen export productian, Peshaps with hcrcasing labar 
productivity in the export sector but slow growth in demand for the ex- 
port products, demand for labor would decrease. Without other alterna- 
tives, the labor would have nowhe-e to turn for new employment and 
unemployment would continually increase. These alternative reasons for 
why nations need to industrialize have nothing to do with the relation- 
ship between the core and the periphery. Nor do these alternative expla- 
nations suggest the adoption of import substitution policies; industri- 
alization with an mturard orientation would have been preferable, So the 
ECLKs prescription sf hdustrii-rlizat-Ian may have been correct, but for 
the wrong reasons. If so, the call for IS1 was misguided and actually hin- 
dered growth in Latin America. In the final analysis, dependency theory 
oEers little insight to what refoms are necessary in the develwing coun- 
kies themselves. We must look elsewhere for answers. 

Neoclassical growth theory grew out df work done by Robert Solow in 
the late 1950s. It is a macroeconomic approach to dynmic gowth. The 
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most basic concept: is that an ecmomy's ouput is represent-ed by an ag- 
gregate pmdu.ction hnctim of the form U = F(K,t,) where Y represents 
real output (GDP), K is t%le nati,on% cwital stock, L is labor, and F(.) is a 
functional. form representing the mhalogy that transfoms the capital 
and labor inputs into output. h otlner words, ouput is the result of capi- 
tal and labor inputs combincd with a level of technology. Capital is de- 
fined in thh sense as all nontabor hputs into the production process- 
rnachinerq., buildings, land, computers, and even education (part of: 
h m m  capital). 

Neoclassical growth theory assumes that the production function ex- 
hibil-S mnskunl returns to scale. This means that a doubling of capital and 
labor inputs results in a doubhg of output. This assumption does Ww 
things. First, it implies that the size of an economy has na separate egect 
on growth. Small countries can gow just as easily as large countries. Sec- 
ond, it allows us to expxss ouput as a fmetion, of capital. per worker. Di- 
vidhg the pmduc~on h c t h n  by Y, we ctbtain y = f(tr_), whelre y is outpul. 
per worker (Y/L), and k is capital per worker (K/L). Per capita output, 
then, depends solely on, the stock of capital per worker.2 

An =ample will serve to illustrate Che point. Two nations, Japan and 
Korea, have access to the same technology but Japan has a higher level of 
per capita output than Korea. According to neoclassicd growZh theory, 
the only reason for this higher o q u t  is that Japanese workers have ac- 
cess to mort, maches, tools, and other equipment to make them more 
productive. Imagine hAio secretaries. Onc: has access to a telephone, com- 
puter, print@& fax maehhe, and adding nachne. The other has only a 
telephone and a manual typewriter* The first secrcstary is far more pro- 
ductive, because he or sbe can accomplish moue things with the given 
capital stock. Si~I.ar1.y if construction workers have access to expensive 
machinery to dig ditches, surface roads, and so on, they will be far more 
producthe than constmctiun w o r h s  who wmk with shovels. The ratio 
af capital per worker determhes the nation's standard of Gving. 

The per-wurker production function exhibits diminishing raturns fa 
scale. That is, as the capital-tu-tabor ratio rises, out-put per worker in- 
creas@s, but at a decreashg rate. Suppose the secretary with just a tek- 
phone and manual typewriter acquires a computer and a printer. Fro- 
ductivity wes up sipificantly (once the secretwy becomes pmficient at 
using the connputer). Xf the same secretary them rlcquhes a second corn- 
puter, produdivilty may go up slightly, but certahly by less than the in- 
crease from the first  compute^ Most of what can be accomplished with 
two computers can be accomplished with just one computer. Suppose the 
setretar). acquises a third computer, Chances are that this computer will 
sit mtouched and will only be used in rare eircumtances, The inc~ase  
in output of the secretary attributable to the acquisifion of the third com- 
puter is far below the increase in ouput from the first computer. In ather 
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words, as the capital-to-labor ratio rises, output continues to rise, but at a 
slower rate. EventuaByf the additional capital adds practically nothing to 
output. In economic terminology, we say that the marginal product of the 
capital approaches zero. The per-worker production function is repre- 
sented in Figure 2.1. Capital per worker (k) is plotted on the horizontal 
axis, and output per worker (y) on the vertical axis. The production func- 
tion comtantly hcrcases, but at a decreaging rate. The slope represents 
the concept of diminisfig returns. 

Why is it that the aggregate production function has constant returns 
to scale, whereas the per-worker production function exhibits diminish- 
ing marginal returns? Part of the answer is that the production fmctions 
behave this way because we assume that to be the case. But there is more. 
The concept of returns to scale implies that all inputs must increase in the 
same proportion. Labor must increase exactly in proportion to the capital 
stock. In contrast, the per-worker production function assumes that the 
capital stock is growing more rapidly than the labor force. Therefore, not 
all inputs are increasing in the same proportion, and the principle of re- 
turns to scale does not. apply. Instead, the principle of diminishing 
rehms sets in. m e  lnw @diminishing marginal returrzs states that if more 
and more of an input is used, holding all other i,nputs constant, eventu- 
ally the additional output (or the marginal product) will decrease. Using 
our secretary example, the returns-to-scale principle requires that labor 
(hours worked) and capital (computer@ increase in the same proportion. 
But if only capital increases with no corresponding increase in labor 
hours, then dirnhishing returns sets in. Thus dimfishing returns to cap- 
ital is consistent with basic economk theory even in the cantext of a cm- 
stant returns-@scale production function. 

FIGURE 2.1 The Per-Worker Product-jion Fune~on, 
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The per-worker production function determines the relationship be- 
tween the capital stock per worker a d  nutput per worker, but it does not 
determine the equilibrium level of capital per worker (and hence the 
level of output per worker) that the econarny will achieve. To exgtaSrl 
this, we need to mderstand the forces that create and destroy capil-al. In- 
vestment, in lthe economic selrse of the word, is the purchase of a newly 
produced asset that expands the productive capacity of the economy In 
other words, it is the purchase of something that is used to produce 
something else. A farm tractor is a classic example of investment. Farm- 
ers purchase tractors in order to produce food, Ekewise, businesses pur- 
chase computers to help them produce their products more efficiently. 
Investment adds to the stock of capital. With certain simplifying as- 

Ition$, we know that a nation's level of savhg equals its level of in- 
vestment.3 If we take the saving rate, s, to be a fixed percentage of output 
per worker, then investment in an economy is equal to s * ffk). The re- 
sulting investment curve is plotted in Figure 2.2. 

At the same time, part of the capital stock wars  out each year. 'This is 
called depreciation. It is reasonable to assume that a certain percentage of 
the capital stock wears out each year or, equivalently that a certain per- 
centage of the capital stock per worker wears out each year. We represent 
the rate of depreciation by the symbol 6; hence total depreciation in 
the economy is Sk. As the capital stock per worker rises, so does the level 
of depreciation. Figure 2.3 demonstrates this depreciation line. 

The steady state is a dynamic equilibrium position in which output per 
worker does not change from one year to the next. In other words, the 
standard. of living wades a certain level and remains there. An economy 

k 

FIGURE 2 2  The Saving Function 
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kl k* k 
FIGURE 2.3 Saving and Dprecia~on 

settles at a steady state when capital per worker does not change, or 
when the forces that cwate capibl per worker are equal to the forces that 
destroy capital per worEcer. Such a sikation occurs in Figure 2.3 w h e ~  
the investment line crosses the depscjcjiltim h e  at k*, The capital stock 
per worker in this economy is k* d, followkg k* zap to the produc"rion 
function, the level of output per worker is ye. 

What would happen if the economy were at a point like k,? Since in- 
vesment exceeds depreciation at k,, capital per worker and hence output 
per worker would incr-ease. 71he capital creation conthaes until the econ- 
omy reaches P. Ccmscqexentiy, output per worker rises mtil the economy 
reaches y'. If the economy is at a point like k,, depreciation exceeds in- 
vestment and the capital stock per czroxker declines until the economy 
reaches k" a d  y? Note that the st-eady-state level. of O U ~ U ~  per workr is 
determined by hnro foxes: the rate of saving, s, and the rate of dezpre- 
chtion, S. The %&er the rate of saving, the larger is the steady-state level 
of ouput per worker. Conversely, the higher the rate of depreciaSiun, the 
lower the level of ouput per worker, A key policy prescription Erom neo- 
classical growth themy, then, is to increase saving rates in developing 
mmtries, which will increase the capital-to-labor ratio and standards of 
1ivin.g. 

The main conclusion horn neoclass.cal growth t h e y ,  howwer, is a bit 
sulprising. B e n  if saving rates are increased, the rate of hvestment in- 
creases, leading to an increase in cayital, per worker, Eventually, however, 
the rate of depreciation equals the rate sf invemmt, and the economy's 
standard of living stops rising, So an increase in saving rates only leads 
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to a temporary boost in output per worker. Irz. the lcm,o run, the level of 
saving. has no efecf. at all OIZ l t v i ~  sl"nndnvds. The only force that leads to 
sustained and continuous hcreases in living standards is one that con- 
tinually shifts the per-worker producfion function upward. That force is 
techalogy, An economy must have cant1Yruous technological advance- 
ments in order to continue growing over time. Assuming that nations can 
imitate other mtim9echnologies easily (which is a big assumption), 
one or a few nations can lead the way in, techological advancements) 
and other nations can folbw abng. Fipre 2.4 models Zke impact of tech- 
nology. Since technology makes capital more productive, a given stock of 
capital per worker produces more output. Therefore, the entire per 
worker productiovl function shies upward, The ratio of capital per 
worker k* now produces output level y' instead of the lower level of y*. 

Neoclast;ical growth theory is very appealing because it manages to 
dcscribe the cornplex process of ecommic growth using simple equations 
and concepts. It clearly shows that short-run growth results from higher 
rates of saving, whereas long-run growth depends on advances in tech- 
nology. We know from this model that the key to the long-run success of 
an economy lies in its ability either to create or to imitate technology. We 
return to this central role of techoloa  in Chapter 5. 

Nesclasskal growth theory suffers horn hnio serious weahesses, how- 
ever, The first is that it predicts a fairly rapid convergence of levels of 
weals across nations. Recall that diminishing rehxrns to capital mean 
that the marginal productivity of that capital decreases as the capital 
stock grows. Thus one dollar of capital invested in a country such as 
hdia with a low capihl-to-labos mtjo shodd have a much great-er impact 

EGUW 2.4 Technolow a d  the Per-Warker Production F~ lnc~on  
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on output than a dollar of capital invested in the U d e Q  States, where 
capital-to-labor ratios are already kigh, Thus onc of the implica~ons from 
the theory is that given approxjmately equal saving rates, poor countries 
should grow faster than wealthy countries.4 Standards of liviw ilcross 
borders should conwrge. In fact, using realjistic @swat= of agg~gate 
production functions, convergence should occur in a relatively short pe- 
riod of time. Hwever, we do not observe this convergence in the real 
world.5 In fact, the gap bemew many rich and poor countries is increas- 
ing. Moreover, patterns of investment in the world indicate that rates of 
return in the United States are comparable to or higher than rates of re- 
turn in many dwelophg comtries. This also contradicts what we would 
expect from the theory, since poor countries should have high marginal 
productivities of capital. The Cheery of institutions discussed in this book 
does not predict convergence. Countries can persist in relative poverty 
for decades or perhaps centuries. 

The second weakness of neoclassical growth theory is that at best the 
theory seem to describe grow& but does not explah it. The mah conclu- 
sion is that techology drives hcrcases in living standards in the long 

, yet the theory has nothing to say about what makres technology lev- 
els increase. It may lead us h the right direction, but it leaves the main 
mystery unsolved. Techology is completely exogenouf; i,n this model- 
that is, the level of techolsgy is detemined outside the mode1,b The the- 
ory of institutions does not necessarily contradict neoclassical growth 
theory but it goes beyond description and examines the underlying 
causes of economic growth and stagnation. 

Questions for Discussion 

1, If the ratio of a countvs imports to exports rises, what happens 
to its terms of trade? 

2. Do you think it is useful to divide the economies of the world 
into the corc and the periphery? Why or why not? 

3. Name three criticisms of dependency theory. 
4. Suppose Country A has a higher population growth rate than 

Country B, but both countries have the same saving rate, the 
same level of techolog~r m d  the same depreciation rate. W i &  
comhy will have the Egher stcady-state level of per capita out- 
put? my-? 

5. What is the difference bcween ""diminishing returns to scale" 
and ""dmhishing marginal r ebrn~? '~  

6. Despite the shortcomings of dep~ndency theory and neoclassi- 
cal growth t h e q  are they useful? m y  or why nut? 
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* Motes 

1. United Nations, Economic ssion for Latin America, "The Economic 
Development of tatin Ame~ca Principal. Problems" mew York: U ~ t e d  
Natiom Department of Economic Affairs, 1950). 

2. The full result is y = f(ktL/L) = f[k,2), However, a funcgonal tramformation 
of a constant is economically irrelevant. nerefore, we can i g n o ~  the constant, 
and the term collapses to y = ffk). 

3. This idmtity assumes that the government" bbudget is perfectly balanced 
and that there is no trade hbalmce with other nations, m e  more complex iden- 
tity states that saving is equal to hvesmentr plus the p v e  
plus net exports. Coverment deficits are the nation's ""dssaving," and a trade 
suvlus results in net capital outflows. 

4, hother assurrtpeon req~red  for convergence is that popuIat-ian growfi rates 
xross cow&ieies are eq_ual. A figh rate of populagon groweh m e w  that the exist- 
frrg capita1 stock must be spread over more p q l e ,  lowehg the steady-state Iwel 
of capibl per worker. 1 have left this out of ehe m d e l  to s h p I q  the analysis, 

5. There is a vast literature in economics cdled the New Growth meory that 
tries ta remedy this weahess by get*g rid of the assump~on of di 
t u r n  to capital. Without diminishing returns, poor nations are not expected to 
grow more quickly than wealthy nations, and convergence is not a necessary 
evenbality; 

6. Agaln, New Growth Theory attempts to correct this weaknas by making 
techology endogenous4etermhed within the model. 



The Coase Theorem: 
The Link to Institutions 

Economic Eaeieney 

Traditional neoclassical economic theory preaches the virtues of the 4fl- 

cimt outcome, Efficitmcy in economics has a precise meanjng. It means 
that all mutual gains from trade have been exhausted. There is no trade 
opportunity left that would make someone better off without hurting 
someone else. The concept of efficiency is ultimatdy derived from the 
philosophy of utilitarianism, whose guiding principle is the greatest 
good for the greatest number. If there is a potential trade that results in a 
net gain to society, then the trade should be undertaken; the only proviso 
is that it not make mysne worse off. Ln other wards, efficiency does not 
imply that fhe poor steal from the rich even though there might be a net 
gain to society from doing so, because the rich will be made worse off. 

Economic theory (particular@ microeconomic theory) is centercd on 
the concept of efficiency. Students in inkoductory rnicroeconoxnic 
courses are taught, for example, that the efficient outcome is a world of 
perfect competition in which all firms earn the normal rate of return on 
their operatisns. This is efficient because all possible trades between 
buyer and seller have been exhausted.' In fact, the entire build-up of neo- 
classical micmeconomic theory leads to the "invisible hand" doctrine 
first stated by A d m  Smifh more than 200 years ago. 

[B'& directhg that indusky in such a m er as its produce may be of the 
peatest value, he intends only his own gain, and he is is inthis, as in mmy 
other cases, led by an invisible hand to promote an end which was no part 
of his htc3xlgan. Nor is it always the worse for the sociev that it was no part 
af it. By pursuhg his own irrl-erest he frequently promotes that of the society 
more effectually than when he really inknds to promote it. 1 have never 
known much good done by those who affected to trade for the public good.2 
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This doctrine states that the social welfare of a nation i 
eisely because each person acts in his or her self-inkrest. 
individuals produce the best possible economic world, the efficient 
world, by focusing first on their own needs and desires. How can this be? 
Consumers have limited budgets yet unlimited wants and needs. In this 
context, the best thing that consumers can do is to purchase the goods 
and services that they most desire. Producers, on the other hand, seek to 
maximize profits. They do this by producing the goods and services that 

rs want tke most. As lmg as there is free entry and exit into in- 
dustries and good infarmal-im about products, the desircl! fur profits will 
generate competition that lowers the price charged to consumers. With a 
few other assumptions, perfect competition and economic efficiency ap- 
pear. T leads to a policy prescri-ption of laissez--faire, or hands 
off .  Go should let markets operate with little regulation. The 
"'invGible hand" will take over and lead to the productim and exchange 
that are necessargr to tap the wealth potential of the economy 

Underlying the discussion thus far has been an assumption that is so 
subtle that the econoynics prokssion did not even no~ce  it w ~ l  the work 
of Romld Coas. Yet when the hphcations of r e l a ~ g  this assuxnption are 
thought through, the inabitity of neoclassical economics to explain many 
real-wodd ev& becomes cleiarer. The a s s m p ~ o n  is this: Neoeld-ssical m- 
mnzk tkory  assumes fiaf tl.Ee process clfexchnge is casfless, h other wads, all 
exchanges are made in the context of good information with no possibility 
of one party's not honoring the agreement. This assumption rarely holds in 
the red wrld, however, An exmpk can seme to austrate the point. 

hchel is a braant couege gaduate tvho needs fhandng to start up her 
new computer sofWarr;t business. She is developkg sofware that allws 

s to track their hventory at a lower cost than exiskg safWa~e. How- 
ever, she needs funds to purchase expensive diagnostic hardware and 
then to market her product. Rachel has developed a business plan, and 
early results show that her sofware wiU be pvular. The bderti ,  how- 
ever, are unwilling to lend her the funds because she is young and inexpe- 
rienced, md she has no coUatera1 to guamtec a loan, Fur.thermorc3, the 
baAers are not experts in the computer indus&y and they cto not hw 
whether her product will be completed in a thely manner or whether the 
product will sell well. The financing does not come through, and Rachel is 
forced ta abmdon her sofhare produc~m. Note that the &ansactim be- 
meen Rachel, md the bank wauld have been beneficial far both parties 
and for the economy as a whole, but the transaction did not take place. 

Transaction Costs 

h this example, trade did not occur because of the Kgh transac.tim costs. 
Transactio~z cmfs  are the costs of negol-ialing, measuring, and enfarckg ex- 
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changes. Negotiating an agreemat can be a long and costly process. All 
sides to the exchange must barigain with one another even when they are 
in bitter oppositim. Labor unions and management must negotiate new 
contracts periodically Sometimes the process is so difficult that media- 
tors must be brought in ta facilitate the discussions. The 19961995 Major 
League Baseball strike cost millions of dollars to both sides. Clearly the 
stoppage of play was harrnfu.1 to the players, the owners, and the fans. 
Accordkg ta Coascl, "In oder to carry out a market transaction, it is nec- 
essary to discover who it is that one wishes to deal with, to inform peo- 
ple that one wishes to deal and on what terms, to conduct nego~atiom 
leading up to a bargain, to draw up the contract. . . . "3 These are all ele- 
m t s  in n e g o ~ a ~ n g  an exchge ,  In our sofmare example, nego~ating 
costs were small but not zero.. 

Measurement costs involve measuring alf the attributes of a goad or 
service. The mat source of measurement costs is poor infarma~on. For 
example, whm purchashg a, computer, the buyer would like to h o w  a 
lot morc about 'the computer" attributes than sim.gly the price, How fast 
does it mn the soft-tvare? Will it last for a rcasmable period of t h e ?  It is 
upgradable? Measurement problems abound in the purchase of a used 
car, 1s the cm reliable? Muw somd is the engine? Wilt the body rust over 
time? Measurement costs are often worse fox services than for goods. 
Mow do we knaw how good a doctor is when kyhg to select one? men 
a corporation hires a law f im t=a defend a lawsuit, it must ascertah the 
quality of the =presentation it wilt get, In our software example, the 
bank faced high measuremenl costs because it could not perfectly ascer- 
tain RacheYs skill, level as a progra er, nor csdd it h o w  the market 
conditions md the true potential of sofmare. In the absence of collat- 
eral, the bank deeided that the loan was too risky, 

There are some measures that can be taken to lower measurement 
costs, Che is to provide a seHer% sarrmly guaranteeing the quallit)r of 
the product for a particular time. A used car salesman, for example, could 
offer a money-back guarantee that the car will h c t i o n  properly for at 
least one year: Anathttr way to lower measu~ment costs is to deal only 
with friends or relatives, or to make decisions on the basis of recammen- 
dations from athers. For example, many people select a doctor on the 
basis of experiences that their friends have had. The same is true for 
lawyers. Reputation is also impodnt, tE the word gets out that a partic- 
ular law firm is nat vcry strong, then potmtial clients shy away. Mea- 
surement costs can be reduced, but they can rareZy be eli 

Finally, transaction costs include the costs of enforcing exchanges. Dif- 
ferences in edmernent costs acfoss couniries may be the singXe most im- 
portant reasm why some nations are w~althy and others are poor. a c e  
an agreeant is reached, the parties to the agreement must honor their 
commitments. But there is always the chance that the o&er party will not 



do so. If there is no enforcement mechanism to penalize and deter con- 
tract brctakers, then either side to an agreemnt can achieve short-term 
gains by not fulfilling its part uf agreement, Por example, suppose that a 
constmction firm contracts with a real estate f im to build new hauses in 
a subdivision. The real estate agenq pays the firm as it completes the 
houses, only to discover two years later that the construction firm used 
;inferior materials and the houses have serious defects that need to be re- 
pairt3d. If The real estate firm has no recourse to sue or athewise mover 
its expenws from the conh.actos, then it must absolIb the entire expense 
for the repair or place the burdm on the homeowners. L,& of enforce- 
m& makes the exchange much riskier, Xn. the sofwarcl example, Rachel 
could not can~ince the bank that she would hmor her part of the agree- 
ment. Indeed, Rachel herself did not know for sure that her product 
would be successfuf, Becawe of the bank" lack of abitity ta enforce the 
agreement, it: refused the loan, 

Reputaion, repeat dealings, and cmpetition help to lower enforce- 
ment costs. If a firm is concerned with its name recogni~on, then it may 
honor agreements in order to sustain its good public relations image. If a 
customer and, busincss are engaged in repeated exchange over time, then 
both sides also have an hcen~ve  to hsnor their agreements. If I routinely 
go to a particular bicycle store to purchase bike accessories and have re- 
pairs done, then X do not want to harm that relationsEp by howingfy 
writing a bad check* On the other hand, the owner of the bike store has 
an incentive to treat me fairly because he h o w s  that I can take my busi- 
ness elsewhere, Urzdcrlying the self-enforcing characteristics of reputa- 
tion anct repeat exhangs is m assumpt;ion that there is competition in 
the marketplace. If the bike store is the only m e  in town, then 1 m y  have 
to live w i ~  low-quality service if I want my bicycle maintained. Thus the 
power of competition is key to enforebg exchanges. 

In m m y  nations, however, competition is sparse. And in rnany 
markets, customers and suppliers are not engaged in repeat dealings. 
Mo~oves, even when these factors are pscsent, mmy exchanges arc. ss  
large or so complicated that there are gray areas in the contract. A recent 
example is a contract beween the U.S. government and computer pro- 
grammers to develop a new coqu te r  system to handle Medicare 
bilfing.4 The programmers began work on the system, d y  to discover 
that the promss was lar more covlex, and hmce wwid take nu& more 
time, than initially thought. Because of substantial cost overruns, the 

ent canceled the contract. Was this a case of the government's 
not fulfilling its side of the exchange? More likely the root problem in this 
eansac~on was the inability to properly measure all the attributes of the 
exchange. ff negotiation, masureanent, or enforcement costs are high, 
then transaction costs are high, and rnany potential exchangtls will be 
hrfeited. 
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The Csase Theorem 

In 1.960 Ronald Coase pubIisfied an astick that clarified the role of bans- 
action costs in neochssicat economic theory.5 His fhding has came to be 
called the Coase theorem, The theorem states that in a world of zero kans- 
action costs, the efficiexut outcome always prevajls. If people h o w  what 
all their optiom are, understand exactly what attribuks they are get~ng 
in a product, and know with certainty the outcome of each option, then 
it is an obvious conclusion that everyone will exercise their options in a 
way that makcs them as well off as possible. No mutually benekial 
transactions will be fsrfeited. In the sofmare example dismssed earlier, 
the bank would have hown with certainy the pmbabiliq of success of 
Rachers sofmarc project and it would have lent the money to her. If the 
exchange process is not costless, however, then the efficient outcome will 
not wcur. MukaUy beneficial. traasac~rsns will. be left tmtapped. 

Coasc's wosk made the economies profession explicitly recoeze the 
costless-exchnge assumption that had been implicit in economic mod- 
els. He demonstrated that the inefficient outcomes in neoclassical eco- 
nomic models derived not from assumptions about firm structure or 
other standard explmations but from the irnpkit presence of transac'cion 
costs. Let us examhe WO specific cases of inefficiencies, monopolies and 
externalities. 

A monopoly mists when there is a single seller of a good or sewice. The 
U.S. Post Oflice has a monopoly on the delivery of parcel post, ancl local 
cable companies have mmopalies in providing cable service to certain 
homes.6 There is a co on misconceplion that monopolists can charge 
any price t3ney wish, V\le must remeher, howeverI that the monopolist 
faces a downwrd sloping demand curve just We any other bushess. If 
a monopolist charges too high a price, it drives potenlial customers away. 
Moreover, regulatsrs are more eager to intervene when they perteive 
that a business is abusing its manopsly posilim. 

Economic theory holds that the profit-mximizing level of oupwt for 
m y  firm is the point. at which marginal rmenue (MR), the addition to the 
total revenue of the firm from producing and selling the last unit, just 
equals the marginal cost (MC), the addition to total costs f m  producing 
the last unit. In Figure 3.1 this mcurs at quantity Q*. The price the mo- 
nopoiist charges is Ctetermined loy the demand curve lor the product la- 
beled P" in the fipre, The shaded trim@@ ABC is ealld the deradweigkt 
toss and wresents the inefficictncies That mmopolies generate. Why is 
this level of ouput ;inefficient? The monopulist charges price E," for the 
product-say $5, The marghal cost to the firm of producing one addi- 
tional wi t  is less than $5; in our example we assume that it is $3, So at 
ouput level Q*, there are potential consumers who would be wiUhg to 
pay, say $4 for tfie product* The firm would certainly be willhg to sell 



E G U m  3.1 The Monopotistand Deadweight Loss 

one additional unit at $4; since it would cost h e  f im mly $3 to produce, 
profits would increase by $1. The firm would even be willing to produce 
one additional unit for a customer who was willing to pay $3.25; here the 
firm's additional profit would be $0.25. Efficiency in production occurs 
where price equals marginal cost. At this level of output, the firm's mar- 
ginal profits from producing and selling the last unit is zero. In Figure 3.1 
the efficient level of produdion is Q,. 

If the monopolist could isolate those customers who would purchase 
the product for more than $3 but less than $5, it could make side deals 
with them purchase additional un;its at continuously reduced prices 
until the price equaled the marginal cost. Under this scenario, Nze eficient 
outcome would prevail even in the monopoly setting. In other words, the inef- 
ficiency does not result from the monopolist firm structure but horn the 
difficulty the monopolist has in determining who those marginal cus- 
tomers are and in negotiating side deals with each of them. Because of 
the Rifficult.)i in makhg these exchmges, the standard monupoly result is 
the .typical outcome. There are sififieant transaction costs for a firm to 

the preferences of individual consumers and then to contract 
with them individually. Moreover, these side deals must be kept secret, 
or aU consumers will demand. the lower price. 

The second example of inefficiency involves an externality. A negative 
exfema%iQ occurs when the social costs of prduction exceed the private 
costs of production to the firm, and the f im does not have to compensate 
those who bear the additional costs, h example of a nega~ve externality 
is pollution. W e n  a steel factory produces its output, a by-pduct  is air 
pollution. Suppose the firm emits chemicals into the air that damage the 
exterior of homes near the factory If the firm does not have to compen- 
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sate the owners of ehe houses for the damage, thm a negative externalit-y 
exists. Figure 3.2 depicts the externality problem. The marginal benefits 
curve (MB) represents the additional benefits to society from production 
of the steel. 'The curve slopes downward because the additional benefits 
are very high when the firm produces the first units of steel, but the ben- 
efits fall (though they are still positive) as steel production increases. The 
beneftts derive kom the fact that the firm produces jobs and revenue and 
helps the community in a number of ways. The marginal private cost 
curve (MPC) represents the costs that the steel firm must pay-wages, 
rent, taxes, and so on. Hwever, the fim does not have to pay for all of 
the costs that it imposes on society. In particular, the 
to pay for the damage that its emissions cause to nearby homes. The finn 
produces at Q,, where marginal benefits equal marginal private costs. 
"I'his level of m p u t  maxiIXljzes profits h r  the firm. 

From society's point of view, however, the efficient level of production 
is Q,, where marginal benefits equal marginal social costs (MSC). The 
level Q, is inefficient, because there are mutual gains from trade that are 
not being exploited. The homeowners could pay the pollutiq firm an 
amount greater than the additional profits the firm would receive on its 
last units of production but less than the amount of the damage done to 
the houses from the extra pollution, so that the firm would reduce steel 
production and pollution emissions from the factory. All parties would 
be better offf because the firm would make more profits and the damage 
to nearby houses would be reduced. 

What prevents this solution from occurring is not the presence of the 
externality but the high transaction costs. The homeowners must coordi- 
nate with one another (negotiating costs), determine the amount of dam- 
age that the extra pollution is doing (measurement costs), and work out 
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a settlement with the firm (negotiating costs). The parties would then 
have to make sure that the agreement is honored (enforcement costs). 
This is a difficult and costly process. Only in a world of zero transaction 
costs does the efficient outcome prevail. Externalities only generate inef- 
ficiencies when there are positive &msaction costs. 

The hefficient osltcmes associated with monopolies and atemalilies 
are only the tip of the iceberg. If an economy has high transaction cos& 
many potential exchanges are forfeited, and the economy operates well 
below the efficient level, Answers to many unexplained paradoxes be- 
come clearer. For example, why is it that investment in many developing 
countries remains so low despite all the potential gains? The neoclassical 
growth model suggests that marginal product of capital investment is 
high when the capital-to-labor ratio in a nation is low. Therefore, devel- 
oping economies should have many latent investment opportunities 
with high returns. The answer is that many developing nations have high 
bansaction costs that prevent these exchang;es lrom occurring. %ce we 
recognize the impact that bansaction costs have on an economy, then we 
can better understand the solutions that are r e q u i ~ d  to inrprove eco- 
nomic performance. 

Link to Instituitions 

The Coase theorem can be related directly to the role of institutions in an 
economy, as illustrated in mother example of bansaction costs. A logging 
company and an envim ental group are at odds over plans to log old- 
gsowth ru3dwaods in cific Northwest. The logghg compmy- owns 
the property rights to the forest, and those property rights allow the com- 
pany to log the area. If there were zero transaction costs, the environ- 
mental group would determine how much it is worth to them to stop 
part or all of the logging. If that amount was greater than the marginal 
profits that the loggers could earn lrom their operations, the environ- 
mental group could purchase the property, and both parties are made 
better off. The efficient alatcome prevails, 

Suppose that tramactim costs are prcsent. Tbe two groups are so bit- 
terly opposed to one another that they cannot even talk to each other 
about the issues in a calm way Mo~over, the cnv etntal group cm- 
not agree on how much the forest is WO&, and, the loggers are unsure 
what their profits will be from logging. In this more realistic case, no 
transactim occurs and the loggers cut down the trees. 

Now let us reverse the story. Loggers wish to cut trees on certain land, 
and the environmental group opposes the cutting. However, the envi- 

ental group owns the property rights to the land. In the absence of 
transaction costs, the loggers agree to purchase some or all of the land at 
a price higher than the environmental group's valuation of the trees, but 



at a low enough price that the l e g k g  is still profitable, Both parties are 
better off. Again, the efficient outcome prevails. But in the presence of 
significant transaction costs, such as those described above, the two par- 
ties cannot come to terms on any transactim, and the hrest is not logged 
at all, because the environmental gmup refirses to grant any logging 

Two related points follow from this story: First, if tmsaclz'al-z costs are 
zevo, the eficienb oufcame always p w a i l s  q rd l e s s  of property rights assign- 
mertts. This is another way of stating the Coase theorem. No matter who 
initially owns the property rights to a good or service, trade will occur to 
make all parties better off. Second, transaction costs art? positive, properly 
rights assignments have a big impact on economic outcomes. In the first trans- 
action-cost scenario, the trees were logged; in the second, they m e  not. 
The assignment af proper9 rights, first to the loggers, and then to the en- 
vironmentalists, made the difference. 

&call that formal institu"cions arc the written "rules of the game.'?.m 
capitalism, property is privately held. Therefore, ownership rights to 
property must be clearly specified and enforced. One of the key roles of 
hstitutions is to define and enforce properq rights. The corollary ta fie 
first pmgosition above is this: h a world of zero transac.tion costs, instj- 
tutisns do not matter, NO matter what the hstitutional arrangements, 
people in the economy kansact until all muha1 gains 
hausted. Aggregate production and income are always 
hcome distribution is agected. But in the real world of positive irmsac- 
Sion costs, institutions have a big impact on economic outcomes. The in- 
stitutional framework of the nation determines how cost1 y it is to transact 
and therefore determbes the degree to which an economy attains its pro- 
ducGm and hcome potential. There is no question that transaction costs 
are always present and sieficrtnt. Therefore, instihttions always matter. 

Questions f s r  Diseussiont 

1, What is meant by economic efficiency? What does cffiiciency 
have to do with the distribution of income in an econorny? 

2. Is the interest rate that you pay on your cscdit card a ""trans- 
action cost" as defined in this chapter? m y  or why not? 

3. What possible institutions could an economy create in order to 
lawer transaction costs? 

4. Suppose someone enters a room fuXl of people and begins to 
smoke a cigarette, generating a negative externality with the 
second-hand smoke. Buildbg codes speciQ that smoking is al- 
lowed in the room, m a t  sort of agreement must be reached in 
order to eliminate the externalit);? What are the transaction costs 
that make it difficult to reach such an agreement? 
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g whether or not a monopoly exists is not always m easy task. A 

monopoly exisb only when reasanable alternatives to the- good or sewice are not 
available. Cable campaGes wotlfd argue that in fact they da not have a monop- 
oliy because of competition from. personal s;at.@11te dishes. 



Institutions and Economic Growth: 
The Static Case 

The Theay 

We are now ready to integrate institutions, transaction costs, and eco- 
nomic performance as measured by per capita GDP. In this chapter we 
assume that technology is held constant. At any moment in time there is 
a given amount of technology that a nation has available to it. The nation 
need not improve its technology to grow; it simply needs to utilize the 
existing technology more efficiently. This scenario is represented in a pro- 
duction possibility frontier in Figure 4.1. Two goods are on the axes, good 
X and good Y. The curved line is the economy's frontier-that is, the 
maximum amount of production that an economy can produce using all 
of its available resausces and the existing level of' tecknology.1 Productim 
camot occur beyond the hontier unless there is an inc~ase  in resources 
or an increase in the level of techcrlsgy. Pobts m the frontier are effi- 
cient because the economy if; u ~ E z h g  its resources hlly and rnaking all 
the necessary exchanges in order to maximize production. If the econ- 
omy is inside the production possibility frontier, however, the economy 
is inefficient. There are powihle gains from trade that are going un- 
tapped. It could be that the economy has excess unemployment, so labor 
resources are sitting idle. If those resources could be employed, then eco- 
nomic growth would occur. Perhaps saving and investment are at low 
levels because there is a fear of natimalizatim of k y  induskies. In either 
case, t11e econoany can move from point A to poinl E3 in Figurc2 4.1. with- 
out any change in technology. Because tecknology is assumed to be un- 
changing over time in this model, we refer to this as the "static" case. 

Figure 4.2 is a flow chart that illustrates how institutions affect eco- 
nomic performance, assuming the level of techolog is held constant. 
Let us work through this flow chart backwarcis, from right .to left. 



The Static Case 

Given the level of technology, a nation's standard of living is roughly 
d e t e r ~ n e d  by its GDP per capita. An increase in the standard of living 
requires an increase in average productivity by a nation's citizens. Pro- 
ductivity uswalfy refers to ouput per t of labor input, or ctuput per 
horn of labor, Measu~d out-pttt is the market price of the good or service 
multiplied by the quantity produced. Labor input is measured by the 
number of hours worked. For example, if in five hours a worker pro- 
duces ten calculators that sell for $30 each, output is $300 and labor input 
is five hours. Productivity is then $60 per hour. If the worker increases 
producfion to twelve calculators in five hours, output is $360 and pro- 
ductivity is $360 divided by 5 hours, or $72 per hour. The worker brings 
in mow =venue for the firm, and under the right marktet conditions his 
or her wages and shndard of living increase. 

One way for workers to hcrease productkity i 
of specialization and division of labor, Suppose a 
bites, mere are aE Least Zrvvo ways to organize produstion. ~e is to assign 
a worker to a particular car in production and have that worker follow 
the car all the way through the production process. 'This worker assem- 
bles the engine, seats, steering wheel, windshield, doors, and so on as the 
car moves down the line. The worker inspects, cleans, and drives the car 
to the compav parking lot, 

The second method is to assign the worker to one particular task that 
he or she performs on every car that passes by. Obviously the second 
shategy is the more productive. Henry Ford built the first automobiles 

I n s ~ m ~ o n s  ==P Tramaction Creation rrs;r Specialization 3 Productivily ==$ Economic 
Costs of Ma&ets & Divbion Ferformmce 

of hbor  

FIGURE 4.2 The Sbt ic  Case 



with this method. Adam S ~ t h  observed the same concept in pin hcto- 
ries in the late eighteenth century. He wrote: 

[A worhan]  could scarce, perhaps, with his utmost hdushy make one pin 
in a day, and c e r b ~ y  could not make Zl/venty. But in the way in which this 
business is now carried anr not only the whole work is a peculiar trade, but 
it is divided into iz number of brmches, of which the greater part are like- 
wise peculiar trades. 6ne  man draws out the wire, another sbaights it, a 
third cuts it, a fourth points it, a fifth grinds it at the tap for receivhg the 
head; to make the head requires WO or three distinct operations; to put it on, 
is a peculiar bushess, to wkiten the pias is another; it is even a trade by it- 
self to put them into the paper; and the important bushess of mking a pin 
is, in this mamer, divided into about eighteen disthct opera~ons. . . . 

This strategy of specialization allows a worker to learn one particular 
task very well. Over time the worker figures out the little secrets that 
make the job easier and develops the specific: physicaf conditi 
essary to conciplete the task." 

