  Institutions and Economic Development

Daron Acemoglu
               Simon Johnson
               James A. Robinson

June 2001: Preliminary. In Progress.

Abstract: In this paper, we discuss how and why institutions--- broadly, the economic and political organization of societies--- affect economic incentives and outcomes. After briefly surveying a number of theories of institutional differences across countries, we focus on two questions: why societies may choose institutions that are not good for economic development, and why institutions, even bad institutions, persist. In light of the ideas we develop, we discuss three case studies of institutions building and persistence: the United States, India and Guatemala.

I. Introduction


Institutions, defined broadly as the political and economic organization of societies, differ markedly across countries and over time. For example, until recently, a large number of societies were organized along socialist lines, with widespread collective ownership of the means of production and centrally planned resource allocation, while much of the rest of the world was capitalist, with predominantly private ownership and resources allocated via markets. For much of the 18th and 19th centuries, a number of societies, including the Caribbean, much of Central and Latin America, and parts of Asia, were organized with political and economic power concentrated in the hands of a small elite, and relied on productive relationships based on slavery and forced labor. In contrast, economic and political power was more equally distributed in parts of Europe, North America and Australia, and the majority of laborers were free. Similarly, as emphasized by North and Thomas (1973), North and Weingast (1989) and Tilly (1990), there were important differences in the organization of the European societies during the 17th century. While England and the Netherlands had developed limited governments, France and Spain had absolutist regimes.

Economic theory and basic common sense suggest that differences in the organization of society should have an effect on economic outcomes: when institutions ensure that a potential investor has property rights over the proceeds from his investments, he is more likely to invest than when he expects the fruits of his efforts to be taken by other parties in the economy or by the government. An obvious hypothesis is then to link variations in economic performance across countries to their institutions. We refer to this point of view as the institutions hypothesis. According to one version of this hypothesis, what is crucial is whether the organization of the society ensures that a broad cross-section of the society have effective property rights, so that those with productive opportunities expect to receive returns from their investments. Notice that the emphasis on “a broad cross-section of the society” is meant to capture the notion that it is not sufficient for the rights of a small elite, landowners, dictators or Politburo members, to be enforced. Citizens need to have effective property rights, and be involved in politics, at least some degree, to ensure the continuation of these property rights in the future.

Do we see marked differences in the economic performance of societies with different institutions? The examples mentioned in the first paragraph suggest so: while West Germany prospered with a capitalist system, East Germany did much less well under socialism. While Western Europe, North America and Australia grew rapidly, the elite-dominated societies of the Caribbean, Central America and India stagnated throughout the 18th and 19th centuries. As emphasized by North and Thomas (1973), while England and the Netherlands prospered during the 17th century, Spain and France failed to do so. Also telling are cases where large changes in institutions are correlated with radically changed growth paths. Examples of this are Argentina in the 1940’s with the rise of populism and Perón, South Korea during the early 1960’s with the transition from the Rhee to the Park regime, and Indonesia in 1965 with the transition between Sukarno and Suharto.

In addition to these selective examples, much empirical evidence suggests that institutional differences are a major source of the differences in economic performance across countries. For example, cross-country work by a number of economists and political scientists found a first-order effect of institutions on growth or the level of income (e.g., Knack and Keefer, 1995, or Hall and Jones, 1999). More recently, in Acemoglu, Johnson and Robinson (2000) we found that as much as ¾ of the income gap between the top and bottom of the world income distribution may be due to differences in their institutions.

But these findings pose as many questions as they answer:

1. If some institutions generate more income and growth, why do a large number of societies adopt institutions that are bad for economic development?

2. Why do institutions that are detrimental to economic performance persist rather than being overhauled at the first opportunity?

Despite the importance of these questions for understanding differences in economic performance across countries, there is relatively little research on this topic. In this paper, we develop a number of conjectures related to these questions. Then, in light of these ideas, we discuss three case studies of institution building and persistence: the U.S., India and Guatemala. In the process, we also provide a brief survey of a number of theories of comparative institutions.

II. Institutions

As emphasized in the introduction, our focus is on the set of institutions--- the  organization of society--- that determine economic incentives. Why such institutions and social arrangements will affect economic outcomes is clear: economic actors will only undertake investments when they expect to be rewarded for their spending and effort. In a society where property rights are not well enforced, investment and output will be low. We therefore take the degree of enforcement of property rights to be a central feature of the institutions and the broad organization of a society. 

To simplify the discussion, we contrast two extreme social organizations: 

1. institutions of private property, which we take to correspond to a set of institutions ensuring that a broad cross-section of society have effective property rights.

2. extractive institutions, which place political power in the hands of a small elite. With extractive institutions, the majority of the population does not have effective property rights, since the political power of the elite means that they can hold up the citizens after they undertake their investments. 

We expect institutions of private property to encourage investment and development, while extractive institutions are less likely to lead to high investment and successful economic outcomes. Notice that there is more to institutions than the legal code or the formal definition of property rights at a point in time; in particular, political institutions matter. This is for the simple reason that in a society where there are few constraints on political elites, these agents can change the legal code or manipulate the existing property rights to their advantage.
 Therefore, effective constraints on political elites are an essential ingredient of institutions of private property.

In reality, there are many intermediate cases between the extremes of institutions of private property and extractive institutions, and a complex interaction between the exact form of the political and economic institutions and whether they provide effective property rights protection to citizens. There is also a deep and difficult question of how the state commits to providing property rights to the citizens (see Weingast, 1997, for a discussion of this problem). To limit the discussion, we do not focus on these issues.

So what determines whether a society ends up with institutions of private property or extractive institutions? Let us distinguish four broad theories, which we call: 

1. The efficient institutions view.

2. The incidental institutions view.

3. The rent-seeking view.

4. The inappropriate institutions view.

We now discuss what we mean by these different views, and examine some selective examples of institutional theories falling within each category.

1. The Efficient Institutions View

According to this view, societies will choose the institutions that maximize their total surplus. How this surplus will be distributed among different groups or agents does not affect the choice of institutions. 

The underlying reasoning of this view comes from the Coase Theorem. Ronald Coase (1960) argued that when different economic parties could negotiate costlessly, they will be able to bargain to internalize potential externalities. The farmer, who suffers from the pollution created by the nearby factory, can pay the factory owner to reduce pollution. The same reasoning can be applied to political situations. If the current laws or institutions benefit a certain group while creating a disproportionate cost for another, these two groups can negotiate to change the institutions. By doing so they will increase the size of the total surplus (“the pie” that they have to divide between themselves), and they can then bargain over the distribution of this additional surplus.

Many different versions of the efficient institutions view have been proposed. Demsetz (1967) argued that private property emerged from common property when land become sufficiently scarce and valuable that it was efficient to privatize it. Other famous examples are due to Williamson (1975) and North and Thomas (1973). Williamson's focus, as well as Coase's (1936) earlier work and the more formal analysis by Grossman and Hart (1986), is more concerned with the governance of firms or markets than the political organization of societies, but his reasoning was guided by the same principle. North and Thomas applied this reasoning to the nature of feudal institutions arguing that they were an efficient contract between serfs and Lords.

While Williamson and North and Thomas do not specify how different parties will reach agreement to achieve efficient institutions, Becker (1960) and Whitman (1989) have investigated how democracies can reach such agreements via competition among pressure groups and political parties. In their view, an inefficient institution cannot be stable because a political entrepreneur has an incentive to propose a better institution and with the extra surplus generated will be able to make him more attractive to voters.

We believe that, despite correctly emphasizing certain forces that are likely to be at work, the efficient institutions view does not provide the right framework for an analysis of the differences in institutions across countries. Both historical and econometric evidence suggests that the economic costs to societies of extractive institutions have been substantial. For example, our estimates in Acemoglu, Johnson and Robinson (2000) suggest that changing Nigeria's or Sierra Leone's institutions to those of Chile would lead, in the long run, to a more than 7-fold increase in these countries’ income. It is difficult to argue that these institutions are therefore efficient for Nigeria, Sierra Leone or many other less-developed countries in Africa or Latin America. In the rest of the paper, we therefore focus on theories of institutions where societies may end up with institutions that are not optimal for aggregate growth or income.

2. The Incidental Institutions View

The efficient institutions view is explicitly based on economic reasoning: the costs and benefits of different institutions are weighed against each other to determine which institutions should prevail. Efficiency arises because individuals calculate according to the social costs and benefits. Institutions are therefore choices. A different approach, popular among many political scientists and sociologists, is to downplay choices over institutions, but think of institutions as the byproduct of other social interactions. Here, we discuss three such theories. The first is the theory developed by Barrington Moore (1966) in his Social Origins of Dictatorship and Democracy, the second is Tilly’s (1990) and Herbst’s (2001) theory of state formation, while the third is Brenner’s (1976) theory of the emergence of capitalism in England.

Barrington Moore constructed his famous theory in an attempt to explain the different paths of political development in Britain, Germany and Russia. In particular, he investigated why Britain had evolved into a democracy, while Germany succumbed to fascism and Russia had a communist revolution. Moore stressed the extent of commercialization of agriculture and resulting labor relations in the countryside, the strength of the ‘bourgeoisie,’ and the nature of class coalitions. In his theory, democracy emerged when there was a strong, politically assertive, commercial middle class, and when agriculture had commercialized so that there were no feudal labor relations in the countryside. Fascism arose when the middle classes were weak and entered into a political coalition with landowners. Finally, a communist revolution resulted when the middle classes were non-existent, agriculture was not commercialized and rural labor was repressed through feudal relationships. In Moore’s theory, therefore, class coalitions and the way agriculture is organized determine which political institutions will emerge. Although Moore is not explicitly concerned with economic development, it is a direct implication of his analysis that societies may end up with institutions that do not maximize income or growth, for example, when they take the communist revolution path.

While this theory is highly suggestive and clearly captures some of the potentially significant comparative facts there are clear problems with it. For instance, though Moore’s remark “no bourgeoisie, no democracy” is famous, it is not clear from his analysis whether this is just an empirical correlation or a causal theory. More generally, Moore does not clarify the connection between the formation of class coalitions and political outcomes. It is also not clear whether this theory is empirically successful. There are many examples of societies with relatively strong capitalist classes in Latin America, such as Argentina and Chile, which did not make the transition to a consolidated democracy until recently. In fact, in these societies capitalist classes appear to have supported the coups against democracy, suggesting that the role of the poor segments of the society (the working class) in inducing democratization could be more important than that of the bourgeoisie (see Rueschemeyer, Stephens and Stephens, 1992, Acemoglu and Robinson, 2000b).

In a very different vein, Tilly (1990), building on the Weberian tradition, proposed a theory of the formation of modern states. He argued extensively that modern state institutions such as fiscal systems, bureaucracy and parliaments are closely related to the need to raise resources to fight wars and thus arose in places with incessant inter-state competition. Herbst (2001) has recently provided a substantive extension of this line of research by applying it to the evolution of state institutions in Africa. He argues that the poor functioning
 of many modern African states is due to the fact that they lacked the features-–high population density and inter-state warfare--- necessary for the emergence of the modern state. 

Although interesting and sweeping, this theory does not seem to accord well with a number of major facts. In Acemoglu, Johnson and Robinson (2001a), we documented that among the former colonies, it was the less densely settled places that became richer. In fact, North America, Australia and New Zealand were very sparsely settled in 1500, especially when compared to West Africa around the same time. Despite this, they developed effective states and institutions of private property. This suggests that the issues stressed by Tilly and Herbst are not the major determinants of institutions, at least, in the context of the development of institutions among the former European colonies, including Africa.

Brenner’s (1976) theory of the rise of capitalism in Europe can also be thought as an example of the incidental institutions view. Although Brenner subscribes to the Marxist view of feudalism as an extractive institution (see next subsection), he interprets the rise of capitalism as the byproduct of the collapse of existing social institutions after the Black Death. Brenner argues that the decline of feudalism resulted from the successful class struggle by the relatively powerful British peasantry. Brenner, however, believes that the peasantry's aim was not to build capitalism; capitalism just emerged like an incidental phoenix from the ashes of feudalism. Because, Brenner argues, there can be little innovation in agriculture under feudalism, economic growth required this set of (extractive) institutions to be replaced by capitalist institutions. Therefore, Brenner's work also gives us an incidental-institutions theory for why some societies grow faster.


None of these theories provide a framework that is at the same time consistent with the first-order facts of comparative development and useful for generating predictions. Therefore, it is difficult to apply these theories to understand why some countries develop extractive institutions. Moreover, being trained as economists, we find it to be a shortcoming of this group of theories that institutions and political outcomes arise as byproducts, not as the direct consequences of actions taken by rational agents. The fact that the key outcomes are byproducts of other interactions, not choices, leads to the additional problem that these theories often do not generate tight empirical predictions (i.e., comparative statics). But an analysis of comparative development, above all else, requires comparative static results regarding when institutions of private property will emerge. In the remainder of the paper, we therefore focus on the rent-seeking and inappropriate institutions views to build a simple framework for comparative development.