The strategy of specialization carries some risk. As people become 
more and mare familiar with their partimlar task, they 1sw (or never ac- 
vire)  the ability to do many other tasks. An economics instruttor b o w s  
how to teach ecmomics, but she probably does nat know how to g m  
her own faod, EZZkild her house, sew her own clo&es, or fix her car. I f  the 
markets were to collapse, most of us would have nu idea even how to 
generate electridt-y. The point is that specialization and division of labor 
create a relimce m the market system to satisfy our various needs and 
desires. A construction worker h o w s  how to build houses, but he buys 
clothes made in Nepal. His shoes are k m  Singapore, and his car from 
f aparr. 

In order to rely on the market, markets must exist and they must func- 
tim well. We often take this for gmnted in the United States, but many 
markets in many parts of the world are simply nvnexistent or work 
poorly. Why is it that in Kenya one cannot run to Wat-Mart at 3 AM. to 
buy aspirin? The market does nut exist. What is required fsr markets to 
exist and to fmction well3 mere are at least six criteria. 

First, there must be consumer demand for the particular good us ser- 
vice. Uemand is part-ially determhed by the size of the market. h large 
cities, m e  k d s  an abundance of shops, malls, gas stations, lawycrs, ac- 
countants, printers, and so on. Firms locate in. large cities because con- 
sumers are there to purchase the goods md services, lrhe approximate 
size of a firm in the long run is determined by economies of scale. Xf 
econodes of scale are vev  large, each firm must produce large quanti- 
ties of its product in order to achieve low average costs. If a market is 

ot take full advantage of economies of scale m d  will not 
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set up business in the area. This expJains, for example, why big rnanu- 
facturhg firms are not hund in small totvns. This does not mean that 
small towns have no markets, It simply mans  that the types of firms that 
locate there will be those with lesser economies of scale. Xndhidual. law 
practices take the place of big law firms in small towns. 

Second, there must be suppliers. Usually for the market to function 
well, there must be numerous suppliers, Most suppliers enter the market 
only when they t they cm make a profit. Tbtal revenues must exceed 
total costs. Neoclassicd economic themy teaches that costs are composed 
of capital and labor costs. Ransaclion costs are assumed to be zero. We 
now h o w  that transaction costs are rarely zero an$, often are very sig- 
nificmt. So total costs are the co,mbination of labor, capital, and transac- 
tion costs (TC = Sabor costs -r- capital costs -r- transaction custs)* 

Ultimately, pmductim is a combination oi labor; raw materials, tech- 
nology, and a whole series crf trmsactiom, A pruducer takes raw materi- 
als and converts them into the end product. The pmducer must contract 
with owners of the raw materids, labo~rs,  owners of the capibl, whole- 
salers, retailers, and so on. Each of these transactiom can be costly. Let us 
take the assemhly of a typical computer as an example. The firm must 
contract with other producers to purchase the motherboard, the micm- 
processor, memory chips, disk drlves, the monitor, the keyboard, the 
compact-disk player, the sound system, the computefs shell, md several 
sofrcVVclre packagea The firm mwt then contract with wsrkers to assem- 
ble the parts, FlnalQ, the firm must have warehouse space, electricjty, and 
telephone service and must contract with a trucking company to ship the 
hished products. If any of these lhks in the production chah is delayed, 
the pmducti~n process either slows or stops completdy 

The abiliq of the supplier to make a profit from assembling computers 
will depend in large part sn the level of transaction costs. Are the mar- 
kets developed enough that the supplicr can fjnd retiable producers of all 
the component parts? Can the supplier negoeate prices that both parties 
agree on (negoGakg cosh)? Do the cnmpornents meet the agreed-upon 
level of qualiv (measuring costs)? m a t  happens if shipmnts are con- 
stantly late (enforcement costs)? What if a supplier refuses to pay? Is 
there a court system that wjlt settk the dispute (enforcement casts)? W 1  

ent nationalize the industry? The answess to these questions 
determine the level of transaction costs that the computer assembler 
faces. Xf the transactim costs are mlatively low, it is likely' that many corn- 
puter assembly plants will be in v a t i o n .  If trmsactim costs are high, 
few ur na suppliers will enter the market. 

The third criterion for well-functioning markets is that consumers 
must have good infarmation about the price, quality, and atkibutes of the 
pmduct. George Akerlof described this problem h the market for used 
cars.WWhen. the consumer searches for a used car, transaction costs 
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abound. The quality of the car is difficult to discem. Many of us have had 
the experience of purchasing a used car from an individual and finding 
that it ntseded hundreds of dollars of q a i r  work just to pass the state in- 
spection. Consequently, many people avoid the used-car market entirely. 
Would-be buyers do not purchase used cars from individuals for fear of 
being taken advantage of. And those who have high-quality cars to sell 
trade k m  in to dealers, because they do not want to go through the has- 
sle of convincing potential buyers that their cars are really worth the 
price they are asking. The market for used cars would work well if the 
buyer could perfectly observe the condition of the car and determine 
how long the car will last and what sorts of repair expenses will be nec- 
essary in the future. But this information is only imperfectly known at 
best. One can take the car to m inspec~on center to obtain a mecha~c's 
opinion. This costs money and the mechanic may or may not be quali- 
fied, Hence the used-car market works poorly 

There are a few ways to partially overcome this measurement problem. 
First, the seller could offer a written wananty. Of course this warranty 
must be enforced by a court system. Second, the purchaser could ascex- 
tain the reputation of car dealers and deal only with those who get good 
reviews and have been h business for a long lime, But the used-car mar- 
ket is inherently plagued with high costs of transacting. 

Other markets have similar prt>blems. The market for lawyers3ervices 
does not work as well as one might hope, because of the high costs of 
measuring a lawyer's performance and skills. A client has a difficult time 
of knowing whether he or she is getting good services for the price. The 
same is true for doctors. A patient rarely b o w s  if ~e surgeon is truly 
qualified or inept at a given surgical procedure. 

Fourth, there must be a stable monetary system that both the buyer 
and the seller recognize and trust. The U.S. dollar has been stable for 
more than a century. Dealing in dollars involves extremely low transac- 
tion costs. In fact, many citizens of other counh.ies would rather deal in 
dollars than in their own countrieskurrencies, because their own cur- 
rencies are not irustworthy. Often such currency weakness is a result of 
past or present hyperinflation (extremely high rates of inflation). Hyper- 
inflation erodes the value af the currcncy and makes negotiating costs ex- 
tremely difficult. Imagine that you loan someone $100, payable in one 
year. The y w  passes with an haation rate of 100 percent, In real terms, 
the $100 you receive at the end of the year is worth half as much as the 
$200 ~ t i a l l y  loaned. h essence, you paid the borrswer $50 to use y o u  
money. Commodity money, or paper money, arises out of a need to facil- 
itate trmsactions. If the currency is stable and trzlstvvsrthy, transaction 
costs are lowemd. 

~ifth, the seller must legitimately and securely hold the property rights 
to the good or service, and the seller must have the authority to transfer 
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the properv rights to the purchaser. One cannot legally sell something 
one does not own. If slolen pmperq is resold, the tramactiun is not legal, 
Moreover, the seller must be able to transkr Lt-re legitimate property 
rights to the seller. If the consumer perceives a high risk of purchasing 
stolen property, transaction costs are increased. Also, if the property 
rights to Zhe bushess or the assets are not secure, long-term planning and 
invesment become very risky. mo would invest in m oil field i f  there is 
a high risk that the government will confiscate the land once oil is found? 
In many countries there are waves of nutionrllizufiun, governmelli 
takeovers of previously private assets. If a government has a history of 
nationalizing assets, investment within i ts jurisdiction becomes risky. 

Finally, buyer and seller must have access to an impartial legal system 
in case one party cheats the other. Enforcement costs are perhaps the 
largest component of transaction costs. Many nations simply do not have 
adequate legal systms to enforce contracts, and so "h-msactiom are n.ot 
secure. North iden.tifief; thee tyres of xnal-kets, l?hc first is personal m- 
change with 110 third-party enforcement. Exchangc is primaray con- 
ducted behveen relatives and commmity members. With no system of 
outside enfoscemmt, individuals must rely on the integriy of family re- 
lationships to honor agreements. The second is impersonal exchange 
with no third-party enforcement. This market has very high transaction 
costs, because there is no explicit bond between the parties to the ex- 
change, Generally speaking, only partics who have long-term relation- 
ships or share religious and cultural values enter into contracts in such 
markets. The repeat dealhgs and shared norms help to keep each party 
homst. Neit-her of these two types of markets pmvides an adequate en- 
vironment for exchmge outside of community boundaries, because the 
.transaction costs are too hi*. The third type of market is impersonal ex- 
change with third-party enforcement. It is this market structure that is 
absolutely essential for the solid perfsrmance of modern capitalist 
econsmics,Qly in this se t~ng will people routinely accept the risks in- 
herent in exchange with people they do not know well. There must be a 
reliable arbiter of disputes to reduce the costs of exchange. 

Markets fmctim well if these six condilims am met, as a simple exam- 
ple will illuskate. Suppose Jane goes to a trpical mall in the United States 
to buy a sweater. She walks in and out of several sweatcr shops and loaks 
over the different designs and prices. She finally settles on one that she 
likes, fane looks carehliy at the tag to make sure it is 100 percent conon. 
She feels the weight to gauge the sweater's durability. She looks for tom 
threads or any other defects. She is satisfied with the condition of the 
sweater m d  takes it to the counter. Someone is there to ring up and acccpt 
her payment. She pays by credit card, signs the chasge slip, and goes 
home. OIle week later, after wearing the sweater once, Jane washes it and 
discovers that the colvs have faded sieficantly. She- driTIes to the m&, 



T k  Static Cme 

shows the sweater to the clerk, and demands a r e h d .  Most likely, the 
salesperson refunds the money. If not, Jane can keep the sweater, drive 
home, write a letter to the bank that issued her credit card, and explain 
how she has tried in good faith to r e h d  the sweater but the merchant has 
not cooperated. Again, the most likely outcome is that the bank takes the 
charge off her account and does not pay the merchant for the value of the 
sweater. If Jme had paid cash, she wwld have taken the me~hant  to small- 
claim courr. h eifier case the pmperfY rights to that swater werul! clear, 
and edo~ernent mechadms existed to make this a rouhe tr 

Suppose instead that Jane lives in Guatemala.6 She drives to the mar- 
ket to purchase a sweater. There are a handful of different shops, but all 

lar stveaters. Jane picks out her fawrite one and checks 
for the tag but cannot find one. She then looks for any rips and feels the 
sweater's weight. The sweater seems to be fine. She purchases the 
sweater with cash and takes it home, and after w a s h g  it mce the fabrie 
rips. Jane returns to the market to exchange the sweater but the merchant 
refuses. Jane has nowhere to turn and takes the sweater home to mend it. 
Bansaction costs are clearly higher in the second scenario. Jane will thjnk 
twice before purchasing another sweater. The problem is magnified as 
the exchange becomes more complex. 

Well-functioning markets require low transaction costs. With low 
transaction costs, exchanges are easier and more certain for both suppli- 
ers and consumers. How does an ecmomy achieve low costs of tuansaci- 
ing? A nation's institutional framework, the complex network of rules, 
customs, and enforcement systems, determines transaction costs. Gw-  
e m e n t s  play a fundamental role in determining how well an economy 
performs, since they are principally responsible for writing and enforcing 
Eormal rules. This idea hms Zaissa9aive (hands off) policy on its head. 
The typical ideology of those who advocate laissez-faire assumes that the 
government only gets in the way and obstructs the workings of a free 

nomy. When taken to the extreme, this leaves no room for 
t at all. But an. economy with no governmat results in anar- 
tes of fnissez-fail'e take for gxantcld the government's sole in 

defining and enforcing property rights. Economies inherently have high 
bansaction costs because of the difficulty of human cooperation. Many 
people are honest and trust one another most of the time, but others are 
not honest and cannot be trusted to fulfil1 their end of agreements unless 
the proper incentives are in place. Therefore, the key economic sole for 
the government may well be to create an institutional framework that 
lowers the of cting. A well-functioning econorny requires a 
W ell-ltmcti ETo ent. 

Formal rules determine the level af; transaction costs by their impact on 
measurement and enforcement costs. Measurement costs result from 
poor information about a product's attributes. Sellers will not typically 



disclose negative jnformation about their products d e s s  required to do 
so. They will also make exaggerated claims about their products. For this 
reason, formal imtitutions must force firms to represent their products 
accurately. For example, packaged food sold irr the United States must in- 
clude a list af a l  the ingredients and must indicate the nutritional cm- 
tent. Food can be labekd "low-fat" ody if it nncets certain crirceria. When 
bmks make loans they must follow trtlth-h-lending laws by accurately 
and uxliformly quoting interest rates. Moreover, many regulatiom spec- 
ify minimum quality or safety standards to which sellers must adhere. 
'This allows the comumer to make certain assumptions about a product 
ctr service. For example, all physicians must go through an intensive 
haining and examination process before they are licensed to practice 
medicine. This reduces the nunnber sf incompetent doctors, and so a pa- 
tient's choice of a physician is nsi likely to be a choice beween life and 
death. Similarly, home builders must meet all kinds of building, electri- 
cal, m d  plumbhg codes so that the houses they build are reasmaibfy safe 
from the hazards of fire and destmction from inclement weather. 

l rules also help to create an enforcement mechanism, This is an 
exbemely difficult task, but it is a crucial one to providing a framework 
for economic activity that has low costs of transacting. Enforcement re- 
quires an extensive legal syslern cansislring of a. police force, ref~uhtory 
agencks, a court system, bahed att and judges, and prisons. The 
United States has one of the highest rs of lawyers per capita in the 
~lorld.7 Many lawyers and judges S ir lives interpreting property 
rights and enforcing contract disputes. Imagine how the risks of ex- 
change would inerease if this entire legaf system wew nonexistent. 

Though little has been said &out them ta this point, informal rules are 
an integral part of the hstitulimal framework. h fact, they are prdbably 
much more h p o m n t  than form1 rules, because culmre is so pervasive 
that it greatly influences the type of formal rules we have and the way 
they are enforced. lnfomal instihutions are the unwritten rules of ssciev 
derived from culture and norms of behavi~r. 

Lawrence E, Harrison has argued that culture is the dominant factor In 
detemining whether or xlot an economy develops over the.Whether a 
society will flourish or flop depends on the human creativity it fosters. A 
"better" culture is one that nourishes human creaeiviv. 'lb Harrim, four 
cultural factors are fmdamental. First is ieVfs radius q f  lmsf. This 
is the degree to which a sense of natura mity permeates the cul- 
ture. Wi-th more trust, mrc respect is shown toward the individual, and 
consequently more of society's resources are devoted to human develop- 
ment. A broad radius of trust lowers tramaction costs, because people 
generally believe that others will play by t k  rules and will not try to 
cheat each other. Harrisan argued that the radius of trust in Latin Amer- 
ica is very short. On a rccent trip to Ecuador, I could sense this mistrust 
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in a nurnber of ways. First, buildings and houses in the l a se  cities oft= 
look more like prisons horn the outside. Most buildings have rejas, or 
grilled, bars with sharp, pointed tops that serve as security barriers. 
Armed guark often rej,nforce the rejas. Rere is an ever-present fear that 
houses or businesses will be robbed. h fact, bank robbe~es h Ecuador 
occur at alarmingly high rates. Although the house 1 stayed in was in a 
dat ive& safe part of tom, there werrr four locks to go througkr befclrc 
one could enter the front door. The back of the house w s  protected by a 
tall concrete wall with sheared glass embedded on the toy to discourage 
people fmm clirnbhg over, 

There is also a sharp distinction bettveen family m d  nonfamily rela- 
timships in Latjn Ameriea that differs from relatimships in the United 
States. In Latin America, family is generagy very tight, and most social 
acliviv revolves around fadly fmc~ons,  This is in cont-rast to the break- 
down of the family that we are seeing in the llnited States. However, 
Ecuadorians are deeply suspicious of thaw tvht.) are not farnjfy members. 
Guests are rarely invited into the home, aand when they are, it is a big 
deal. This contrasts with the ease with which kimds and acquaintances 
enter each other % homes in the United States. 

Finally, I was speaking with a young businessman from the United 
Sates who had maved to Quit0 to work, He wondercd what I was dohg 
In Ecuador, and I explained that 1 was there to study bansaction cmts be- 
cause I &ought they were responsible far much of the disparities in liv- 
ing standards across nations, Before I could expfain whal f meant by 
transact-ion costs, he blurted out, "Tim, the real reason that living stan- 
dads are low here is that nOtnody trusts each other." Without evcn hyhg, 
he had confirmed my belief that trust is an extremely important variable 
in how economies hnctian. 

The second cultural faetor m Harrison's list is the rigor of the ethical 
system. "IKs includes respect for the taw and the inclination to follow the 
rules. It also determines the sense of social justice that a particular society 
has. Having a strong ethical system significantly reduces enforcement 
costs, because the people's ethical values constrain them from a host of 
harmful or illegal act-ivities. There is a recfuced chance of revolutions, 
guerrilla warfare, and the like if societ;y feels that the economic system. is 
treatirtg people fairly. Moreover, no matter how large the government is, 
it cannot possibly detect and prosecute eveqme who breaks the law. If 
many people simply ignore the format rdes, then order bbreaks down, In 
Russia, for example, most people do not pay their taxes. There is no way 

ent can enforce tax taws when so many people ignore 
them. For order to exist, xnost people must want to obey the rules be- 
cause of their own etKcs. 

The tKrd culhral factor is the way in which authority is exercised. Is 
power viewed as something to be used and abused at the discretim of the 
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leader, or is it sornethg to be eab-ned and used with wisdom to lead soci- 
ety tQ worthwKle goals? This has a profound impact on the creation and 
mfarcement of efficient and equitable Fnstiwtions. For markets to work 
well, cnfurcement by thuse in power mu& be relat-ively unbiased. Xt is eas- 
ier to hire police oHcers and establish, court systems than it is to get &em 
to belnave fairly and impartially: The concept of fairness varies across cul- 
hres, 1s it fair for a poli,ce officer or a judge to take a brjbe? I have lived 
my wh~ie  fife in the United States and have never paid a bribe to myone, 
but I spent a few months in Ecuador and had to pay a brilae to a police of- 
ficer to pass my rental car though a toll booth even though the car was 
properly registered, Mexico recently fired 737 federal judicial police sus- 
pected of being hvolved in drug trafficking, h Colombia, where the po- 
lice are ineffective at stopping terrorism and sabotage, oil compwes have 

the mjlitary to protect their a~sc?ts.~ Fhally, Ln Nigeria, one of 
rgest oil praducers, gas stations are roukely out of gas, and 

people wait days in line just to fuel their cars, because certain government 
officials profit horn the domestic gasolhe shortages. 

This is not to say that the United Stat s a perfect tynforcemcnt sys- 
tem. and that many other nations are te with corruption. I am sug- 
gesting, however, that the difference is a matter of degree. Relatively 
speaking, the U.S. jus~ce system workcs well, and those of many transi- 
tion and developing corrntries do not, It is difficult to legiislatc impartial- 
ity and faixness. 

The final aspect of culmre that Harrism identified is a socievfs atti- 
tudes ~ g a r d h g  work, innovation, savirmg, and profit. Efferent cultures 
and reXigios"Ahae different attitudes toward these variables. Many eth- 
nic groups have been referred ta as "Il,azyM by members of Western cul- 
tures because of their digereat notion of time. The Western culture has an 
obsession with time and getting thhgs done in an efficient manner, Many 
other cultures are less driven by task accsmnplishent and view time as 
something to pass enjoying thc! moment. It is pohtless to argue which, at- 
titude is preferable, but the Western view undoubtedliy leads to higlner 
production and consu.mption levels. Some culwres focus on the past in- 
stead of the future. These cdhres are less likely to promote saving and 
hvestment, because they see little oppormiv or hope in the fubrc., fn 
the forward-laoking societ-y, saving and invesment are ways to enrich 
oneself economically and simultaneously to advance standards of living. 
In the backward-looking sociely; profit is &owned upon as exploitation of 
the poor, perXlaps because of past inlustices that were imposed by tile 
government or business owners, h the forward-looking society, profit is 
a just return for hard work and risk. 

hformal insf-itru~ons are slow to chmge. This does not mean &at soci- 
eties with the "wrong" mlturc arc doomed to poverly.1" change h for- 
mal hstih~ctns can lead to a change in long-held cultural values and be- 
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liefs. For example, laws that give womm equal e m p l o ~ e n t  o 
ties may graduaw alter the stereoqpes that people have about 
role in socief"Jr. Likewise, atGhdes about cornuplion in gove 
chnge if sanctions agajnst corruption are made more severe. We 
must also be carehl about b g cultwe for a natim's pm*; here we 
run the risk of c llacy of reverse causation, identifying 
"good" culture with wealthy economies and "bad" culture with poor 
economies. The real world is much mare complex than that. 'There are 
traits in every culwre that h d e r  ~ o w t h ,  and there are traits that encour- 
age growth. The real task of economic theory is to isolate those informal 
institutions that have a significant impact on economic performance. The 
four factors that Harrison suggested are a good place to begin. 

Institutions affect trmsaction costs and economic performance. The 
flow chart in Figure 4.2 summarizes the story told in this chapter. Instih- 
tions rnust be created to reduce the costs of measurhg and enforcing ex- 
changes. Formal rules must clearly define the property rights to the 
goods or services being exchanged. Perhaps more important, the infor- 
mal institutions of a nation must promote a sense of trust and respect for 
the sule of law Fbally, enforcement rnust be carried out as objectively 
and fairly as possible. 

The hstihtional framework of a nation detemhes the level of trans- 
a c ~ o n  costs, which h turn deter es how well markets hnction. The 
prevalence of well-functioning markets leads to a high degree of special- 
ization and division of Iabor in the ecmomy" markets. As with Adam 
Smith's pin factory, the more specialized and divided the tasks, the 
higher the level of productivity of workers. Higher productivity results 
in an increase in economic wealth, 

Questions for Discassion 

1. "Since transaction costs are the costs of makhg, measuring, and. 
enforcing exchanges, institutions only affect consumers but not 
producers, because consumers are the ones who exchange their 
money for goods and services." Is this statement true or false? 
Explaixl. 

2. Name dive instihtions that exist to lower the barnaction costs of 
purchasing a house. 

3. Do the concepts embedded in Christianity faci2itat-e or inhibit 
the exchange process? Explain. WE& major religion, Christian- 
ity, Judaism, or Islam, results in the lowest transaction cos%? 
M y ?  

4. Do you think that relative to the ,rest of the world, the U.S. jus- 
tice system is equitable? Why or why not? What impact does 
this have on economic performance in the United States? 
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1, Resources include land, labor, and capital. Land hcludes all the gifts trf: na- 
ture, such as oil, water; the fertility of soil, and s s  on. Labor includes all the 
human hputs into produc~an, and capital hctcludes all the hurnan-made inputs 
int, prodwSion, such as computers and machines. 

2, Adam Smith, An fnquiy into the Nature and Causes o f t h  We~ftlz uflVafionsr ed. 
Edwin Caman (Chimgo: U~versiQ of CEcago Press, 19761, p. 8, 

3, Of course there are mmtal and plnysical l i ~ t s  to one% ability to pertom the 
same task over and over, The economic term for this is diminishing returns to 
scale, 

4, G. A, Akerlol, "The Market for "ernans" Quality; Uncertakty, and the Mar- 
ket Mecha~sm," Quarterly J;ozarnal of Econamh, vol. 84 (Spring 1970), pp. 488-500. 

5. Douglass C. North, hsfitufions, Institulianat Change, alzd Economic Pevffor- 
mance (New York: Cambridge University Press, 1990), pp. 34-35. 

6, This example is solely Por illustrative purposes. All of the complications de- 
sc~bed  may or may not otcur in Guatemala, but they are more likely to occur h 
Guatemala than in the Unikd Staks. 

7. By some measures, the U ~ t e d  States has the highest per capita number of 
hwyers. But ather s t a ~ g c s  show that the United States is tKrd beEnd Japm m d  
Gerrni.11~ Nevertheless, these three countries have perhaps the highest living 
stmdards in the world. See lian Van Tuyl, Prifzeeto~ Reu-iew Studeat Access Guide to 
the Best l;aw Schools (New York: W d o m  House, 19971, This shsuXd not imply that 
every lawyer service lowers &ansaclion costs. hdeed, there is much rent seekhg 
(lobbying the goverment for special treament) that occurs that diverts sociev's 
resources into mproduc~ve ac~vities. 

8. Lawrence E. Harrison, Urrderdevelopment 1s a Stale tlf"Mizd: The h l i n  Americ~n 
Case (Laharn, MD: Ca te r  for International Affairs, Haward University, and 
Madison Books, 1985). 

9. Christian Science Monitor, "Massive Firing of Police in Mexico May Turn 
Some Into New Criminals," August 23, 19996, and New York Times, "'Oil Compa- 
nies Buy an Army to Tame Colombia" Rebels," August 22,1996. 

20. This does imply however, that fundamental change may take a very Xong 
time. We return to this idea in Chapter 5. 



Institutions and Economic Growth: 
The Dynamic Case 

Institut.ions and TechnologlcaX Change 

In this chapter we relax the assumption that teclmology is fixed. We focus 
cm a dynamic sonomy, one that is able to increase its level of technology 
over time. Assumbg that an economy is operating efficiently acre are 
two ways to generate economic growth. One is to increase the amount of 
resources trhat go into the pmduc~on process. This can wcur as a result 
of the discovery of natural resources in the earth, an increase in popula- 
tion, an increase in machinery and so on. In other words, if production 
inputs increase, so will output. This type of growth is called r?xte~zsive 
gmwtta. Since we are concerned with material e n d a d s  of living mea- 
sured by per capita output, extensive growth driven by population in- 
creases might not make us any wealthier on average.' Evidence suggests 
that extensive growth raises h h g  standards very s l d y  

Economic growth also comes from making our resources morcr3 pro- 
ductive. The higher productivity comes from advances in technology, 
This is called kk~zsizle gmwth because exisGng mources are used more 
intensively. Intensive growth is the key to raising living standards sys- 
tematically over time, This concept is represmted in, the production pos- 
sibility frontier in Figure 5,1. Holdkg the p a n t i p  of  sources constant, 
an economy can mwe beyond the &ontier only by increasing its technol- 
ogy. As technology improves, the entire frontier shifts outward toward 
the dotted line and society can produce and csnsune more goods and 
services than before. 

Wow does an economy Fncrease its technology over  me? f i e  deveI- 
opment and integration of new technology are extremely complex. Here 
we address three key elements. First, a nation must faster human cre- 
ativiv. hdividuals and firms must have the fi-eedom and incentives to 
t.hink about and experimmt with new ideas, Sociey must be relatively 
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RCURE 5.1 The Production PassibiE~es Frontier 

open to change and wilhg to deal with the disruption in the status quo 
that new teckndogy brings. Different cultures and religions have vary- 
ing lwds of tolerance toward change. Many Middle Eastern couneies re?- 
sist Western-sqle change lsecause of the disruytion i-hat it brings to soci- 
ety, and thus technological advancement is repressed.2 Financial 
hcentives and rewards must accompany a high level of tolerance for cre- 
ativity. Patents, for example, give monopoly rights to the developer for a 
number of years. Pharmaceutical companies develop new drugs in part 
because of the high returns they eam in the early years of the drug's pro- 
duction. Surpl-isingly~ many sbdies show that although patents am im- 
portant, they are not the most important factor in promoting creativity. 

GoTiernment can also play a key role in the development of technology 
by providing =search and development funds to universities and re- 
searchers. As techolog becomes more complex, there is a high degee 
of complementarity between technology and education. Nations that 
have advanced educational systems do the best at developing and i,nte- 
grating new technology into their economies, partly because educated 
workers are more able to think for themselves and solve problems 
czeatively. 

The secolctd key element to advancing tech~logy is a we3l-fmct.ianing 
capital market, Converting an idea into a new or improved pmduct is 
sften an expensive, risky pmcess. The developer m y  not have access to 
sufficient funds, and the needed start-up costs can be very high. The 
process of channeling funds from savers to investors is inherently 
plagued wi.t.h high transaction costs, because savers camot meamre per- 
fectly how their fmds are being used; in addition, there is a risk of de- 
fault. A coun t~"  iinstihztions can lower these transaction costs by reqak- 
ing firms to accurately disclose financial information and by restricting 
where and how funds are to be spent. The banking industry and the 
stock market are two of the most highly regulated industries in The 
United Sates because of the inherently high risks and poor consumer 
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hformatiun, Instihtions such as deposit hsurance reqilirements and in- 
formation disclosure laws are necessary far a well-functioning capital 
market. M e n  the capital market functions well, the economy"~ level of 
technology hcreases, because lhose with the ideas are better able to find 
financial support. 

The third key element necessary for m economy ta p e r a t e  new tech- 
nolog is a competitiw envi t that forces fims to continuafly im- 
prove theiS products or risk rcled out of business. Joseph Schum- 
p t e r  described the process elclqucntly in his famous book Capitalism, 
Socialism, and Democracy, first published in the early 1940s. We called it 
the process of m t i v e  destructinn. %h 

The opening up of new markets, f'oreip or domestic, md the org~zaf;ional 
development from the craft shop and factory to such concerns as U.S. Steel 
illuseate the same process of industrial muta~on-if 1 may- use that biologk 
cal term-that hcessantly r e v o l u ~ o n i ~ s  the ecmomic stmchrre from wit hi^, 
incessantly destroying the old one, incessantly creating a new one. This 
gmcess of Creative Destmction is the essential fact about capitalism. . . . 

But in capitalist reality as disthguished from its textbook picbrt;?, it is not 
[pure competition] which counts but the competition from the x-tew cam- 
modif?y; the new t e c h s l o ~ ,  the new source of supply the new type of or- 
ganization (the largest-scale unit of control for instance)-competition 
which commands a decisive cost or ~ a l i q  advantage and which sbikes not 
at the margins of the profits and the outputs of' the existkg firms but at their 
foundations m& their very lives.3 

Organizations under intense competition either improve their products 
with new technology, or they are squeezed out of the market. Todays 
computer markets are testimonies to this process. For decades IBM sat 
atop the compuQr world far ahead of competitors, But the firm recently 
lost $5 billion in a single year. Why? Competitors suqed ahead in nev~ 
products and technolog and effectively destroyed the product line of- 
fered by IBM, Now EBM i s  the one playing catch-up. 

Neoclassical economics p ~ a r h e s  the virtues of perfect comp&ition, an 
economy in which there is complete infarmatioar about products, free 
entry and exit, and a large n u h e r  of firm and consumers, h this envi- 
ronment, ail firms earn nclmal rehrns. Firm are price takers because 
they have no price-setting abilities, The outcome is efficientl because 
price is equal to marginal costs, Schumpeter argued that the world of 
perfect competition is not necessarJr to achieve the process of c~leative de- 
stmction. In, fact, perfect competition may fiinder the process, because 
perft3ct.l~ competitive firms have few resources left over in order 50 take 
risks and invest in new techologies. theory, if one firm takes a risk 
and fails, it wilt be driven out of business immediately aigopolies 
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(industries with a few big sellers) may be more apt to engage in the 
process of crtzative destruction. 

The process of creative destruction is analogous to Darwin's theory of 
evolution. Darwin argued that stronger species are better able to adapt to 
their environments and drive out bferior species throu* tlne process QE 
natural selection. If a species camot respond to a key change in its envi- 
ronment, it will become exthct. Laewise, m organization that dues not 
cmt-lnlaally respond to changes in its enviro ent will be driven out of 
bushess by a competitor. 

The flow chart in Figure 5.2 shows how institutions affect economic 
performance through time. Institutions influence the behavior of organi- 
zations, which leads to the process of creative destruction. This process 
advances technology and leads to an increase in economic wealth. 

The process of creative destruction does not occur in every economy It 
only occurs when the proper institutional framework is present. Recall 
that institutions provide the framework under which organizations oper- 
ate. Economic organizations seek to maximize profits, but they could do 
so in a number of ways. Firms could lobby their gov 
tion via tariffs, quotas, and regulations; they could secure a monopoly 
position by buying up or forcing out competitors; they could gain cost 
advantages by ignorhg envko ental laws or labor laws; or they could 
be forced to maximize profits by increasing technology and producing an 
ever-more competitive product. This last alternative is the one that leads 
to the pmccllss of creative destmc2lion. 

The key is for the institutional framework to constrain firms' activities 
enough so that the main way for them to make a profit is by increasing 
techology. A good analogy is to think of the institutional framework as 
the walls of a maze. T'he maze must be set up to close off dl possible 
paths but a few. If a firm goes down the wrong path, it must turn back 
and try another one. The main path that must be open in an economy is 
the one that encourages competition and discourages special h.eatment 
and government protection. A successful economy must be adaptively 
eficient.4 It must be able to overcome shortages of resources or other bot- 
tlenecks by being able and willing to find new and creative solutions. If 
one path does not work, there must be organizational responses that try 
new paths until successful outcomes are achieved. 

Technology progresses from both microinventions and macroinven- 
tims. Microinaentions are "the small, incremental steps that improve, 

fmzs6-i.tzltisns Behaviar of * Process of =.;; Teehologicaf * Economic 
Organizations Creative Progress Wea12-21 

Destmctian 

FIGURE 5.2 The D p a d c  Case 
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adapt, and, streamlhe existt'ng techiques already in use, reducix-tg costs, 
innproving form and function, increasirtg durability, and reducing energy 
and raw material requirements. Macroinverzfl;ons, on the 0 t h  hand, are 
those invenicions in which a radical new idea, without clear precedent, 
emerges. . . . "5 Microinventions and macroinventions are complemen- 
tary, not interchangeable* Raipid technological progress occurs when in- 
dividuals throughout the economy have incentives to apply the howl- 
edge that they have accumulated to improve the production process. 
There must also be those select visionaries who discover and create en- 
tirely new ideas. A country's institutions are vital to these processes, 
Patents are necessary for the firm to earn rents from the invention, but 
the o ~ d z a t i a n  itself also must rcward its cxative employees. Organi- 
zations that thrive in the long term are those that allow workers to con- 
tribute to solutions by offerhg pecuniaq or nonpecuaiary incentives. 
Economic Kstoriam have found that the rapid rise in lhing standards 
during and especially after the hdush-iaI &volution was primarily the 
result of comtless grdual inventions by many unhown people; it was 
not the result of a few mgor inventions, as we sometimes 
the shgk greatest pitfall of socialist economies was the lack of incentives 
for people in q a z a t i o n s  to contribute to the technological progress, an 
idea that is discussed h detait later, 

Institutions themselves cannot be stagnant. They must constantly 
evolve and respmd to different circumstances. For example, a major 
issue brought to the forcl by the explosive grow& of the Internet is hkl- 
lcckal property rights, Now it is pssible fsr someone in, China to copy 
a piece of work k.om someone in Canada in a mtter of seconds. Soft- 
ware, CDs, and videos can easily be copied and sold illegally. How 
should inteileci"ua1 property be protected? ff the requiremats are too 
stringent, then access to infsrmation and markets is limited. I f  the re- 
qinirements arc too loose, then incentives to create intellechal wosks are 
redwed. The accessibility of hformatim via the htemet means that h- 
stituitions must change in order to keep pace. 

Institutions change in part because organizations influence then. 
Many jivrmal institu~ons are: created hy the legislative branches of g m -  
emmcnts. Osanizations lobby m8 otkterrYise influace this process. If 
oaganizations gain too much hfirrence, they can ihibit compeZitim in 
their industries and dow the march of techology. Institutions must fos- 
ter creatjvity, lower transaction costs in capital markets, and encourage 
the process of creative destruction, 

The Persistence of Poor Economic Pedomance 

Why do so many nations remain persistently poor? We saw in Chapter 1 
that the gap between many rich and poor nations is actually wide 



despite the massive flows of technology made possible by today's infor- 
mation and communication resources. VLhy dm't nations irnihk other 
nations' successes by modeling their institutional structure after the 
wealthiel- economies? Even if a country's insgtutions are not conducive 
to growth initially it seems like a country could change its institutional 
framework over time in. a way that promotes grav\r.th, 

There are at: least thee reasons ftnr the persistence of poverv decade 
after decade, often century after century. First, economies are path depen- 
dent. m s  tern implies that once an eccmorny is on a particular path, it is 
very difficult to change paths. Organizations adapt to the existing shuc- 
ture and resist changes. Many people, including politicians who create 
most of the formal instihtiom, benefit Irom the status quo. A radical re- 
organization of institutions radically alters income distribution. Those 
with wealth and power will not let this happen without a fight. Hence, 
organizations become comfortable with the ways things are, and they be- 
come a built-in source of resistance to cf-tange. 

An analogy with technology illustrates the concept of path depen- 
dence. MicrosoA's W S  aperating system was clearly iMferior to the Mac- 
intosh system with its graphical user interface. For nearly ten years, Mi- 
crosoft lagged behind in developing user-friendly sofhvare, yet its sales 
surged ahead of Apple's. This is because many businesses adopted the 
DOS software first, purchasing machines made by IBM and other pro- 
ducers. Once the initial investment of computers and software was made 
and employees became comfortable working with the DOS system, it 
was too difficult and expensive to change, even though the Macintosh 
system was better. Ironically, it is Apple that is struggling to stay in busi- 
ness. The company failed to attract enough major purchasers of its sys- 
tems to gain a solid market share. 

The story of VHS and Beta videotapes is similar. Beta tapes are more 
durable and more compact. Yet VHS tapes have driven Beta tapes out of 
the market because so many VCrts were built to handle the VHS system. 
Once consumers purchased the VC&, it was too expensive to switch to 
the Beta system. The layout of typewriter keys and computer keyboards 
offer another example. Engineers have studied keyboard layouts and 
have redesigned them to increase typing efficiency. Secretaries who use 
the new systems are able to type much rn0l.e efficiently thm those ushg 
the QWERTY keyboard. Why then aren't all keyboards changed? Because 
people have used the older system for so long that the costs of changing 
aver are too high. Economies go through s i ~ l a r  experiences. a c e  a new 
technology or institutional arrangement is put into place, the economy 
adapts to it. It becomes very difficult to change despite the potential 
gaim. 

The second reason for the persistence of poverty is that we do not 
know exactly what advice to give particular countries. mis  is because we 
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h v e  yet tw mderstand the complex interactions bet.vveen institutions 
and e c o n o ~ c  perfomanee. Moreover, human beings do not possess the 
mental capabilities to understand completely how our world works. The 
idarmation we use to make decisions is limited at best, but typically it is 
nonexistent ctr even wrong, The lack uf informatian and the complexity 
of the world make it difficult for us to assess the impacts that different in- 
stikttims will have on ecmodc performance, h other words, the people 
living and working In sonomics that function well cannot explain wry 
well what they are doing right, and those in economies that function 
poorly carnot explain what they are doing wrong. Scholars who spend 
lifelong careers analyzing economies often cannot agree on something as 
simple as the impact of tax rate changes on labor supply. With so much 
uneertainq, hovv cm a country h a w  *at to do? 