3. The Rent-Seeking View

According to this view, institutions are not always chosen by the whole society (and not for the benefit of the whole society), but by the groups that control political power at the time (perhaps as a result of conflict with other groups demanding more rights). These groups will choose the institutions that maximize their own rents, and the institutions that result may not coincide with those that maximize total surplus. For example, institutions that enforce property rights by restricting state predation will not be in the interest of a ruler who wants to appropriate assets in the future. By establishing property rights, this ruler would be reducing his own future rents, so may well prefer extractive institutions to institutions of private property. Therefore, equilibrium institutions will not be those that maximize the size of the overall pie, but the slice of the pie taken by the powerful groups.

Why doesn't a Coase theorem type reasoning apply? Although a large literature, especially in industrial organization, has emphasized how informational problems may limit the empirical applications of the Coase theorem, we believe that the main reason for the non-applicability of the Coase theorem in politics is commitment problems (see Acemoglu, 2001, for a more detailed discussion of this issue). If a ruler has political power concentrated in his hands, he cannot commit not to expropriate assets or revenues in the future. Effective property rights require that he credibly relinquishes political power to some extent. But according to the Coasian bargain, he has to be compensated for what he could have received using this power. Herein lies the problem. When he relinquishes his power, then he has no guarantees that he will receive the promised payments in the future. Therefore, by their very nature, institutions that regulate political and social power create commitment problems, and prevent Coasian bargains that are necessary to reach efficient outcomes.

As an application, consider the decision of a powerful rich elite to mount a coup in a populist redistributive regime, such as that of Salvador Allende in Chile in 1973. By undertaking a coup, the rich will ensure that in the future they will not be taxed. But the coup is costly, both socially and economically. Why wouldn't the elite enter into a Coasian bargain with Allende who would wish to place future restrictions on taxes so as to remove the threat of the coup? The problem, as pointed out and analyzed in Acemoglu and Robinson (2001a), is that the democracy cannot promise not to increase taxes again once the threat of the coup disappears. By its very nature, taxes are set by the politically powerful agents, determined by the institutions at that time. Promises made at the past may be worthless when they are not backed by political power.

The first systematic development of this point of view is the economics literature is North (1981), who argued in the chapter on “A Neoclassical Theory of the State” that agents who controlled the state should be modeled as self-interested. He then argued that the set of property rights which they would choose for society would be those that maximized their payoff and because of ‘transactions costs’ these would not necessarily be the set which maximized social welfare. Though his analysis does not clarify what he meant by transactions costs, problems of commitment might be one microfoundation for this.

The notion that elites may opt for extractive institutions to increase their incomes is of course also present in much of the Marxist and dependency theory literature. For example, Dobb (1948), Brenner (1976) and Hilton (1981) saw feudalism, contrary to North and Thomas (1976)’s model, as a set of institutions designed to extract rents from the peasants at the expense of social welfare. Dependency theorists such as Wallerstein (1974-1982), Rodney (1972), Frank (1978) and Cardoso and Faletto (1979) argued that the international trading system was designed to extract rents from developing countries to the benefit of developed countries. 

Perhaps, the earliest, and often ignored, contribution to this line of reasoning is in the book by Beard (1913). Anticipating many of the insights of rational choice political science literature, Beard argued that the U.S. Constitution was an institution designed to benefit those who wrote it (such as James Madison) at the expense of the rest of society. 

Another important example of inefficient institutions designed to extract rents from the society is the Spanish colonial system (Stein and Stein, 1970, Coatsworth, 1978, Lockhart and Schwartz, 1983). Finally, the notion that slavery is an inefficient institution designed to extract rents from slaves is also widespread (for example, Williams, 1944, Genovese, 1963, Beckford, 1972).

More recent, and for our purposes more relevant, contributions in this tradition have sought to explain comparative development. For example, in the context of Africa, Bates (1981) formulated an influential and important theory based on rent-seeking by elites. Bates argued that when elites were not invested in the productive sectors of the economy, mostly agriculture in the context of Africa, and had to rely on urban interests to remain in power, they were likely to distort prices, for example by using marketing boards to transfer resources from the rural areas to the cities. The implications of this for political stability and economic growth were disastrous.

Engerman and Sokoloff (1997, 2000) have used related ideas to analyze long-term development in the Americas. They argued that the different paths of development observed in North and Latin America in the last 300 years were due to institutional differences. In North America institutions promoted development, in Latin America they did not. Why did Latin America develop a set of institutions that impeded development? Engerman and Sokoloff argued that in much of Latin America and the Caribbean, the factor endowments were suitable for growing crops such as sugarcane. Such crops had large technical scale economies and could be cultivated by slaves, factors that led to large concentrations of landownership and repressive institutions designed to control labor. Therefore, despite their costs for economic development, extractive institutions were adopted by elites who benefited from the system. On the other hand, in North America, factor endowments were suitable for growing crops with limited scale economies such as wheat, and this led to an egalitarian distribution of land, income and political power. Their theory therefore emphasizes the impact of factor endowments and technology on inequality and institutions building, and ultimately economic development.

In Acemoglu, Johnson and Robinson (2000, 2001a), we developed a complementary theory, emphasizing how European colonialists set up institutions of private property in areas where they settled in large numbers, since these institutions were directly affecting their own investments and well-being. This led us to emphasize how European settlements were often conducive to the development of institutions of private property in the colonies. In contrast, European colonists introduced or took over existing extractive institutions in other colonies. They were more likely to do so when they did not settle, for example due to an adverse disease environment, and when extractive institutions were more profitable, for example, as in Central America where the densely settled large population could be forced to work for low wages in plantations or mines. These extractive institutions did not benefit the society as a whole, but they were beneficial for the Europeans, who held the political power and were the extractors.

We believe that the rent-seeking view provides the best framework for thinking about why certain countries ended up with extractive institutions, and provides a number of useful comparative statics, which will be discussed in Section III.

4. The Inappropriate Institutions View
According to this view, institutions may be efficient when they are introduced, but they are also costly to change (see below on this). Therefore, institutions that are efficient for a set of circumstances may no longer be efficient once the environment changes. Nevertheless, it may be difficult or too costly to change these institutions at this point.

The idea here goes back to Gerschenkron (1963). In the context of financial institutions, Gerschenkron argued that certain arrangements, such as bank finance, might be more appropriate for backward countries trying to catch up. This is widely thought to be a good explanation for why banks are more prevalent in Germany, even today when Germany is no longer a backward country. So perhaps, social arrangements that were introduced at some point as an optimal response to the circumstances may continue to prevail, even after they cease to be the optimal response. In the context of financial institutions, this point is developed in Acemoglu, Aghion and Zilibotti (2001).

Another economic example is the QWERTY typewriter keyboard. David (1986) argued that this was appropriate at the time because it slowed down the speed of typing, when the rudimentary nature of typewriters meant that rapid typing would make them jam. However, despite the fact that the QWERTY arrangement was inefficient once the basic technology improved soon after, it has endured until today.

In the context of political institutions, one might then develop a similar thesis. Perhaps, extractive institutions were appropriate for certain circumstances, but they continue to apply even after they cease to be the efficient institutional arrangement.

Related ideas have been suggested in the literature. For example, Wittfogel (1957) argued that centralized despotism, which may not have been very costly in terms of economic outcomes in China before the 15th century and arose as the result of providing desirable public goods such as irrigation, persisted almost to the present, creating a substantial economic and social burden.

Given how long institutions persist (see Section IV) the view that institutions of a different age may continue to apply even when they become costly to economic success is highly plausible. Nevertheless, in the context of comparative development, it appears more useful to combine the inappropriate institutions view with the rent-seeking view, explicitly allowing for political elites to introduce inefficient institutions. In fact, in Acemoglu, Johnson and Robinson (2001a), we suggested a hypothesis combining the rent-seeking and inappropriate institutions views, and provided evidence in favor of this hypothesis. We argued and empirically demonstrated that extractive institutions, with power concentrated in the hand of a small elite, were much less costly during the age of agriculture than during the age of industry. When agriculture is the main source of income, and the political elite owns the land, this elite will have, to a first approximation, adequate incentives to increase the productivity of the land. In contrast, in the age of industry, many different agents, not previously part of the ruling elite, need to undertake investments and be involved in productive activities. Without effective property rights, these agents are unlikely to invest, so extractive institutions become much more costly once industrialization opportunities arrive on the scene. This explains why the sugar colonies of Barbados, Haiti and Jamaica were amongst the richest places in the world in 1700 but rapidly fell behind when industrial technologies became available.

Overall, we therefore conclude that to understand the significant differences in how countries are organized, we need to move away from the pure efficiency view. Moreover, existing series of institutional differences based on the incidental institutions view cannot provide a satisfactory starting point, and make less sharp empirical predictions, since institutions are simply byproducts of other social actions. Instead, we believe that conflict over the distribution of rents matters, and the rent seeking view provides the best starting place for an analysis of institutional differences across countries. In addition, there may be an important element of the inappropriate institutions view, so that institutions that were introduced at a certain point in time may become less appropriate and more “harmful” in the future, but may still remain in place.

III. Institutional Origins

The rent-seeking and inappropriate institutions views do not immediately generate a theory of comparative institutions. They simply point out that inefficient institutions may be chosen by political elites, and the institutions in place may become more costly for growth over time. As discussed above, by the institutions hypothesis, we mean that differences in the development experiences of countries can be explained by differences in their institutions. To make this hypothesis operational, we need to understand why certain societies end up with extractive institutions, while others choose institutions of private property. In other words, we need to develop comparative statics on institution building.

This is not an easy task. In fact, some of the pioneering theories of institutions, such as North (1981), give us few clues about when we should expect extractive institutions to prevail. Here, we highlight a few potential determinants of what type of institutions politically powerful groups will choose:

1. Economic Interests: 

A first determinant of whether institutions of private property will emerge is whether they will lead to outcomes that are in interests of the politically powerful agents. For example, institutions that restrict state predation will not be in the interest of a ruler who wants to appropriate assets in the future. Yet this strategy may be in the interest of a ruler who recognizes that only such guarantees will encourage citizens to undertake substantial investments or lend him money, or will protect his own rents. They will also be in the interest of the major groups that can undertake investment in production activities in the future. 

Engerman and Sokoloff’s explanation for why extractive institutions emerged in the Caribbean but not in North America falls within this category. In the Caribbean, the factor endowments made extractive institutions more profitable for the elite. In particular, sugar production, which could exploit economies of scale and profitably employ slave labor, was conducive to a society where a small elite would control both political and economic power.

Our argument in Acemoglu, Johnson and Robinson (2000) for why European settlement in the colonies led to institutions of private property is also based on the same reasoning. When a large number of Europeans settled in an area, they preferred institutions enforcing property rights, since these property rights would enable them to undertake investments.

Our argument in Acemoglu Johnson and Robinson (2001a) is also related. There, we suggested that high population density and relative prosperity (i.e., GDP per capita) of the colonized territory encouraged European colonialists to set up extractive institutions. The reasoning is that high population density implied a large labor force that Europeans could force to work for low wages, and both high population density and the relative prosperity of the population provided Europeans with a greater resource base for extraction or taxation.

"Economic interests" therefore suggest that we should expect extractive institutions to develop when the powerful agents have little to gain from enforcing property rights because they have few investment opportunities themselves and are not linked to other productive agents in the society, and when there are resources, such as crops or abundant labor, that can be effectively exploited by extractive institutions.

2. Political Losers: 

Another important factor is whether institutional development will destabilize the system, making it less likely that elites will remain in power after reforms. An institutional setup encouraging investment and adoption of new technologies may be blocked by elites when they fear that this process of growth and social change will make it more likely that they will be replaced by other interests--- that they will be “political losers”. Elites that are relatively secure in their position will be less afraid of change, and may therefore be less likely to block such change. Similarly, a stable political system where the elites are not threatened is less likely to encourage inefficient methods of redistribution as a way of maintaining power.

In Acemoglu and Robinson (2000a, 2001b), we argued that because political elites in Russia and Austria-Hungary in the 19th century were threatened by industrialization, in particular, because they were afraid they will be replaced by a new set of actors, they blocked the institutional changes required for industrialization, and even tried to prevent adoption of new technologies. 

This discussion suggests that extractive institutions are more likely to arise when political elites are afraid that economic and social change brought about by the development of institutions of private property will displace them.

3. Constraints: 
When institutions or other social factors limit the powers of rulers and the range of distortionary policies that they can pursue, institutions of private property are more likely to arise or endure. Constraints on political elites may also be useful through two indirect channels: first, they reduce the political stakes, and contribute to political stability, since, with such constraints in place, it becomes less attractive to fight to take control of the state apparatus; second, these constraints also imply that other groups have less reason to fear expropriation by the elites, and are more willing to delegate power to the state.

In the context of the emergence of colonial institutions, such constraints may have been important in Australia and the U.S. in preventing the development of extractive institutions. The early social arrangements in Australia did not resemble institutions of private property that were to develop there later. Most of the early settlers in Australia were ex-convicts, but the land was owned largely by ex-jailors, and there was no legal protection against the arbitrary power of landowners. The settlers wanted institutions and political rights like those prevailing in England at the time. They demanded jury trials, freedom from arbitrary arrest, and electoral representation. Although the British government resisted at first, the settlers argued that they were British and deserved the same rights as in the home country (see Hughes, 1987). In the words of Cain and Hopkins (1993, p. 237) “from the late 1840s the British bowed to local pressures and, in line with observed constitutional changes taking place in Britain herself, accepted the idea that, in mature colonies, governors should in future form ministries from the majority elements in elected legislatures.” Similar issues arise in the development of institutions in North America, as our discussion in Section V will illustrate. Therefore, in these examples effect of constraints on political elites have been helpful in the emergence of institutions of private property.