These uncertainties make it possible for d d l y  differkg ideologies to 
appear and persist alongside one anathr. Marxian and dependency 
theories are tvvo ideologies that persist alongside neoclassical economics. 
If we had perfect information and the m t a l  capabilities to mderstand 
the world perfectly, hcorrect ideologies would quicHy he cast aside. We 
would be able to see cause-and-effezct relationships an$ root out the insti- 
tutions and ideologies that keep economies poor, But in our complex 
world, ideas matter. Policies are often writtcn and implemented on the 
basis of: the3 way we view the world, and on the basis of what we think 
will happen, The ac&al results may be very &Rerent, 

The third factor in expla g the persistence of poor economic perfor- 
mance is that inbrmal institutions evolve v e q  slowly over time. Sup- 
pose that ane culture possesses characteristics that foster economic 
growth, and another culture does not As the cultural traits are passed 
from general-ion to genera.tion, ecmomic perfomance tends to repeat it- 
self, It may take years, decades, or even ceraturies for informal imtitu- 
tims to evolve into tradit-ions that promote economic g ~ w t h .  It may be 
necessary to expose a nation to foreign cultures and influences in order to 
speed up the process of culhral change. Spain is a prirne exmple of this. 
From the eighteenth c e n b v  though the 196;0s, Spajn was ec~nomically 
and culhrafly behind its European counterparts, It is hard to imagine 
today, but Spain ww ruled by a dictator (Generalissimo Francisco 
Franco) usttil1975, Spain. began in the 1.950s to open its& up to Western 
Europe and the Uni-ted States through trade, investment, and tourism.6 
Though Spain is still one of the poorer comkies in Wstern Europe, it has 
radically transfarmed itself. h a testimony to how far Spain has come, it 
is one of the Stial  eleven nations to be hcluded in the monetaly unifi- 
cahon of Europe under a single currency, the eurcs. 

In order far an economy to achieve ,intensive gmowth over t im,  its 
technolo&y must kcrease. This requires an instihlimal framework that 
promotes individual creativity, well-hnctiming capital markets, and the 
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process of crc3ati.i.e destruction. However, there is nothing to guarantee 
that a society" imtitutions will adapt over time in an efficient manner. 
Path. dependence, the gap beh.vecn the world"s complexity and our abil- 
ity to understand it, and the slow evdutim of infomal insti.tut;ions allow 
economies to march down inefficient paths indefinitely. In other words, 
there is no guarantee that h s t i h ~ o n s  will ever evolve ta tap the latent 
wealth of a nation. This is a sabering thought but one that fits the factr; of 
our world quite welt. Many nations of Central America, Africa, and 
Southern Asia seem to be stuck in a mode of economic stagnation. 
Econmies can be permanently stuck in a low-growth mode with lagging 
technolog)r 

Questions far Discussion 

1. Can technofotw solve the world" pproblerns'! Explah. 
2, Think of one other example of how an inferior technology 

has won out over a superior teclulalogy. Explain why this has 
happened. 

3, Of- the thee reasons listed in the chapter to explain the persis- 
tence of poor economic perfomance, whi& m e  is the most im- 
portant? Explain. 

4. IS there hope for many of the world's economies? VVhy ur vvhy 
not? 

I. In fact, &ere is a correlat-ion beween poverty and high popula~sn growth. 
Wamtm in wealthier nations have fewer chiidren than women in developing 
count-ries. Although the high population growth in poor countl"ies means that 
economic growth is probably occumhg as a. result ct"E the hcrease in the resource 
base, per capita growth may be stapating ar even declixling. 
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The Polity as Creator of Institutions 

Chapters 4 and 5 elaborated on the key role that institutions play in de- 
termining economic pehrmri-tnce. Up to now, we have not considered 
the origins of these institutions. Formal institutions and enforcement 
mechaa?jlsms are not created h a vacuum, Most of these hstitutions come 
from the political sector, the state. Focusing on instilutictns without ex- . . their ultirnak source leaves h e  theory of the New fnstibtional 

cs incomplete. 
Some economies seem to produce relat.ivety effkient institutions, 

whercas many others do n,ut. It seems a logical deduction, then, tct sup- 
pose that some political systems are able to pmduce mosct efficient insti- 
tutions than others. This chapter models t-he political system and answers 
three related questions. First, why do so many polities produce hefficimt 
hstitutions? Second, what vpes of polit;ical system are the most likely 
to pmduce efecient economic institutions? mrd, how can a nation limit 
corruption in government? The answers to these questions have pro- 
found implications. If the root source of economic inefficiency lies in the 
way that political systems are organized, then a restructuring of poli.tieal 
institutions and organizations is a necessary condition for revershg poor 
econodc performance. PoliLical and economic reforms have to be impte- 
mented in tandem. Econolllic refarm may be innpossible without political 
reform because the existhg political skuckre camot produce the neces- 
sary economic instihtions. 

More thm 200 years ago Jarnes Madison, Alexa3nder Hmilton, and J a b  
Jay wmk a series sf arGcles desiped to persuade New Uork voters to rat- 
ify the U.S. Conseh~on. Collectivefy these essays-reprhted mmy times 
since tfien-beeme hown as the Fecderalist Papers. h the tenth essay of 
the series, referred to as Federalist No. 2 0 ,  James Madison eloquently de- 
scribed the dcstabilizing effect that fac~ons can have on sociev, and he ar- 
gued that the U.S. Comtifnrtion would l t the destabilizing power of fac- 
tions by the establishment of a repuljlic. The main question that he 



addressed is the Isllowing: I-Iow.can the interests of par.ticular fac~ons be 
kept in clheck such that the will of the faction does not wen-ide the com- 
mon good? The hctim could he a minority or a majari"cy of the pctpula- 
tion. Pac~ons arise kom the differences in irndividual values, beliefs, and 
goals, Bushess ownms, for example, have different interests than wage 
earners* Liberals have a different .view of the world than conservatives. A 
successful political system must mute the poMier of factions ss  that their 
will cannot dominate the broader public interest. The system would 
limit, for example, the abi.lity d the ruljng parv to reap profits by grant- 
ing monopoly rights to particular fims, Or it would limit the ability of 
the wealthy ts shift their tax alhligations to other citizens. 

rnselves can became factions that destabilize an 
s are necessary to define and enforce the rules of 

problem is hat a "go ent strong enough to 
protect propcrq rights and enforce contracts is also strong enough to con- 
fiscate the wealth of its citr.zens.""l other words, there is a tensian arnong 

g bodies either to nurt-ulre. tuzmades to grow by hcifitathg ex- 
change m t-a confiscate assets and wealth oulri&t Tn a general sense the 
first scenario is referred to as the contract c%teory and the second, as the 
predatory theory.2 States in history have played both roles. But there are 
differences bet-vveen the two models, The conkad theory requires time to 
allow e c a n o ~ e s  to grow and a viable tax system that allows the sbte to 
reap the fruits of its patirtnce. The prcdakry theory provides the rulers 
with short-term gains but wipes out dparnlc incentives for ci~zens to ac- 
cumulate wealth via the production of goods and services. 

The predatory theory prevails more often when the ruler has a short- 
term outlook or an trrgent need for short-tern revmue (e.g., finanrhg a 
war). The predatory model is also the more likely outcome when the tax 
system functions so poorly that the best way for revenzxe to be trans- 
ferred to the state is for assets ta be confiscabd diPectly In contrast, the 
contract theory is feasible for a governing body with a long-term horizon, 
adequate sources of revenue, and a wel-functioning tax system that 
isansfers income from the priwat-e to the pubXic sector. 

Beyond these chracteristics, there is a time hconsistency p r a m .  A 
state could clairn that it is following the contract tkeory, but when its cit- 
izens have built up sufficient levels of wealth, tfin state could then con- 
fiscatcz the assets. If a nation's citizens are rat-ional, they will foresee the 
possibility that the state could confiscate their wealth at any point in the 
future. This sl.lsu2d dampen incentives for economic growth. The key 
issue is that the state camat credibfy commit to not confixating wealth 
in the future no nnatte~ how long its time horizon or how good its access 
to revenue. 

Clearly the contract theory provides the basis for long-term economic 
growth. If a natian is to acfieve high s't-andards of living, the political v s -  
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tern must create hstitutions that facilitate market development, and it 
must encourage the formation of organiza'cions that mgage in Schum- 
peter's process of creative destruction. But short-term demand for wealth 
leads the state to confiscate assets and undermine economic perfor- 
mance. We must explore the types of political systems that can credibly 
commit the state to follow the coneact theory. If &:here is no viable prcda- 
tory option for a state, then the government must facilitate exchanges 
and promote market development if it wishes to increase its wealth. 
Thew are an infinite number of possible political systems. We explore 
only three of these: a state that consists of a single sovereign ruler, a po- 
litical system ruled by a single congressional body, and a federalist sys- 
tem, We turn now to an exa ation of the types of ins~tuSions that these 
three political systems are likely to produce. 

The Sovereign Ruler 

Imagine a nation ruled by one leader, who has sole discretion over creat- 
ing most formal institutions in the economy. We assume that the goal of 
the sovereign is to maximize his or her personal wealth.3 The ruler will 
act like a discriminating monopolist by separating the nation's con- 
~Libents into diskct groups and creatlng form1 hstitu~ons that extract 
the maxhum amorant of rwenues from each gmug.Wonstituents wfno 
have little political power and little ability to hide their output from the 
ruler (srnaU farmas, far example) will be heavily taxed. n o s e  who have 
more political influence and those whose income can more easily avoid 
detecfion by the ruler will be given more favorable treament. 

The ruler always has competition for power. Competition can come 
from powerful persons in the nation or from other nation-states. If there is 
a low degree of competition, then there are few constraints on the ruler's 
behavior? a d  he or she can more heavily ex&att resources from citizens. If 
there is a high degree of rivalry for power, then the range of activities that 
the ruler tan carry out is more constrained. Ln particular, the ruler will 
have to appease the powerful intercst gmups with favorable keament. In 
either case, the resdt is a set of heffiicient hstibGons that benefit the ruler 
and the powerhl interest groups in the soc iq  at the expense of the mar- 
ginalized. Moreover, if the transaction costs of measuring output and en- 
forchg tax laws are bigh, then the ruler will likely .trade monopoly w t s  
for revenue., htere& groups "chat the ruler m s t  please will tend to obtain 
these rights. This leads to more inefficient institutions and unpmductive 

ons, h short, a political qstem. that consists solely of a sover- 
is prone to behave as a predator m d  is strongly biased to gm- 

duce hegicient. institutions that lead to a poorly perfci 
This suggests that there should be a negative relationship between 

strong rulers and economic growth, Indeed, a casual look at economic 
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history seems to confirm this. Spain was the dominant world power in 
the sixteenth century, but its obsession with royal centralization led to an 
inefficient bureaucracy and a stagnant economy while the Netherlands 
and then Great Britah surged ahead. Many Latin American nations h 
the past two centuries have had dictatorships that put private wealth 
ahead of economic gain. Tbe corruption of the Sornoza regime in 
Nicaragua and the stagnation of Argentina under Percin are perhaps the 
most famous cases, These two countries experienced dismal economic 
performance under their respective dictators. In the 1997 Index of Eco- 
nomic Freedom compiled by the Heritage Foundation, countries were 
rated along a continuum from "free" to "repressed." The authors then 
plotted the growth rate of real per capita GDP between 1976 and 1991 
against the freedom index.5 The results show a strong negative correla- 
tion bemeen growth and reprtzssion, 

However, the nega2_ive relationship between strong rulers and eco- 
nomic growth is not always definitive. There are many exceptions to the 
rule. India has had relatively poor economic performance despite estab- 
lishing a stable democracy in 1947. The strong economic performances of 
Chile, Korea, Singapore, Taiwan, and China have all come under various 
degrees of ruler sovereignty. Indeed, many argue that the success of these 
economies would have been impossible with democracy. The radical 
changes that took place in society as a result of shifting jobs, incomes, 
and traditions would have been too much too fast, and a democratic 

ent would have slowed d w n  or halted, the change. Lee Kuan 
Yew, Singapore's leader, said in 1992, "I do not believe that democracy 
necessarily leads to development. I believe that what a countq needs to 
develop is discipline more than democracy. The exuberance of democ- 
racy leads to indiscipline and disorderly conduct, which are inimical to 
development. "6 

Despite the exceptions, there is a long-term correlation between dem- 
ocracy and economic growth. A more careful analysis of economic reform 
suggests that democratic governments are often just as able or more able 
than aut.hsritarian regimes to carry out radical reforms. Austratia (19831, 
Colombia (19891, New Zealand (1984), Poland (19901, Portugal (19851, 
and Spain (1982) provide examples of successful reform by democratic 
governments.7 The point is that dictators (like elected governors) still 
have to worry about pleasing certain constituencies and therefore c 
make any change at will. A strong democrafic system may be able to sup- 
port mare change than a weak dictatsr can support. 

Empirical studies have shown that economic and political freedom 
promote economic grawth. Why is this so? A benevolent dictator may get 
the institutions and economic policy right, which leads a nation down a 
high-growth path. But those institutions and policies are not secure 
through time. The dictator could suddenly change course or be replaced 



by another ruler who is not so friendly toward markets. Democracies are 
certainly not insulated from being overthrown, but the likelihood is 
small. Democratic systems are set up such that change must be approved 
by a number of people. This makes it more difficult to radically change 
course when policies are benefiting the constihents. Therefore, over the 
long term, efficient economic institutions are more stable in democracies 
than in other systems.8 

B is more difficult in democmcies than in dictatarsKps for parlicuiar 
facl-ions to impose their will on s0ciet-y. A sovereig ruler or even a series 
of rulers may operate under the contract theory, but eventually a ruler 
will succumb ta the temptation for short-term wealth and begin acting as 
a predator. Therefore, a sovereign ruler tends to produce economically 
inefficient institutions, whih  hinders ecsnomic perhrmance. 

The Congress 

A second possible political system is a single elected congressional body. 
In history, sovereign rulers have often found themselves in a revenue 
bind. The ruler may have needed revenue to finance a war or to fund a 
large public project. In exchange for revenue from the nobility or the 
land-owning class, the ruler agreed to sacrifice some political power. 
Over time political power initially embedded in the aristocracy and no- 
bility evolved into a formal body of gover ent that we genericafXy call 
a "congress." In this political system, each representative has con- 
stituents that he or she must please in order to obtain sufficient votes to 
remain in a c e .  The congress listens to the constituenb and then creates 
and passes legislation. 

Will institutions that promote good economic performance be created 
in such a system? A useful benchmark is the "efficient" political system, 
a system that operates in such a way that leads to efficient economic out- 
comes. According to North, 

An efficient political market would be one in which constituents could ac- 
curately evaluate the polkies pursued by competing candidates in terms of 
the net effect upon their well-being; only legislation (or regulation) that 
maximized the aggregate income of the affected parties to the exchange 
would be enacted; and campemation to rchose adversely affected would in- 
sure that no party was injured by the acgon.$ 

In this hypothetical enwi mt sociely. would maximize its aggwate 
ilzcome because all legislation that kcreascd aggregate incame would be 
passed, and anyone who was harmed from such legislation would be 
compensated. No one would be made worse off, yet all mutual gains 
from poliiical exchange would be exhausted. 



Like economies, all polilcies fall far short of this egiciency ideal. 'There 
are many stumbling blocks along the way to creathg efficient legislation, 
mainly because of the presence of transaction costs. Let us begin with the 
notion that legislation is supposed to reflect the preferences and values of 
the constituents. Because there is a great deal of uncertainty in trying to 
discern what cons-tituents desire, legislators d e n  must make an edu- 
cated guess on the basis of limited information. Moreover, there are al- 
ways differences of opinion among constituents. When a legislator is 
faced with a binary yes/na vote, any decision will alienate a portion of 
the constituents. There is also the principal/agent issue. A legislator who 
acts on an agenda that reflects his or her own values and beliefs, inde- 
pendently of those of the constituents, is acting as a principal rather than 
an agent. A legislator may vote to defeat an abortion bill, for example, be- 
cause she believes that abortion is wrong ~gardless of what her con- 
stiaents believe. Thus what the canstihents really want and what the 
legislator tries to deliver will not necessarily be identical. 

The representatives must then negotiate with each other in order to 
produce the legislation, Such a process is ptagued with hi@ tmsaction 
costs. Legslators must make exchanges that are extremely complex and 
diverse and that span time. a e  representative may promise to suwort 
another's tax bill in exchange for support on a future welfare bill. How 
does one go about measuring the attributes involved and then enforce 
such an exchange? Political exchange by necessiq requires compat.ing 
apples and oranges. Reputation and repeat dealings help in the self- 
enforcement of exchanges, but they are not sufficient, because it is diffi- 
cult at times to discover who is chwting whom and then to determine 
who sfiorxld be the one to punish those who cheat, In order to better 
structure exchange, congressional bodies have developed elaborate com- 
mittee structures in which certain legislators have control over specific 
areas of the economym In this way exChilllge among poEGcians becomes 
easier because legislators can more readily identify whom they will be 
negotiating with over various issues. Exchanges do not begin in a vac- 
uum each time. Co We sbuctures reduce but by no means eliminate 
the transaction costs of political exchange. 

Even if legislators acted in the true interests of their constituents, and 
even if legislators could make the exchanges necessary to pass the de- 
sked legislatim, there is mother fundmcntal problem. The w d d  is ex- 
tremely complex, and information is incomplete; therefore, constituents 
and legislators must construct subjective mental models in order to ex- 
plain the world around them. This leads to ideological differences and 
outcames that are sometimes very different fmm those intended. Recall 
that an efficient political system would enact all legislaion that would 
maximize aggregate income. In reality, we often do not know whether a 
proposed bill will maximize aggregate income or not. VVe have to rely on 



our best estimate. Moreover, the legislation will affect so may people in 
varyhg degrees that we carnot we-n begin to assess the costs and bene- 
fits completely. 

Finally, poligcal efficiency repircs that we compensate the losers in a 
polit-ical exchange-those who are harmed by it. Again, bansac~on costs 
prevent: us from accurately ident.ifying those who are hamed. Even if we 
could determine who is worse off from the exchange, it is usually inpos- 
sibte to determix how much they were harmed. This is especially true 
when legislative bills lump together all sorts of different exchanges. %e 
component of the bill may make my situation better, but another may 
harm m, DisentangIing a31 &ese impacts is usudly impossible. 

Despite these complicatim, an elected congressional body will likely 
produce instibtions that am more efficient than tl-rose produced under a 
sovepeign ruler because Ihe congressional representatiws must @ase 
their constituents, The process of negotiating and exchmging political 
favors will impose some restraints on the congressinnal system because 
the different legislators will fight for their own projects. It is more diffi- 
cult for one legisfator or a small group of legislators tu impose their own 
will m the majofiq. Yet a congressional body will still produce institu- 
tions that are far from efficient, because of the transac~on costs hvolved 
in going h m  constituentsf prckrences t-a actual legislation. 

There is another problem with a pofitical system, composed of one con- 
gressional bocfy. Wow is the congsess" ppcrwclr reined in? Let us return to 
the contract and pedatory theories of the state. HC)w is the congress pm- 
vented fram acting like a predator m d  confiscating wealth from its citi- 
zens? Asswmhg the mgress is wealth-maximizing, there will be a ten- 
dency for it to extract revenue from citizens (especially citizens from 
other districts) in order to fund pro,jects in the congresds iT(terest, Such 
predatory behavior discourages ii~centives for markets to dsvelop and 
reduces economic growth. 

The fact that there is a large n er of kgidators makes it difficult for 
the congress to agree on the type of predatory behavior it wishes to pur- 
sue, but pwdatory behavior itself is not a problem. M a t  keeps current 
members of congress from changing the democratic rules of the game 
and passhg legislatim, for example, that extends the Length of tern in 
&ice or gives inambents even more of an advantage through campaip 
finance laws? This problem goes to the heart of maintainkg the bafance 
of power beween a giovernmmt and its citizens, and we will return to it 
in detail in the next sect-lon. Devite the improvements of a congress over 
a sovereign ruler, a congressional body is still likely to produce inefficient 
institutions, because of the transaction costs involved in translating con- 
stituents' demands into legislation, Mq~oves, there is no clear limit to 
congress's predatory power. We turn now to a third possible form of po- 
litical organization called market-presczsving federalism, 



Market-Prebewirtg Federalism 

Federulism is a, politicaf system defined by t-wo characterisecs. 
2. mere is a hierarchy of gave at least disthcf levels, 

each with its own defined scope 
2. Institutions exist to render &e autonomy of each level of gowern- 

meM self-enforc-i-ng. In other words, a sustaistable federalist system must 
prevent the hitgher level. of government front overco 
lower levels.11 

For example, the United States has thee broad levels sf government: 
national, state, and local. The US. Constitution and federal and state 
laws defin.e the scope of authoriy that each Ievel po 

These two conditions necessitate a d i s ~ n c ~ a n  of 
em, but they say nothing about the scape of aathoxi 
sues. Barry R. Weingast has specified three additiml conditions neas- 
sary h mnrkef-pnserzli~ federglism: 

3. Subnational governments have primary responsibility over the 
economy in their jurisdictions, 

4, A common market is ensured, preventing lower-level gsvernmcnts 
from crea~ng artificial tracte barriers within the nation. 

5. Lower-level governments face hard budget constrahts, which 
means that they have to live wi.thin their means; they do not have the 
ability to print money or have access to ml-imitedt crtrdit.12 

These five conditions assurct h t  the government presesves markets., 
Why i s  this so? Let us focus first on the third and the fifth market- 
preserving conditions. Lower levels of government make economic 

asonlble degree of capital and labor mo- 
re conskahed in their abiliv to place ex- 
economies, This is because one sub- 

t cmpetes with other subnational gove 
. Xn the case of the United States, for example, if tf7e 

statc of Cafifofia or the corn9 of Marin places too many repfations or 
burdens on its economic orgaAza.t.ions, &ese organizations w d d  be free 
to move to other political j~risdjctims.~Wer"efOre~ ecclnmic hstitutims 
must be formed with the howledp  that other poli~cal system are able 
and wifljng to absorb econodc organizaGons if the hstihtions are tm se- 
vere. This does not mem that all jurisdicgons will look the same, nor &at 
laissez-faire will r e i p  everyhere. Shce individuals and organizatims 
differ in tastes and preleremes, the types of economic regulation that 
evdve will also differ, But the innporlant poi37t is th 
zatians are free to vote with their feet, md this mobi 
tions that subnational governments on economic activity. In 
order to make sure that sabm~onal ts feel the effects of their in- 
s ~ w ~ o n s ,  a hard budget cosrstraht If the federal gwer 
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bailed out- Qrange County, for example, every  me it ran into fiscal trou- 
ble, then local legislators cwld act with less consem for the consequences 
of their policies. It is competition combined with fiscal discipline that lim- 
its political authority over markets. 

The fourth market-preserving condition, the common-market con- 
straint, is necessary to ensure that subnational governments do not build 
their own economic nat-ion-states. Political groups in the subm"elmal gov- 

nts will have incenGves to erect trade barriers and o~eavise  protect 
their own ort;a~zations from the harmful effects 
ensure eeonarnic efficiency the higher level of gov 
this. The "commerce clause" in the U.5. Canstit 

ent vast power to regulate commerce "with Eoreip nations, and 
among the several states. . . . " This clause prohibits states from erecting 
trade barhers betvveen one another or beween a state and anofier na~on,  
guarant-eehg a shgle, integrated economye 

"f^o this point; we have nat sufficiently addressed the tension betvveen 
the contract theory and the predatory theoq embedded in condition 2 
above. Even if market-preserving federalism is established, what pm- 
vents the national government from overvvhelming the subnational gov- 
ernments? For example, even if thc federal government of the United 
States initially grants economic authority to the states, what prevents it 
from overstepping its bounds in the future, reducing state power, and 
assuming mol-e control over economic events? Simply dividing the gov- 
ernment into hierarcKcal units is not sufficient, because the hierarchy 
need not be honored, Indeed, in many developing countries, newly 

ents frequently rewsite the nation's constitution to E- 

define the levels of governmmt to their own liking. What we arc3 search- 
ing for is a self-enforcing equilibrium in which it is in the national gov- 
ernment's interest to honor the institutions of market-preserving 
federalism. That is, i f  the gov ent tries to overskp its hounds, there 
will be serious repercussions. 

Weingast argues that there are two conditions necessary to achieve 
such a self-enforcing equilibrium. First, the citizens of a nation must 
hold sufficiently similar views about the appropriate bounds of govern- 
ment. There must be a strong consensus &out what the p q e r  role of 
the government is and should be. Second, if the government oversteps 
those bounds, Zhe citizens of that nation must be able and, willing to 
punish the government.14 Only if these conditions are met will the gov- 
ernment voluntarily stay withjn its appropriate bounds. 

These two canditions are very difficult to achieve, Nations that have a 
great deal of heterogeneity and ethnic diversity will have a hard time 
forming a consensus about the proper role of government. In such an 
environment, the theory suggests that 'governments can get away with 
severe abuses. Military dictatorships ruled Argentina and Chile in the 



1970s. Such a scenario is unthinkable in the United States, Canada, or 
Great Britain, for example. One cannot help but wonder at the reaction 
citizens in the United States would have if the president were to 
announce the formation of a dictatorship, or if he were to abolish the 
Congress, as President Boris Yeltsin did recently in Russia. It is clear, 
however, that there would be a swift; angry, and possibly vident reaction 
from citizens. This would not be acceytabk government belnavior, and 
the president would lose credibility. In the final analysis, a nation's citi- 
zens must d e h e  the appropriate limits of gove ental author;ity, and 
they must be prepared to act when those boundaries have been crossed. 
Such self-enforcing limits combined with market-preserving federalism 
ensure that the contract theory, and not the predatory theory, becomes 
the main mode of operation in the political system. Note that this self- 
enforcing limit to governmental authority can result whether the leader- 
ship is a shgk ruler, a single congrrjssional body, or a kderalist system. 
But a ruler and a single congressional body still will not likely produce 
ins.tibt-jsns that are market presemkg. Given the absence of competition 
for economic semurces, rulers and the congress wmld still create instib- 
tions that cater to certain interest groups with no particular concern for 
market efficiency. 

The five conditions of market-.gresem-ing federalism, which 
general consemus by the nation's citizens over appropriate go 
boundaries and a wilihgness to edorce those boundaries, resdt m a po- 
litical system that sespects markets. In this envir t: markek can Be- 
velop without fear of excessive wealth confiscation by the political sector. 
As such, market-presenring federalism encourages the creation of formal 
institutions that lead t:o economic growth, 

Limiting Cormpt_ion. 

All governments are susceptil-sle to corruption. k t  some governments, 
such as those in the United States and tlnited Khgdom have a reputation. 
for being relatively Csee of corruption, Other gove ents are famous for 
their excesses. Brazil's President Fernando Collor, for example, resigned 
in 1992 after accusations of illegally profithg from business deaUngs. The 
recent history of Uganda under Idi Amin is a story of how one ruler 
single-handedly destroyed the credibility of that nation's government. 
Corruption in Russia is endemic, and business dealings in China are ex- 
tremely difficuk if one dws not pay bribes, 

"Ihe primary e c o n o ~ c  role of the state is to create an institutional envi- 
ranment that facilitates exchange and creates dynamic incentives fur 
gmwth, Corruption di~cctly undernines that role by diminishing the 
credibility of the state and by weakening the legitimacy of the formal 
ru l s  impowd by the gover a t .  After all, if gove ent officials da not 
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play by the rules, why should anyone else? Corruption also magnifies the 
perception that the mles of the game are not fair; hence many ci.tizens be- 
come bitter and di-sthl toward the gov 
of ~ e s e  effect-s increase &amaction cos&. C 
tims an alternative way to maximize profi 

can gain an mfair market advantage. 
orruption is primarily a function of its perceived 

casts and benefits. Other thhgs being equal, the greater the reward and 
the lawer tkre chances of being caught and punished, the more likely it is 
that people will engage in corrupt activities. To limit corruption, the in- 
stitutional framework must reduce potential gains from illegal govern- 
ment activiw raise the probability of detection, and make prosecution 
and other sanc~ons a real tkeat,ls We deal with each of these in turn. 

The potentid for gain from camption arises 
cial has the aufiority to set policy or to ration r 
group at the expense of another, Por example, if t 
available a lidted amount of subsidies to the 
charge of the funds can allocate them on the basis of who pays the Egh- 
est kie&ack, If a trade official sets tariff rates, then the rates may be based 
m industry payments to the official. h d  as the recent events in the Asian 
economies have shwn, if gove t controls the alocation of credit ei- 
ther directly or indirectly then m y  Bow ta the president's friends 
instead of flowing to the mod desel-vhg recipiem. The best way to E- 

duce the gains from cormp~on is to reduce the discretion go ent of- 
fic?ials have over funds and policies. This means standardi olicies 
and allowing the market to allocate resources when it makes sense to do 
so. If, for example, loans are made by the pn'vate wctor on the baslrs of a 
compelitive mrket process, then the oppormiv far bribtsv is reduced. 
If the rules for tarifis are ~latively shple  and understaod by all, then. the 
ability of the kade aNiciat to extract revenue is dampened, because peo- 
ple clearly understand that they are being taken advantage of. 

The payoff to corruption can also be h i r e d  by raisjng the costs of en- 
gaging in corruption. In part this means making it more likely that those 
engaging in corruption will be detected. Freedom of the press is impor- 
tmt for xnonitorhg the state's actions. Xf the press can easily monltor the 
behavior of government officials, then at least the government official 
must be more discrek h engaging in corrupt activities. A system of 
checks and balances is also essen~alt. In the United. States there are everal 

tal agencies that supervise co ercial ba&s.'"is overlap- 
ping Of jurJsdiction @ves b a d s  alternatives if one ~gulatory agency is 
abusing its powers. As another example, collection of customs duties 
could be handled by a few different agencies, making it less likely that 
any given agency will embezzle fwlds. Anonymous whistle-blowing laws 
are also imporbnt in order for ordinay citizens to report cormption. 



The third companent to ftimi*g corruptim is the possibiliv of prose- 
cution. Judicial independence is a primary avenue for raising the proba- 
biliv of prosecution from engagement in cormpt aclivities.v Judkial in- 
dependence requircs a set of formal instibtians guarank8ng tlne judicial 
system the final word in legislative a c ~ v i v  a d  enforcement. In this en- 
vironment, the legislative and executive branches of gove 
Zimatdy held accourttable for their actions. If corruption i 
judicial system can impose the necessary penalties on the wilty parties. 
Judges must be personally insulated from the consequences uf their deci- 
sjon, If, for examplef the legislatjve or aecutive branch influences the 
employment st.ahs or the pbsical safety of judges, then the integrity of 
the system is questioned. Judges must have long-term tenure to provide 
freedom to act as they see fit. In many natjons the executive branch is 
considercd to be above the law, and hence the judicial system has nu ul- 
.timate authoriy over the executive's actions. In this environment, the ef- 
dccliveness of the judicial system in limithg cormption is d i rn i~hed .  

The perceived costs and benefits from engaghg in corrupGon explain 
much of the prevalence or absenee of corruption in a given nation. But 
corrupth is not only a fmction of the costs and benefits; ~ o r m a l  insti- 
tutions play a large role as well. If a natim has a history of corruption, 
and children are raised seeiklg corrupt activities as normal and accepted, 
then &ose ckildren are more likely to permit corrupt-ion as adults. If the 
values of many citizens are such that they abhor cormption, however, 
then corruption will be limited, For a nation with high levels of corrup- 
tion, it may be necessary to prosecute offeders severely until corruption 
is dinnhished and informal FRs.titutions change over b e .  

The state creates mast of the formal insgh~ons of a nagon, h order to 
produce efecient instit-utims, the polity- must be orga~zed in such a way 
that markets are encouraged and pmtected. Marewer, hs~tutions must 

imize corruption. Market-preserving fiederalism, is one type 
af political system that allovvs markets to prosper by fosterkg competi- 
tion for economic organiza~ons at the subnational level, For the formal 
rules of a natrim to be respected, c m p t i o n  must be limited. This can be 
acl-rieved by increasing the likelfiood of detecaion, by pupLishing more se- 
verely the transgresms, and by reducing the upporhmiv for individuals 
in the government to engage in corruption. An monomy can perfam 
well only if markets are protected m d  corruption is limited; the~fore, 
political =organization is usually a necessary condition for strong eco- 
nomic growth, 

Questions far Discussion 

l. What is the role of the canstihtion h a nation? Is a cons~tution 
neccssaPy m u o r  suffiicicnt br good economic performance? 



2.. Innagine that the president of the tlnikd States dismissed the 
House and the Senak. How would you react? If the aboli~on of 
Congress succeeded, what impact woutd this have on U.S. eco- 
nornic pahrmance? 

3. Why is it that, other things being equal, a heterogewous m d  di- 
verse socieq is less likely to be able to limit the pawer of g ~ v -  

nt? Give some histordcal examples of this sitzlatim. 
3. Suppose that capital and llabor mObility wcte severely limited 

because of relocation, rest.rictions aernss subnational jurisdic- 
tions. Would the political system produce market-preserving, 
efficient instihtictns? Explain. 

5, Name one nation that has relatively little corruption and one na- 
tion in which corrtrption m d  bribery are common, Draw from 
your personal experience if possible. M a t  explains the differ- 
ence in the level of corruption betrlveen these countries? 
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Transition from Socialism 
to Capitalism 

The usefuiness of any econokc theory lies in its ability to explain real- 
world evmts accurately and t-o serve as a policy guide for chancing eco- 
n&c performance. The theory of institutions laid out in the prwious 
chapters can be applied to a broad range of events. This chapter applies 
the New Inslihntionaf. Economics to transitim economies and, explains 
the necessary recmstmction of ht ibt ions that must take place in order 
for the transition to be successfuI. It examirtes the experience of East Ger- 
many in the reuniflca~on with Wst Germany and describes the key mi- 
croeconomic and macroeconomic issues that Isansition, economies face, 
The prognosis for many SransiCion economies is unclear, As explained 
earlier, an economy may nut be able to institute the necessary changes 
wen if it hows what to do, It is much easier for a doct-or to prescribe 
k.eamcnt than to force the patient to follow it, and often the doctor does 
not even know the correct treatment to prescrite. 

East Gemany hrsus West. Gemany 

Economic history has given us somet-hing of a nahzral experiment on the 
impact of socialist versus capitalist institutions on economic perfor- 
mance. A good case study would be a comparison of c c o n o ~ c  perfor- 
mance in East and West Gemmy from 1945 to 1989.1 Before World MJar 
If Gerrmany was a u ~ f i c d  nation. The people erf vvhat was to become East 
and West Germany had a similar culture and refigion and similar life ex- 
periences. The fmdaznent.at difference after 1945 was that East Germany 
remained under the control of the Soviet Union an,d adoped socialist in- 
stitutions white West Germany was r,econstructed under demucratic, 
capitalistic institutions. 
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Table 7.1 lists key comparative economic statistics for the year 1.988. 
The difference in living standards in just a forty-five-year period is strik- 
ing: GDP per capita was three times higher in the West. Even this statis- 
tic urtderstates the true difference h livhg standards, because a smdler 
percatage of production in the East was for domes'tic consumption. Per- 
haps more telling is that those in the East had to work six times as long 
as those in the West to pwchase a shirt, and melve times as long to pur- 
chase a coator television set, 

Socialism is a type of economic system that relies on government plan- 
g to ration scarce resources and to coordinate market acfivity Every 
i m  must address three economic guestions. First, what will be pro- 

duced? Because human needs m d  deskes exceed limited resources, we 
must ration those resources h some SociaEtist econodes ration 
 sources by detailed government p . Heads of industries meet 
with government officials annually to decide what goods and services 
are to be produced. The former Soviet Union and many other socialist na- 
t i m  developed elaborat-r? five-year plans in which &ey prioritized pro- 
duction of particular quantities of goods and services, and then rationed 
the necessary resources to produce the amount specified in the plan. If a 
good was deemed a low-priority item, its production received little or no 
resources. Because indu&ry and defense rczceived higher priority than 
consumer products and agriculture, citizens of the Soviet Union had rel- 
atively low consump~on levels. Capitalist econohes, in conlrast, ration 
scarce resources mainly on the basis of consumer demand. Private firms 
produce those goods and services that consumers demand. When a par- 
ticular product becomes more popular, the price usually rises, and more 
resources are diverted into the production of that item. 

The second question that all economies must answer is how to produce 
the goods and senrices. In socialist systems, managers and government 
officials plan the production process and the technolog used. Individual 
plants may have some leeway to influence the production process, but as 

TABLE 7.1 Key Compara~ve Econofic Statistics, West and East Germany; 1988 

West Cmmlzny E ~ s t  Ceumny 

Household hcome {DMlM) 
Household bancial as=& 
Work b u r s  required for a: 

Man's shirt 
ColCor television set 

sou~cr;,s: Incame and assets: h u t  R. Gregory and Roberl C, Slz-lart, Comparatiue Economic 
Systems, 5th ed, (Boston: Boughton M i f f i ,  l(395), p. 221, W r k  hours: J ,  Balrkley Rosser Jr. 
and Marina V. Rosser, Gomparatl'vc Eeanomics i1.z a Tra~sfoming World Economy (Chicago: 
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discussed later, there is little incentive to do so. Capitalist economies 
leave to private firms the decision of how to produce. In theory, firms 
produce in such a way as to minimize their costs of production. If ma- 
chinery is relatively expensive, fkms use more labor. Government may 
set some regulations on the ymduction process, imposing enviro 
regulations, for example, but firms still have much leeway in deciding 
how to produce tk i r  products. 

The third question is, for whom are the goods and services produced? 
Sociallsl economies anwer this in two ways. First, the government de- 

s employee wages. The wages determine income and hence con- 
n levels. Second, the government directly sets the prices for 

goods and services. In theory, a socialist govement could set prices so 
that supply equals demand. If there are long lines for certain products, 
the price could be increased until the lines disappear. In practice, how- 
ever, long lines are commonphce, bwause gover ts keep the prices 
of key products low for political and social reasons. Typically, energy and 
food staples are priced at a fraction of their production costs. Therefore, 
many goods are produced for those who are able and willing to wait in 
long lines. In the Soviet Union, for example, bread prices were un- 
changed for thirty years. Bread was so cheap that "peasants found it ad- 
vantageous to feed bread rather than grain to their livestock."2 Market 
economies also produce the goods and services for those who have in- 
come. Howevcr, income is not set directly by the government.$ Wages, 
like most prices, are set by the forces of supply and demand. One conse- 
quence of this is that capitalist economies tend to have more income in- 
equality than socialist economies. West Germany, for example, had more 
income inequality than East Germany even though average income lev- 
els in West Germany were much higher. 