The general idea here is quite straightforward: when there are effective constraints on elites, perhaps inherited from the pre-existing social organization, that can prevent them from exploiting their power, extractive institutions are less profitable for the elites.

IV. Institutional Persistence

Institutions, by definition, persist. For instance, it only makes sense to introduce constraints on rulers, if such constraints will be in place in the future. The notion that institutions persist over time is central to many of the theories of institutions discussed above, including North (1990) and Engerman and Sokoloff (1997,2000), as well as to our own work in Acemoglu, Johnson and Robinson (2000, 2001a). Both Engerman and Sokoloff and our earlier work emphasize, for example, how institutions introduced by European colonialism persisted even after independence from the colonial powers.

Both econometric and historical evidence is consistent with the notion that institutions persist. In Acemoglu, Johnson and Robinson (2000), we provided evidence in favor of institutional persistence using Gurr’s historical data on political institutions. We found that former colonies with extractive institutions in 1900 or in their first year of independence are much more likely to have extractive institutions today. 

That institutions are persistent is also seen from a number of historical instances. One of the prime examples of long-lasting institutions, emphasized by, among others, Hayek (1960) and La Porta, Lopez-de-Silanes, Shleifer and Vishny (1998,1999), is the legal system. The English Common Law system with independent judges dates to the reign of Henry II in the mid 12th, but still constitutes the foundation of the British legal system. Similarly, the nexus of institutional arrangements that currently ensure the political supremacy of the British parliament in British politics dates at least back to the Glorious Revolution of 1688, if not to the Magna Carta much earlier in 1215. There is also wide consensus that the provisions of the U.S. Constitution, such as the separation of powers, leads to a limited state and therefore plays an important part in guaranteeing stable property rights and the absence of state predation. The U.S. Constitution written in Philadelphia in 1786, though amended, has remained the basis of U.S. social and political structure, and is thought to have shaped the nature of politics in the United States (references). 

Institutions placing constraints on rulers also seem to persist outside of Europe and the U.S. The political institutions today in Botswana, which appear to place relatively effective constraints on political elites, are, to a large extent, a continuation of the pre-colonial political institutions. These pre-colonial institutions limited the power of tribal chiefs and created a popular assembly, called the kgotla, where commoners could express discontent and criticism (see Acemoglu, Johnson and Robinson, 2001b).

Perhaps more surprisingly, extractive institutions appear at least as persistent as institutions of private property. The dependency theory literature, Engerman and Sokoloff, Coatsworth, and our earlier work all emphasize how in certain colonies, the extractive institutions introduced by Europeans persisted well after independence, and shaped the political equilibrium in these societies. For example, the transfer of India from the British East India Company to the British government after the mutiny of 1857 did not fundamentally alter the institutional impact of colonialism on India. The widespread independence of countries in Latin America after 1819 also had a minimal impact on the basic institutional structure of society until well into the late 19th century (and even the 20th century in some countries). 
 Similarly, the emancipation of slaves after 1834 in the British Caribbean does not seem to have transformed the socio-economic organization of these societies, which place power in the hands of a small elite.

Of course, since institutions are chosen by certain groups in the society in a given social environment, as long as that environment continues to apply, we should expect the same institutions to prevail. Therefore, at a trivial level, institutions will persist when the underlying forces that shape these institutions persist. At some level, however, there is more to institutional persistence than this. Institutions persist even after some of the key environmental features that have shaped these institutions have changed. For example, extractive institutions that were set up by colonial powers often continue to apply, albeit in a somewhat transformed way, well after colonialism has ended and new groups obtained political power.

So why do institutions persist? In Acemoglu, Johnson and Robinson (2000), we proposed three mechanisms for institutional persistence:

1. It is reasonable to suppose that setting up institutions of private property, which place restrictions on government power and respect property rights, is costly. It requires the formation of a sizable bureaucracy, and a variety of sacrifices while the reputation necessary for these institutions is being accumulated. Once these costs are sunk by previous elites, then it may not be beneficial for the current elites to switch from this set of institutions to extractive institutions. In contrast, when the current elites inherit extractive institutions, they may not want to incur the costs of setting up the institutions of private property, and may instead prefer to exploit the existing extractive institutions for their own benefits. Perhaps more important, actually effective institutions of private property will place effective constraints on political elite so that they cannot overhaul the existing system to create a set of extractive institutions.

This might be especially important for understanding why institutions of private property built in colonies such as the U.S., Canada, Australia and New Zealand have never been challenged.

2. The gains to an extractive strategy may depend on the size of the ruling elite.  When this elite is small, each member would have a larger share of the revenues, so the elite may have a greater incentive to be extractive. Moreover, the elites are more likely to opt for institutions of private property when they have good investment opportunities themselves (Bates, 1981, Acemoglu and Robinson, 1999). The elites that come to power with extractive institutions, however, may often lack a comparative advantage in productive activities, and have less to gain from enforcing property rights. 

In the case of the continuity between colonial institutions and post-independence institutions, this mechanism may be particularly relevant. In many cases where European colonial powers set up authoritarian institutions, they delegated the day-to-day running of the state to a small domestic elite. This domestic elite was often not involved in the major productive activities in the society. This narrow group often was the one to control the state after independence and favored extractive institutions. Reno (1995), for example, argues that the governments of post-independence Sierra Leone adopted the tactics and institutions of the British colonizers to cement their political power and extract resources from the rest of society. Boone (1992) provides a similar analysis of the evolution of the modern state in Senegal. Perhaps the most extensively studied case is the Congo. Most scholars view the roots of authoritarianism under Mobutu in the colonial state practices (e.g., Callaghy, 1984, or, Turner and Young, 1985, especially p. 43). 

The situation in Latin America was similar. Independence of most Latin American countries came in the early nineteenth century as domestic elites (Creoles) took advantage of the invasion of Spain by Napoleon to capture the control of the state. But, the only thing that changed was the identity of the recipients of the rents.
 

3. Finally, if agents make irreversible investments that are complementary to a particular set of institutions, they will then be more willing to support them, making these institutions persist (see, e.g. Acemoglu, 1995, Acemoglu and Robinson, 2001b). For example, agents who have invested a lot in human and physical capital will be in favor of spending money to enforce property rights, while those who have less to lose may not be.  

This mechanism may have also been important in the continuity of the institutions of private property in the U.S., Canada Australia and New Zealand. These institutions created a constituency for themselves in the small holders who benefited from effective property rights and were involved in politics. We argue in the next section that this mechanism can also help explain the persistence of extractive institutions in India.

While we are not able to statistically test the significance of these different forces we now discuss three examples which illustrate our ideas, not only about the initial creation of institutions during the colonial period, but also the logic of their persistence.

V. Three Examples

So far we have discussed different theoretical approaches to explaining the institutional structure of society, and different mechanisms that might lead institutions to be created, and once created, to persist. To illustrate these ideas in the context of comparative development we now focus on three examples that illustrate the forces at work. Clearly, they do not exhaust either the types of institutions which affect development, nor the circumstances under which particular institutions will or will not arise and persist. Nevertheless, they illustrate the importance of thinking about the origins of institutions and why they persist. 

Party motivated by our previous empirical work on the comparative development in the former European colonies, our focus here will be on how colonialism affected institutions. We will discuss the United States, as an example of institutions of private property, and India and Guatemala as examples of extractive institutions. These three examples specifically illustrate the impact of initial conditions such as population density, disease environment, and indigenous institutions (such as systems of taxation) on early colonial institutions and how these institutions persisted over time. 

V.1. Institution Building in the Early United States


The early history of settlement and institution creation in the United States illustrates several of our main themes. In particular it shows how the initial conditions in the colonies, in terms of mortality risk, development and population density, led to settlement and the creation of good institutions and how these institutions persisted over time.

The Nature of Institutions

There is little doubt that the institutions of the United States approximate our notion of institutions of private property.  These institutions, however, emerged from the interaction of a number of different forces.

The attempt to systematically colonize the United States began with the founding of the Jamestown colony in 1607. Created by the Virginia Company as a commercial venture, in the absence of significant indigenous inhabitants to use as labor, they contracted indentured laborers at prevailing English wages to work for seven years. Early labor conditions were quite onerous, particularly because the Jamestown colony was never an economic success and the company tried various ‘incentive’ schemes, including a highly punitive, almost penal, regime in an effort to make money. Such efforts at labor repression quickly collapsed, however, and by 1619 the Company had created an unusually representative set of institutions for that era: a General Assembly with adult male suffrage.


Subsequently, large land grants were made by Charles I to encourage settlers to move to the Colony, and in 1632 Maryland was given to the second Lord Baltimore (about 10 million acres). The charter also gave Baltimore “virtually complete legal authority over his territory, with the power to establish a government in whatever form he wished” (Galenson, 1996, p. 143). His idea was to attract tenants from Britain and set up a huge manorial system. This approach to colonization was not so different to the one employed by the Portuguese in Brazil. And yet, things were different in North America and, “the manorial organization of Baltimore's colony failed to materialize, as Maryland’s history during the 17th century witnesses the gradual breaking down of rigid proprietary control” (Galenson, 1996, p. 143).


Another important example of early institutional evolution in given by the history of William Penn. Charles II gave Penn the land of Pennsylvania in 1681 and Penn's idea was to attract tenants by giving them free land. However, despite these inducements, Penn also created an oligarchic constitution that made the laws subject only to veto by the King and an assembly elected by landowners. However, the assembly quickly rebelled against the structure of power proposed by Penn and became autonomous. It undermined Penn’s constitutions and he had to abandon the whole enterprise as a failure. He ultimately sold off the land.

The early history of the U.S, therefore shows that although there were attempts to create an oligarchic society with close control of labor, these efforts quickly collapsed. What emerged was a relatively egalitarian society, with representative institutions and where the poorest colonists had access to the law and to some political representation.

Institutional Origins


What factors determined the pattern of early institutions in the United States? A large body of evidence suggests that a key attraction of the northern United States was the relatively attractive disease environment (compared to the Caribbean). Crosby (1986, p. 143-144) notes that the Pilgrim Fathers decided to migrate to the U.S. rather than Guyana because of the very high mortality rates in Guyana.

The way in which the Jamestown, and subsequent colonies were conceived was also affected by the initial conditions in the colony, and highlights the importance of population density (as we emphasized in Acemoglu, Johnson and Robinson, 2001a). With few Amerindians to use as labor and no existing systems of tribute to take over, the only way to make money in the new colony was to induce British labor to move there. However, as Galenson (1996, p. 136-137) notes,

“what the company failed to anticipate...was that its protection was not essential to the workers, would could consequently rebel against their harsh treatment by running away to live with the Indians or simply by starting their own small settlements. Faced with this effective competition for the workers’ labor, the company had to recognize that it did not have the monopsony position it had anticipated as the only employer in the region's labor market and was forced to respond by offering higher wages and better living and working conditions….


The directors of the Virginia company were only the first of many who had to adapt to a world completely unlike the one they knew and had assumed to be universal. 17th century Englishmen lived in an economy in which land had long been scarce and labor abundant, and employers simply took for granted the availability of workers at very low wages. In the course of the settlement of English America, a succession of employers and workers would be surprised by the full social and economic implications of a new world in which factor proportion were radically different.” 

The low population density in the U.S. therefore had a crucial impact on early institutions, directly as well as indirectly by placing effective constraints on the elites who wanted to introduce more extractive institutions. Low population density necessitated the use of indentured labor, but it also made it very hard to control the laborers. It was this factor that was behind the creation of the General Assembly in Jamestown. Our interpretation of this institution would be that it was an institutional way of making commitments to the workers in such a way as to make them stay working for the Company (see Acemoglu and Robinson, 2000b, on the use of democratization by the elites is a commitment device). This view is consistent with Engerman and Sokoloff’s (2001) evidence that in the 19th century it was western states where labor was scarce that introduced universal suffrage first, quite possibly to help attract labor. Low population density also meant that much of North America was attractive for settlers, and via this channel, encouraged settlements. As argued above, greater settlements made the emergence of institutions of private property more likely.

The impact of population continued to be felt after Jamestown. Galenson, (1996, p. 143) notes, “The extreme labor shortage...allowed many early settlers to gain their economic independence from the manorial lords, and establish separate farms...Thus just as in Virginia, in Maryland the colonial labor problem undermined the initial plans for a rigid social hierarchy, as Lord Baltimore's blueprints for a manorial society were largely swept away and early Maryland became an open and fluid society, which offered considerable economic and social opportunity.” 

This situation is in stark contrast to other British colonies, for example in the West Indies. There the arrival of sugarcane in the early 1640's led to the creation of plantations with the use of African slaves. Local British planters did not lose control of their lands. The situation of Maryland, itself reflecting conditions that had made themselves felt in Jamestown, reproduced itself in Carolina, New Jersey and New York. Galenson (1996, p. 144) continues,

“Although the establishment of large estates to be worked by tenants and landless laborers was the initial model on which these proprietary colonies were usually based, the greater economic power conferred on settlers by the New World’s labor scarcity prevented these English tenures and practices from effectively taking hold, and proprietors were often forced to adapt by simply selling their land outright to settlers.”