After World War IT, East Germany adopted Stalinist refoms calling for 
central planning and promotion of large state-owned enterprises. Private 
ownership was forbidden, and assets were seized by the state. Firms had 
no influence in setting prices, and wages were determined by the state. 
Initially, East German economic performance was fairly decent; growth 
rates were high. Recall from the production possibilities frontier that eco- 
nomic growth can result from movement from an inefficient point inside 
the frontier to an efficient paint on the frontier, horn an increase in the re- 
source base (extmsive growth), or from an increase in techology (inten- 
sive growth). East Germany primarily took advantage of exploitation of 
untapped resources and economies of scale, which resulted in extensive 
growth. No doubt there were large inefficiencies in resource allocation, 
demonstrated by long lines and frequent shortages of key consumer 
goods. However, for a while growth could occur because more resources 
were mobilized. Labor force participation rates for women increased 
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dramatically, as did the average number of hours worked per week. Nat- 
ural resources were used in the externion of East Germmy's industries. 
Moreovel; hcome inequality was low, and the unemploymcnt rate was 
nearly zera.Wwwer, the goad economic performance began to slow 
dramatically irz the 1960~~ and the ecmorny stagnated. The gap between 
the Wst  and the East increased. Why did this hppcsxl? 

Recall kom our statk model that there are several necessary condiGons 
that must be present to allow markets to fmctjctn wel, including good 
consumer information, a stable monetary system, secwe property rights 
over the product both before and after the sale, and access to a third- 
party system to enforce transactions. Socialist economies satisfied these 
criteria, Given that there was little or no choice in product selection, cm- 
sumer information was not very important. East Germany had a stable 
monetary system, and property rights were specified and enforced by the 
state. Strict enforcement mechanisms were in place to oppress reac- 
timaricrs. The result was that costs of trransacthg were low," 

Chapter 4 argued that low transaction costs should allow for good eco- 
nomic performance. If transaction costs were low, why was the perfor- 
mance of East Germany so dismal relative to West Germany? The answer 
is that: d y ~ a n t i c  incenfives were absenk RecaU that for intensive gowth Zro 
occur, institutions must faster the process of creative destruction in 
which new technology destroys the old. This requires supply-side corn- 
petitj, and pmfit-seeking behavior. Socialist: economies, by their very 
nature, do not promote competition. Proper dynamic incentives also re- 
wire capital markets that respond to the potential for earnkg a return, 

s of state bureaucrats, In socialist economhs, fmds were 
rationed on the basis of h m  they had been rationed the p v i o u s  year 
and of who was the most influential in the political process. There was no 
concern for chamling funds to investments with big potential returns. 
East German workers, h cmkast to their counterparts in the West had 
no incentive to improve the pmducts that they produced. Even if tAe 
technology reduced production costs, the employees did not receive 
higher wages, Qualiy-enhancing technology was also 
cause prices were set by the state and consumer demand was guaran- 
teed. Consumers had to buy the inferior product, sime there were no al- 
ternatives available, Moreover, if a firm found a way to produce the 
output quota using fewer resources, then the quantity of resources allot- 
ted to the firm the following year may have fallen, mese incentives are 
analogous to a gave ent agency that must spend all of its budget in a 
given year even if it does not need all of the funds, in order to avoid cuts 
during the following year, Fm tkse  reasons, dynamic incentives were 
absent and technology lagged behind, along with productivity and 
wealth. 
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The hilure to improve techology was not uniform across alt areas ixt 
socialist econo~es ,  Recall that the Soviet Union m d  the United States 
fou@t a Cotd Was for more &an four decades. It was never clear dblring 
that time who had the superior defense t echdoq .  The perception was 
that Soviet deiense techology kept pace with U.S. defense techoIof5y; 
There was Fntensive grow& in this area because the socialist states werct 
in competition with the Western world. The defense industry received 
the brightest workers and significant state resources. The Soviet Union 
spent a far peater percentage of its resources on defense evm compared 
to the United States. T'he Swiet U ~ o n  and East Germany also excelled in 
international Olympic competition. They treated the Olympics with a de- 
gree of paranoia to the extent that new rules had to be devised by the 
Olympic committee over who could qualify as a woman athlete, because 
some fernale compct-itors from these comkies had si@ficant male char- 
acteristics. But these examples WE the exception rather than the rule. 
Most sectors had low productivity growth because of the inabifity to de- 
velop and btegrate new techolag). into their production processes. As a 
consequence, living standards in the socialist economies fell far behind 
those in the West. 

The Merger 

In the late 1980s the disintegration of socialist economies began in 
earnest. The Berlh Wall was tom down November 9,1989. Poland, Hun- 
gary, and Czechoslovakia (now the countries of the Czech Republic and 
SI-ovakiia) c a t  off socialism in praceful elections* 'i'he process culn?inated 
in the dishtegratisn of the Soviet Union on December 25, 3991. In 
essenee the politica1, economic, and social instihtions that had held trhese 
socialist economics together crumbled, Economies can be dismantled 
much easier than they can be put back togethel; but ~ c o n s e u c ~ o n  is ex- 
actly what the former socidist economies must do. The key to a success- 
ful transition to capitalism is to ercrate an hstitutionaf framewok that 
pmvides low costs of transackg and dpamic incentives for technologi- 
cal progress. 

In which of these four cowtries do you suspect that transition is pro- 
ceeding the smoothest: Russia, Poland, the brrner East Germmy, or the 
Czech Republic? The mswer is East GemanyWWhy? With remification 
in place, East Germany dissolved its socialist institutions and adopted 
those od West Germany, Eastern Gerunav instant.1~ had access to western 
Germany's properly rights and its system of enforcement. Eastern Ger- 
many had access to a stable currency, well-functjiofing capital markets, 
democratic political institutims, and G social safety net to take care of 
those in need. East Cermmy was unique in that it was the only fomer 



socialist economy that did not have to rebuild these insgbtions from the 
ground up. As such, East Germany made the transition from socialism to 
capitalism with the least difficulty of all the former socialist economies. 
The main steps that had to be taken werc to liberalize prices and to pri- 
vatize assets. 

This does not mean that there were nu problems with the transition. in- 
deed, Germany is still wing through difficult adjustments marcl than 
seven years after the transition. Gemmy had to address two issues im- 
mediately: currency integmtion m d  privatization of eastern German as- 
sets, Western Germany agreed to exchange East Gennan marks at a rate 
of one to one, despite the fact that the East German m r k  was wor& only 
a h c t i m  of the West German mark. The agfeement was more for politi- 
cal reasons than wmomic tmsidf;lrations. The one-to-one excl-rmge h d  
two consequences. First, those converting East German marks into West 
German marks received a large incrcrase in purchasing power. Second, 
the cost of conversion to western Germany was much more expensive. 
Sinre many wages and we&= payments were tied to the currency valu- 
ation, real wages and subsidies paid to former East Gem~an cit-izms in- 
creased dramatically. This led to an unusually large budget deficit and 
higher taxes in ader  to absorb the costs of unification. The inflatim rate 
in West Germany has been one of the lowest in the world in the 
post-Warid VVar 11 era, rarefy exceeding 2 percent. Howcvcr, unification 
costs and the subsequent expansion of the maney supply purjhed infla- 
tiun hove 6 percent in 1992.7 Moreover, there was a possjbility that Ger- 
many" bbzzdget deficit in 1997 would exceed the staniiards that Germany 
itself helped to prescribe for entry infa the Euro-currency system.Wow- 
ever, by sharply raising taxes, Germany managed to reducts its deficit-to: 
GDP ratio under the 3 percent. lintit to 2.7 percent in 3997.9 

Privatization of eastern German assets was accomplished though the 
Treuhandstalt agency, the orgmizatiion responsible for selling former 
slate-owned enterpsises. 'The Treuhandstalt agency generally broke up 
piems of existhg firms and looked for buyers, most of whom came from 
western Germany, Those firms that could not be sold were tiquidated. 

During the transition, output in eastern Germany collapsed. There 
were a variety of reasons for this, but the sirnple explanation is that east- 
ern Germany produced noncompetitive, low-quality products that few 
wished to purchase. Eastern Gemans flocked to the West in order to yur- 
chase the higher-qualiv products. Moreover, the me-;tu-one currency ex- 
change resulted in wages in eastern firms comparable to those in the 
West. Th.@ pmbkm w s  that praductivity in east= Gemany was much 
lowel; and therefore real wages w m  much higher, making production, 
costs in eastern Germany pmhibitively l-Ligh, With the output collapse 
came a surge in unemptayment in the east. Unaffiiciall~ it was estkated 
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that one in three workers lost their jobs, thou& the official unemploy- 
ment rate peaked at 16.5 peacent in 1992.1Wnemplsyment in the East has 
remincd stubbornly high. In 1996 unemployment in eastern Germany 
was 75.7 percent, and the rate in western. Gemany was 9.1 pmcent. As 
late as Fcbruary 1948, total German unemployment was 1.2.6 percmt, but 
memployment in western Germany was significantly lower at 10.4 per- 
cent. The poor employment perfmmmce comes in spite of massive gov- 
ernment: trmsfcrs. ""Since 1990 the Germn government in Bonn has 
given more than $SO0 billion to its former eastern rival thraugb business 
subsidies, special tax breaks, and support payments for individuals. . . . 
[Clompanies have invested $500 billion more."ll 

Despite the hardships involved with Germany's unification, it has 
been a relatively easy process compared to all the other transition 
economies. Them is no serious potential for revolution in Gemany, the 
democratic system is not threatened, infla~on remains low and the cur- 
vemy stable, a gencmus social safety net is in place, and there is oppar- 
m i t y  and hope for many of the eastcm Geman citizens who can learn 
the skills meded to fmctian in a market econamy. In short, the East Ger- 
man &ansition was relatively easy because the nation was able to adopt 
the political, social, and economic institu~om of West Germany. 

In making the transitim from socialism, there are critical macmecmomic 
and nnicmeconomic issues to consider. The macroeconomic issues gmer- 
ally have to do with price and bushess-cycle stabilily, and the micmeco- 
nornic issues involve the reconstructing of the market system. The 
macroeconomic and microecunomic issues complement one another, and 
both_ are necessary for a successful transition, We deal with the macro- 
economic issues first, 

Macrcrecsxlomic Issues 

The ultinnaa goal of macroeconomic policy is to crate an enviro 
which people do not have to be overly concerned about sharg output 
fluctuations and the inflation and currc.ncy risks of making exchanges 
over time. This type of envimnment lowers bansaction costs and facili- 

are five key issues at the macroeconomic level that a 
must address. It m s t  conkol iAation, reduce the 

budget deficit to a reasonable level, stabilize the value of the currency, 
open its ecmomy to fomign trade, and attract investment to genera& 
economic growth, 

OPle of the first steps in constructing market economies is to abolish 
price controls set by the government apd let prices Boat in the mqrket. 
Price liberalization twches oft: an initial burst of price increases because 
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many basic goods and services were purposely underpriced. Moreover, 
the supply &artage in socialist nal-iom leads to nzonetnry overhvlg, a situ- 
ation in which there is mple  cwrency h the economy but few goads and 
services ts purdnase. Price liberalization leads to sharply rishg prices as 
large sums of currency compete for the limited supply of goods. The gov- 

t must convince its citkens that the price liberalization is a one- 
time price shock, and p i c a  will not rise so quickly in the near future* I f  
not, tbe hRatim can be buiB into peopleFs expectations and quickly turn 
into a wage-price spiral. When an economy experiences hypeginflation, 
transaction costs become extremely high. The mnetary system, whose 
hxnction is to hciiitate exchanges by eliminating the need for a duuble 
coincidence of wants, becomes incr evant, f t  is difficult for 
economic growth to occur in this envi 

Closely tied to inflatcion is the siz get ildicit. Thc? budget 
deficit is the difkrence betvveen government outlays and tax revenues. 
Durhg transition, tax revenws decwase along with production, and the 

t spendhg generally increases clr at least decmases 
by a smaller amount than tax revenue. This leads to larger  deficit.^. Two 
budget piorities in particular s&ah the budget. First, socialist govern- 
ments directly provide operating funds to stal;e-owned merprises 
(SOEs), For pofi'cical, ecmomk, and social reasons, governments are re- 
luctant to m d u e  or elhinate this funding.. To do so mans  that employ- 
ees are laid off, potential voters become angry, and poverw and home- 
lessness increase, Hence SOEs canthue to operate despite large losses. 
Even if the WEs are semiprivate after Che transition, they o te 
mder what is called a soft budgel rnnsf~aint, irz which the gov is 
the underlying source of hnding if an organizatim h s  a negative net Fn- 
come, There is no need to change organizationat behavior to cut losses or 
make a prufit, because the firm b o w s  that the government will make up 
the loss. Second, the social safety net must expand to take care of the 
n ployed and the expanding poor class. 'This entails a d d i t i d  

spending for saeial programs, 
These budget priorities occur in the context of falling tax revenues. 1Bx 

collection poses a severe problem for former socialist econonzies. Under 
socialism, the state simply kept the profits from its enterprises. There was 
no need for an income tax, as the state determined workerskwages di- 
rectly An income tax would have been redundant, with the government 
giving the workers wages and then recollecting a perclentage of the in- 
come in tax revenue. Now with firms 
free to set wages, incorns are noi dete 
Western economies use an incow tax to exkact resources from the pri- 
vate sector. An $came tax system reqtlires accurate recordhg of work- 
ers%comes, tax laws to speeiQ tax levels, and an enforcement agency to 



collect taxes, The agency must have the power to detect and punish tax 
avoiders. So the tax system mns m an elaborate set of h m a l  rules and 
enforcemmt. Perhaps tlne most important aspect of vvhether or not a tax 
system works is societal attitude bward taws, Even in the United States, 
the tax system prima~ly works because people volmtarily participate. If 
a natim's citizens think that taxes arc Tor the mast part fairly assessed 
and collected and are necessary to fund legitimate government opera- 
tions, most will pay taxes willingly even as they gmmble, If tho; citizens 
feel that taxes are unfair and are nut sure where the tax revenues gu, they 
will not pay them, Any government has only a limited amount of re- 
sources to spend m monitorkg and detecting tax avoiders, so most will 
get away with not paying taxes. West Gemany had a tax system and m- 
forcement mechanisms already set up that eastern Germany simply 
adopted; the other countries had to build such a system. The rise in ex- 
penditures combhe& with the fall in taxes leads to budget pressures. If 
the governmat cannot pay its debts with existisrg tax revenue, it may 
print money in &er to pay off debts. This often leads to hyperinflatim. 
The solution is to cut subsidies to WEs, reduce other nonessential ex- 
pcnditutes, and create an effective tax system. Mi le  econom.ically expe- 
dient, these prescriptions; are often politicaIly impossible for transition 
econodes to accomp:lish. 

A t1"rrd macroeconomic issue is the stability uf the value of the cur- 
rcrtcy on international. markets. This .typically ~quises  a large ini~al  de- 
valuation because of past government support of an overvalued cur- 
rency. But downward pressure on the currency cctnbues even after the 
initial devaluation, because inflatim makes the dmestic curremy less 
valuable, but also because e ~ o r t s  fail with the transition. and the col- 
lapse of the socialist t;rading blocks. Morcsver, the new c o m m a  free- 
dom leads to a surge in imports. The ensuing trade deficit raults in more 
foreip exchange behg demanded by the transition economy than sup- 
plied; hence devaluation occurs. Measures that restrict impolrts can ease 
downward pressure on the currt;ncy in the short term, but long-term suc- 
cess requires a healzhy and gruwing expod sectas. 

Transition economies must choose the type uf exchange rate policy that 
they wish to Mlow There are at least three possibilities. First, the mtian 
could follow a fixed exehange rate pQlicy isn, which the value of the 
domestic currency is tied t-a a foreip currency (or a "basket'kf crurren- 
cies) whose value is stahle. %'his allows the exchange rate to serve as an 
mchar for inflatian expectations, If the value of the Polish zloty, far ex- 
ample, is tied to the U.S. dollar, then to avoid devaluation, the rate of in- 
flation in the Polish economy must be similar to that in the United States. 
If Polish inflation rates continually suqpass those of the United States, 
then devalua~on is inevitable. -refore, a fixed exchange rate provides 



the Fconomy with a measure of inflation expectations in controlling 
aation.12 

The opposite extreme is a flexible exchange rate policy In this case 
market forces det the international valuc of the currency. The ad- 
vantage of this sy that monetary poticy can be conducted with less 
regard for effects on the currency. Moreover, the exchange rate adjusts to 
keep exports cornpetifive and trade deficits at reasonable levels. Rut the 
opportunity cost is the chance to reduce inflation more aggressively be- 
cause there is no foreign currency to serve as an anchor for inflation. Re- 
liance m the market also leads to highly variable exchange rates in the 
short run, increasing exchange rate risk and m a b g  Eoreip transactians 
more difficult.13 

In the tkrd possibility, which is a cnmpmmisc beltveen thc two ex- 
treme poficks, the govcr t fixes the exchange rate at a certain level 
and then gradually devalues the currency on the basis of a pre 
schedule. 'This exchange rate policy is called a crawling peg, It is an adap- 
tation of a fixed exchange rate policy in an environment in which do- 
mestic Inflation exceeds the idation rate of the coun,try to whose cur- 
rency the exchange rate is tied. This has the advantage of serving as a 
movhg anchor for inftation apectatjons, and it is more redistic in situa- 
tions in wKch in8atim camot be brought to, saq; 2 or 3 pereent- per yeat: 

does not place itself in a position in which it will 
g cre;dibitity after one currency devaluation. 

The fourlh key macrwconumic transition issue is t-s stimulate foreip 
trade. This calls for the elhinatim of foreip-exchange restrictions that 
limit- the buying and selling of foreign exchange. The socialist govern- 
me- vpically had currences that were not tradable on the open mar- 
ket. M y  certain gwemment agencies had dirrzct access to foreip cur- 
rency. Such a situation is not sustainable in an environment in which 
businesses must export and hpor t  large vdumes of goods and services. 
Selected access to f o ~ i g n  exchange opens the door for poti.lica2 corruy- 
tion as firms exchange profits and other privileges for access to foreign 
excha~lge markets. Exchange-rate controls also hinder business people 
and touPists fmrn haveling abroad. Such controls must be eliminated. 
Tariffs and quotas must also be reduced in order to stimulate foreign 
trade. 'This is necessary to be able to import needed goods and services, 
and t-o force the c to hcus on its cornparalive adtrmtage irm pro- 
duction. As Lath a has demonstrated, a high Level of protection 
leads to inefficient capitdist organizations and its economic growth 
in the long run, 

Finally, tht. guvernmenl must attract foreign investment. Foreir;n in- 
vestment provides at least two benefits for the recipient economy First, it 
provides needed capital, technofugy, and management expertise. Since 



transition economies vpically have low levels of saving and need to play 
catch-up in the techotogy game, foreign invesment becomes particu- 
larly important. Second, it helps to case the pressure on the exchange 
rate. Devalmtion pressures result from excess demand of foreign curren- 
cies over the domestic cwrency. W e n  foreip firms or governments h- 
vest in a transilion economy, demand for the domestic currency dses, re- 
ducing pressures for devaluation. In &mad, trransitian economies have 
dam a poor jab at attracting foreip hvestnnent. Hungary leads the pack 
by far in atiTacthg foreip hvestxnent. BeWeen 1984 and 1495, Hmgary 
attracted over $10.6 billion, which accounts for 30 percent of its 1994 
GDP.14 Estonia is second, attracting nearly 15 pex.cent of its 1994 GDP in 
foreign investment, followed closely by the Czech Republic. Foreign in- 
vestors want essentially the s a m  thing they desire in their host countsy. 
They desire secuse property rights, macroeconomic stability, and an 
institutional framework that treats foreign firms fairly. Transition 
economies have often had a hard time delivering thew t h g s ,  

There is a debate as to whether or not macroeconomic st;lbilization is 
necessary for economic growth. Shbifizafion: plieies art; macroecanomic 
policies a b e d  at reducing inhtian by reducing the budget deficit and 
devaluing the currency M a y  lending agencies such as the Xntemationat 
Monetary Fund (IMP) require .that countries undergo stabilizatim before 
any fmds will be lent to the counly. However, these stabitizaGon pdi- 
cies are painful, They require cuts in expendimes and increases in taxes 
at a time when m a y  citizens are reeling from the chaos of transition, h 
other words, the mediche seems to dole out more pain. Is stabilizagm 
necessary for economic. gmwlfn? A recent strudy suggests that it is. Stan- 
iey Fischev and his colleagues compamd the economic perbmmce of 
transition economies and found that "Jaw inflation-below SO percent in 
amual terms-is a necessary condition for growt%l to begin,"" Generally 
speaking, growth begins to occur hivo years after efhctive stabiliza~on 
program are implementd. n o s e  countries that have yet to stabilize are 
cxpsriencling dismal economic perbrmance. This result should not be 
suvrising. A main theme of this book is that low transactiun costs is a 
prerequisite for good economic performance. A stable macroeconomic 
environment is essential far kilitathg transactions. 

Transi~on economies also lace key microeconomic issues. The ultimate 
goal is to replace the pIaming system with a well-functioning, efficient 
market system backed by an institutional framework that allows low- 
cost &ansactions, The process hvolves price liloerafization, psjvatization, 
the development of capital markets, and the creation of a legal system 
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that ppecifies and enforces property rights, establishes contract law, and 
p m o t e s  competition. W deal with each o.f these in turn. 

Price lilcteralization is perhaps the easiest to accomplish, since it in- 
volves removing controls rather than ilnposing new ones. Price liberal- 
izat_ion has at least three advantages. First, it reduces the inefficiencies 
involved in resource alloca.tion, Resources are priced closer to their op- 
portuniy cost. Second, the gave t elimhates or reduces subsidies 
on many products, which in turn reduces its budget deficit, mird, price 
Slexibility (combined with privatization) &lows the profit motive to oper- 
ate if other supply condiliam are present. Fims can set prices in &er to 
maximize profits. But evcn in this area there are many difficulties, When 
prices adjust to their market values, goods and services that were subsi- 
dized by the state become very expensive. Sach a price adusmz-nt, given 
fixed or declining incomes, can lead to starvation and death. Energy use, 
far example, is so pervasive that everyone in the economy is affeckd by 
its price. The Soviet Union. heavily subsidized energy prices. An inst-dn- 
taneous price release h Russia would have sent dwast.ating shock waves 
through the economy, and m y  Russians would have had to face tbe 
wintcrs with little or no heat. So Russia opted for a mozc. gradual inercase 
in energy prices. Over the longer term energy prices can be liberalized, 
but incomes must: rise and social safety nets should be in place in order 
to limit the harmful impat. 

The second microecanomic issue is privatiza'cion. Private ownership of 
property is essential in providing solid dynamic incentives for profit- 
maximizing bebvior. Individuals must be assured that they will earn a 
return on their capibl and labor; otherwise they have litde reason to in- 
vest in busineses or to create new businesses. Wth secure property 
rights, people are more willing to work hard to succeed. But the process 
of privatization has not been easy far transitjon economies. There are a 
variety of' ways to priva~ze, each with different consequences f-ur income 
distributi.on. The most cornmm methods of ppivaGza~on are restitution 
processes, sale of state properky, mass voucher system, and formation of 
new privately owned enterprises.16 

Restitu~on involves &axlskrring assets, particula* land, to their orig- 
inal, pre-socialism owners. This process is fraught with difficulty, as 
records are incomplete and properly rights arc in dispute. Moreover, 
many of the legizljimate owners of agriculmral lmd, EOr example, left the 
farm years ago and know nothing about farming. But restitution laws 
often require them to farm She land they receive. R e h r ~ n g  the land in its 
original otsrners in &is m m e r  is hefficient ResGktion has also been ap- 
plied to apa&ments and hsusing units, The problem in this case is to dis- 
lodge the cument tenants. 
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The sale of stak pmperty is a way fox the gov rid itself of 
budget-draining entevrises and to encourage p ership. One 
difficu1.t-y in selling SOEs, however, is that many large industrial firms are 
old and inefficient, unable to compete in a mow open ecmorny, It is dif- 
ficult to price such assets accurately. mereforer many state assets are sit- 
ting idle or are cmtinuing to operate at heavy losses. Furthermre, as 
noted earlier, it is difficult politicatly to sell aff 50Es. Such action kads to 
memployment and angry voters. 

A uouclzer systent has k e n  used extensively by many of the trmsition 
governments. Under this plan, governments issue vouchers ta all citi- 
zens, and the vouchers can be sold or used to purchase shares of assets. 
This has the advantage of distributhg resources equitably9 but it difutcs 
the ownership of assets such that managers and workers of firms may 
have no more control ower their firms tlnan anyone else, To circumvent 
this, Russia has alluwed employees and management to purchase up to 
half of their own firms first before general vauchers can be used. Hun- 
gary has rcsisted a voucher system and has privatized by selling off firms 
for cash, often to foreign investors. 

Another privatization avmue, fhally, is the formation of new enter- 
prises. This is perhaps the most important process over the long tern. 
Paland is generally regarded as having the most dynamic smaU-business 
sector.17 Most of the privati,zatian has proceeded very slowly in the trans- 
formhg counkies, By the end af 1994 only she Czech Republic had a 
share of GBP generated by the private sector that exceeded 55 percent. 
Poland, Hungary, Estonia, Latvia, Lithuania, and Russia bad prkate 
shares beween 50 percent and 55 percent. All the remaining trmsition 
economies had percentages below this level. Mast of the famer Swiet 
republics are having a particularly difficult time in efforts to privatize. 

The third major microeconomic issue is the creation of capital mar- 
kets-that is, the creation of hstitutions and organizagans that facilitate 
the process of lending and b o r m h g .  These markets are critjcaf, because 
economic grwtb depends on the levels of saving and investment. n o s e  
who need the investment funds are not always the ones who have the 
fmds. If capital markets work poorly investment and th 
are sipificantly reduced, because potential hvestment re 
forfeited. The economy Lags h e h d  others who are able to charnel the 
funds to their most efficient uses. 

The exchange pmess of burrwing and lending money (especiatly in 
large amomts) is plagued with aerently high transac~an costs. Mea- 
surcment costs are high because the lender lypically has very poor infor- 
mation as to how the funds are being used by the borrower, It is  me- 
cmsuming to monitor how others are perfo their jobs, particylarly 
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wheq the lender is located some distance from the borrower. There is also 
an ever-present risk of default. h most counh.ies there is a limit to how 
strict the enforcement bstim~ons can be. Most countries have eliminated 
debtor" pprisms, and debtors are given partial escape clauses through 

ptcy laws. This makes enforcement costs much higher. Although 
insti-hxtions carnot elkinate these measurement and enforcement costs, 
they can significantly reduce them. In the United States this has been ac- 
complished in the banking system by the creation of deposit insurance 
and a whole nework of b d  supewisors and regulators, Tke stock m=- 
ket is regulated just as ti@tly. The Scurities and Exchange Commission 
(SEC) is responsible for regulating firms' access to the stock market and 
ensuring that firms that sell shares disclose their financial condition ac- 
curately to the public. 

Socialist capital markets were dativelgr shple. h general, there was 
one central bank in each, coun&y The ba* was responsible for holdhg 
deposits Eor customers, circulating the currency in 
lending funds to SOEs in amounts predetermined b 

g. There was no competition lor deposits, and ban 
make decisions about where the h i t e d  fmds were to be lent. The risk of 
default was low, shce the revenue of the firm was fairly certain, and i f  

ent could easily intervene to bail the 
firm out. After all, the government would not let the state bank fail. De- 
spite the low transaction costs in this system, resource allocation of the 
seam funds was not based on poten~al returns; but on ~ ; o v  
cisions. Funds were not channeled to the firms that had the ideas to 
develop neu. produch but to those that had mcctived h d s  the F a r  be- 
fore. There was na facilitation of Sehumpeter's process of cfeative de- 
struction; hstead there was a minforcement of the stiakrs quo. 

Transition calls for a completely different type of bankhg system. In 
capitalist economies, numerous hanks compete for deposits and then 
make (often risky) decisions about how to allocate those funds. The mon- 
etary system is controlled by a central bank whose job it is to make sure 
that the fimncial system operates smoothly. In this mviro 
are chameled to those who can convhce the banks that they will earn m- 
turns high enough t-o pay back the bank with interest. Alonk; the wa~". 
many of those firms will produce new products or develop new tech- 
nologies that lead to higher standards of living. Transition to capitalism 
means that former socialht camtries must redefhe the role of their cen- 
tral banks, hster competiccim in the bading system, and create instihx- 
tions and organizations that regulate and supervise the behavior of the 
newly emerging banks to reduce the depositors' risk. 

Stock and bond mrkets also must be c ~ a t e d ,  As pervasive as banks 
are in the United States, they account for only around 6 percent of all 
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credit flows in the economy, Stock and bond maxkets are useful for vey  
large transactions, Sett.ing up a stock exchange is not very difficult but 
& e t ~ g  it to perform well is extremely diflicult. h fact, many developing 
nations have either very small stock markets or none at all. A well- 
functioning stock ex&ange requires detailed and refined instihtional 
stmchre to defhe groper9 rights and to monitor and enforce exchanges, 
But if kansi~on economies wish to becme full participants in market 
econornies, they must create stock markets-and this takes time and h- 
sl ih~onal  evolution. l'hus far stock markets h trmsition economies are 
small and iltiquid, The Czech Republic has the largest exchange relative 
to the size of its economy, but the &mover tends to be IowP Bond mar- 
kets typically precede and complement stock markets. Bond markets are 
more secure, because there is a legal obligaicion for the debtor to repay the 
creditor. Governments often instigate or facilitate the creation of bond 
markets. The U.S. government, for example, typically borrows over 
US$1OQ billion amuaEy in the band market. This has helped to stimulate 
a sophisticated secondary market for government bands, Creation af 
capital markets in transition econornies will take time. But they are es- 
sential for facilitating the saving and investnrent process in capitalist 
economies. 

The fourth key mifroeconomic issue is the development of a legal sys- 
tem that specifies and enforces pmperty ri@ts, establishes conh-act law, 
and promotes competition. This task is at the heart of constructhg the h- 
stitut;ional framework vital to lowering transaction costs and creating a 
dynarrric market economy, Specifica~m of property righb goes beyond 
the initial phases of privatization. Rghts concerning inventory, lease 
arrangements, intellectuaf pmperty, and so on must be specified as 
clearly as passible. Protection of htellectual property rights is a big con- 
cern for m y  foreip businesses. Wthout these rights, 
the techology embedded in foreign pruducts. But if ownership rights 
are clear and enhrcement mechanisms are present, then uncertainty in 
transactions diminishes. When goods and services are exchmged, dis- 
putes and disagreements arise frequently. Contract law is necessary to 
limit and resolve these disputes. Good contract law is evolutionary; it 
wolves as markets do. It requires dynaxnic legislation and edorcement 
by govermcnt agencies or the judiciat branch. Transaction costs are 
dramatically higher without a reliable method for resolving contract 
disputes. 

Transition gover ts must prmote competitiun. They face the chal- 
lenge of demonspolizzing their WEs. The pmcess of creative destmction 
requires a csmpe~tive economy in which organizations battle one an- 
other for supremacy. But Stalinist socialist economies were basq?d m 
large industrial enterprises desiped to fully exploit ecmaznies of seale. 
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Not qnly was competition eliminated, it was looked down upon as one of 
the pitfalls of capitalism. The privatization process is crucial to de- 
monopolization. In the process of privatization, large state firms can be 
broken into multiple parts. Moreover, new firms should be encouraged 
to compete against the existing state firms. The problem is that the large 
existing firms have customer bases, name recognition, and cost advan- 
tages because of economies of scale. New firms must be able to compete 
in this envkronment. The state must also adopt instihr.tions that promote 
competition. Antibust laws that prevent certain mergers and other non- 
competitive organizational behavior must be developed and enforced. 
Antitrust laws are complex. There is a fine balance to be struck behveen 
competitive and noncompetitive behavior. For example, if a firm is so 
successful that it drives out its major competitors, should this be pun- 
hhed or rewarded? As is the case h the United States, co 
develop to interpret and enforce the details of antitrust laws. 

Entry and exit institutions also must be specified. Freedom of entry 
and exit are essential in creating competitive and efficient markets. Firms 
must be able to enter induseies with al rules and replations. Exit 
laws include bankruptcy laws to allow for the orderly dissolution of 
faired bushesses or Ihe reorgmizalion of .temporarily illiquid ones. 

Unfortunately, as we shall see in our analysis of Russia, these initial 
steps of price liberalization, privatization, the establishment of capital 
markets, and establishing a legal framework are only the be 
the process of generating efficient market systems. These are difficult 
process@ that can take decades to accomplish, 

The issues discussed here refer only to formal institutions and enforce- 
ment mechanisms. Xdormal rules must adapt as well if transac.liort cos& 
are to be lowered. Many perceive the rationing of goods and services on 
the basis of market forces as wlrfait M e n  there is a shortage of bread, 
should prices rise or should those w b  need bread simply wait in line 
longer? If a significant number of a nation's citizens do not perceive the 
rules of the game to be fair, transition will be slow and difficult. More- 
over, it is much easier to write new rules and rep1 than it is to per- 
suade peapk to enbrce the rules. How can a gov nt ensure hat  its 
judges will act fairly? How can we guarantee that those in power will 
serve the people? m d  not simply use the p w e r  for their own, gain? In fact 
we cannot guarantee these things. So much of any economy's perfor- 
mance depends on its informal institutions, which change very slowly. 
'Thus even if a11 the formal rules are put inta place, a transition economy 
may still endure poor economic perfurmance. 

We have much to learn from the experiences of the countries that have 
undertaken the transition to capitalism. We now turn our Focus to an 
analysis of transitjon in Poland and Russia, 
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Questions for Discusslian 

1. Discuss the reasons why the transition of East Germany has 
been. easier than the transition in a311 other former socialist 
ecanofies, 

2. Macroetronomic adjustment and stabilization seems to cause 
much pain and suf:fer.ing, especially among the poor; Xs &ere a 
way to avoid this? If not, is the macroecsnornic adjustment 
worth the pain? 

3. Mlcrowonodc refom hvofves price liherakarcim and yfivatiza- 
Ch of these should be done first? m y ?  Are tktesc3 hYo 

steps suffi&ent to promote good e e o n o ~ c  performmce? Explain. 
4. Discuss the advmtages and disadvantages of: fixed, Bexibk, and 

crawling peg exchange rate policies. 
5,  In March 1998 i-he fNIF somdly rejectctd Indmesia's plan for a 

fixed exchange rate. M y  do you thj,nk it did so? 
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Poland and Russia in Transition 

Poland was the first of the Central. and Eastern European nations to begin 
the process of transition from socialism tc, capitalism,. Transition began in 
1989, and Le& Gzialesa, the leader of the Solidarii-y trade uni,m responsi- 
ble for much of the dissent against Cornmmism, was elected praident in 
a democratic election in 190.  Poland imgased shock therapy m its won- 
omy; market =forms and new policies were implemented quickly, with 
little planning or direction. Output plummeted at first, but rebounded 
quickly. Poland seems to have tumed the corner to successful transition. 
The Soviet U d o n  was dissolved at the enct uf 1991, and Russia formally 
became an &dependlent republir, Russia also imposed shock therapy on 
the econorny but its economk performance has been disastrous. h this 
chapter we discuss the transi~ms of Poland and Russia and explore the 
reasom for the divergent performance of these trYo economies. 

Germany invaded Poland on September I, 1.939, and started World War 
II in Europe. During the war Stalin created the Polish Workers' Party, 
which took power after Gemany's dekat i,n 1945. By 1947 Poland's dem- 
ocratic system had hem dkmantled and Sotriet-style Communism was 
firmly in place. Stalin imposed five-year plans, state ownership of assets, 
and heavy industriatization.. Despite the f oviet influace, Poland had 
never been considered a "hard-core" msocialist economy. ]It allowed more 
political and economic freedom than other Soviet-controlled nations, and 
there was more resistance to Cmmunist control, For example, Polish 
agriculture was never dleetivized, although there was a sipificaatt state 
farm sector; privae farms suwiried to the a d .  mere were also frequent 
strikes and riots in opposition to rising food prices. 

Macroeconomic performance in Poland was typical of socialist nafions. 
In the 1950s and 1960s, growth rates were fairly high as the economy 
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explqited natural resources and increased its industrial base. But begin- 
ning in 1970, growth rates plummeted, bottomhg out in 1980. The gov- 
ernment responded by scaling back state planning, and it gave firms 
more managerial and price-setting control. Poland's debt increased sig- 
nificantly in the 1 9 8 0 ~ ~  however, and inflation increased to over 250 
percent in 1989. The economic chaos led to new strikes, a new non- 
Commmist gove ent, and, fhally, democra~c electicms Mrhose virtors 
launched the .t-sansformaem to capitalism. 

The task of transforming the institutional framework of the Polish 
economy began in earnest. The first major reform, known as the Bal- 
cerowicz Plan, was implemented in January 190.1 This plan abolished 
remaining price controls, lifted foreign exchange restrictions, devalued 
the Polish zloty and pegged it to the U.S. dollar, legalized ownership of 
private assets and enterprises, reduced subsidies to SOEs, and taxed 
firm whose wages kcreased more than 30 percent above the rate of in- 
flation. This was done to stop the wage-price inflation spiral. 

Table 8.1 lists the major economic indicators for Poland from 1989 to 
1997. Poland's level 05 output fell sharply in 1999 and 1991, but re- 
bounded quickly. Growth has been positive and strong in every year 
since 1993. Unemployment has been more of a concern. Under socidim 
the government provided universal employment, so unemployment 
rates were extremely low. With the transition to capitalism unemploy- 
ment increased each year to its peak level of 16 percent in 1994, though it 
has fallen dramatically since then, to 10.8 percent in January 1998. Part of 
the long-term success of Poland's economy will lie in its ability to fully 
employ its citizens, an objective that Poland seems well on its way to ac- 
complishing.2 

As described in the previous chapter, there were five major macroeco- 
nctrnic issues that Polmd had to addrt;ss* These were controlling infla- 
tion, reducFrrg the deficit, st;?hilizhg the currency, op 
to foreign trade, and attracting foreign investment. Poland has made 
good to excellent progress in all these areas in a very short period. 

Poland managed to bring its inflation rate down quickly, from over 500 
percent in 1990 to just 35 percent in 1993. The initial burst of inflation was 
due to price liberalization and monetary overhang combined with a 
shortage of goods and services. Devaluation of the zloty also increased 
the prices of Polish imports, which heled inflation. But once the initial 
devaluation was complete and relative prices stabilized, inflation began 
to fall. By 1992 the inflation rate was under 50 percent the limit below 
which many economists believe the rate must remain for economic 
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TABLE 8.1 Key Sta~sgcs for Poland 

Growth h:npat.ion Unemployrrten t Budget Exchn$e 
Year &E@ Xale Rate Deficitb Export"e Rated 

a Percent change irs. real GDP. 
Percent of CDP. 