Galenson’s picture of the early United States, supported by many other historical accounts, demonstrates the large impact of initial conditions in the colony on the institutions that the settlers built. In the U.S. because there was very low population density and no way of extracting resources from indigenous peoples (for example existing tax or tribute systems), early commercial developments had to involve imported British labor. Settlers were in turn happy to come because, relative to other alternatives, North America was relatively healthy and offered much empty land for settlements. Nevertheless, these same conditions made it impossible to profitably exploit such labor whose bargaining power forced elites to extend political rights and create equal access to land and the law.

Institutional Persistence


After this early period the colony grew rapidly, particularly after the spread of tobacco from the 1620’s onwards. The nascent democratic institutions that had been created during the Jamestown colony spread initially because the conditions that gave rise to them were general.
As we noted above, they led to the general introduction of representative institutions. These institutions gave workers access to the land and influence over the laws that governed the colony. Such workers were thus able to cement their property rights through the legal and court systems. 

These early experiences formed the basis for the institutions that created limited government during the colonial period and ultimately resistance to British rule and taxation. They culminated in the Constitution 150 years later. The persistence of these institutions, despite subsequent changes in the conditions that gave rise to them (for example, a rising population density due to high rates of fertility and immigration) seems likely to have stemmed from the fact that they initially represented a significant investment. Once the nexus of institutions such as the assemblies, courts, were created, it was optimal for subsequent elites to stick to them, despite changes in some of the underlying conditions.  Moreover, these early institutions of private property were sufficiently effective to constrain future rulers. In fact, it was one of the explicit aims of the founding fathers of the United States to establish as constraints on future rulers, and a balance of powers between different branches of the government  (e.g., Madison).

V.2. Colonial India 

In contrast to the United States, India did not become a settler colony, but rather a colony of extraction. Like the US, the early exploitation was undertaken by private business interests, particularly the British East India Company (EIC). 

The EIC moved seriously into India after Clive’s defeat of combined Indian and French forces in Bengal in 1757 at Plessy (the year after the ‘black hole’ of Calcutta). This battle was part of the defeat of the French in the Seven Years War and came along with the capture of other formally French possessions such as Canada. The British quickly consolidated their rule in Bengal with the battle of Buxar in 1764. 

The Nature of Institutions

In stark contrast to the institutions of private property in the United States, the early institutions in India approximate our notion of extractive institutions. The initial stages of Company rule in Bengal saw overt plunder of gold, diamonds and other valuables which could be seized from the defeated indigenous leaders. Ray (1998, p. 514) notes “the depletion of food and money stocks in the country arising out of the very high level of taxation with the Company enforced on Bengal and the drain of wealth to Britain.” 

After this early extraction, the British government, anxious to avoid being drawn into a situation which might entail large expenditures, tried to limit this plunder with the introduction of the rule of law following the India Act of 1784, implemented after 1786 by Lord Cornwallis.

Nevertheless, as Washbrook (1999) argues in great detail, this ideal of the rule of law did not hold sway in India. He argues that the expansion beyond Bengal, with the capture of Delhi in 1803 and finally the annexation of the Punjab in 1849, undermined Cornwallis’ vision. Because many scholars believe that property rights were relatively well enforced in British India, is worth quoting at length from Washbrook’s authoritative analysis:

“During these years the military reasserted its effective authority over the civilian branches of government and left its own legacy….on the states’ political character…..

As the military frontier extended into civil society, army commanders were wont to suspend civil justice and enforce the rule of martial law instead...All this put the status of the rule of law at issue. In the newly expanded presidencies of Madras and Bombay, for example, Munro and Elphinstone sought deliberately to curtail the authority of the lawcourts. They combined together the powers of taxation, magistry, and police in the single office of the Collector....insisting that executive officials be immune from legal challenges to their decisions…

Here, as in the colonial Empire more generally, the idea of a rule of law became fatally confused with that of a rule by law…. British-Indian law became less a toll of liberty than an instrument of despotism…While the fuller implications of this position were to become clear only later, for Indian society before 1860 its most obvious consequence was that rights to private property in land...remained indistinct from the state’s revenue rights and therefore equivocal, at least outside greater Bengal…. 

The most crucial element in the structure of the Indian economy was the land revenue system. Parliament made no move to weaken the Company's grip on this. Under the terms of the 1813 Charter Act it sanctioned procedures guaranteeing the Company increased rights of extraction…This system permitted the direct taxation of individual peasants … in ways which facilitated the continuous revision and raising of assessment levels. The economies in these regions were squeezed extremely hard to compensate for the revenue deficiencies of Bengal. Parliament also made no serious effort to touch the range of monopolies which the Company now held over a wide range of the most valuable items of domestic Indian commerce. These included the production of opium, salt, saltpeter, and of high prices woods and minerals, and the rights to retail tobacco, alcohol and betel.” Washbrook (1999 p. 400-402).

The consensus view amongst historians suggests that the EIC, and the extractive institutions it created, had a large adverse effect on Indian economy and society. Ray (1998, p. 508) shows that “what happened in the 18th century was seen by contemporaries as an inqilab,
 an inversion of the existing order in which the high and noble were over thrown and the lowly rose to the top.” There was a large decline in the previous economy and Indian trade links were destroyed by EIC monopolies (see Bayly, 1988, also Marshall, 1998).

There was an expansion of agriculture (subsistence) and de-urbanization. Ray (1998, p. 523) shows data from Habib (1985) on population of large Mughal cities: Dacca: 1800 - 200,000, 1872 - 68,595; Patna: 1811/12 - 312,000, 1872, 158,900; Murshidabad: 1815 - 165,000, 1872 - 46,182.  This economic decline continued for much of the century. Washbrook (1999, p. 395) argues that, “the second quarter of the 19th century witnessed a prolonged depression during which the growth of the colonial port cities of Calcutta. Bombay and Madras were more than offset by de-urbanization and de-industrialization in the hinterland. India's social economy...became increasingly agrarian and peasant based.”


This picture clearly suggests that, in our terminology, the British colonialists, and in particular the EIC, created extractive institutions in India. Why?