C Mililions of U.S. dollars, 
"Ztoty per U.S dollars. Qn January 1,1995, Paland reden ated the doty at 10,000 to 

1. Thhese exchmge rates do not reflect this reden 
"Estimak, 
sou~zcss: Growth and inflation rates: 1889-1995 from Mrorld Bevelopmenf Repmf, 1996, 

pp. 17S174; 1996 from Transition Newsletfer, vol. 8(1), February 1997; 1997 from OECTS, 
wvvwoecd,~rg. Unemployment rates: 1989-1992 horn Rosser and Rosser, Gonrparakive Eeo- 
rtomics in a Tmns)i-t~ting TNorld Economy, p. 299; 2993-1994 from Schitzer, Comparative 
Ecozomic Systems, p. 282; 3995-1996 from Polish embassy, wwvv.polirlnc3-embassy.org.tlk 
/economy/econ12.htm; 1997 from OECD, www,oecd.org, Budget deficit: 1989-1993 from 
Poland: ?"he Patl~ to a R(larket Eco 2995 horn Inteunntio.onal Financial Statistics, April 
1997; 1996 from U.S. and For&@ rciaI Service, CouniEYy Conrmrcinl Guide: f301and. Ex- 
ports: 1989-1%3 from Poland: Th a Market Eeononzy, p. 103; 2996197 horn lul 
tional EnanciaE Statistics, April 1998, Exchange rates: Intermtio~al Financial Statistics, April 1998. 

growth to occur. It has remained under 50 percent since then, and infla- 
tion lor 1997 was only 13 percent. 

Poland has been able to conhroJ its budget deficit mainly because it has 
been able to limit its government expenditures. h fact expencjitures as a 
percentage of GDP were nearly identical in 1988 (the last year before 
transition) and 1W3, In 1989 the deficit-to-GDP ratio peaked at warly 8 
pment, but it has fallen sinre then3 In 1990 the government ran a sur- 
plus as a result of a sharp me- me cut jn gowe ent expenditures, 

Polandfs tax system has been completely revamped. Four major taxes 
we= imposed. The enterprise income tax (EET), implemented in 1989, 
hxes business incornc at a rate of 40 percent. A 2 gercent tax is levied on 
the gross payroll of enterprises to finance unemployment insurance. A 
personal income tax is assessed, with the highest tax rate at 40 percent. Fi- 
nally a value-added tax (VAT) was intyoduced, with the highest rate at 22 
percent.4 To encourage tax compliance and reduce tax arrears, penalties 
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were inescased that inchded sti@ fines and impris 
numbbr of employees in the tax offices went fro 
32390 at the end of 1993. Mow than 6,000 people were employed in the 
new fiscal police Soree.5 

The Polish zloty was inigally devahed m fanuary 1,1990, and set at. a 
rate of 9,500 zloty per U.S. dollar. The Poles adopted a fixed exchange rate 
tied to the dollar to seme as an anchor for M a t i o n  expectatrions. Mation 
far exceeded price increases in the United States, forcing Poland to devalue 
its currency. In May 1991 the zloty was no longer pegged to the dollar but 
to a ""basket" of ctrrrencies, bcluding the U.S. dollas and Eufopean curren- 
cies. On October 15,1991, the zloty was switched to a pre 
ing peg. This allowed Poland to have a higher inflation rate than in the 
cozlnkies tr, urhose currency the doty was tied, md to remairt connpe~tive 
internationally. Between 1989 and 1996, Polish exports more than tripled. 

Poland has atso made progress toward liberalizing its bade institu- 
tions and promotjng foreign invesment. h January 1991) a new customs 
law went into effect that hamonized tariff rates along broad product 
classifications. In 1992 Poland lowered ar eliminated tariffs on many 
products traded with the European U ~ m  (EU) in an effort to gain ad- 
mittance to the union. Though trade laws are somewhat erratic, much 
progress has been made since the transition. Foreip invesment is gov- 
erned by the Foreign Invcsment Act of 1991. The act t ~ a s  intended to es- 
tablish equal mks beween foreip and domestic investors. Any level of 
foreign ownership, up to 100 percent, is allowable. Poland's attempt to 
attract foreign investment has been somewhat successful. The ratio of 
foreip direct invesment to 1994 GDP was 0.70. Relative to the twenty- 
eight other transition economies, Poland had the fourth highest rate of 
investment, behind Hungary, Albania, and the Czech Republic.6 Poland 
has nat embraced fowigners as quickly and excitedly as Hungary has, 
but neither has it shut them out. In fact Poland recently amnded its 
trademark law, and it imposc;d a new cqyright Iaw in June 1994. mese 
institutional changes make it safer and more desirable for foreign busi- 
ness@s to hvest in the Polish ecmomy because they better protect intel- 
lectual property rights. It is more difficult for someone in Poland to copy 
and resell the techolaq of a forcrip producer. Ch the wlnole, Puliand's 
macroeconomic performance has been quite good. It has managed to 
contain inflation, it has sustainable budget and trade deficits, the cur- 
rency valuation is predictae, and t-rade is grovving quickly. 

Qxa the xnicroeconomic front are the issues of price liberaliza.t.ion, px-ivati- 
zation, formation of capital markets, and development of a legal market 
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framework. Poland quickly chose to free most prices from central control. 
The response was a surge in prices for many goods and services, but a re- 
duction in =source ineff-lcierrties, and incentives for suppliers to enter 
new markets and increase production. 

Privatization has been a mixed bag in Poland. The institutional frame- 
work was changed in 1990 to legalize all forms of private enterprise. At 
the end of 1994,55 percent of Poland's GDP was produced in the private 
sectos,' This was a Kgher percentage than all other tsansition economies 
except the Czech Republic. Transfer to private ownership has been quick 
and easy in many service and =tail sectors, and the n 
startups has been considerable. The agricultural sect 
tized, but this was true before 1989 as welf. The ma 
tization has been with the large industrial SOEs. 
has been reluctant to privatize these giant firms, 
cal wasons. Of the 7,841 SQEs in Poland, only 1,308 of them (16.7 percent) 
had been privatized by the end of 1994.8 The slow pace of privatization is 
a result of a fear of unemployment and a fear of foreign ownership of 
large induskies. 

There are signs that Poland is becoming more serious about privatiza- 
tion. Poland's new privatization plan, adopted in 1996, called for the sell- 
ing of about 120 large and medium-sized companies in 1997, together 
with about 300 smaller firms, with most state-owned assets being priva- 
tized by the year 2000. Two recent events attest to the government's de- 
sire to privatize. First, Poland recently put its petrolem indust 
sale. This sector is typically one of the most sensitive for a gove 
sell because of the sure source of revmue, Scond, Gdansk Shi 
historic shipyard where the Solidarity movement began in the early 
1 9 8 0 ~ ~  is on the auction block. Ironically, the shipyard filed for bank- 
mptcy in 1996 with debts of $120 million, a victim of market competition. 
Greek, Gamdjan, and Belgian entities are biddhg for the assets," 

Capital market reform has proceeded more smoothly. The banking sys- 
tem had to be completely overhauled. Before the transition the National 
Bank of Poland (NBP) had a monopoly on central bank functions and 
commercial banking activity. In 1989 the NBP was broken up into 
state-owned commercial banks, iwo of which have been privatized, in 
addilim, more than ninety private banks have formed, and they scrve a 
significant share of the banking market. The NBP now focuses on its role 
as a relatively independent central bank, regulating the money supply 
mainly by pegging the exchange rate. The NBP is required each year to 
submit a draft of its monetary policy guidelines to parliament. The War- 
saw Stock Exchange, which had closed in 1939, was reopened in July 
1991. Strict hstihtions define the rule$ for listing and tradinf: sto+s m 
the exchange. Regulation and enforcement is carried out by a newly 
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creat~d organization called the Securities Commission. The Stock Ex- 
change is still very thk-that is, only a small n er of companies are 

e has grown considerably "Fhe Polish bond market is 
very limit& because of the lack of hvesment banks, whose expertise is 
required to help firms through the complex debt issue process. Most 
firms in Poland k a m e  invesment h m  corpomte profits. However, the 
institutional framework is in place for capital. markets to mature and 
grow. 

Fhally, demonopoliza~on policy is be g to take root in Poland. 
h antimonopoly law was put into effect on July 4,1995, @ving the h- 
honopoly ogice a broad range of powers.10 The oiffice has the authosiv 
to investigate monopoly behavim toward consumers, and it must ap- 
prove appEcations for mergers. With b e ,  this arganiza~on will become 
more effeceve, 

Political democratic irrstitutions have prag-ressed quite rapid9 in Poland. 
As mentioned earlis, Poland has always been one of the more demo- 
cratic socialist nations, It should not be surprising, then, that transition 
first took root there. Since the transition, there have already been hnlo 
peaceful, wcormpkd elections, and the NaGond Assembly adopted a 
new comtitution m April 2,1997. Freedom House constructed a Dem- 
cratic Rghts Index, whi& was aggregated and reported by Peter Murrell 
to measure the degree of democracy in various transiGm countries. h 
19139 Poland received a score of 58; by 1994 the score had increased to 83. 
By comparison, the mean value of all kansiiion econuanies was 25 in 
1989, and 56 in 1994.1% 

Poland has also dmc quite well in developing a social safefrty net. In 
pre-transi~on bland, the safety net was based on participa~on in the 
labor market and the subsidization of key consumer goods. All em- 
ployed people had access to oid-age pensiom, disability compensa~on, 
health care, workers' c~mpensa~an, sick pay, hmily allowances, and ma- 
ternity benefits.= Many bescefits were provided directly by the em- 
ployee" SSOE. 'This system had the advantae of being comprehensive, 
but it disgujsed many of the underlyislg soda1 problems such as worker 
dissatisfaction, Zn today's free-mrket economy, in wEch workers can be 
hired and fired and prices are set in the market, an employment-based, 
cornurner-subsidizccl safety net no lianger maks sense. The posttrami- 
tion safety net had to be reformulated. The Employment Law established 
unemployment benefits in December 2989. The benefits were initidly 
vefy genemus and carried no tirne limit, though they have since b e a  
scaled back, Consumer subsidies were elimhted. Poland has co~thaed 
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its pension system with minor reforms, and sick benefits and health care 
are still provided. Despite thew social progmm, p v e q  inc~ased dur- 
ing the transition, because of the large drop in output and the rapid rise 
in unemployment. Moreover, income distribution widened, leaving 
those on the lower end of the distr3-bution with less income. Massive 
poverty and starvation did not occur, however. Average daily calorie in- 
take be2-tveert 1989 and 1992 declked just; 5 percent, m d  meat and fish 
consumption increased* Perhaps morc tellhg is t h t  the infilnt mortaliw 
rate declhed during the transition. Polmd managed to reinvat its social 
s a w  net in a relatively shorl time. While poverty rates did increase, a 
social crisis was avoided. 

The experience of Poland suggests that shock therapy is a possible al- 
ternative for tramitian e c o n o ~ e s  when more gradualist approackes may 
not be politically feasible. Poland quickly tore down its socialist fabric 
and replaced it with formal institutions necessary for the operation of a 
market economy. Macroeconomic performance has been strong fm the 
past six years. Poland had tvvo bnitial condi~ms that strongly aided the 
transition process. First, there was some semblance of capitalist market 
institutions during the period of socialist rule. Private markets existed, 
though they were not promoted by the state. The Poles also had more 
freedom &an citizens of other socialist nations and had more exposure to 
Western ideas, products, and culture. Many knew how a market econ- 
omy could function, and eager Poles took advantage of the new eco- 
nomic freedom to establish small bushesses. Second, there was almost a 
natrional cmsensus for trms:formation to eapitatism, or at least to some- 
thing besides socialism. Little time or energy was wasted in deciding 
whether or not to make the transitim. mere werc;! no widesprtzad efforts 
to turn back the change and return to socialism. This does not imply, 
howeveq that everyone is content with the =forms, 'T'he hardshjps in the 
transition have brought about a political backlash. In fact, Lech Walesa, 
the leader of the Solidarity trade union responsible for instigating mueh 
of the transition pcess ,  was voted out of office h 1995 a h r  serving just 
one term. A left-whg party candidate, Alebander Kwasni.ewski, is now 
the president of Poland. Nevertheless, Poland seem to be on the path to 
a successful transifion to a capitalist economy. 

The Russian transition has been very different and more problematic 
&an Poland's. Russia is the largest of the former Swiet republics, with 
51.4 percent of the population, and 76 percent of the land area, Xt has a 
population just short of 150 million, and its land area is nearly twice the 
size of the United States, Russia is rich in natural resources; it is the 
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worlqfs largest producer of natural gas, third in petroleum production, 
and burth in ths mitning of coal.lWespite its resources, Russia's post- 
transi~on economic performance has been very pocrs, Russia has not been 
able to stop the downward spiral and begin the process of economic re- 
construction. Its political, econamic, and social institutions are in dis- 
array and the healeh problems of Presidmt YcItsin have l& the country 
with weak and inconsistent leadership. Unlike Poland, Russia had no 
history of a market-based institutional frarnmork to rely on whwt the 
tmnsition began; the Soviet Union had destroyed its privale economy 
more thamughly than had other socialist nalrions. Nor was there a clear 
mandate for radical reform in Russia. The battle between kltsin and 
Mibail Corbachev for control of Russia in the late 1980s and early 1991)s 
left Ehe average Russian torn m4 confused. Gorbachw was becolning in- 
creasingly irrelevant, and Yeltsin seemed ta be a loose cannon withaut a 
coherent plan for change, Although there have not been any successful 
attempts to k m  back the tide of bansition in Russia, one senses that the 
possibility is still present. This section provides first a brief history of pre- 

ist Russia and the Soviet Won and then a detailed description 
of Lhe recent transi~on process, 

Fmm 3.547 to 1317, Russia was a feudaf agicdtural econonry ruled by 
a kreditary tine of czars. Czars granted Land to the gentry, who then 
gave the czar hancial support, Peasants were ~qu i red  to work the l a d  
and serve in the military. mough serfdom was abolisht?d in 1861, most 
peasants hacl no land and had to worlk as farm hilnds. Zn the late nine- 
teentin century, Russia began to hdustrialize as a resdt of an. incrcase in 
h i m  capital. All the capital was concentrated in Moscow and St. Pe- 
tersburg, however, leaving most of hssia's economy based on agricul- 
ture. Even in 1913,51 pescent: of: Russia's ouput was horn agiculbre, 
and 28 percent came h r n  hdush.y'"ome think that capitalism was be- 

g to take root in the early 1900s and that the Bolshevik Revolution 
intempted the process. Neverthekss, any seedlings of capitalism before 
the Communist takeover were small and weak. 

h t e m l  chaos brought about by economic disorder and ethic c d i c t  
led to a revolution in March 2917. Food shortages l d  to riots and the 
evenhal atbdicaeon of the last czar, Nicholas IZ. In e t h e r  of that year 
the Bolsheviks, fed by Lenin, took power from an interim government. 
L& declared all land to he property of the state, and industrial enter- 
prises werc run by committees. More complek Communbm came to Ihe 
Soviet Union mder Stalin in the late 1920s. S t a h  wished to industrialize 
the nation quickly, Ilb do so, he collectivized agriculhre and established 
production targets for each secbr in, his five-year plans. Thc3 steel indus- 
try was givm top priority; a d  other sectors, especially ag~cufture, ml- 
fered from lack of resources. Political keedom was completely elimi- 
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nated. Stalin caused the death of perhaps 20 million people during the 
1930s, and he ordered the execution of anyone who seemed to pose a 
threat to his rule. 

A succession of Soviet leaders rufed ducing the Cold War years, h l985 
Mikhail Gorbachev took control as general secretary and president of the 
Soviet Union. He set in rnotjon political and economic reforms that unh- 
tentionally led to the coUapse of Corn srn and the disintegration of 
the Soviet Union. Gorbachev h i ~ a t e d  olicies of perestroika (restruc- 
turing) and glasnosf (openness). His reforms were aimed at increasing 
manufacturing productivity. He called for more worker discipline, gave 
blue-collar workers a 20 percent hcrease in wages, and increased s tak  
funding for investment. But these refoms either failed or had only mod- 
est success. Xn 1987 Gorbachev amounced new reforms that abolished 
outylut targets and gave enterprises much more freedam to make deci- 
sions conreming wages, investment, and pmfit. He also allwed fims to 
negotiate directly with suppliers and customers. Eventuaffy, enterprises 
were given some flexibiliv in setting prices, and fams were pemitted 
for the first time to engage in private buying and selling. 

mough these reforms wt3re radical in the Soviet Union, they did al- 
most nothing to promote competition. Output and productivity re- 
mained stapant in the late 1980s and then collapsed in thc, early 1990s. 
Deficits and inElation increased. Moreover, the break af Poland, Hmgary, 
Czechoslovakia, and East Germay fiom the grip of the Soviet Union cre- 
ated ling among the Soviet- Reprablics far their own freedom. So- 
viet Republics began breaking away. In August 1991 an attempt to over- 
throw Gorbachev failed, a d  the entire Communist party was 
discredited. Russia, Ukrahe, and the remahhg republics declared their 
hdependence. On December 25,1993, Gorbachcv abdicated the presi- 
dency, and the Soviet Union ceased to exist. 

Boris kttsin was the president of Russia, and he had the daunting 
challenge of leadjng the independent republic down tihe road to capital- 
ism. Yeltsh selected Yegor Caidar as his minister of finance in Navember 
1991, Gaidar advocated a shock therapy plan s i ~ l a r  to that carrid out in 
Poland. On January 2,1992, the plan was implemented. The prices of all 
but fifteen basic cammodities such as bread and gasoline were decon- 
trolled. Prices rose 200 to 300 pertlent. State subsidies and military spend- 
ing we= slaskd in an attempt to reduce the budget deficit to 3 percen.t 
of GNE A privatizafion pian was instihrkd, and the ruble was m d e  par- 
tially convertible. The idea behhd the pian was to sharply curtail the in- 
fluence of the state in production and leave the free market to pick up the 
slack. 

Russia's transition thus far has been, difficult at best and a disagter at 
worst. Table 8.2 lists key economic statistics for the Russian economy 
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TABLY 8.2 Key Statistics for Russja . 
Grozurh Inpa tl'on Budget ExcltSL1fzge 

Year Ratesa Rate De;Fcitb Exportsc Rat8 

" Percent change in real GDE 
Percent of CUP, 

"iiillions of U.S. dollars. 
Rubles per U.5, dollat year end, 
Estimate, 

WUICCES: Growth rates: 1900-1995 lrarn WIorld Developmefzt Xqort, 1996, p. 173; 19536 horn 
Transition Newletter, vol. 7(11-12), Nax-Dec. 1996; 1997 from ""Commercial Overview of 
Russia: Economic ProfileI'" BISNIS, Januav 1998. XnRaGon rates: 1%9-29% from World De- 
vtrEoprne~1t Report, 1996, p. 174; 1996-1997 from "CO ercial @erview of Russia: Economic 
Profile," BZSNIS, January 1998. Budget deficits: 1992-1994 from Stanisislav Menshikov, 
"Russia's Economic PoXky: Suggestions far m Alternative," Transitions niewslette~; vol. 8(2), 
April 199% 1995 from Transitions Nezusletter, vol. 7(1-21, Jan.-Feb, 1996; 1996-1997 h r n  
""Com~lrcial Overview of Russia: Economic Profile," MBISPV'IS, January 2998. Exports: 
1990-1993 from Schirzw, Comparative Economic Systems, p. 254; 199419W horn Inter~ultianal 
Fz'mncial Statistics, April 1998. Exchange rates: 1990-1994 from Paul R, Gregorgr and Robwt 
C. Stuart, Comparative Eeotzomic Systems. Boston: Houghton MifBin Co., 1999. 1992-1997 
from fnfevnafional Financial Siaiistics, April 1998, 

from 1990 to 1997- Each year it s e a s  that economists and pditicians pro- 
ject that the next year is the year that Russia's mansmy will bottom out 
and turn around. It has yet to hqpen. GDP decreased B percent in 1996, 
succeeding even larger declines between 1991 and 1994. 'The informal 
economy has increased significantly (an issue to which we shall return), 
but the decline in the measured economy has more than offset that 
growth. Despite fiscal austerity, inflation rates exceeded 100 percent on 
an annual basis through 1995. It wasn't until 1996 that Russia's inflation 
rate fell under the 50 percent 'threshold that is seen as necessary to 
achieve economic gsowth* Budget deficits have been significanlly low- 
ered in 1995 and 1996. The mble c o n ~ u e s  to devalue, though its rate of 
devaluat;ion has become predictable. Finalfy, the export sector has per- 
formed dismally, dropping substantially through 1992 and then recover- 
ing beween 1994 and 1996, This is in conh-ast to Poland, which tripled its 
exports between 1989 and 1996. Unemployment has been difficult to 
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gauge in Ruisia. OfEidally, une~tplopment rates have been between 2 
and 3 percent of the labor force, However, these figures only count those 
vvho claim unemplayment insurance or job trahhg, Credible estimates 
a f  Russian unemployment in 1996 range horn 9 to 20 percent. 

Macmecotzomie Issues 

As with Poland and the other transition economies, Russia has key 
macroeconomic and microeconomic issues to address. We begh with the 
macroeconomlc concerns. Macroeconomic puficy must provide a sQble 
environment with low transaction costs that allow for investment and 
growth. This mems c m t d i n g  infiation, reduchg the budget deficit, sta- 
bilizing the currency, openhg the economy to foreip trade, and atbact- 
ing foreiv investment. 

Russia has had trouble controlling inflatim. Innation rates have been 
high and. erratic. The initial price liberaliza~on touched off the hyperin- 
Ration of f 992, but rapid Fncreases in the money supply sustained the in- 
Bation into 1943, Xn the Soviet Union the price system not only ratimed 
consumer goods to the public but also gctnerated profib for industrial en- 
terprises, which then turned over those surpluses to the government, 
Government r e v e m  collapsed along with the price structure, and the 
government resorted to printing money to pay its bills. The high Mat im 
fed on itself. Many cons ers had s t m d  rubles as savings and for lack 
of available consumer goods. This monetary overhang quickly disap- 
peared as infratim increased, because holders of rubles rightly concluded 
that the inflation would erode their savhgs. The result was more spend- 
ing and morc israation. Moxeover, the devaluation of the ruble in 1993 to 
one-tkrd of i ts 1992 value led to an incr~ase in import prices and ftlrrt.ler 
hcreased Mation. Infiation gradually declined from its peak in 1992 as 
the monetary overhang disappeared and the government reduced its 
dcficil and subsidies, From 1994 to the present, Mation has been mainly 
the result of supply-side shocks with rapid; price increases in previously 
subsidized goods such as electricity and fuel. In 1996 the Russian gov- 

t inflation rates under control, but only by severely 

Public finance has probably been the single largest macraecanomic 
problem for Russia during the transitim. As suggested earlier in Table 
82, dclicits have hdeed been mdcr control since 1995, at 3.5 percent of 
CDP, But these figures mask the harsh realities af the government's bud- 
get. Table 8.3 illustrates the campments of that debt in more? detail. S h -  
ply put, peogle are not paying their taxes. 

The total amount owed to Russia's federal government in Januarx 1997 
exceeded US$12 billion, a large sum compared to projected 1997 govem- 
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TABLF 8.3 P.Lablie Financhg in Russia, 1992-1996 

Federaf revenue 100 61 -6% 71 74.7 58.2 
Federal expenditure 100 84.2 88.7 62.2 53.0 
Revenue as percmt: of CDI? 16.5 10.0 13.3 14.6 9.5 

SOURCES: Stanislav Menshikov, "Russia's Economic: Policy: Suggestions for an Altema- 
I-ive," Bansitbn Nwsbffev,  v01. 8(2), April 1997, m$ N m  York Times, "On the Road to Capi- 
talism, Russia" Tax System Gets a Piat," February 19, 1997'. 

ment expenditures of about US$90 billion. The biggest culprits are large 
enterprises such as Avtovaz, Russia's largest car manufacturer, which has 
ll l ,OQO employees. 'Accordhg to eshates  by the State Tax Sewicc;, 17 
percent of corporate and other taxpayers comply fully and on time. Some 
49 percent occasionally comply, and 34 percent simply flout the tax 
regime."l5 A famous maxim states that only death and taxes are certain. 
Apparently, in Russia, only death is certain. These firms blatantly ignore 
tax and pension laws, essentially daring the government to challenge 
them or shut them d w n .  The gov t thus far has not acted, for fear 
of sachl unrest and because shutting down these firms would in most 
cases decrease , at least in tkte short term, YeItsin did recently 
theaten forced k y  for fims that did not pay their back bxes, but 
most viewed this as a hollow threat. Personal income tax revenues are 

extremely low, accounting for 7.5 percent of ent revenues. 
figwe is about one-burth the levefs in Western 

States individual income taxes aecomt for 44 percat of federal revenue. 
In the context of the go "S sinability to edect revenue, expm- 

dimes had to be sharp surprising how low Russia's deficits 
dine in revenues. Even with the spending cuts, the gov- 

ions of doUars in arrears on pension payments and wages 
employees. The 1997 budget called for further cuts in the 

already drained military budget. Military spending was to be cut from 
US$18.2 bilEtion to $14 Subsidies to SQEs have already been cut 
horn 16 percent of go t expcndiares to less than 10 pepcent, but 
further cuts are necessary. These budget cuts are occurring in the context 
of m economy that is still reelhg from the transi~on. Standad Kepes- 
ian macweconomic: theory suggests that reductions in government ex- 
pendittlres willf ather thhgs being equal, lead to further dcsclines in out- 
put and income. In other words, the government should ideally be 
increasing its expenditures on goods and services. The problem is that 
this aprraack might reignite inflation, and the government spending 
ma y shp l  y supporl hefficient firms, 
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The ruble has consistently hllen since the transition began. The ex- 
change rate stood at 1.7 mbles to the U.S. dollar in 1991; in March 1998 
the rate was nearly 6,100.17 Inflation accounts for a significant portion of 
this devaluation, With the reduction of inflation to less than, 50 percent, 
the ruble has started to stabilhe, However, capital flight is also to blame* 
When capital leaves Russia, demand for foreign currency rises, further 
devaluing the ruble. Capital flight occurs when property rights to finan- 
cial assets are not secure, when the fhancial stmc&re in an economy is 
weak when devaluation is i imnt, or when organizatiom Ede fmds, 
often raised illegaUy. All of these sources of capital flight have been im- 
portant in Russia. Estimates are that organized crime groups in Russia 
account for at least 40 percent of the capiCal fight, Profits earned inter- 
nally or those earned from foreign trade are transferred outside of Russia 
into foreign banks, where they are much more difficult to track. The Rus- 

ent has announced exchange rate bands that it supports. If 
the value of the currency falls below the stated band, the government 
steps in to buy the ruble and raise its price. Over 6me, these bands have 
been revised to adjust for haation, 

Russia has taken only limited steps to open its economy to foreign 
trade. Tht! web of complex and codkting formal institutions makes it 
prohibitively expensive for many foreigners to import goods to Russia. 
Goods entering the country are potentially subject to three taxes: an im- 
port duty, a value-added tax, and an excise tax. Customs procedures are 
constantly revised and are far from transparent. This increases the payoff 
to cormption, as key officials can move the process along for a fee. 

For several years during the transition importers could claim to pur- 
chase goods that were in fact fictitious and send payment abroad, which 
aided capital flight in Russia. h importer could claim, for example, to 
purchase US$100,000 worth of clothing, and convert rubles to dollars and 
then send them abroad for payment. In fact, what the importer was 
doing was investing dollars abroad instead of holding the less stable 
ruble. On January 1,1996, the Central Bank of Russia instituted an import 
passport system, which requires that the importer's bank issue a "pass- 
port" for payment of a specific import contract. The importer has 180 
days to document the entry of the goods (including the quantity and 
quality) with Russian Customs or return to Russia the currency issued in 
payment for the goods.1" 

Russia has experimented withfie economic zones (FEZs) on a very lim- 
ited basis, These are areas in which trade laws are greatly simplified via 
reduced paperwork and low or zero tariff rates. To date, only Kalin- 
ingrad is truly a FEZ, though twenty-five regions in all have declared 
themelves to be or have been declartd FEZs. mese other regionsplhow- 
ever, are still mired in legislative and bureaucratic red tape that has 
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stunted their abiliq to attract fareiw investment.19 Estimates are that for- 
eign trade in 1487 was 1535s than that h IW6, largely because of 
emrgy price declines. Russia must reform its trade institutions if it 
wkhes to become more competitive internationally. The maze of complex 
trade rules partially shields domestic competitors from foreign competi- 
tion and inhibits the Schumpeterian process of creative destruction. 

The Last major macroeconomic issue is attraethg foreign investment. 
Russia has not performed well on this count at all. Between 1991 and 
1996, Russia received US$4 billion in foreign investment. Estimates of 
capital flight between 1991 and 1996, in conkast, range fmrn $50 billion. 
ta $150 billion-20 "According to some estimates, total foreign direct in- 
vestment in Russia amounted to $47 per person, compared with mare 
than $301) for neighboring Poland,"= Russia has taken some steps to at- 
tmct foreim hvestmmt. The USSR taw on Foreign lnvesment, wh?ich 
remains in effect: today permits 1.00 percent foreign ownership of busi- 
nesses, and in 1994 President Veftsin issued a decree to streamline the 
business regiskation process. Furthermore, there are few restrictions on 
repatriating profits earned in Russia.2 Despite these reforms, foreim in- 
vestors perceive that the trmsaction costs of d o i q  business in Russia are 
too high. Insecure property rights, a complex and ill-functioning legal 
system, and the dangers of organized criminal activities have kept for- 
eign funds out of the country. 

Overall, the macroeconomic transition has been pour. XnlXatiwn has 
been high, growth rates have been negative, the currency has continually 
devalued, and f'oreign trade and investment have been low, csgecially 
cornpared to Poland, Hungary, and the Czech Republic, But there has 
been progress since 1996. Perhaps that year was a turnizlg point for sta- 
bility as i d a ~ o n  and budget deficits were brought under contra2. Early 
data for 1987 suggest that the GDP has stabilized, Macroeconomic stabil- 
ity has to accompany and complement microeconomic transformation. 
We now turn to ficraeconomic issues. 

On the microeconomic side, the key issues are price liberalhation, priva- 
tization, formation of capfial markets, and the creation of a legal system 
&I establish property rights, to d m e  coneacts, and to promote cmpe- 
tition. The shock therapy program implemented in January 1992 liberal- 
ized most prices. Since then other key prices have gradually increased to 
approach theiw krae market value. The result has been a decrease h ihe 
ineflicient aMocation of resources, but also a dramaeic increase in pwer$ 
as incames have not kept pace with price rises. 
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Russia has made considerable progress in privatizing its assets. In fact, 
given the size of the operation, one could argue that the privatization 
program has been as successful as any mong the transition econo~es.  
This does not imply, however, that privatization has gone smctothly- 
fiere have been many problems, particularly in agricultnxre, 

The Yeltsh governmmt formally annamced a privahzation program a 
k w  months after price ljberabzatim. Assets had to be privatized in both 
the nonag;r.icul&ral ancl the agricultural sectors, In the nonagricultural. 
transition, efforts we= devokd ts privatizkg the state =dos instead of 
encouraging the creation of new firms.= Small enterprises were sold off 
to private groups, and larger enterprises were converted into joint-stock 
companies with shares sold to workers, managers, the public, and the 
state. A voucher system was us&, under which each ciCizen received a 
voucher for 10,000 rubles (about US$20). The halders of the vouchers 
could sell their vouchers to o&er investors at market prices set by corn- 
rnodiq exchanges, or they could swap them for shares of a joint-stock 
company The s p k m  was set up in such a way as to give wwkrs  and 
managers dominant shares of ownership of their enterprises. The most 
popular way to accomplish this was a provision that allowed 51 percent 
of the shares to be sold. to workers at 1.7 times the enterprise's January 
1992 book value. Vouchers could be used to purchase up to one-half of 
the shares. The public could then bid for the remaking 49 percent.% By 
the end of 19%, 66 percent of medium-sized and large Russian enter- 
prises were in private hands; 55 percent of total state assets were hans- 
ferred by mmagcment-employee buynuts.= 

In November 1995 a new phase of prjvatization was hirciated. The gov- 
t began auctionhg off 136 enterprises considered to be the most 

lucrative. The industries privatized or put: up for sale inchde utilities, 
long-distance telephone, power and gas enterprises, and railroads. In 
mid-1997, revenues from these industrjes exceded prcijc?ctjons.%" 

Privatization in agriculture has been much less successful. By 1993 
only 38 percent of agriculbral pmductjon was from private sources." 
The reason is that the gaw t has made it difficult and complex to 
privatize farms, and Russian farmers have been very hesitant to take the 
risks hvolved in privatc entwprise. Ru.ssia had very iimitc;d cxperiesrce 
with private ownership of land even before Stalin collectivized farms. As 
a consequence, even when farmers were given the option of privatizing, 
m s t  hose to remain in the collective commu~ties, Some of tihe ear@ 
risk takers were hazed and threatwed by the more conservative farmers. 
Even Ycltsin has been hesitant in giving hrmers easy access to private 
land, He did not issue far-reaching land decrees until October 1993, m d  
even then he "continued to encumber the land px-ivatizatim eff~rt~with 



202 Poland and Russia in Transifion 

all kipds of regulations, procedures, and committees, presumably to pre- 
vent corruption and to promote equitySH28 There was a ten-year ban on 
the sale of land used for communal farmjng, Chly the small gartlen plots 
that many peasants and urban dwellers farmed could be sold. The regu- 
lations were meant to prevent land speculation, but they also dramati- 
cally slowed the process of agricultural privatization. In March 1996 
Yeltsin issued a decree that omers of farmland could buy, sell, or mort- 
gage their land provided that it stays in agricultural use. However, the 
legislature has been trying to overturn this law. Therefore, property 
rights to land remain conhsed and unstable. 

The third microeconomic issue is to transform and develop capital 
markets to Eacilitate the process of saving and h v e s ~ g *  This has been a 
difficult task. Banking reform began in 1988 before the breakup of the So- 
viet W o n .  f i e  Russian Gosbmk was broken up into two components: a 
central bank (now called the Central Bank of the Russian Federation) and 

e ~ i a l  banks. In 1390 a bankhg law allowed t'he estab- 
stock banks. Moreover, some of the large state banks 

were broken up into independent regional banks. In 1989 there were five 
banks in Russia; by 1995 there were morcl than 2,500. Tfie explosive 
growth in commercial banking has led to a mainly private but extremely 
Eragile bankkg system. Many of the mw co rciat banks were set up 
with little capital and little regulation, and they made a profit by specu- 
lating on the currency markets. Banks could take rubles and convert 
them into dollars (or other foreign currencies), hold the dollars for a time, 
and then convert them back into more rubles after the ruble devalued. 
Checking accounts do nat exist. Loans predmirtantly finance invenwries 
md receivables, and are very short-term Loans h investment are rare. 
Moreover, many of the loans made are interbank loans. 

Transaction costs in the banking sector are very high. This is true both 
for deposits and loans. Deposits make up a very small percentage of 
bank assets in part because there is no deposit insurance in Russia. Only 
the state-controlled savings bank (Sberbank) guarantees deposits. Depos- 
itors in other banks have no way of knowing that their funds will be safe. 
A 1995 survey indicatd that 53 percent of Russians preferred to kec3.p 
their savings out of banks.29 The high transaction costs also reduce the 
banks' ability to make loans. Measurement costs are extremely high be- 
cause financial information about a potential borrower is false, unreli- 
able, or mavailable. Enforcement costs are also Kgh, "'Properly rights are 
ill-defined, the legal status of collateral is unclear, and Russia still does 
not have laws governing such things as the order of claims in bankmpt- 
cies."30 To reduce these transaction casts, banks must be monitored and 
supervised, some form of deposit insurance is required, a whole set of ac- 
counting institutions to report firms' financial condition must be created 
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and mfsrced, and enforcement of lending contracts must be improved, 
Russia has begm to implement some of these refoms. fn April 1995 the 
Central Bank of the Russian Federation was given authority to license 
new banks, supervise existing banks, and impose penalties or revoke 
banking licenses.31 As of late 1997 there were roughly 1,700 banks in Rus- 
sia, down from a high of 2,600 a few years earlier. The Central Bank had 
revoked a total of 715 commercial bank licenses by mid-1997.32 Russia is 
also working on a project with the World Bank and the European Bank 
far Reconstrucgon and Development to intmduce international banEcing 
standards to ensure proper mmagement of commercial bankt;.33 

Stock and bond markets also need to mature. The first Russian stock 
exchange m s  opened in the su er of 1991, and there are now more 
than 70 exchanges. Russia ranked fourth among transition economies at 
the end of 1995, with a mrket value of shares as a percent of GDP at l0 
percent. Only the Czech Republic, the Slovak Republic, and China had 
larger percentages.% The problem is that these exchanges are unregu- 
lated. Pyramid schemes are common as false information and specula- 
tion drive up prices until the bubble bursts, ZeaviYlg investors with 
worthless shares, As in the commercial banking sector, institutiond 
changes are necessary that regulate access to the exchange and require 
accurate and consistent disclosuw af financial hformation. 

The last key rnicrseconomic issue is to establish a legat framework that 
establishes property rights, enforces cantracts, and promotes com- 
petition. Weak leadership has undermined property rights and enforce- 
ment systems in Russia. President Yeltsin has had severe heart: problems 
and suffers from depressim and suspecLtzd alcohdism, When he has not 
been in the hospital, his leadership has been erratic. He quickly dismisses 
key government officials (sometimes the mtirc Congress) whenever 
there is disagreement over the appropriate course of action, and he often 
reverses kimself on strakgy. h Mar& 1998 he suddenly dismissed his 
entire cabinet. Consequently, these has never been a consistent legal 
framework. Yeltsin operates at times ]like a sovereign ruter issuing de- 
crees at will. At times these decrees may be efficiency-chancing, but at 
other times they are destabilizing. A more equal balance of power be- 
t w m  the execulive and the legislative branches would help to st-abibze 
formal ins titu~ons,B 

A more serious problem is with organized crime. Estimates are that the 
Russian Mafia controls more than 40 percent of the total economy. Ac- 
cording to the Russian Interior Ministry, the number of registered crimes 
by organized groups has increased 94 percent since 1992. There are more 
than 9,000 such groups now operating in Russia, employing around 
100,000 people. These groups have infiltrated the banking sector an$ the 
financial markets. T h q  pay no taxes, and they force legitimate buskesses 



104 Poland and Russia iin Transition 

to pqy protec~on fees to conkue opera~ons. Most fhms have no choice 
but to cooperate. ""In 2994, the Veltsin Gover mt  reported t h t  sway  
to eighty pescent of prJ-irate businesses were paying extor~on money ta 
organized criminal gangs. percent of all U.S. bushesses in Russia 
have bribed a fZussim gow t ogicial at least once."36 The Mafia also 
influences and bribes gov officiafs direcstly Under thee circ 
stances, the government has lost the ability to adequately protect con- 
sumers and buskesses. &calf from Chapter 4 that one of the most im- 
postant roles of governmm act as an impartial arbiter in settling 
disputes. "Ihe Rmsian gove t has not fulfaled t because of 
its inabiliv to control orga ime. TlIe results are le property 
rights, high &amaction costs, and dampened incert~ves for 0y;anizations 
to pmduce ixnd advmce techaloe;y. 

Russia has also had a difficult time promoting competition. The Soviet 
Union prided itself in its massive industrialization. Often one or two 
kxns supplied a given product to the entire country. Such a sehp made 
planning easier and allowed tht? enterprises to take advantage of 
economies of scale. But this industrial organization made competition 
difficult ta acPrieve duri;ng transition, The large S8Es had to be broken up 
into smaller units, but even after this promss, a few large firms were left 
with considerabk market pavyer, Moreover, many of these fims have 
enough palitical and social influence to retain the state subsidies and 
shirk their tax obligatians. 

Enterprises operating mder Communism in the Soviet Unim were 
vcrecally linked ss  that one firm suppliied the parts necessary for ansther 
firm to produce its output. Far example, Bfxn A produced steel and 
shipped its output to firm 8. Firm B converted the steel into automobile 
frames and shipped the ouput to firm G. Firm C added tires, seats, m d  
other comipmentr; until the cars were completed. The result was a chah 
of bilateral monopolies. But like m y  chadn, its strmgth was determined 
by the weakest link, If the steel production process shut down, the whole 
production process ground to a halt because firms further down the 
chain could not cibtah steel from alternative suppliers, TlIough the pri- 
vatization process brought connpetition .to a few of the firm in the chain, 
other firms remahed monopolies. The result has been a lack of c o ~ e t i -  
tion throughout the production process. \nli.t%r little competition, firms 
have less of an incenPive to engage in the process of creative desbuction. 
The short-term solution is to conthue to break up the large enterprises. 
The privaliza~on of key state industries provides an opportmiv to pro- 
mote competition if the SOEs are broken up and sold to a number of pri- 
vate firm. m e  long-term solution is Eor new firms to enter the marlcet to 
compete against ex iskg  firm, 
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Polish and Russian Transitions Contrasted 

Poland is well an its way to good economic performance as a capitalist 
economy; Russia i s  mt. Why is this so? There were many sixnilarities in 
the Russian and the Polish 'Crmsitions. Both used shock therapy to liber- 
alize prices and to privatize assets rapidly. Over time the majority of sub- 
sidies to the SOEs were eliminated, and both countries have achieved 
macroeconomic stability, Democratic processes were implemented in 
both countries, and peaceful elections have been held. What accounts for 
the divergence of performance? The key lies in the differences in the in- 
stikrtional framework in the two comtries. Poland has managed to cre- 

ent in which the rules of the game are akqblately speXEed 
out, in which. most people fofl,ow the rules so that usrcertainty is man- 
ageable, and in which transaction costs are reasonably low. Russia has an 
economy plagued by crime, corrupfjo~, and high transac~on costs. Re- 
cent research. suppor"ls this view 
h a recent articlt3, Timothy Fryc and Andrei Shleifer proposed tbee 

models for governments in transition:3? the invisible-hand model, the 
and the grabbing-halzd mudel, In the invisih hand 
ent is well orgdzed and generally uncorrupt. It de- 

fines the irrst.itutional. framework and allows market participants to allo- 
cate resources. The main role is to make sure eve 
rules, me hejping-hand modet is one in which go 
tivetlJ- bolved in promothg private economic a 
work plays a limited role because the government is the direct arbiter of 
disputes. Corruption is present, but limited. The grabbing-hand model is 
one in which the gove sventionist, but less osa-  
nized and much more corrupt. Cove in their own self- 
hterest with few check does not have the 
ability to enforce contra 

Frye and Shleifer conducted a survey of fifty-five small shops in 
Moscow and fifty small shops in Warsaw. They focused on the legal and 
regulatory envi ent in each county. Suwey respondents from both 
countries expressed considerable skepticism about the effectiveness of 
the legal environment, but two significant differences stood out. Partici- 
pants were asked whether they needed to use the courts but did not do 
so. In Warsaw 10 percent of the respondents answered yes; 45 percent of 
Moscow respondents said yes. One interpretation of this is that shop 
owmrs h Xtloscow have relatively marct legal disputes and less faith in 
the court system to settle those disputes. Respondents were also asked if 
they needed a "roof' in order to operate. A "roof" is a private security 
agency that protects firms from crime and helps to settIe disputes. qnly 6 
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percqnt of Polish business owners answered yes, whereas 76 percent of 
Russian owners reported. that they need a roof in order to operate, This 
clearly indicates the high degree of crime in Moscow and the inability of 
the Russian government to enforce the formal institutions. The regula- 
tory burden was also much greater in Moscow than in Warsaw. It took 
longer to reaster a business in Russia. There were twice as many inspec- 
tions per year (eighteen as compared to nine in Poland), and bribes had 
to be paid to gove 

hvisible-.hand model of gov- 
osely resembles the grabbing- 

costs and poor ecmornic 
performance. 

nt beween Poland 

nizations to respond to market incentives. Polish organizations have re- 
sponded much more effectively to the profit motive, m d  produttim and 
inromes have increased. Poland has led the way in wsiness startups in 
part because the regulatory m i  is more friendly, aifowing easier 
entry into the market. Polish e eurs have at least an adequate 
level of fai& in th@ existine; system' and they are able and willing to par- 
ticipate. The process of creative destruction also has been stronger in 
Poland. The monopolistic stmctuw in Russia hampemd severely the re- 
sponse of ot.l;anizalions to the market system. As Marshall Coldman 
noted, "'Shock h r a p y  was predicated on the presmce of supply flexibil- 
ity w i t h  the systcnt and mobility among the factors of production. But 
the existence of virtual monopolies in important hdustries made it un- 
likely that stries wmld rcsyond to market signals."% More- 
over, the g continued to subsidize mmy of these fims in the 
early stages of' transition, providing them with soft budget constraints. 
These monopolistic firms did not have to respond to competitive forces 
because there was no competition. Nor did they have to operate effi- 
cienlly because the gavemment was there to subsidize lasses. The pres- 
ence of the monopolies also limikd the abiliv of start-up firms to corn- 
pete against the former SOEs. The same problems with monopolies 
existed in Poland, but to a much lesser degree. Furthermore, capital mar- 
kets in Poland funcgoned better than those in Russia, @vhg more orga- 
nizations the financial backing necessary to enter t-he markt. Russian 
capital markets have been fragile and plagued with high transaction 
costs, resulting in few loanable hnds for investment. 

One strang indication of the difficulty of orgmizational iormation and 
the lack of enforcement of form1 institutions jn Russia is the growth of 
the infarmal economy. Informal economies arc discussed in detail in the 
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next chapter, but we can introduce the concept here. The informal economy 
is that gray area between completely legal economic activity and per- 
fectly illegal economic activity39 The informal economy grows for two 
reasam. First, access to the formal economy is difficult. Scond., firms de- 
cide to remain underground in order to avoid some of the costs of oper- 
athg in the formal sector, In Russia, this xcond explanation seems more 
prevalent. But the informal sector can exist only if the government either 
choosc;s not "c or is unable to stop its growth. In the format economy 
businesses are heavily regulated and taxed by the government. To avoid 
such payments, many Russians choose to pay the local officials a fee for 
operating unofficially. The fee may be large, but it is less than the cost of 
operating in the formal sector. Thus informal economies imply that the 
grabbing-hand model of government is at work. The problem is that in- 
formal markets suffer from high transaction costs because the govern- 
ment does not fully recognize their existence, and therefore firms operat- 
ing within informal markets are denied the right to court systems and 
other enSorcement instihtians. Moreover, proper9 rights are insecure, 
subject to the whims of local bureaucrats. Therefore, firms in informal 
markets tend to remaist small-scale and invest little, In Russia the per- 
centage of 1994 GDP produced by the informal economy was estimated 
to be 40 percent. Before the transition the share of production by the un- 
official economy was est-imated at 10 to 15 percent of GDR In conkast, 
Poland has a much smaller Momal sector. The hformal sector 'S share of 
1994 GDP was estimated to be 15 pexmt, essentially unchanged from 

t era.@ In other words, Poland's fomal hti-tmtions have 
enby of organizations into the formal economy, but the 

formal instibtions in Russia haw led to the creatian of a large U r n 1  
sector with high levels of transaction costs and low levels of investment. 

The roots of the differences in the posttransition economic performance 
of Poland and fiussia probably lie in the culhre and historical experiences 
of: each comky Recall that befere transi~m hssia was a poor agT.icul- 
tural economy with dictatorial rule and little experience with private 
ownership of resoumes. Stalin's rule of the Soviet Union only reinforced 
those kends. Poland, in conkast, had a Estory as a battjegrourtd for Rus- 
sia, Germmy, and Austria. Polmd last its nation stat"us in 3795 when it 
was divided among Russia, Prussia, and Austria. Poland won its inde- 
pendence back in 1920 by defeating the Soviets. Though it had an author- 
itarian leader, private ownership of production prevailed, especially in 
agriculwe. CB sm never had a firm hold on Pokes after World War 
11 for several reasons. First, thcrc was no history of C 
the war. Second, Poles strongly resented Germany and Russia, both of 
which had invaded Poland during World War II and in the past. mr$,  the 
Catholic Church continued to have a strong hold in Poland despite the 
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d s m  by Stalin, Finally, Poles have a bstory of re- 
opp~ssors. Even at the height of the Cold War 

Poland was more rebellious and more difficult to conkol than other Soviet 
Republics. Hence it is not surprising that the collapse of the Soviet Union 
began with the Polish move to establish a Western democratic society. 

This difference in history and culture fundamentally affected attitudes 
toward transition to capitalism and democracy Poles were eager to cast 
off Communism, and they had experience with private ownership of 
pmductim. Poles were w 3 h g  to take the risks Fnwlved in establishg 
private businesses, hdeed, PoXand has oupaced its transitiun counter- 
parts in new business formation. Though there was fear of change, peo- 
ple were optimistic: about the future. A 1993 survey of anihades toward 
political and economic reform in Central and Eastern Europe showed 
that people expected the future to be significantly better than the past.41 
In such an environment of guarded optimism, most people wsuld be 
willing to fallow the rules even if they did not necessarily like them. Kus- 
sims, in contrmt, were very fearful of &ange, as they had not had any 
everience with private ovvnersEp or democratic rule. The same survey 
showed that 80 percent of Russians had a favorable att-itude tawad the 
past socialist ecanomic system, and less than 40 percent had a favorabk 
attihxde about the hture. Marcover; '"lplolls in December 1991 sugge"ted. 
that just over a quarter of Russians disagreed with the proposition that 
ordinary people would benefit horn I-he introductian of private properq. 
By March 1995 over two-&as disagreedeff42 Unlike in Poland, the pub- 
lic alrtimde tward reform is deteriorathg In ICussia, In s ~ &  an envisun- 
m a t  people perceive that the rules of the game are not fair. People will 
try to cheat the system, since they da not b e l i e  in the changes. Others 
who see the injustices that result from tramitim view change with deep 
suspicion. The radius of tmst is very short in Russia, which results in 
hi@ transaction costs, parlicularly wh@n the gove ent is incapable of 
efiectisdy mforchg trmsactions. 

What is the solution for Russia? The Russian governmnt must de- 
veloy its hma2 institutions and enforcement mechanisms so as to bring 
order to the &am in the economy Strong, fair, and effective leadership is 
needed at all levels of e;ovemment. Crime and corruption must be s i e f -  
icantly reduced. The gwe ent must establish commercial codes and 
edorcment m e c h a ~ m s  that work well. These things are easy ta p- 
sc~be,  but difficult to carry out, Inhrmd insti~tions change very slowly; 
a &an@ in the fomal mles may nut rttsult in &an.ges in peaplek behav- 
ior. Russia is locked on a palh-dependent track and siwficant reforms 
will be vesy difficult to achieve. It has a long way to go, and %ere is no 
reason to suspect that a true turnaround will occur in the near luture. 
Russia's economic and political future remains in doubt. 
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Questions far Discussion 

1, Despite the sqerior performmce of many capitalist ecwnornics 
over the past forty ycrars, many citizens of Poland, Hungary, and 
Itussia wish to go back to the "'good old days" of socialist rule. 
Why do you t h ~  th is  is? 

2, Why have Russia and the other fcrrmer Soviet rtlpublics had a 
morc difficult time than m a v  Eastern European natisns in mak- 
ing the t r m s i ~ m  from socialism? 

3. The decision to transform to capitalism was easy for Poland but 
difficult for Russia. How do you thhk a nation's tal-fittlde about 
the willinpess to became a capitalist nation affects its economic 
performance? Relate your answer to the theory of institutions 
developed in Chapters 4 and 5 of this book. 

4. Is there a role for socialism in the economies af the next cenhrry? 
If so, what will that rote be? If not, why not? 
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Institutions and Economic 
Development 

This book has a w e d  that instihzfcions arc3 the most important determi- 
nant of economic performance. In a static sense, institutions define the 
costs of transackg and the ability of organizations to capture the gains 
from specialization and division of labor. In a dynamic sense, institutions 
d e h e  the hcentive strmc.tnnrt3 under which organizations operate and de- 
termhe whther or not orga~at ions  unclertake activi'cies that advmce 
technology. The key to economic growth, then, is in finding the right in- 
stitutional framework that will udock a nation" swealth potential. The 
Eocus of this chapter is on hstitutions in the less $eveloped countries 
(LDCs), the developing market economies. They are distinguished from 
transition economies because they are not undertaking radical changes in 
their EOrmaX institutional framework, Developing tconomies rnay need ta 
change their economic policies and improve the efficiency of the existing 
institutions, hut, d i k e  h;ansition ecmomies, they do not need to com- 
pletely overhaul the institu~onal. s2ruct-ure.l 

As noted in Chapter 1, most nations in the world are poor. Many of 
these econodes are capitalist, not socialist. Socialism provides poor in- 
centives for long- growth mainly because of the absence of competi- 
lion; but then why don't all capitalist ecmmies succeed.? 'The ansvver is 
exactly the same as in socialist economies: The institutional framework 
does not provide low costs of transacting and does not force organiza- 
tions to adhese to the process of creative destruction. 

There are numerous examples af unstnble ~stitutionill frameworks in 
LDCs, A reemt se~ies of events in Ecuador provides an excellent exam- 
ple. In July 1996 Ecuador elected Abdala Bucaram as president. With the 
exception of the obnoxious political campaigning, the elections were 
peaceful and relatively uneventful. Ecuador has been under demoqratic 
mle with a new con~tihltim since 1979, and transfers of power have been 
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smopth since then. But in February 1997, just six months into the presi- 
dent's fou~year term, the Congress voted Bucaram out of office by claim- 
ing that he was "mentally incapacitated." Despite the conjecture that the 
vote was done more for political and economic rather than psychological 
reasons, the Congress's action was constitutional. But the Congress 
elected a successor to Bucaram, Fabian Alarcon, in an appointment that 
was not constitutional. According to the constitution, power should have 
passed to the vice president, Rosalia Arteaga. Meanwhile, the original 
president, Bucaram, refused to step down, and the vice president and 
Alarcon both declared themselves the "officialf' president. Thus for a 
time Ecuador had thee presidents. The solution c a m  almost as quickly 
as the crisis had. The military in Ecuador is seen as the last arbiter of 
power, and the president must have the military's nominal support in 
order to function. Within two days of the congressional vote to oust the 
president, the military made it clear that it would honor the legal con- 
gressional vote and refuse to support Bucaram. Bucaram then stepped 
down, leaving two presidential candidates. After negotiations, a solution 
was worked out in which the vice president would become the official 
president for a short time, until Congress could change the constitution 
and appoint Alarcon as president. W i t h  days, Alarcon was Ecuador's 
new president, to wrve until Aupst  10,1998. 

There are two points to be made regarding this inddent. First, political 
institutions in Ecwdor are much more unslabk than in more developed 
industrial countries. The possibility of having three presidents simulta- 
neously in the United States is absurd, because the rules of succession are 
clear and have been followed for over 200 years without incident. Sec- 
ond, as much can be learned by what did not happen in Ecuador as by 
what did happen. After a fcMr days of uncertainty and negotiations, 
Ecuador's constitutional process remained intact. The military did not 
take power, and the transfer of power was handled peacefully. This sag- 
gests that Ecuador has made progress in stabitizing its institutions in re- 
cent years, The outcome could have been much worse. 

Institutions in many nations are far more unstable than they are in 
Ecuador. At the extremes of political, economic, and social chaos are 
comtries such as Somalia, Rwmda, and H a i ~ ,  These count~es at times 
have no Eomaf .  insti&tional foundations, because various organizations 
battle for power; the result is often mass starvation and crisis. Transaction 
costs in these countries are pro~bitively h@h. 

This chapter deals with two topics concerning developing comkies. 
First, we discuss the extenske inhmal sectors fccund in many LDCs. We 
learn that the presence of these informal sectors is an indirect indication 
of high transaction costs. Second, we conbast the post-World War II ex- 
periences of Latin American nations with those of many Asian nations. 
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We compare import substitution policies with export-led policies and 
draw some conclusims horn these experiences. 

The fntou-maE. Economy 

As noted in the preview chapter, the informal ecoxlomy is difficult to de- 
finef and it has been dehed differently by different people. Some use the 
term to refer to all activities outside of the legal system. This kcludes the 
sak of illegal items, the ported economy and the 
omy. In this book we separate the informal economy from the purely il- 
legal economy, which we call the black market or the underground econ- 
omy. For example, selling illegal drugs is part of the underground 
economy because the government has explicitly declared the activity ille- 
gal and devotes resources to preventing its occurrence; every aspect of 
the illicit drug trade is illegal, and those involved try to avoid detection 
by the government. The formal economy consists of those operations that 
are completely legal, operating in the institutional framework as deter- 
mined by the gave ent. The inbmal economy csnsists of ail those ac- 
tivities that fall into the gray area between the formal economy and the 
underground economy. It is a range of activities in which some aspects 
are illegal and others are legal. The government does not have an explicit 
policy to stop these sectors, but neither are they fully protected under the 
legal system. 

The most common type of informal activity in developing economies 
is street. vending. S b e t  vendjng consists of all the small-scale vendors 
whom the government does not completely recognize as legal, Many are 
informal because they do not report their sales to the gove 
hence do not pay sales tax. Most t have frtrmal lienses to cl~perate 
their businesses. However, gover s have not declared these street 
vendors to be completeay illcgal erefore d s  not have consistertt 
rules to evict them. Some street vendors are more infomal than others. 
Some vendors h v e  portable carts that they set up in digerent hcatiuns 
every day or pehaps every month. They do not have licenses, record 
their sales, m pay any direct taxes to -the gover ent. Other vendors are 
more established. They set up in fixed lafations and pay a rnunthly rent 
to the government for the right to use the sidewalk space. They may or 
may not have licenses or permits, but they do not issue receipts, nor do 
they pay sales taxes. 

Allother example of the ~ o r r n a l  economy is the &ansportation mar- 
ket, Taxi drivers in Ecuador, for example, have licenses to operate tlnejr 
vekides, but they do not use meters as required by the law. A price is m- 
gotiated before the customer gets into the taxi. This substantially rgduces 
the fares. Of the dozens of taxi rides 1 took h Ecuador 0x1 a recent visit? 
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only driver attennpkd to use the meter, and he quickly acquiesced 
when X abjieckd to the high fare he was trying to charge. Many b w s  also 
are operated informally, The drivers collect standard fares but do not re- 
port total sales to the government. They simply pay a fee to be able to op- 
erate the bus routes. 

A third example is infarrnal housing. As cities have grown as a result 
of migration horn rural areas, demand for land and hausing has in- 

on way to acquire urban land in LDCs is by jnvasion. 
Dozens of people jointly plan and then carry out an invasion in which 
they target a particular plot of land and t h  guiclcfy settle the lmd, oftell 
at night, and build simple$ t-rrmporary strwbrcs m it, h c e  the people 
and stmchres are in place, it: is very dsficult (though by m means im- 
possible) to evict them. If the government does not issue a decree or 
allow the use of force to remove the sefflers, then. the hvasion is success- 
lul and the ~ttiement becomes part of the hformal economy. The gov- 
ernment does not completely recognize the settlersf property rights to the 
land, but neither does it view the setdemcnt as itlegal. Over t-ime the gov- 
ernment may grant the squatters partial or full rights to the land, and the 
land and housing become less and less hformal, until they fhally merge 
into the formal etonomy, 

+ Spain 
+ Greece 

bland+ + Brazil 
ine 

FIGURE 9.1 The hformal Economy md h r  Capita GDP 

NOTE: These percentages include the mdergromd economy as well. The data for Latin 
America are not directay comparable, as they axe based on employment data-urban idor- 
ma1 undermpfopent as a percentage of total economically active population for 198+ 
rather than on QU@U~ data. 

~ U X C E S :  Transition Ntrzoslelllk.r, April 1997, Econo~iisl, Feb. 12, 1994, Eliana Cardoso and 
Welwege, Lafh America" Economy: DiversiV# Trends, and Co*cts. Cambridge, MA: 

The MIT Press, 1932. 
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The in5ormal sector is much larger in LDCs and former socialist 
e c a n o ~ e s  fian in the wealtker devefoped count-ries. Fipre 9.1 plots the 
size of some ~ o r m l  econodes (as a percmtage of GDP) with CDP per 
capita. The m g a ~ v e  rela~onsfip bemeen a naiim's stmdad of hvhg and 
the size af the ~ o r m a l  economy is demons&ated by the kend line in the 
cha&. Why is this the case? As f-lemando de %to kas eqlahed, the infor- 
mal economy grows when the legal system imposes rules that exceed the 
wcially accepted legal hamework and when the state does not have sugi- 
dent coercive auithoriq to prevent. operation of the a o m a l  e c o n q z  h 
o&er words, comp&mce with the formal instit-utiom is too castly and the 

does m t  have the power to egec~vely edoree its costly rules. 
Take street vending as an example. There are hundreds, sometimes 

thousands of street vendors in many cities in L K s . W e r e  is an obvious 
demand for th i r  products-so why a m ?  these needs met by the fomal 
economy? Ifart of the answa is that some choose vendors to =main, in- 
formal in order to evade taxes and other regulatians imposed on the for- 
mal economy But as explajned later, these benefits to informality are 
small compared to the costs of informality; most who choose to remah 
informal represent a small fraction of street vendors. The major obstacle 
to becoming farrnal is that the transaction costs of entering the fcrrmal 
economy are proEbitively high. 

Recdl that tramaction costs are the costs of making, measure, and 
enforcin, agreements. Potential formal retaiiers must obtain permits 
from. the t. Hernando de Soto estimated that it took 2843 days 
to obtain permission to set up a small bushess in Linta, Peru, Moreover, 
two bribes had ta be paid in order to obtain the liccnse at all. To build a 
famal mark& a place where a group of re ould locate, took sev- 
enteen years.$ Clearly the formal instihti t the establishent of 
foxmalt vendors and markets, The potenti ust also be able to fi- 
nance start-up costs until revenues arc sufficient to cover expenses. The 
vpical &grant to t-he city is very poor with little wealth? and so the only 
option may be ta borrow the money from a bank or some other lender. 
The bank must be reasonably sure of bejng repaid, but with lilt.le collat- 
eral to ofk ,  the potedal mtailer is a kgh risk. merefore' the person may 
be forced into the Lnformal sector, h e r e  start-up costs are much lower, 

Irofically, the hi& transaction. costs of becomhg formal result in the 
creation of an Mormal economy plagued with ~ e r e n q  kigh transac- 
tim costs as well. As we saw h Chapter 4, for nnarlcets to work well the 

ent must clearly spec@ and mperv rights, and it must 
ixnpartially edarce contracts, The gowr does none of thcse thhgs 
in the Marmal sectors. h fact, it is the absence of these elements that de- 
fines, partially at least, what the informal economy is. Because the !street 
vendor is not completely recognized by the government, his property 
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rightq to his location and to his assets are not fully securt;. Moreovel; the 
government does not recognize and therefore does not edorce the con- 
tracts of the s-t-reet vendor. If the street vendor buys defective hventary 
from his supplias, for example, he has no tegd recourse to solve the 
problem, The result is a collection of sheet vendors who operate under 
condi~ons of Kgh transaction costs. 

Wth insecure pmperty rights, the incentives for bestment or expan- 
sion are severely diminished, because the risk af confiscation of assets is 
always present. Moreover, obtaining financhg is much more difficult, It 
is also more difficult to trmsfer the bushess to mo.tkrer owner. Potential 
buyers must be sure that they have legitirnak propert-y rilfhts to the as- 
sets af the business. mew complicatiom limit the size of the firm and re- 
sult in numerous inefficient smaLI firms that camot take advamge of the 
ecmomies of scale in retailing. 

Absmce of cantract enforcement also results in hlgh transaction costs. 
Vendors engag ady in exchmges of small value far fear of behg cheated. 
Moreover, ahost all cantracts arc oral md paid for with cash, shce credit 
is too risky. h efforts to enforce contracts, vendors may deal only with 
friends or relatives in repeat deahgs, or they may =sort to violence to 
""scHle'b ddispute. h this sense the aormal czcmamy is s ~ l a r  to the ilEcit 
drug trade in the black market. If a dmg deal goes bad, the only way to m- 
force the con&act or the 
ment does not edarc 
to the police to complain that someone underpaid him for a drug ship- 
ment, so edorcement has to be inkmalized. The sheet vendor m y  h v e  to 
use the theat of vhlcnce in order to hcrease conkact compliance. 

S i ~ I a r  results are found in the Mormal housing wctor. M e n  prop- 
erty rights to the land are kecure, occupants are reluctant to hvest in 
the housing stock on the land. Hernmdo de Soto estimtect that the for- 
mal houshg sbck in Lima was worth, on average, nine times hat  of the 
informal housing stock.5 The informal economy is inherently plagued 
with high transaction costs, and hence those sectors me small-scale, un- 
stable, and hefficient. 

the soluticm? I-fernando de Soto makes a cmvjncing case that 
r is to &so& the inEomal economy into the formal economy, 

'This presclliption ru er to the more common response by govern- 
ments, which is to el the inSormal economy or to reduce i t s  size by 
enforcement of the instiwticms. If institutions were changed to 
sivificantly lower the costs af becoxning fomal, then many sf the infos- 
maf vendors could successfully make the transition. The new formal 
businesses could graw and hjre as employees those MIho did not success- 

fez to the formal sector. Likewise, if governments offered rela- 
tively heap accclss to secure land, migrants to the citiief; c d d  constmct 



decent shelters as their incomes hcreased- Many  of the slum arcas could 
be improvd or even eliminated. The solutjm requires a rhange in insti- 
tu~ons  to Imer the transaction costs of becoming formal. 

Impart Substitution Industrialization Versus 
Expart-Led Policies 

Recent history has given us another natural experiment in which we can 
assess the impact of two opposite develnipmienl strategies, The preceding 
analysis of the informal sector dealt with the static model of institutions. 
Given the level of t-ethology, an economy c d d  increase its productivity 
and efficiency if it changed the institutions that blocked enhy into the 
formal sector. Zn conhast, the analysis here focuses on the dynamic 
mod& developed in Chapkr 5. In this section. we look at the macroeco- 
nomic experiences of Latin America as contrasted with those of Asia. 
This regional comparative analysis has major exceptions, as India and 
f hha, for example, followed inward-loobg policies. But the "typical" 
development policy in Lath America was inward looking, whereas that 
of East Asia was outuvard looking. 

From approximately the 1930s through the early 1980s, Latin America 
pursued a policy of import substitution industrialization (ISI). As noted in 
Chapter 2, IS1 is a policy initiative that advocates the adoption of institu- 
tions that encourage the development of domestic industry at the ex- 
pense of industrial imports. The goal in Latin America was to replace the 
imported industrial goods with domestically produced industrial goods 
and thus to lessen their =fiance on the developed economies for key 
products. Implementation of IS1 included high tariffs and strict quotas on 
imports (especially finished manufactured items), diversion of resources 
from the export sector to fhance the constmction and expansion of do- 
mestic hdustv, direct gover comtrucfion and operation of i n d ~ ~ -  
tries, and monetary intervention to overvalue the domestic currency. 

In contrast ta Lath America, mmy East Asian nations wer the recent 
decades-notably Japan, %*an, Hang Kong, South Korccta, and Singa- 

ve adopted export-led policim, The goal of these poli,cics is to de- 
velop export secton that are competitive in world markets. The engine of 
growth comes from expansion of exports. Implementation of export-led 
policies includes diversion of resources to producers of exports via lower 
tax rates and government subsidies of inputs, industrial policy to pro- 
mote certain export-oriented sectors, and undervalued currencies that 
make exports more price competitive in world markets. The economic 
performance of the two regions pursuing very different policies can be 
compared, and some lessons can be drawn concerning institutiong and 
economic gmwt-h. 
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lmport substitution policies began almost by default in Latin America.6 
Because of the world depression, dexnand for exports was weak in thtz 
1930s. Previously hported products either were not available ur there 
was no forc3.ign exchange to purchase Iktem, because Latin America's 
terms of trade had fallen sharply nerebre, Latin American countries 
looked inward to lind the demand for traditional exports md to produce 
products that were previously imported. In this decade of depression, 
Latin American macroeconomic performance was better than the world 
average. It seemed that focus on htemal demand had been a causal fac- 
tor in economic growth. 

Dufing the late 1930s s m e  Latin American e c o n o ~ e s  began to reori- 
ent themselves to export production. However, World War IX intermpted 
that transition. Again external demand was weak, and again Latin Amer- 
ica was bred to look inward. Theoretical justification fur 1SX policies 
came from the Economic Commission for Lath America in 1948. Recall 
from Chapter 2 that the essence of the ECLA version of dependency the- 
ory was that the core trapped the periphery into a cycle of relative, if not 
&solute, poverty. Gabs from trade were divided unequafly at best, and 
the terms of trade for primygoods pmducers d-siorakd over time. 
'The solution was to reduce the dependency of Latin Ameriea on im- 
porkd manufacturing goads by pmduchg these goods hternally. By the 
end of the 1940s ISI policies were entrenched in Latin America. 

Strong protectionist barriers were implemented, and foreign exchange 
eled into industrial expansictn. Curmcjes 

were overvalued to subsidize the importation of urban consumption 
goods and necessary capital equipment in the construction of new in- 
drrst-ries. An ovenralued currency memt that the Mexican pso, fos ex- 
ample, c d d  purchase more foreip currency. Given an exchange rate of 
5 pesos to the U.S. dollar, a $100 machine could be purchased for 500 
pesos. But a stronger Mexican currency, with an exchange rate of, say, 3 
pesos to the ddlar, required only 300 pesos to purchase the same ma- 
cMe. The flip side was that Latin American ex-ports were very expensive 
abroad and not competitive. For example, with an exchange rate of 5 
pesos to the dollar, something that cost 100 pesos to produce would sell 
fsr $20 in the Unit& States. But the same product would sell for $33.33 
with. a 3 to I exchange rate, Because of Be inahiaity to produce competi- 
tive exports and the ability to purchase cheap imports, Latin Arnerica 
had persistent trade deficits. 

Since foreip competition was seen as harmful to econornjc perfor- 
mance, high levels of trade protection emerged. This led to the creation 
a d  persistence of hefficicnt domes& industries hcapable of competing 
h world markets, 1% policies also led tr, large gove ent sectors, direct 

ent hvolvement in production, and significmt rent-seekhg be- 
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havios (lobbying the gover ent for specid trctatment) in order to win 
contram and monopoly p tion rights from the government. Large 
budget deficits emerged, and high levels of inflation followed. IS1 poli- 
cies led to macroeemomic imbalance, high inflatim, uncompetitive in- 
dustrial production, andt declilnhg exports. Despite these problems, Latin 
American economies general@ performed well. in the 2950s. Became of 
"che increased state resources devoted to industry, growth rates were 
high, at times averaging 8 percent per year. 

Serious prablerns with I S  emerged in the late 1950s and early 1960s. Ln 
particuhr, growth rates dowed dramatically as the "easy" part of bdus- 
trial expansion was completed, and the agricultural. sectar was in ruin. 
Though Latin American governments were faced with this poor eco- 
mrnic performance, lobbying efforts from those benefitkg from the sta- 
tus qrro, and poor information and conflicting ideologies over the best 
path to take, kept Lath erica on the same hefficient path Eor another 
two decades. Durhg the 1970s the situation worsened. The hYo world ail. 
shocks considerably worsened the trade deficit for non-oil producers, 
and oil-produchg countries responded to the b o w  in oil pricer; by boxl 
mwhg mow to h n d  induskial and social programs. The pn.ce of oil. fell 
as quickly as it had risen in the early 19805, with the result that the value 
of oil q 0 r t s  plunged, makng it difficult far these cozlntries to purchase 
the same level of imports. Simtrltaneously infla.tim-fighting macmeco- 
nornic policy in the Ullited States substantially hcreased hterest rates. 
Because of the increased interest payments, the debt load of Latin Amer- 
ican nations became too great, and a wave of d,efa,ubs resulted. 11% Latin 
America the 1980s have come to be caled the "lost decade." For some 
countries, notably Mexico, the default was a strong wake-up call indicat- 
ing that major changes werc weded, Mexico implemented a major re- 
form program that culminated in thre Nor& American Free Trade Agm- 
ment, which is discussed Pn the next chqter. Other countries, such as 
Brazil and Argentina, also implemented reforms, with varying degrees of 
success, m a t  was co n in all of them, however, was a smaller role 
for the state and an apening of markets to floreign competition, Latin 
America had begun tc7. embrace ouward-looking policies like those pur- 
sued in East Asia. 

It is tempting in hindsight to ask how such inward-looking policies 
could have been implemented for so long, and fnow academics, particu- 
larly econo~sts, codd have supported these protectionist measures. But 
such questions must be considered wifhin the context of the 1940s and 
1950s. Free-kade policies are not guarantees of good economic perfor- 
mmce. If an economy's instibltional framework leads to high transaction 
costs, poor performance results regard!ess of the trade poky pursu d. Ex- F tcrnal opemess may distort markets lesh but they will remain distorkd. 
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If Latin American wonomies had ~ m a i n e d  open throughout the 
post-World War II era, then export scctors would have fared much better 
and many powerful farmers and business people would have profikd* 
But this wouM not have led to a thriving internal, industrial sector, be- 
cause, given the costs of tramactkg in Latin America, it was cheaper t-o 
import industrial products. IS1 policies explicitly devoted resources and 
government support- to internal industry. Although there were market 
dist~rtims, m d  although the farm sector was particularly harmed, mmy 
people were better off by being able to obtain mnufacturhg jobs. The 
main poht is that the complete in.stihztional Eramewmk is more puvverful 
than a few of those institutions directed at trade policy, For example, 
would a n y m  seriously believe that the United States would be a poor 
c m h . y  today if it had adopted IS1 policies earlier Fn the centzlry? Tkere is 
little doubt that the U ~ t e d  States would not be as wealthy, but the impact 
would have been on the margins. LSI pokes in Latin 
and l%& may halie h e n  betkr in the short tern fiim the status quo. The 
pm&lem was that Latin b e r i c a  did not &andan IS1 psEces even as mar- 
ket distorlims and negative incentives increased. 

East Asia's expel-imce differed from Latin America's in four key areas. 
The East Asia comkies undervalued their currencies, avoided excessive 
protectionist policies, maintained macroeconomic stability, ;md had a 
s m l k  direct rote for gove ent: fnstitutiuns were put into place that 
emuraged export production. Firms that achieved strong export sales 
were rewarded with subsidies and tax breaks. Beweesn 1965 and 1980, 
des;pite nearly equal grow& rates in the two mgions, export gowth in- 
creased 10 percmt per year in Asia, and it declined 1 percent per year in 
Latin America. Moreover, datiaar in East Asia was one-tKrd and debt 
levels were one-half of those in Latin America.7 After 1980 the difference 
in performance is wen more striking. East Asian nations were able to R- 

spond to and recover from the oil shocks very quickly. Export growth be- 
Ween 1986 and 19% exceeded 15 percent per year in South Korea, Hang 
Kone;, Singapore, T a i m ,  Malaysia, and mailand, and all of these cam- 
tries except Mahysja had average annual GDP growth rates of 7 percent 
or more.8 

m y  did the irnport substitution m d e l  fare poorly in comparison to 
the export-led model? Let us refer back to our dynamjc theory of institu- 
tions. Institutions must exist that kad to the process of creative destruc- 
ticm. The incentive system in Latin America certainly failed in this re- 
spect. Trade protection from foreign and domestic competition fostered 
an environment of rent e k i n g .  Firms maximized profits by w ~ n g ,  din- 
ing, and bribing government offlicials instead of producing ever more 
competitive protiucts throul;h the process of creative destruct-ion. T'he 
trade prcttection that firms received was regarded as secure. It was rare 
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for protcction to be given and then revoked a few years later. The gov- 
t was in the position of having to "pick whers." Shce the p- 

ernment decided where special treammt and funding would go, it si- 
multaneously decided which industries it would promote-and hence 
which would survive, whether or not they were .the "fittest" eeconomi- 
cally. Moreover, the overvalued exchange rate made it impossible b r  
many export sectors to be price competitive. Institutjonal incentives en- 
couraged neither competition nor technological progress. 
h the East Asian model, in contrast, most industrjal policy was ori- 

ented skictly toward results. Firms that produced results in the form of 
higher expo" sales received favorable t-reatment from the government. 
Subsidies were seen as temporary rewads for good peri-ormanee. If a 
firm received subsidies but exports did not increase shortly thereafter, 
the subsidies were revoked. This institutional framework did not call for 

k individual wimers. The gave errts could wait to 
s were, a d  then reward Them accordingly. Moreover, 
rotection meant that Asian firms had to compete in 

the world economy. The goal of a partjmlar firm was to become the most 
efficient: world producer. This was a higHy competitive emir 
which the process of creative dest-ruction operated in full forc 
sidies mdoubtedb distorted the natural law of comparative advantage, 
but the distortions were small compared to those in Latin America. 

There are other dynamic advantages as well to an outward-looking 
model. These include an economy better able to take advantage of 
economies of scale and scope, and the transfer of knw-huw.V~conomies 
of smle mems that larger-scale operations can be done at lower average 
costs, in other words, it is cheap- per-unit to produce 30,000 automo- 
biles than it is to produce 200. Economies of scope means that ga 
pertise in one area lends itself to cost advantages to producing in other 
areas. For example, a firm that prodwes stereo sound equipment d g h t  
find that it is re1alive.y easy to enter the television marktzt. Wen domes- 
tic econmies are small, these scale economies are very important. For 
outward-looking firms, markets are no longer limited to domestic de- 
mand but now extmd to world demand. Ouhvardt-looking models of de- 
velopmcnt also increase the transfer of knovv-how In the inwad-looking 
econorny, only a narrw range of capital goods is praduced. merefore, 
mfy a narrow range of techology is acquired. When economies open 
up, more capital goods and technology flow in, and workers have incen- 
tives to learn and adopt new technology 

Recent economic performance in East Asia suggests that the export-led 
model is not without its problems. In March 1998 fndonesia's currency 
was trading at 8,300 rupiahs to the U.S, dollar, abmt me-fourth of its 

1 value on July 1,1997, when it took just*2,430 rupiahs to purchase a dollar. 
tikcwise, the value of South Korea's currency (the WOE) has decliRed to 
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about half its July 1997 level. Growth in Indonesia, South Korea, Thai- 
land, m d  a few other Asian nalions has slowed considerably. Banks are 
saddled with large debts, and many gimt corporations are gohg bank- 
rupt. The IMF has condi~maBy lent billiofls of dollars to Indmcltsia and 
South Korcrta to help bail them out. m a t  went, wrong? 

Economist Paul Krugman explains the Asian crisis with a comparison 
to a phy that has two acts.2-e first act was a story Of the bubble in real- 
estate and asset prices. Over time, prices of real estate and other assets 
soared. Two factors in parficular conkibuted to the growth of the bubble. 
First, there was direct allocation of credit. by the government. In South 
Korea, for example, the government owned key banks and directed 
funds to certain industries and firms that it targeted. Second, the infor- 
mal instihztions in rnaxny Asian nations pmmted close ties beween gov- 
ernment and business, '7rT)here was a fuzzy line behnreen what was pub- 
lic and what was private; the minister's nephew or president's son could 
apen a bank md raise money bolh from the domestic populace and from 
foreign lenders, with everyone believing that their money was safe. 
. . . " l 4  mere was little concern for the soundness of loam or the fbncial 
condition of the compa~es that borrowed funds, as evevow believed 

t would back the lenders if t u g s  went: wrong. The 
bubble was inflated further by foreign investment. Foreigners viewed 
East Asia as a safe haven for funds with high returns. 

The second act was the bursting of the bubble, h slump in the semi- 
conductor market m d  a strengthenkg of the doUar probably triggered 
the crisis. Foreign and domestic investors pulled their funds out of Asia, 
which caused asset prices to plmge. The flow of W s  out d the eomtry 
p t  downward pressure on Asian currencies, which made the crisis 
worse by increasirrg the real debt load of Asian firms holding foreign 
debt. For cxample, in Indonesia, as noted earEiet four times as many ru- 
piahs are now required to pay off $1 of debt than before the crisis began. 
Wth k a v y  debt loads and low asset valms, many fims declared bank- 
r u p t ~  or default& m their payments.. Ba& were l& with bad loam 
and kigh foreign debts, and m a y  of them began to fail. h order to avert 
a larger financial collapse, some Asian governments, with assistance 
from the MFi, have htewened to bail out the hancial. sector. The result, 
however, is slow growth and higher unemployment. 

actspite the seriousness of the Asian cllisis, we keep it in perspec- 
tive. By late 1998 the crlsis had not directly spilled oves into Japan. Hang 
Kong and China were not severely affected either. The macroeconomic 
fundamentals of many Asian nations are still quite s o d :  Growth is still 
positive, prices stable, and wemploymeM low, Severe adjusments are 
necessary, but this crisis is not on a scale comparable to the 2980s debt cri- 
sis h Latin Ammica, because Asian na~ons  are in much better maeraeco- 
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nomic condition. In early 1998 the currencies of Korea, Taiwan, and Thai- 
land stabilized. The worst of the crisis in these counkies m y  be wer. 

There are at least two changes that the export-led East Asian 
econodes should mdertake in response t-o this crisis. First, g w  
must reduce their control aver their economies, as some alre 
"The Fhance Ministy in. Korea no longer tells the b a d s  whom to lend 
to, and the Finance Midstry in Japan has lost its capacity to determine 
the fate of b d s  and secwi~es houses,"" Second, relationships among 
firms must become less important. Much business is done on the basis of 
loyalty and tradition rather than on price and quality. In an envi 
of high transaction costs, this may have been a way to make exchanges 
more secure. But the transaction costs of dealing with outside firms today 
are relatively low in most of these nations. With large firms going bank- 
rupt and the economy being squeezed with recession, many firms will 
look for ways to cut costs. Product quality and price will become more 
important in business dealings. 

Developing countries are currently undergoing a great deal of change. 
Many Latin American nations are moving toward the export-led model, 
and many Asian nations are moving toward a style of capitalism more 
like that in the Unitt3R Stat-es. h the next chapter we hcus m two devel- 
oping countries, Mexico and Souh 

Quest;ions for Discussian 

1. Mat is the idormal economy? Give two examples. m y  is there 
a negative correlation between the size of informal economies 
and per capita GDP? 

2. m y  does the United States have a v e v  mall ififormaf sector? 
3. Compare and contrast IS1 with export-led policies. Why has the 

export-led model resulted in relatively better economic perfor- 
mance? Relate your answer to the New Institutional Economics. 

4, Many Asian nations recently have run into trouble with cur- 
rency devalualion, leavhg b a d s  and "che government saddled 
with high debts. Growth rates have slowed and unemployment 

h formal and hlormal hstituGons in these 
nations conkibuted to this crisis? Explain. Codd such a crisis 
occur in the United States? m y  or why not? 

Notes 

I, China, a middle-ground case, is  discussed h Chpter 12. 
2. Hernando de Soto, The Other Path: Thg Invisible Revolution in the Thirrf World 

(New York: Harper and Row, 19891, p. 12. 
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Mexico and South Korea 
in Development 

The amlysis of Mexico and the Republic crf Korea, or Sou* Korea, allows 
us to compare and contrast the divergent models of economic develop- 
ment. Mexico embodies in many ways the IS1 model discussed in Chap- 
ter 9. It has undergone a series of crises, yet has managed to learn from 
them and continue down its development path. Sobth Korea turned early 
toward export promotion and has achieved remarkable success despite 
the recent economic crisis. This chapter briefly describes the economic 
history of Mexico from the adoption of IS1 policies to the present. It then 
discusses the rapid transformation of South Korea from the end of the 
ECorean War to the present. The chapter concludes with an instihtional 
compaI.ison of the Wo nations. 

Mexico 

Mexico, a nation of 94 million people with a per capita income in 1995 of 
$6,400 (using purchasing power parity measures), has been ranked by 
the World Bank as an upper-middle-income country.' Mexico is a prime 
example of a devehping economy in rcbrm. Never befoe has Mexico 
been so determined to change fundamentally from within. Major institu- 
tional changes began after the 1982 debt default, and they continue today. 
It remains to be seen w k t k r  Mexico can stay the course or whetl.ler 
pressures against reform will win out, but there is reason for cautious op- 
~ ~ s m .  The q u e s ~ m  is whether the spirit of reiom carried out on the 
macroeconomy can be extended to other areas of Mexican society. While 
much of the discussion that follows focuses on macroeconomic stability, 
W must remexnber that stability is only a necessary but not a suscient 
condition for good economic performance. It does not by itself guarantee 
good performmce. i 
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Thei Great Depression and World War 11 forced Mexico to turn inward 
for production and demand. This inward-looking policy was formalized 
in the 1950s with the explicit adoption of import substitution industrial- 
ization policies. Mexico raised tariffs and quotas and ixnposed import li- 
cense requirements to discourage the importation of cmswmer goods. 
The state promoted internal industrialization of consumer goods in the 
hope that backward linkages would develop so that Mexican firms 
would be the main suppliers of intermediate inputs throughout the pro- 
duction process. The peso was ove;rvalwd to subsidize capital inputs. 
With the encouragement and resources provided by the gov 
vate investment in Mexico mse from 8 percent to 20 percent of GDP. The 
average growth rate between 1955 and 1972 was a phenomenal 6.8 per- 
cent, m d  inflation was stable at 3.5 percmt.2 The ISI policies appeared to 
generate high growth rates and economic stability 

But deep problems lay beneath the surface, First Mexican firms were 
not competitive internationally, leaving the economy vulnerable to 
rnacraeconomic imbalances such as trade deficits and currency devalua- 
tions. Second, the IS3 pokies generated s t m g  biases against exporters 
and agriculhn.e. Third, price cantds distorted relative prices and kept a 
fid on infla~onary presswes. And fourth, the disbibution of income be- 
came more unequal as relativelgi. few executives in the inner circle con- 
trolled the large domestic industries. 

During the early 1970s some thought that despite economic growth in 
developing countries, the trickle-down policies were not helping the 
poor much at all. Trickle-down theories advocated giving governments 
and businesses investment funds in order to increase production and 
thus create new jobs. The funds disbursed at the top would eventualry 
flow to the poor in the form sf wages. As such strategies came to be ger- 
ceived as ineffective, these was a world.Lvide push for econamic social 
justice to reduce poverty directly and increase the quality of life for the 
poor in developing countries. Emphasis was placed on humanitarian aid, 
health care, and education. With growing unrest from the poor and col- 
lege students, Mexico began a massive program of public expenditure 
aimed at reducing poverty. Government expenditures rose from 22 per- 
cent of GDP in 1970 to 32 percent of CDP in 1976.3 

The mid-2970s through the early 11980s was a period of stagnation 
throughout the world. The first oil shock hit in 2973 when the Organiza- 
tion of Petroleum-Exporting Countries (OPEC) succeeded in significantly 
re&ricl;ing output. Much of the world underwent economic recessions 
and highe~than-normal Nation, but Mexico attempted to avoid reces- 
sion by borrowing external funds and promoting pro-growth policies. 
Mexico itself was an oil producer and figured that it cozlld count on 
higher oil revenues to service the increased debt. Given the massive flow 
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of funds h to  hiernational banks from OPEC counhies, U.5. and other 
foreign banks we~e eager to lend funds to Mexico. The growing public 
expenditures of the Mexican government increased the deficit-to-GDP 
ratio to 9.9 percent in 1976, a d  ;inflation reacfied 29 percent in 1977.4 The 
peso was devalued h August 1976. h that year, Mexico discovered new 
oil reserves, and oil production hcreascr-d along with htemational bor- 
rowing. hcredibly, external debt tripled between l978 and 1,982. 

Three factors led to an economjc crisis in the early 1980s. First, Mex- 
ico's economy was dangerously lweraged on the basis of the belief that 
oil prices would continue to increase. In fact, oil prices peaked in 1981 
and ddined in every year bemem 1982 and 1986. Figure 10.1 plots the 
U.S. dollar price of a barrel of oil against growth rates in Mexico in the 
1980s. Though oil was not the only driving force behind the Mexican 
business cycle, one can obsewe the cormfation beween fhese h o  vari- 
ables. The second factor that contrj_buted to the economic crisis was in- 
creasing capital fiighl as the peso became severely overdued. Mexicans 
and foreigners exchwed pesos for dollars, and the pressure. an the peso 
hereased wen more. "I%e third evmt was monetary poky En the United 
States. Much of Mexico" debt was denomkated in dollars. The Federal 
Resaw decided to Eight infialim aggressively by reducing the money 
supply. Interest rates tripled. The combination of falling oil revenues, 
capital flight, and increased interest payments caused Mexico to impose 

FIGmE 10.1 Price of: Oil Versus Growth Rates irr Mexico 

SC)UECB: Oil prices: Energy hformation Adminismtion, Monfhtg Enera  Review (Wash- 
ington, X, April, 198). Growth rates: MEGE, Sistema de Cuentas Naciona-les de wcrxico, 
http://dgcnesyp.hegi..gob,mx/bie.hW-ssi. 
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a mcfratorium on foreign debt payment in August 1982. Mexico had de- 
faulted on its debt. 

Crisis brouet forth a rapid and dramatic Pesponse from the Mexican 
hdeed, the 1982 debt crisis was the shock that touched off 
ed macroeconomic rc?brm in Mexka. Despite difficul~es in 

the late 1%0s and again in 1995, Mexico has stayed the course. The Pro- 
gram of Immediate E c m o ~ c  EicdorganLzation (P'IRE), adopted in Decem- 
ber 1982, had three key elements. First, a wage indexation plan tied 
wages to expected innation. Second, the peso was devalued, mkd, the 
budget deficit was reduced. The result, not surprisingly, was a severe 
conmetion of the economy and a dramatic rise in poverv. M a ~ o n  was 
nearly cut in haIf, from 302  percent in 1983 to 57 percent in 1985. After a 
S percent contraction. in real CDP in 2983, the econorny pew slghtly in 
1984 and 1985. But a second series of shocks was to come. 

First, a evere earthquake? struck Mexico City in December 1.985. l"he 
respmded by c r;?xpc?rtdimes fo 
nd, khe price o from over fiTS$25 

1.485 to under $12 per barre1 in 1986. Mexiro's dekit-to-GDP ratjo went 
fram 6.4 percent in 19% lo 12.8 percent in 2986, Tbe crisis was on agajn, 
and inflation increased to 131 percent in 1987, its highest level in the 

ent responded to this new crisis with anot-her stabi- 
liza~on plan, the Economic %lidarity Pact (Pact0 de Salidaridad Eeonbmicol. 

The Solidarity Pact. was a combination of traditionat stabiliza.tim poli- 
ties, price controls, and wage freezc?s. The truly remarkable aspect af this 
pact, however, was the cooperation between the government, labor, 
farmer, and business sectors, The pact included fiscal budget cuts in 
order to reduce the deficit; devaluation of the peso, privatization, and 
trade liberalization. The peso was fixed at 25 pesos trt the U.S. dollar, 
maximum brif'fs were cut fram 45 percent to 20 percent, and impnrt I- 

boliskd. In addition, wage and price contrals 
e inertial inflation. The pact was successful, In- 
percent in 1988 to 21) percent in 1989. Despik 

the hardships i q o s  grew betcveen 1987 and 1994. 
The capstone to e c o n o ~ c  reform was the ap- 

proval of the North e Agreement (MAFTA) in 1993. 
Under this agreement most trade barriers between Mexico, Canada, and 
the United Statcs will be phased out: by the year 2009. Su& a trade agree- 
ment. wozlld have been mthinkable for Mexico just ten years before. Per- 
haps the large& benefit to Mexico ham. NAFTA is not the direct benefit 
from utilizing its comparative advantage more thoroughly but Mexico's 
continued htegratim into the world economy. NAFTA wiU force Mczxico 
to play more by the world rules rather than its own &m inefficient rules, 
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Mexico m t  through yet another crisis in 1995. As Table 110,1incates, 
the early 1990s were good years for the economy, Matian was reduced 
to nearfy 7 percent in 1994, and growth rates were strong. The export: sec- 
tor grew by 50 percttnt behr(rem 2990 and 19%. Yet s i p  of trouble were 
eviden- in the trade fipres. mougk exposts were increashg, imports h- 
creased even faster. By 1994 the trade deficit had reached alarmhgly high. 
levels. Just four months after the inauguration of President Ernesto 
Zedillo in August 1994, the peso was suddenly and sharply devalued 
from 3.4: pesos to the 'U.S. dollar to nearly 6 pesos to the douar. The de- 
valuation occurred because Mexican reserves fell t.o such a low level that 

ent could no longer defend the peso. This led to a Ioss of 
the economy, a sharp drop in the value of Mexican stocks, 

and the possibiliq of a massive financial coflapse, Witln. illion loan 
from the United States government, the Mexican gave managed 
to prevent culXapse, After grinding through a depression-like year in 
1995, Mexico rebounded strongl-y in 1996. m a t  did not happen after the 
crisis may be more sx.@ficant than what did happen. Mexico did not re- 
vert back to susbined high inflation rates and large deficits, and the 
economy remained open to internatiomi trade, Macmeconamic reform 
seem to be well grounded. Perhaps the framework has been set for good 
economk performme. 

TABLE 10.1 Mexico in the 1990s 

Growth Inflation Budget Goods Cvods Exchnge 
Year Ra teQ &te D@citb Expartsc Impovlsc Rafed 

"ercent change in real CDF. 
Percent of GDR Negalive values imply a surplus. 

c Millions of U.5, doflars. 
Pesos per U.S. dollar. 

SOURES: Growth rates: Consulate Cmerat of Mexico in MW York, Economic Indicators, h- 
Barion rates: Elanco de Mexico: Budget Deficit-?i: Bmca de  Mexico, InE-evmtionaE Financial Sta- 
tistics, April 1998. Exports and hports: 1991-1995 from hternaliaml Monetav Fmd, Xn1ep.- 
national Financial Statistics, Feb. 1997; 1996-1997 from the Mexicm Mhistry of Fhance and 
Public Credit.. Exchange rates: 1991-19% from International Montllary Fund, Irttitfevnalional 
Financial Statistics, February 1997; 1993-1997 kom Federal Reserve Board of Gover~ors. 
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Makroeconomic reform and stability is just one aspect of a nation's insti- 
tutional hamework. Economic performance depends on the level of trans- 
action costs and the hcen~vtz systems as determhed by the entire newark 
of institutions. Clearly macroeconomic stability is a necessary condition for 
good economic performance, but much more is needed. The Soviet Union 
also had a relatively stable macroeonomy during the post-World War II 
era, but the lack of incentives led to ecmofic stapation. 

Two aspects of Mexican culture that have negative consequences for 
economic performance stand out. First, there is an emphasis on machismo, 
I-he romantic vision of the s&on;~, powerful m m  who exercises power as 
he sees fit, Suck a view fosters the development of corrupt leaders who 
have little interest in the common good if it conflicts with their awn quest 
for power and prestige. Second, personalismo is more important than the 
rule of: law, Personalism is an effective personal relatiionship with the 
right people.5 Law is irrelevant and is considered something to be 
avoided. Personal satisfaction comes from a spirit of freedom and liberty 
in doing things ""my awn way,'" mew attitudes c ~ a k  an envi 
which the fomal inst.ituCims are not respected, and knee enforcement is 
dgficult andi transaction casts are high, mey also lead to a poliZical sys- 
tem that creates hefficient institutions in order to satisfy the MIishes of 
the leaders. 

There are disturbing s i p s  that these attimrdes continue in Mexico, un- 
changed by other stmctural reforms. Under the rule of the Partido Rev- 
alucianaria Lnsehtional (PM), M d c o  has had a m-party system s.irtce 
1929, Such a system invites new d corruption because there is 
little political. accountabiaity. The ent acts much like the single 
ruler discussed in Chapter 6. It maximizes its own revenue while satisfy- 
ing those in the party who have influence and power. The result is ineffi- 
cient instikrtions that do not create a favorable environment for markets. 

Recently there have been challenges to the PRI. For the first time since 
the PR1 took control of the government, Mexico City elected a mayor 
from an opposition party on July 7, 1997. The PRI also lost a congres- 
sional majority. Nonetheless, its dominance in politics continues. Fraud is 
facilitated in such an envimnment, because those in power have been 
there for some Gme. There is a system of rewarding loyalty and covering 
for one another, even when one" behavior has been cormyt* This web of 
networking and corruption appears to be as strong as ever. Three exam- 
ples can serve to illuskate the point. 

First, during the 1994 presidential elections, the PRI's leading candi- 
date, tuis Donaldo Colosio, was assassinated, A shoud of mystery still 
covers the major aspects of this crime, even though the crime was par- 
tially caught on video and a number of people have been arrested. 
Among those arrested was Ra61 Salinas, the brother of former President 
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Carlos %has .  He is accused of masterminding the kaing. Many people 
believe that Salinas was only the tip of the iceberg, that many other, 
higher-level government officials were involved. However, the Mexican 
gova and police have not pursued obvious leads. There is a possi- 
biliv olosio was murdered because he was truly ca 
rying out the reforms that he preached. Colosio posed a threat to corrupt 
government officials and the leaders of the drug cartels that they sup- 
ported. An unwritten rule (an informal institution) in Mexico forbids in- 
dictment of present and former presidents and high-ranking members of 
the government. Government officials can be corrupt with the confidence 
that they will not be charged with crime% As long as comption in gov- 

nt is rampmt, it is difficult to create an enviro n t h  which the 
rules of the game are clearly spelled out and impartially enforced. Those 
withut the proper comectians are shut out. 

A second event that illusbates the pervasiveness of cmruption in Mex- 
ico was the firing of the drug czar, Jose de Jesus Gutierrez Rebolb. 
Gugerrez was selected for the job by President ZediUo in, December 1996. 
Just two month later, evidence surfaced that he was collaborating with 
the na~onfs  top drug-traffickhg cartel. The fact that the drug cartels are 
able ta make associations with such a hi&-ranking govemmnt. official 
provides some sense of the depth of the problem. 

Third, in August 1996 Attorney--General h tonio  Lozana Gaxia fired 
737 fecleml judicial police because of corruption and ever-growing )inks 
between police and drug traffickers. There were accusations that "high- 
r d i n g  law-enforcement officials . . . were receiving millions of dollars 
from drug barons in retum for safe passage for their lucrative shipments. 
A rash of killings of high-level investigative police [in 1995 and 19961- 
often under circumstances that pointed to other officers as the trigger 
men-also made decisive action urgent."6 Mexico City's chief law en- 
forcement official estimated that 50 percent of the city" crime originated 
in police ranks.? The problem is that firing these police officers may sim- 
ply put them on the street with no jobs but lots of know-how, making 
many of them definitively part of the criminal establishment. 

Mexico has passed though numerous crises in the import substitution 
phase into a period of relative openness and reform, and it appears that 
the Mexican gove tted to macroecono~c stability 
and export-led growth. But Mexico's economy remains inefficient, 
plagued with high transaction costs. Informal institutions change very 
slowly. Mexico may have begun the road to true reform in the mid-1980~~ 
but much more needs to be done to &an@ attitudes @ward wspect for 
the rule of law and to root out the cormption in the political system if 
Mexico is to significantly lower hmsaction costs and create a level playing 
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field Bor businesses. Mexico may be undergoing a long and slow process of 
chmge that conhued integrar-lm into the w d d  economy will facilitate. 

South Korea 

As one of the most successful newly industrialized countries, South 
Korea has become a prime example of successful export-led development 
policies. rfo put lhis performance h perspective, Mrth and Soutl-r Korea 
had nearly equal levels of GDP per capita as late as 15375.8 In 1995 South 
Korea" per capita GDP was eleven h e s  that of its northern comte~ar t .  
The reason for the disparity is the high rate of economic growth that 
South Korea has acKeved. Table 10.2 shows the major macroeconomic in- 
dicators by decade fsr South Korea. These numbers justify callkg South 
Korea's performance an economic miracle. 

g of the twentiefi cenbry, Korea was a poor country 
vuherable to foreign aggression. In P905 Russia and Japan fought over 
control of Korea, and Japan was victoriaus. h WlU f apan annexed Korea, 
controlling it until the end of World War EI. Japan devoted manq. re- 
sources to Korea's inhastructure, kproved the educational sys&m, and 
began light industries. But 'Japan also appropriated the best agricrultural 
land, suppressed Korean language and culture, and killed many in the 
pracess. In the 1930s and 1940s Japan neglected, K m a ,  as its resources 
wtlre devoted to finmchg the war. Defeat of ihe Japanese army left the 
fate of b r e a  in the hands of the Soviets and the Americans. An agree- 
ment was reached in 1945 to t divide Korea along the 38th 
parallel, with the ulgmate goal tion in the near future, 

Cold War realities prevented a peaceful sofution to the Korean divi- 
sion, and by 2948 the Republic af Korea was formally established in the 
South. The U.5.-backed Syngman Rhee was the first president. In the 
northf the Democratic People's Reput4lic of Korea was established under 
Soviet hfiuence. Each side demanded reunifiration, with its own 130~- 

TABLE 10.2 South Korea, 1966-1990 

GDP growthg 
h f l a ~ o n  rate 
Export growthu 

a GrouvLh rates are expressed as average m u a l  percentage change, 
Data from 1965-1970. 

eData fm 296&1920. 
SOURCE: Bank of Korea; OECD Economic Outlook No. 61; World flank# World Dmefopment 

R v r f ,  1996, pp. 209,217, 
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ent as the legitimate power. The North Korean army invaded South 
a in 1950. The United hlatbns responded by sending mostly Amri- 

can troops, who fought the Kolean War until an a stice was siped in 
July 1953. The result was a stalemate. The new military line was the 38th 
paratlel, basically the s m e  as the i ~ t i a l  agreement in 1945. 

The two Koreas followed very different paths from that point on. Eco- 
nomic growth in South Korea was initjally slower than that in the North. 
South Korea began the postwar era with a large population base of 20 
million and little industye Rice growing and ti&t industry were the pri- 
mary economic activities. North Korea, in contrast, had about half the 
population of South Korea and a heavy industrial base. 

Spgnnan. &ee ruled South &rea from 1948 to 1360. His rule had little 
impact on the economy. The main achievement was a significant land re- 
form begun in 1947 and completed in 1950. Much of the land was taken 
from. a few landhrds and =distributed in thousands of srnder plots. The 
Rhee government was viewed as weak a d  cormpt, and it adEzercld to in- 
wad-lookislg pratectionist policies. m r h g  Wee's rule, per capita out- 
put was stapmt. 
h 1961 General Park Chmg Hee took control of Korea and ruled until 

he was assassinakd in 1979, Most in 1961 wauld have predicted more 
dismal wonaxnic performance, but Park made economic =farm his top 
priority md guided the economy through m e  of the most spectacular 
growth periods of any nation in history9 Park's management style was 
anything but laissez-hire, But his hands-on approach achieved results 
when other dictators aromd the: world ruled over increasingly bureau- 
cratic, heffieient: economies. 

Park created the Economic Pl g Board, which was responsible for 
development plaming, budgeting, statislics, price policy, trade regula- 
tions, and promotion of foreign investment.'@ The planning function was 
the m& important. Eaeh year beg g in 1,962, a five-year plan was de- 
veloped that. targeted key sectors and promoted. certain elements in the 
economy. For example, the first five-year plan emphasized energy pro- 
duction, grain productian, and import subs~tution hdus&ies.ll 

The plans were implemented by allocati,ng s in the budget to ac- 
conplish the specified goals. At first the guve nt tmk on many pro- 
duction projects itself. But with the growth of bureaucracy and signifi- 
cant income losses, production was turned over to the priivate sector, 
Firms were nat forced to follow the plans, but wise managers saw bigger 
opportunities and safer investments in those areas that the gove 
actively promoted. Special incentives were offered to firms that produced. 
in the targeted sectors. Among these incentives were tax reductions or ex- 
emptions, customs rebates, access to foreign exchange, infant indpstry 
prokctiost, and access to credit, usually at low interest rates. Many of the 
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Koreb banks were nationafized; those that remained private were stifl 
swayed by Park's agenda. Therefore, firms that produced in the key sec- 
tors were bagcally guarmted cheap sources of inveshnmt funds. 

After the first five-year plan, fuhre plans began t.o emphasize e ~ m t  
product.ion. Ta boost exporb, exchange rates were lowered and kept low 
The government also rewarded firms that produced results. If a particu- 
lar firm was successhl in meeting previous pmduction t ap t s ,  then it 
would be a s k &  to partitipate in future projects. This facilitated the 
growth of the chehol, large conglomerates fithat pmduce many dgfermt 
types of goads and services. Each cjmebol is owned by a single hmily. 
S o m  of the largest are Samsung, Lucky-Goldstar, and Eiyunciai. mac 
ci"znebotoE were abie to take advantage of the expanding Koman econornv, 
and they have grown into enorrnotts entities that sell their export pro- 
duction all over the world. The emphasis an exports encouraged the 
process of creative destruction a b m d  wen as it stifled competitjoar at 
home. K o ~ a n  firms were increashgly externally competitive, 

During the 1960s the targeted growth sectors were in food processing, 
foowelar, textiles, c e m e ~ t  plyood, and chemical fertilizer& The 1970s 
PI ' emphasis sE2ifted f w a d  heavy industry hcludjng machhery, 
electronics, and shipbuilding. In most cases, the in i~al  o"ojective af the 
five-year phns was import substitution poky, but the end result: was the 
creagon of dynamic organizations ehat advanced techology and pro- 
duccd products capable of compethg in the international economy, 
h 1979 Park was assassinated. Koma experienced a recession in 1980. 

Park's successor was General Chun Doo Hwan, who seized power in 
1980 and ruled until 1988, when he voluntarily relinyuished power. 
C h n  revised the constitution during his tenurc3 and limited the presi- 
dency to a single term, wfich is now five years. The bezrs of the 2980s 
was on the con~uation of the economic success that had occurred dur- 
ing the previous fifieen years and on the enclouragement af market com- 
petition. In other words, the guvemrncnt played, a less direct role in the 
ecanomy under Ghun, To the surprise of many, the economic grow& 
continued. As indicated in Table 10.2, the average amual p w t h  mte in 
the 1980s was 9.4 percent, and cqort  growth c o n ~ u e d  its surge, gmw- 
ing more thm 13 pe~cent per year. 

Xn, I988 power was peacefully and democuatjcally kansferred to Roh 
Tae Wloo, and in 1993 l(im Yong-Sarn was elected in another peaceful 
election. Democracy is still tentative in South Korea, but wit-h each pass- 
ing year it becoms more established. The stable, democratic political in- 
stitu~ons make it increasingly difficult for a powerful ruler to change 
policies quickly, wEaich gives economic policies and institutians mare 
credibility, As Table 10.3 illusbates, the econodc miracle h s  conthud 
firouf5h the 1990s. Grwth rates have been consistently abwe 5 percent, 
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TABLE 10.3 South Korea In the 1990s 

lajation Budget Exchange 
Beftcz"fb ExporC~~ hporfsc Rated 

a Percent change in real GDR 
Percent of GDR Nega~ve values imply a surplus. 

"Millions of 1J.S. dollars. 
Wan per U.5, dofla~ 

mu~icm: Growth rates: Bank of Korea, Inflation rates: Bank of Korea, Budget Deficits: 
OECD Economic Outlook No. 61, ex Tablie 30. Exports and Imports: 19%-1996 from 
Bank of Korea; 1997 from International Fi~ranciaX SCaf.&tics, April 19%. Exchange rates: 
1991-1992 from 1nt.Ernatr"onaE Financi~l S tafistics, Feb. 1997; 199g1997 from Federal Reserve 
Board of Governors. 

inflation rates are relatively low, the currency is slable on foreign ex- 
change markets, the budget has been balanced with small surpluses, and 
export growth continues to be exceptional. In 1960 exports comprised 4 
percent of GDEIZ and in 1997 the proportion was approximately 33 per- 
cent, ft is clear that export growth served as the catalyst to Sou& Korea's 
phenomenal increase in living standards. Its recent history stands in 
sharp csntrast to that of Mexico. 

Despite its strong economic performance, South Korea has found itself 
in the center of the Asian crisis, We discussed in Chitpter 9 the main =a- 
sons for the Asian crisis. Prices of assets such as real estate were drken. to 
msustainaMe levels by government-guided investment and speculation. 
Finally the bubble burst and asset prices fell as the devaluing domestic 
currency fled the country. The export-led institutions of South Korea di- 
re+ contributed to the crisis. Under President Park, the gover 
rectly or indirectly allocated nearly all of the investment fun 

funds perceived that the loans were backed implicitly by the 

When the bubble burst, the IMF irrtervened and offered SOU* Korea 
US$57 billicm h financial assistance on the condi.l;ion that the fhancial 
system be restructured to make it more competitive, that trade be opened 
up, and that rules limiting foreign direct Fnvestment be eased.13 South 
Korea raised interest rates to slow the ~utflow of dornes~c clurrmcy This 
will undoubtedly slow growth in 1998 and may lead to recession. hany 
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bank? may fail, disrupting the pxocess of ch ing hnds to investors. 
mere&, at best, there will be a temporary intaruption in the dramatic 
growth performanace that S u t h  Korea has experienced since the 1960s. 

Mexican m d  South Korean Devdopment Contrasted 

There are two paradoxes in contrasting the economic development of 
South Korea and Mexico that must be addressed. First, both countries 
had achve, hands-on guvernmental styles in d e a h g  with the ecmmy. 
The governments of these countries did more than simply establish the 
hstitutional framework and then sit back and let the private orgmiza- 
tiam do the work. Wc;t the gove mt control was much more effective 
in South Korea than in Meico. M y ?  

The New hstitutional Economics argues that the proper role for gov- 
ent is to create an instrih~onal framework that results in Inw traans- 

action costs and dynamic competition. The gave ent need not involve 
itself in direct production activi2y or in aUocat OS t scarce resources, 
because the privak sector will seize upon profit opportunities and make 
the= deckions for themselves.lWu& of the history of the U ~ t e d  States 
follows this model, But neither South Korea nor Mexico adhered to this 
stra tew. 

The New Institutional Economics also argues that it is very difficult to 
change paths once a nation has been following a particular path for some 
time, Path-dependence, informal hstitutions, and c o m p e ~ g  ideologies 
account lor this. merefore, the theov seems to advocate conflicting ad- 
vice h some historical cases. Should government take a back seat and 
simply provide the proper institutional framework, or should it take a 
mow proactive role an$ coordinate produrtion directly? The comect an- 
swer is that it depends, If the path-dependent hrces overhelm a na- 
tion's ability to make the necessary institutional changes, then more di- 
rect government actiun r n q  be necwsary until private organizations 
exist and hc t ion  well enough that t h y  can respond to the right incen- 
tives. It is likely &at Mexico and South Korea could not or would not 
change their institutional frameworks in the early 1950s to reduce trans- 
action cosis and create posi~ve dynamic incentives, Mo~over, in the case 
of South Korea, there were fw organizations or educated laborers a&er 
the Korean War who were able to take advantage of a low-bansaction- 

ent even if the government had been able to provide one. 
Thus both countrim needed a forceful '"push'" to take their economies 
down another path. Direct gave ent actian provided that push. 
h both cases, direct government intervention rttsulted in sustained 

economic grw*. Mexico had a per capita growth rate of 2.8 percent be- 
tween 1940 and 1954 and a growth rate of 3.4 percent behveen 1954 and 



Mexko and South Korea in Devel~pment 139 

1970, Bemem 1925 and 1940, though, gowth had been f i a ~ a n t  in Mex- 
ico.15 The push to industrialize boosted the economy throughout most of 
the 1960s. The government involvement, however, led to a growing bu- 
reaucracy, budget deficits, and inefficient organizations. Moreover, cor- 
ruption and abuse of power increased as government officials gained 
more c m t d  ovew the economy The flaw in the Mexican goverment's 
strategy was not the initial expansion that supported IS1 but the govern- 
ment's inability or unwillingness to reduce its direct role in the economy 
once industries wre eslablished. Private industries were not gmwing on 
their own, because of the high transaction costs, but once the industries 
were in place the institutional framework needed to progress in order 
to lower transaction costs and promote competition, Instead, path- 
dependence and an ideology based on dependency theory led Mexico 
further down the path of large government involvement and trade pro- 
tection. M a t  Mexlco should have done is to reduce direct government 
hvolvement and remove trade barriers as the indust~al sector grew 

South Korea also had extensive direct government involvement 
throughout the Park regime. In the years after the Korean War, there was 
little choice. The private organizations and labor force were not equipped 
to produce complex industrial products. The government took on the 
role of producing directly and encouraged the formation of organizations 
to produce in the targeted sectors. However, the South Korean govern- 
ment learned eady on that direct gwer nt production led to ineffi- 
ciencies and costly bureaucracies. Therefore, emphasis shifted to private 
production as opposed to nationalization of industries. Moreover, after 
the first five-year plan, the Economic Flaming Board allocated resources 
on the basis of export production. Firms were required to perform corn- 
petitively in order to receive further favorable treatment from the gov- 
ernment. Though corruption and abuse of power were present, they did 

te or dictate economic policy. The chaebol may have had con* 
siderable hnuence on the government, but that influence was not suffi- 
cient to justify conthued favorable treamenli if production stapated. h 
the 19809, mce the industrial foundation of South Korea was firmly in 
place, General Chun took the wise step of limiting direct government ac- 
tivity in the economy. Earlier, President Park had facilitated the develop- 
ment of the organizafions and labor force necess function well in a 
capitalist economy. Now it was time for the gov t to reduce its di- 
rect role in the economy and let the private fir ete more among 
themselves for resources and profit opportunities-wkich is precisely 
what South Korea did in the 1980s. 

This does not mem that the South Korem go was perfect. The 
government made many mistakes and, sometimes picked industr'es to 'i support that did not perform well. They channeled funds into unprohtable 



venmes and left the economy vulnerable to the Asian crisis. Moreover, the 
chaebol may be a source of fantastic export production, but the oligopolist 
slnrucbre also h i t s  domeslic competilim. South Korean consumers pay 
higher prices for many products than foreign consumers who purchase the 
exports. This lack of domestic competition will likely cause some hard- 
ships in South Korea in the near future. Nevertheless, the South Korean 

was able to reduce its htervmtion when it was no longer net- 
over, the Korean 6ms were not able to establish the cozy rela- 

gomEp wii-h the gov ent U-rat the Mexican fkms had. Economic per- 
fommce carfie8 more weight than polifical comec.tions. 

The second paradox in contrasting the Mexican and the South Korean 
development s&ategies is that the import substitution polices followed in 
each country had radically different results. South Korea essentially 
adopted import substitution strategies that led to the formation of dy- 
namic organizations that became the sources of new technologies and 
dynamic export growth. In conh.ast, import substitution policies in Mex- 
ico led to technological stagnation and lackluster export growth. What 
accomts for the diBerencc3-7 

As with the first paradox, the answer lies in the dynamic incentives 
under which the organizations operated. Mexico's version of import sub- 
stitution was imposed rigidly, with trade protection guaranteed without 
regard to economic efficiency. Political connections, not economic perfor- 
mance, assured confinuing trade protection. Moreover, implementation 
of import substitution in Mexico led to an inflated exchange rate. The 
strong currency lowered the price of key intermediate inputs necessary 
to produce the final manufactured goods, but the overvalued peso also 
raised the price of exports abroad and made Mexican firms uncompeti- 
tive internationally. Therefore, import substitution polices focused on in- 
ternal domestic demand with little concern for international competition. 
The domestic competition was limited as well, because the Mexican gov- 

mt  favored certain domestic producers. Many producers had wir- 
tual monopolies. With little domestic or foreign competition, the process 
of creative destruction was absent mb techdogy stapated, 

The implementation of import substitution was very different in South 
Korcra. In the inst;i.&tional arrangement with &rean firms, trade protec- 
tion was temporary, and firmsf rewards depended on results as mea- 
sured by exports. Once the industry matured, firms were expected to 
thrive internationally. If not, resources would be diverted to firms that 
were more successful. To avoid. trade deficits, the South Korean govern- 
ment undervalued the currency, thus promoting export sales. Import 
substitution policies in South Korea were not designed to permanently 
protect Korean producers from competition, but to give them temporary 
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breathkg room so that. they could compete internationally. Exchange rate 
policy rr;.i_nforcled this. merefore, the pmcess of creal-ive destmrction oper- 
ated in &rca primarily because of international competition. 

One could argue thae the South Korean government did not need to 
protect t h e  infant industries -60 begin with, that they could have sur- 
vived on their own with private financing. Indeed, some of them could 
have. But early trade protection sipificantly lo.arertz?d the risks to firm 
expanding into new areas. Morectver, since the government controfled 
credit allocation, prlvak financ-ing may have k m  impassible without ex- 
plicit government targeting of an industry In essttnce, the South Korean 
government picked industries that it thought would be successful. Some- 

ent made mistakes. In the late 2970~~ for example, the 
plan emphasized the pruduc'rion of heavy machhery, machjnc tools, 
power generators, and telecommunications equipment. None of these 
sectors was par"ricufarly successful, and the gove ent had to bail them 
oztt when heavy losses rcsulted.l"ese lasses could have been awoided 
with less direct government in.volvement. Overall, however, the import 
substitution policies of the South Korean government encouraged 
enough productive behawior to absorb these Losses. Impart substitution 
succeeded in Sou& Korea and dtirnatcly failed in Mexico because the 
Korean prstection was oriented tward beco internatimlly cum- 
petilive, whereas in Mexico the impart substiwtion instlihtions failed to 
prosnote competition internally or externalfy Hence Mexican Living stm- 
d d s  stagnated wkrire those in. South Korea rose vicHy 

Questisns for Discussion 

I. Describe the domestic and international events &at led to the oil 
crisjs in Mexico. How did Mexico respond to this crisis? Do you 
think Mexico is on the right path now? 

2. Why do you think the oil crisis disrupted Latin American 
economies so profoundly in the 1980s, whereas the East Asian 
nations seemed to adjust rather easily? 

3. What arc two reasons why i q o r t :  substitution policies were 
more effective in South Korea than in Mexico? 

4. How has S o h  F;oreafs economy performed lately? m a t  were 
the significant adjustmats that. they made? 

5. Does the Asian crisis imply that the U.S* model of capitalism is 
t aspeets of the Sout-h Korean economy might be 

better than those in the United States? Should the econofic in- 
stitutiuns of South Korea change to look more like those in the 
United States? Explajn, i 
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China in Transition and Development 

With a poputiation of 1.2 billion, C h a  is the lasgest nation in the world. 
Despjte rapid economic growth since 7980, it remains a poor country. h 
1995 China's per capita GDP was not quite It percent of that of the 
United States.1 China is not easily categorized as a transitisn economy or 
a deveitrping economy, for it is both, China has undesone prohund 
changes in its econamic instihtion ugh. to be classified as a transi- 
ticm economy-yet its poli~cal an institutions remain largely in,- 
tact. Thereftlre, it can also be classified as a develophg econamy, one that 
has made rapid progress in increashg its living standards in recent years. 
China is the gwakst sumivar of the collapse of Communism around tho 
world. However, it has inboduced widespread economic decerrtxaliza- 
tion and permitted the g m t h  of private markets in order to survive eco- 
nomica,i.ly. %is combinalrim of polilrical dictatorship and economic liber- 
alization results in a political economic system referred to as a socialist 
m a h t  emnumy. 

China, is a country coanposed of provinces, Mainland China, Hong 
Kong, m d  Taiwan constikrte the Claine~e economie a m .  Hong Kong was 
taken from the Chinese in the mid-1800s by the English in the Opium 
Wars. Ik prospered as a British colony until July 1, 1997, when it was 
turned over to China, Taiwan" is less clear- When Cornmu~sts 
drove out the Nationalist gov in 1949, the Nationalists fled ta 
Taiwan, w%tere they adopted capihlist hs.ljlutions and have had a sem- 
blance of independence sjnce then, However, while %iwan views itself 
as a separate nation, mainland China sees Taiwan as a rgnegade province 
that m y  need tu be reined in one day. China has successfuX.ly pressured, 
other nations, i.ncluding the United States, to stop extending to Taiwan 
reco@tion as a separate entity. 

China's recent history can be categorized by distinct periods of cbmge. 
In this chapter we review the institutional changes that taok place in 
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mainimd C M a  and the consequences that hllowed 4ur Ghina's ecmomy. 
We will see that China's economic performance since 1980 was funda- 
mentally aflected by the set of farmal institutions adopted by Chinese 
leaders. We also examhe the hpact  that Hong Kmg's recent merger with 
mainland China is likely to have on Hong Kong's economic performance. 

Mainland China 

Chha" shititory is l w e d  with cycles of rishg m d  falling dynasties, Some 
of the mure impastant ones include the Yuan (12% to 1367), tke Ming 
(1368 to 2644), and the Qhg (1645 to 1911).2 In 1911 the Qing dynasq was 
owrthown and Chha declared its& a republic. mere was political un- 
rest until 1928, when Chiang Kai-shek led the Nationalists to power. The 
1930s was a dttcade of war, famke, and economic difficulty The Corn- 
munist party increased in strength and drove out the Nationalists, who 
Rgd to Taiwan in 1949, Mao &dmg led the corntry. 

The period from 1949 to 1957 was one of consolidation of state power, 
modeled a k r  the Soviet system, Land refarms were carried out that cm- 
verted all farms into collectives. Property rights ta farmland were seized 
by the state. The same pattern was followed for businesses. By 19557 
nearly all kdusby in China was state ovvned or formed into collectives. 
Mao then implemented a series of radical polices that broke with Soviet 
experience and caused tension bemeen the two rrations. 

The first of these was the WO-year period from 1958 ta 19@, wItich is 
h o w n  as the Great Leap Forward. Soviet-sqle growth had taken place 
by heavy investment in capital to create large-scale industries. This 
seemed inappropriate to China's situaSim, because it favmd urban de- 
velopment over rural development, But China was overwhelmingly a 
rural economy Moreover, the process of capital accurnul.ation, was slow, 
and the rtatim had an abundance of labor resources that were underuG- 
lized, Mao's vision was that the masses of peasants would generate rapid 
growth in the economy by the development of labor-intensive invest- 
ment projects spread throughout the countryside. The excess labor re- 
sources could be put to use without the need fur Iase capital invest- 
ments. In agriculture, communes were established. Peasants not only lost 
their land and capital, but also they were forced from their homes so that 
they would be mobile, rcady to relocate to another area if called upon. In- 
dustrial hvestments focmed on small-scale production processes based 
in the communes, The largest of &ese investments was the constatction 
of millions of backyard furnaces that produced steel. Other projects in- 
cluded x n a c ~ e  shops, c m m t  production, and food grocesshg.3 

The Great Leap Forward was an economic and humanitarian disaster. 
Despite an initial surge in output in 1958, much of which was of poor 
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quality and hence unusable, the trend soon revesrsed, Induskid output 
declhed in 1960 and plu ted in 1961, As bad as the industrial perfor- 
mance was, agricultural performance was far wors 
slaughtered livestock in pmtest ut: the formalion, of c 
property rights in the commune system left farmers 
to produce. There was a weak relationship behveen work effort and eco- 
nomic reward. mese kefficiencies and a sries of namral disasters led to 
the worst famine ever in history. Somewhere behveen 15 and 30 million 
people died from starvation bewecn 1958 and 1961. mere has probably 
never been a sel-ies of peacetime h ~ b t i o n a l  and organizational clnanges 
&at resulkd h such death and dcstruc~on as the Great Leap Foward* 

Mao ~ k e a t e d  from these poti and accepted blame for the disaster. 
The level of accomtabiilir2-y h c s was lowered Irsm tl~e brigade 
ts the production team. h 0th communes operated more as if 
they were cokctives. In the mid-1960s indushial andi agrirulbral output 
grew skongly But Mao struck again in 1966 with the Great Proletarian 
Cultural Revolution. This was Mao's attempt to establish pure -mu- 
nism and weed out all skains of: Wstern thought. Mao haped that pub- 
lic interest would rise above individual need, DuP.ing the Cultural &W- 

lut.-ion, thousands of irztellectuals, bureaucrats, and students were sent to 
the countryside by train for "reeducation." Many were dropped off in the 
rural areas with no place to stay and no job, Moreover, the farmers wha 
had to support them did not happily receive them. 

Output fell between 1966 and 1968 because of the disruption from the 
Cdhxral %Zevolu2ion. h response, the official R@volu~on was haited, and 
five-year plans were reintroduced. In 1976 Mao died. After an internal 
struggle for power, Deng Xiaoping became China's leader and began a se- 
ries of instihttiortal reforms, the cansequences of vvfich. arc? still felt today, 

Dengfs goal was to modernize China% airing economy. He imple- 
mented the Four Modernizatims Program, which focused on the flour 
areas of agriculture, industry, science and techology, and na~anal  de- 
knse. In agriculture, farming organizations were again grouped into col- 
lectives, m d  the kousebzold responsibif it;y system was introduced. Though 
land was still held by the state, it was divided into small plots and con- 
tracted out ta be pr ivate  farmed. In addition, a Wo-lcier price system 
was established. Under this arrangtjlment, a farmm )lad to deliver a cer- 
tain amount of agri~ulZilral ouput to the stak at a fixed price. .Any pro- 
duc~on  in excess of the state yuota could be sold in the free market. Over 

ent reduced the share of production under quota andf 
allowed more foctdshffs to be traded on the market. These instihtional 
refarms sharpened the profit motive for the garners. The result was a 
suqe in agicultural productiviv. Per cepita hod production rose 2 per- 
cent bemeen 1980 and 1985.4 

9 
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Industry reforms were also implemented to greatly increase the private 
sector. There are thee basic qpes of isldustry ownership in China: state- 
owned enterprises (SC)Es), collective enterprises, an$. private enterprise. 
h 1978 the stak-owned sector aeeounted fof. owr three-quarters d in- 
dus&ial pmduction; h 1994 the p ~ o r t i o n  was 43 percent.Vn the 1980s 

ralized oversight of many SOEs and, as it had in 
o-tier price system in which fkms can sell any sur- 
m state quota. Responsibility for managing many 
local governments. Unlike in other transition 

economies, SQEs are still prczjee-tcjd to play an important role in G h a ' s  
production. Brat the growth of collectjives and private firms has dimin- 
ished the relative importance of the SOHs. 

Town and village enteerpriscs (WEs) are a novel type of organtizat-ion 
that arose from enterprise reform in the 1980s. These are enterprises that 
are collec~vcly wned, usually by local governments. They represent a 
middle ground behveen state-owned and private firms. The local gov- 
ernment acts like a holdhg companF rehves~ng profits in existhg firms 
or bmcing new ones, A portion of the profits also goes to local idra- 
struckzxe.6 Despite the inefficiencies that are aftcn associated with corn- 
mon property rights, TVEs have performed remarkably well. In 1994 
they accounted for 31 percent of China's GDR Capital-labor ratios in 
TVEs are only 25 percent of those in the state sector, yet their labor pro- 
ductivity is 80 percent sf the state entevrise level, The success of Ehese 

ations is atbibuted to at least WO factors, Fkst there is 
link among Chinese villagers that encourages respmsi- 
p. This informat instihztion acts as a, constraint on incen- 

tives for individual. gab, Second, limited government budgets impose 
hard budget constraints and fiscal discipline on TVEs. Local govern- 
ments rely on profits generated from TVEs. Unsuccessful enterprises 
quickly become a drain on gov ent budgets and are unsustilinable.7 
TVEs clre clearly driven by the commmal values of rural villages. Such 
an orgadzational sil-ructru,~ would be nearly impossible to implement in 
a country as individualistic as the United States. 

The final type of industrial ownership is private enterprise. This form 
is still relatively modest in C f i a ,  accoun~ng for no more than 30 pescent 
of hdtlskial production. However, one must remember that before 19W 
there were no private enterprises in China. Moreover, this sector is grow- 
ing very quickly and is sure to become much more Inport;ant in the near 
Etamre. 

China has been very successful in att-cacting foreign hvestment. Be- 
Wcen 1989 and 1.995 it far outpaced every transition economy except 
Hungary8 hdeed, in 1997 Chha attracted a recard USN5 billion in for- 
eign direct in~esmcnt .~  China facilitated fnreip invesment by the es- 
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tablishent of speciial e~vnomic zntzes (=S)-specially selected ports that 
have relaxed rules for faseip transactions, The first four of these areas 
were desipated in 1980, and fourteen more wepe selected in 1984. For- 
eign investors get preferential tax treatment, flexible wage and labor 
policies, and less red tape. These SEZs have experienced phenomenal 
growth in recent years and have been the dynamism behind China's 
surge in exports. Exports bave increased 250 percent shce 1990. Cbinese 
firms have had increasing access to foreip exchange, fiough it is still re- 
stricted by the state. 

Recently China has been pressing for xnembersfip in the World nade 
0rganizaZiol-r. Membership would req&e that China" trade rules can- 
form with the policies of the General Agreement on Tariffs and Trade 
(GATT). Three key instihtions need to be changed, First, foreign compa- 
nies currently aperating in Chha must export vistually everything they 
produce so that goods do not compete with China's domestic SOEs. Sec- 
ond, foreign companies have no trading rights. For example, multina- 
tionals must negotiate permission to import goods necessary as inputs in 
the productian process. Third, foreign companies must bring in and 
maintain hrge amsunts of fareign currency, and they must use high lev- 
els of lwal content in their praducGon processes. China has indicated a 
willingness to make changes in these instit-ut-ion~~ whch is a s i p  of how 
far C b a  has come in its ouhard orienta~on. 

China's growth rates have been among the highest in the world since 
1980, averaging 10 perclent per year: 7"abte 11.2 tists the key econumic in- 
dicators for China in the 1990s. China is no longer among the lowest 
ranks of poor countrks. Change in China" eeconomic imtitutions has led 
to this econsmic performance. Under Mao, economic organizatjons had 
few incentives to engage in the process of creative destruction, but the 
market reforms under Beng have changed this. 

Despite flommunist cmtrol, recent reform of the political system in 
China has made it more condutive to produchg efficient economic hstj- 
tutions. Recall that market-presaving federalism is a political system 
that encouritges the development of the property rights that are neces- 
sary for markets to function welt. Market-preservhg federalism requires 
a hierarchy of gove t and instihrtional durability of that hierarchy; 
It also requires th ational governments have primary authority 
over the economy, that all level m e n t  face hard budget con- 
strahts, and that a higher level t est-;tbEsh a common market. 
When these five conditions a. 
with one another to create env ucive to bushess. GabrieUa 
Monthoh and her cdeagues have argued that G h a ' s  version of mar- 
ket-preserving federalism is imperfect but provides enough incentives to 
allow markets to grow.10 
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T A B L ~  11.1 China's Key Economic Indicators 

Graurth Inpa t ion Budget Exchnge 
Year &l@ &fe Dl;lfcz'tb Exportsc R@@ 

g Percent change in real. GDR 
Verccmt in GDR 
WiUions of 13.S. dollars, 
Vuan per U.5. dollar. 

ssu~css: Growth rates: 1990-1W5 from World Bmk, World Development Report! 1996 pp. 
272-174; 1996 from Transitions Nmsletier, vol. 8(1), Feb. 1997; l997 horn Transitions Newslet- 
ter, vol. 9(1), Feb. 1998. Inflation rates: 1990-1995, InJorid Developmenl Report, pp, 172-1741; 
1996-189'7 from international Fi~arrciaE Stafbtz'cs, April 1998, Budg& Deficits: 3990-1995 from 
Infeuwtional Fi~ancial Statistics, Feb. 1997'. Exports: Ckna E c o n o ~ c  hformaGon Mettvcbrk, 
1997 Yearbook, www.cei,go~~.cn/indexe.html. Exchange rates: 15390-1995, International FG 
nancial Sfatistic?s, Feb. 199% 1994-1997 fmm Board of Governors, Federd Reseme System. 

Econamic authority is decentralized because local governments, rather 
than the central nt, cmkrol many SOEs. Ilefoms in the 3980s 
accelerated this 1985 state-owned industrial enterprises con- 
tralled by the entral government accounted far only 20 percent of the 
total industrial output from such enterprises at ar above township 
level."ll Economic activity in the SEZs is also decentralized; local gov- 
ernments have authority, for example, to approve foreign investment 
prajects. 

A hard budget canstraint is achieved by n fiscal revenue-sk\aring sys- 
tem behveen any two adjacent levels of ent. Lower-level gow- 
ernment colttracts with upper-level gove the total amount of 
taxes and profits &at will be remitted; the lower-level government keeps 
the rest.12 This revenue-sharing arrangement provides incentives for 
lacal governments to prosper, because they are able to keep the addi- 
tional. profib. Township and village governments in particular operate 
mder a hard budget constraint, because they have no authority to regu- 
late the market. This may partially account for the successful growth of 
WEs. If. also accomts far the fact that in 1989 about 3 milion TWs went 
bankrupt or were taken over by other TVEs.13 Nevertheless, the banking 
system has created a loophole in the budget cons.t-raint. Local govern- 
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ments have substanlial influence over credit allocation in thcir jwisdic- 
tims, m d  they use that a u e n c e  to direct credit to local SQEs. However, 

ents also have the power to decide whether or not the 
enterprise must pay back the loan. Therefore, the local enterprises do not 
always have to suffer the consequences of their actions. 

Like the hard budget conskaint, the common market condition is not 
perfectly satisfied either in China. Labor and capital mobility are imper- 
fect, and local governments have erected substan~al trade barriers. These 
limitations imply that &anal governments do not have to provide a 
positive market env t, because they can protect themselves from 
the capilaf, and labo that wwld nomale occw. Moreover, i f  m- 
other jurisdiction produces a superior product, the local government can 
block its import by imposing tariffs or quotas. Nevertheless, there is a 
clear trend toward more factor mobility; as many migrant workers are 
Rowing to economi.cally vibrant ci~es. &er time we would expclct to see 
more prrrssure for opemess as residents of particular regions press their 

ents to adopt policies that have been implemented successfully 
elsewhere. 

How dupable is the power of the local gov t s m e r e  is reason to 
believe that their power has become more in recent years be- 
cause of the success of economic reforms. First, the ecctno~c growth of 
local provinces has given those regions independent sources of revenue 
and political support. The authority of national leaders has weakened as 
the authority of local leaders has risen. Second, the ability of the central 

t to monitor and control local e c o n o ~ c  behavior h s  weak- 
e of the rapid growth of tlnese economies. m i d ,  an attempt 

at economic recentraXizaG ent would be costly 
and would strain the gov ty. It would be costly be- 
cause production would ies and unemployment 
would rise. Thus the government would be faced with declining tax rev- 
enues and increased need for social expenditures.l' Though market- 
preserving federalism is certainly not complete in China, enough of the 
conditions are satisfied h t  instiktions are being created. that cmcourage 
and preserve markets. This explains how China can achieve and sustain 
rapid grow& in the context of a socialist gove t with little regard 
for pivate property. 

Despite these successes, difficult issues remain that could spell kouble 
for C h a  down the road, First, palikal stabiliv is kept by force. As the 

en Square kcident showed, the gove ent is repressing 
growing democracy movements in the country. As Chinese citizens ex- 
perience more economic liberty, they will need and desire more political 
liberty. A Chinese entrepreneur who has taken many financial risks, for 

1 example, will not Like state interference that negatively affects his or her 
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business. @er time, such entllepreneurs will demand more pditical ac- 
countability. The eronomic freedom and p w t h  in consurnerism also in- 
stills morcl and more Western ideals and d u e s  into Chinese socieq. It 
may be only a matter of time before continuing economic freedom. and 
political repression beeome inrompatible, 

A secand hhdrance to China's dwelopment is the high Level of: trans- 
action costs, in part because of corruption. Cosruption is rampant in 
Chha, and btlsinessm often have no reccfurlie when a government official 
extorts revenue. The legal system is not impartial but run by the Com- 
mmist party leaders. More effort seems to be put into political repression 
than into enforcing contracts. For corruption seems to be control- 
lable by the government, mlike the situation in Russia. But the decen- 
tralization that: has occurred h the a i n e s e  govc t may aliow cor- 
mptim to blossom. 

Transaction costs are high in CKina for mother rwscvn. &re is an in- 
formal institution called gunnxi, which means "relationships." Guanxi is 
the way busincss and poliGcal negotia~sns are carried out in China. The 
Chinese do not trust legalistic mptiations; they prefer to develuy, per- 
sonal frimdships MI-ith individuals who will Ihen be obligakd to Ihern. A 
tmsted friend is much safer than uncertain mlcs clnd legal systems. The 
Chinese begin negotia.rcions by establishing infomal relationships with 
their parbers. Then they use that friendsKp to manipulate nego~ations 
in their favor. When an agrczement has been reached, enforcement is not 
guaranteed. The ChFnese very oftren demand renego~ation of the contract 
krms. G-uanxi is an ongoing relat-ionsltjp that is constantb used to im- 
prove bargaisting positions. 

Among the Chinese, gganxi is an infomal instihtion that lowers bans- 
action costs in the absence of a reliable, well-functioning legal system. 
However, it invites corruption, discrimination, and closed-door negoea- 
tions. If a business person does mt have the right gzranxi, he or she is shut 
out of the market regardfess of the product" quality and price. To West- 
ern society, gwnxi is a frustrating institution that leads to high transac- 
tion costs. Westem businesses like to negotiate the terms of a cmtrack 
make a deal, anct then move on to other issues, leavhg the legal system 
to enforce disagreements. This is not possibfe in China. Western firms 
must spend enormous amounts of time cultivating relationships with the 
right people in China. Boeing has had a great deal of expefience in brtif_d- 
h g  gannxi. With biUims of dollars of airplane orders on the horizon, Boe- 
ing has spent a few billion dollars "courthg" Chinese politicians and 
businesses. "@er the past two years, Boeing has hvested $150 rniUim to 
beef up sales, maintenance, m d  training operations across China. 
. . . Since 1993, Boeing has taken more than 1,000 mahland mechanics 
and pilnts to the U.S. h r  training. Last year alone, it hosted 3,500 Chinese 
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visitors in Seattle."ls This type of negotiating may he possible for the 
large firms with deep pockets and a long time horizon, but it sl-tuts out 
many. smaller fim that have to m a k  quick returns on investments. As 
Chha integrates more and more into the Western world, gunx i  will be- 
m e  more of an obstacle for forcip trade. 

The third main di con;di.e-ion of its b 
system. The fnur ma 
banking system is sa 
other Asian nations, the government has been highly involved in allocat- 
ing credit wit-h little concern far the ability of the enterprises to =pay 
their loans. A large part of the bad loans were policy loans, initiated by 
the government to enable state companies to provide housing, schools, 
and hospitals,lT Chinese banks are also heavily e real estate 
loans with dw1inin.g market vatues. TIze Chinese nt recently 
amounted htentions to recapitalize the fsur largest bmks, and it is giv- 
ing local banks some autrhoriity to adjust interest rates acceding to the 
risk profile of the borrower. Ucspi& the similarities of China" bbanking 
system with that in South Korca and other Asian natiom, m n y  believe 
that C h a  will not succumb to the Asim crisis. This is because most of- its 
foxign investment is long-term and camot flee the country during a 
wave of panic. China also has large trade surpluses and enormous 
foreign exchange reserves, sufficient- to be able to fend off currency 
devaluation. 

The final key problem for China is its environment. Beijing a 
the dirtiest air in the world, Economic growth is driven by bu 
coal, leading to disast-rous poht-im problems. "China" heavy reliance 
on coal, along with its inefficient and wasteful patterns of energy use, 
will make it the largest single producer oj  clrimate-warning carbcln diox- 
ide by the second or tt7.ird decade of the next century.""' 8 e  problem is 
widespread. "'EvM~ if China impraved the efficiency of its electric power 
plants, much of the coal burncd Fn China is consumed in sma21 industrial 
and municipal boilers and in lni2lions of caoking stoves and household 
heaters, for which no alternative fuels are current'Iy awailable."lQ Cur- 
rently China is not willing to sacrifice grovvth for a cleaner environment, 
As its economy ~ ~ O M I S ,  the ~pp~rtLlXljq cost of cleaning up may not be as 
high, But for now there seem E@k! that can EX3 done to prevent the h- 
creased environmental degradation, 

Chba has grown tremendously in recent ycars. Changes in formal eco- 
nomic ins~krtions are respomible far most of this growth. China's recent 
Eki.story is an excellent exannple af the profound impact .that a nation" h- 
stitulional framework has sn economic performmce. It remains to be sem 
whether Chjsla can conthue to $eve* its institu~am to deal with oliti- 
cal liberalization, high transaction costs, and environmental da K, age. 
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Chind has recently undergone another profound change: the transition of 
Hmg Kong from Brihlsh control to C b e s e  conkol* 

The Zrrcorlporation of Hong Ksng 

Hong Kmg is one of the world's leadkg financial centers, It is a busding, 
thriving province of 6.1 million people, and has a GDP per capita of over 
US$21,000, F-Iusrg Kong was taken from China by the British in the 
Opium W r s  of 183M842, In 1898 the two nations siped a nhety-nine- 
year lease of Hong Kang that expired July 1,1997, ending Hang Kongfs 
coIo~al era and establis*g Hmg Kang as a Special Ad 
gim (SAW of Chha. The transfer of power from Britain to China has cre- 
ated a remarkable experiment in ecunonic histasy: the merger of a &m- 
ocratic, capitalist republic with a Communist govctmment. This is 
certahly one of the few times in history in vvhich decdonization has led 
to an ~ f i a 1  reduct-ion in politicd freedom. Hang Kong's fclmal instit.u- 
tions are now set (wiehirr l i ~ t s )  by the People's Republic of China. It re- 
mai;ns to be seen what impact this merger will have on the economic per- 
formmce of Hmg Kmg and C h a .  

China has agreed to the principle of ""one country, two systms." As 
part of the trmsition neg-o~tiorrs, C h a  adopted the Basic Law of 1990 
as a constitution for Hong Kong, which stipulates fifty years of status 
cpo in Hang Kong; there is ro be na sipscant  institulional change dur- 
ing that period. Yet no one believes that this will be the case. Change will 
prevad. The question is, what tyre of change? If Chim hmors the Basic 
Law, certain hstihzticznal, changes are off-li~ts,  For example, Honk; Kong 
will retain its own curracy (the Hong Kmg dollar), its own monetary 
policy, and control wer fbreign trmsactiam. China is not allowed to im- 
pose its own exchange conbols or to restrict trade. Hong Kong is and will 
remain a member of the WrId Trade Organizati.on. Its products are to be 
accounted for separately from those of the =inland. 

Tn sum, formal econodc &ti&tiom may not be affect4 much, at all. 
h factt as we have seen, China" formal economic h s t i h ~ o n s  are becom- 
ing m m  capitalistic each day C mdoubtedly perceives that snaking 
sure that Hong Kmg continues to perfarm. well wodd be in @ h a ' s  best 
interest, because Hong Kong serves as an important source of capital for 
the mainland. Moreover, it is n w  China" most visible and economically 
successhl regicm. The West will react to any missteps by the madand 
swiftly and negatively Tndeed, throughout the Asian crisis, the mainland 
honoxed the Basic Law and did not htervene in Hong Kmg" autonomy. 

The Taiwantse are watching Hang Mangfs progression closely. AI- 
though the midand considers Taiwan a renegade provkce, many pea- 
ple in Taiwm wish to reunite with China if certain freedarns and guar- 
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antees can be made. Hang Kong thus serves as an hpmtant experiment 
for Titiwart, If the "one camtry, two syskrnsf"poficy fails in Hong Kong, 
the possibility of negotiathg n peaceful merger with Taiwan will dimin- 
ish cmsiderably. Hence China is comtrahed by the Basic L a y  by a de- 
sire to maintain good foreign relations, and by a desire to resolve peace- 
hUy its differences with Taiwan. 

The real changs in Hong Mong will be in political and informal insti- 
hntions. China has given early signals of haw it will change political in- 
stitutions. On the very day that Hong Kong was transferred to China, the 
elected Hong Kong legislature was replaced by a Beijing-appointed body 
headd by Tung Chee-hwa. Tung has indicated that rights to organize 
and to protest publicly will be curtailed, Hang Kong will reyire that all 
organizations register with the police, and the gove t will have the 
power to ban any organization that it perc"i.ves as a to national se- 
curiq. Moreover; organjzations wishing to protest must seek permission 
from the police seven days in advance. The police will have the power to 
ban protests for national security reasons.20 

China's informal institutions will also filter into Hong Kung's secon- 
omy The main concern is that corruption will p t X y  increase. 'Tu11.y 84 
percent of Mong Kmg's pcoy?lle believe that CEnese officials are corruptl 
according to a poll conducted by the Wong Kong Transition Project. 
. . . h d  55 pe Kongfs people believe that corruption will 
become more r Ghinese rule."zz The worry is that Ch]inafs 
hformal institutions will crass into Hong IcCong along with the mainland 
firms. Hmg Kong has an hdependmt Commissian Against Corruption 
that successfully cracks down on all khds of corruption. Tmg has said 
that he will remove the word "hdependent" from the commission's 
name. This simals the inten~on of China" ggaemment to become mo~e  
invoked in the com~ssion's activi~es. The imparGalily of the judiciary 
system also may suger. Man)r ques"rion whether the judiciary will be able 
to resist political pressure from Beijing. Moreover, the highest appeals 
court is being replaced by a five-member Court of Final Appml. The jus- 
tices of this court will be named by Tung.22 If Ghina" system of corrup- 
tion and m ~ x i  Miltrate Hong Kongfs rule of l a y  h-ansactiom costs will 
rise and economic perfarmance will suffer, The important criterisn for 
success will be whom one knows rather than economic efficiency 

Despik the promise of fifty years af "'status quo," the integratim of 
Hong Kong with China will bring change. Some believe, however, that 
Hong Kong will have a larger im,pact on the mainland than &e mainland 
will have on Hmg Kong, for Stvo rcasons. First under the "one countrq; 
two systems" principle, those living under political repression will resent 
that their cowtrymen in Hong Kmg ,cm openly exercise rights such, as 
criticism of government officials. Pressure may mount in China to give 
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equal rights to all. Second, C h a  .may be less afraid of democracy as it 
sbserves the strccessfraE performance uf Hang Kong's political and ecu- 
nomic hs~tutians. 

The key to a successful transition is to retain Hong Kong's institutional 
framework. If China changes the formal inslihtions too radically, or if 
the sormal  hstitutisns af cormpt.im a d  gunnxi infileate Hmg Kong, 
then economic performance will suffer. On the eve of transition, the evi- 
dence indicated that people in Hong Kang do not ex~pect big changes. 
Kemeth Kasa studied h e  hancial markets ;in Hang Kong leading up to 
the transition, theorizing that concerns about the transition should be 
ma~feskd  in Hong E;angfs stock and bond markets.23 In particular, the 
gap bemew Hong Kong and U.S, hterest rates should isrcrease, because 
of the hcreased risk of holding assets in Hang Kong, m d  the stock mar- 
ket should become more volatile. Evidence up to the date of transition 
showed no hcrease in t-he interest rate gap or any break in trend in the 
stock market. Investors in Hong Kong's financial markets do not expect 
radical chmge. Time will tell wheSher they are correct. 

Questions far Discussion 

2. Describe the main ecctncrlnk reforms that G h a  implemented .in 
the late 1970s and 1980s. M y  were they successful? 

2. C m  Chin;l succeed in the long nnn as a Ca mist na$ion? Haw 
wal the gowth of markets conflier with the lack of pditical free- 
dom in C h a ?  

3, Wil Chisla's incorporation of Hong Kong have a greater impact 
on China or on Mong Kong? Explain, 

4, Define gunnxi, Explain the paradox of how gunnxi seemingly 
lowers transaction costs within China, but raises transaction 
costs in exchanges with f s ~ i p e r s .  
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Economic performance and standards of living vary csnsiderably across 
nations, and the gap bemeen manJ" rich m d  poor nations is wid 
Many theories have been proposed to explain this phmonnenon, 
ing dependency theory and neoclassical growth theory Depmdency the- 
ory is limited, h its usefuhess, however, because it offers no inlceml in- 
b-aspeclion. The problems af developing economies are bhrned on the 
core na~om.  Moreaver, the policy prescriiption of import substihrtion ad- 
vocated by dependency theory seems to have worsmd e c o n a ~ c  pes- 
forrnance in many nations. Neoclassical grswth theory describes but 
does not explain the process of growth. Moreover, it predicts conver- 
gence of living standads, a trend that we shply  do not obsenre in the 
real world," 

goal of evev wonomy is t-o c ~ a t e  m e n ~ -  

It is the hs~hGonal  framework of a nation that determhes the level of 
transaction costs. The hstitutional framework consists of the nation" for- 
mal m d  hformal rules and the enforcement mechanisms. Fomal rules 
art3 the wiMen rules of society; informal ruks are the unwfitten codes af 
conduct, Institutions can lower transaction costs by clearly defining 
propexty ~ g h t s  to the goods and services being exchanged so that mea- 
surement and edorcement: costs are Xqwered, If a dispute arises in an ex- 
change, procedures and judicial organizations are in place to resolbe it. 

Conclusion 

Economic performance and standards of living vary considerably across 
nations, and the gap between many rich and poor nations is widening. 
Many theories have been proposed to explain this phenomenon, includ- 
ing dependency theory and neoclassical growth theory. Dependency the- 
ory is limited in its usefulness, however, because it offers no internal in- 
trospection. The problems of developing economies are blamed on the 
core nations. Moreover, the policy prescription of import substitution ad- 
vocated by dependency theory seems to have worsened economic per- 
formance in many nations. Neoclassical growth theory describes but 
does not explain the process of growth. Moreover, it predicts conver- 
gence of living standards, a trend that we simply do not observe in the 
real world.' 

Institutions are the key fador in dekmining a nation's economic perfor- 
mance. Ronald Coase first directed attention to institutions by observing that 
the exchange process is costly. Transaction costs-that is, the costs of negoti- 
ating, measuring, and enforcing contracb+m signiticant. Therefore, ece 
nornic efficiency as predicted by Iwochsical economic theory may not d t ,  
because mutually beneficial transactions will be forfeited. The Coase theom 
holds that only in a world of zero transaction costs will the efficient outcome 
prevail. Therefore, the primary goal of every economy is to create an envi- 
ronment with low costs of transacting. 

It is the institutional framework of a nation that determines the level of 
transaction costs. The institutional framework consists of the nation's for- 
mal and informal rules and the enforcement mechanisms. Formal rules 
are the written rules of society; informal rules are the unwritten codes of 
conduct. Institutions can lower transaction costs by clearly defining 
property rights to the goods and services being exchanged so that mea- 
surement and enforcement costs are lowered. If a dispute arises in an ex- 
change, procedures and judicial organizations are in place to resolbe it. 



Holding technology constant, firms that operate in a low-transaction- 
t can specialize and divide their pmduction processes. 
ne narrow psoduction process and use the masket to 

purchase the necessary input. Specialization and division of labor lead to 
higher levels of productivity and hence.higher levels of output and in- 
cwe .  With a fix& level of t echohg ,  a nation will approach its produc- 
tion possibilitiies frontier only by having an instiiutimaf framework that 
results in low h.msaction casts, 

Over time, a, nation increases its wealth via technological advance- 
ments, For this to occur, a natlm's htitutional framework must promvk 
the process of creative destruction, which forces firms to improve their 
products and technology over time or be driven out of business by a 
competitor. Many nations do not generate this dynamic grow& becausc3 
their organizations are permitted to remain inefficient, shielded from do- 
mestic or htmatimal competition. 

The h& piece of the puzzle is to mderstand how a natiods instihr~ons 
are created. Most hrmal instltulrlons derive from the poli~caf sector. h 
order to produce efficient instibtions, the polity must be organized in 
such a way that markets are mouraged and protected. Market-presenri"g 
federalism is me  Itype of pditicd system that dows  markets to prospm 
by fosterhg competiti omic organizations at the subnational 
level. Subnational gov must satisfy econornic organizatjons i f  
they are to survive. Die and meheeked congessimal bodies asrz 
less IJkely to prodwe such efificient instiutions, hwause they are mo-re 
concerned with pleaskg powerhl hterest groups. 

The decade of the 1990s is a time of unpreccdentcd change in world 
economies. Dozens of cowtries have started the transition to capitalism, 
and many developing economies are making serious reform attempts. 
We have explored the New Institutional Economics and applied the 
theory to transition and developing economies. Transition economies 
face the challenge of stabilizing their macroeconomics and revamping 
their entire ins~mtional framework to facilitate market exchanges. Some 
econo~es,  such as those of Poland, eastern Germany, lfie Czech &pub- 
lic, and Wmgary, are doh$ quite well, Others, includhg thvse of Russia 
and most of the former Soviet repub&s, are not. The difference is t h t  the 
more successful nations have been able to create hsTcitutions that create 
the right incen~ves for " ations to conduct business. But in Russia, 
for example, that mir is not present. 

fiveloping economies must change their ins~htions to lower tramac- 
tion costs and promote competition. Over the past five decades, many 
nations have fouowed inward-lookkg impart substitution paiictts while 
others have adopted exyart-led policies. Both strategies have streng* 
and weaknesses, but the dpamic hcentives of export-led policies have 



Conclusion 

been much more powerful. Many Latin American natims that turned in- 
ward saw their economies stagnate while trade deficits worsened be- 
cause of slow export growth. Many Asian nations, however, provided in- 
centives for their firm essentially to dood the world with high-vafily 
exports. Though the domestic economies of these nations suffered, the 
process of creative destruction, with all its tet"hnolugica1 benefits, was in 
full force. 

Many different variations and varieties of institutions can promote 
good economic performance, Poland, South Korea, China, and Hong 
Kong have taken very different paths, yet each of these economies has 
dwelopcd institutions that have led to economic grow&. 

Most economies have not been as successful. Developing an institu- 
tional framework conducive to growth is difficult and often impossibk. 
mree-fuurths of the w6rIdrs population lives in less developed counkies. 
Given current population trends, this praportion will rise over time. 'This 
does not mean that we should, give up. Indeed, understanding the im- 
portant role that inslit.utims play in economic performance is mozcl irn- 
portant than ever. 

Mexico has been attempting sesious reform h recent years and  the^ is 
reason fctr catltiolls optimism. South Korca md the other newly hdustri- 
alized comt-ries have been extremely successful over recent decades de- 
spite the recent Asian crisis. China is a middle-ground case where much 
reform has taken place, but there are serious issues such as the conflict 
beween socialism and capitalism that will. need to be addressed down 
the road. 

hstitutions matter. This book has described how they matter, The 
biggest challenge to each and every nation is to create an institutional 
framework that leads to good economic periormance. The odds of suc- 
cess are not overwhelmingly high, but with further study of institutions, 
economists and other social scien&ts can make policy recmmendations 
that will help to improve the living conditions of most of the world's 
populaljon. 

1. We do observe conditional convergence, or convergence across some coun- 
tries durhg cerbin periods. But there are many mceptions to the rule. 
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