Institutional Origins

Unlike the U.S., India was densely populated, and had well developed existing systems of tribute and taxation. This could be exploited easily and without the need to induce British settlement. Evidence of this comes from the fact that, to sustain its predation on Indian society, one element of the strategy of the EIC was to “legitimize its own position in the eyes of a society...in which the Mughal Emperor was still recognized as the only legitimate fountain of honour or dominion.” To do this, “The EIC had to fit into the existing framework of Mughal legitimacy.” Thus the EIC persuaded the Emperor Shah Alam to give them grants of land and the right to raise taxes in Bengal, Bihar and Orissa. This gave the EIC a territory with 20 million people and an annual tax revenue of 3 million pounds (Marshall, 1998, p. 492). As they expanded their rule the EIC attempted to take over existing tax and tributary structures.

Marshall (1998) argues,

“British commercial enterprise, particularly that of the private traders and their Indian allies, could expand within the framework of opportunities offered by local rulers...Political infiltration could later turn to political dominance and eventually outright rule, as the British took over the administrative structures created by the regional states and made them work for their own purposes, drawing taxation into British coffers and bringing troops into British service...The way in which they exercised their power did not at first mark any sharp break with Indian patterns of rule....the British preserved an outward respect for Mughal forms...(and) took..Indian tax administrations and bankers into partnership.” (p. 497)

“Whereas the public revenues in British American colonies consisted of grants, usually grudgingly voted by assemblies, or of the limited customs duties actually levied in the colonies…the East India Company inherited a system of taxation which aimed at taking without their consent one third or even more of the produce of millions of cultivators, and which also laid heavy duties on trade.” (p. 504)

The dense population of India and the prevalence of malaria also made settlement relatively unattractive to potential settlers and in addition the EIC did not need settlers to make money. Marshall (1990) convincingly argues that India was not attractive for British settlers who did not go there despite some attempts to attract them (particularly in the 1830's when William Bentick was governor general). Moreover, the East India Company did not want the settlers. Until 1829 it restricted land holdings outside towns and until 1833 officially blocked migration as the Spanish had done in their American colonies. The EIC did not feel it would be able to control white settlers who would undermine its monopoly rights and trade privileges.  Without European settlers, there were even fewer forces towards the creation of institutions of private property in India.


The Indian evidence is therefore consistent with our emphasis on the importance of such initial conditions as population density and the existing nature of indigenous institutions on early colonial institutions.

Institutional Persistence

Why did the set of extractive institutions introduced by the EIC in India persist after the rule of the EIC in the latter half of the 19th century? Why did it continue even after Indian independence?

Although taxation, particularly the land tax, becomes less important, India continued to pay for half of all the troops in the Empire (250,000). By this time India had also become enmeshed in the triangular trade with British exports going to India, Indian exports (opium, cotton, tea, and indigo) going to China and the Far East, and Far Eastern goods going to Britain. Moore (1999, p. 441) documents that, between 1870 and 1913 India rose from third to first place among Britain’s export markets, as she doubled her share from 8% to 16% of the whole. Some 60% of India's imports came from Britain in 1913, with British textiles accounting for over 1/3 of India's imports on which low customs duties were manipulated to Lancashire's advantage. Elements of the EIC’s mercantilism were therefore preserved.  

Why did the advent of British control not lead to changes in the institutional equilibria? Although the British government relaxed important aspects of the EIC’s extractive policy in the latter half of the 19th century, there continued to exist powerful forces leading to the persistence of extractive institutions. In line with our argument above, even though the EIC collapsed, its 100-year reign had led a large number of Indians and domestic elites to invest in the institutions the EIC had created. Marshall (1990) for example talks about how the EIC induced “new economic forces-commercial communities or a new gentry that dealt with the British-which have been identified as the ‘foundation of the British colonial regime.’” The prosperity of this group of elites rested on the structure of extractive institutions the EIC created. Moreover, by co-opting indigenous taxation systems they strengthened the power of rulers in exactly the same way as later colonial policies of ‘indirect rule’ have been argued to have strengthened the power of the elites through whom the British exercised control (for example, Migdal, 1988). All these people had a vested interest in the persistence of the institutional nexus after 1857. Indeed, Moore (1999, p. 444) concludes, “In 1914 as in 1858 the Raj was ultimately a despotic foreign regime dependent upon military power.” Since, apart from the partition of the colony into Pakistan and India, the independence of India did not involve a large change in existing domestic the social order one could conjecture that these same forces induced persistence after political independence from Britain.

V.3. Colonial and Independent Guatemala


The institutions of colonial Guatemala were similar to those enforced throughout the Spanish Empire. Nevertheless, Guatemala is an interesting example for us because it is a well-documented instance where colonial institutions inimical to development, particularly monopolies, persisted long after the collapse of colonialism.


The Nature of Institutions

The Kingdom of Guatemala was not central to the Spanish colonial Empire which was centered on New Spain (Mexico) and Andean South America. Nevertheless, the same basic set of institutions, such as the encomienda which gave Spanish conquistadors rights to the labor of Amerindians, and a close web of commercial and mercantile restrictions, were imposed there. Coatsworth (1978, p. 92-93) provides a seminal discussion of the development impeding effects of these institutions, arguing that a main obstacle to economic growth was

“inefficient economic organization..[which] refers…to an ensemble of policies, laws and institutions that magnified, instead of reduced, the gap between the private and the social benefits of economic activity. During the colonial period and most of the nineteenth century…either existing laws and practice discouraged more productive enterprise or new laws and practices needed to protect and stimulate more productive activity never developed.


In the colonial period, legal constraints on the mobility of capital and labor inhibited the development of factor markets. Minute public regulation of economic activity for fiscal and other purposes raised start-up costs and discouraged enterprise. The judicial system increased the risks of entrepreneurial activity by failing to enforce a well-defined set of property rights. Fiscal policy made transactions costly, [and] discouraged use of markets as a means of exchanging products…Royal monopolies on the production and distribution of many commodities distorted prices and reduced production. Investment by public authority…in infrastructure or human capital was negligible…


At the apex of this system of government sat the crown, whose power was constitutionally absolute. No rights of citizens and no law, regulation, or settled custom bound the King’s freedom of action in the colonies. All legislation and judicial acts derived their authority from the crown. The King could, and often did, grant individual exemptions from the application of his own laws or issue juridical decisions on appeal that controverted his own decrees in order to take account of the personal merits of litigants. Not infrequently, the King’s ministers, viceroys and appellate courts acted in the same way.”

This basic institutional structure, common throughout the Spanish American colonies, is therefore a classic example of extractive institutions. 

Most of the mercantile restrictions in the colonies were controlled by merchant guilds, ‘consulados de comercio’ which were initially restricted to Mexico and Peru. However, Guatemala got its own consulado in 1793 and this came do dominate both commercial life and economic policy, except for a brief episode in the 1830’s, until it was swept away by the ‘Liberal Revolution’ of 1871. During this period the Consulado dominated economic policy in Guatemala and preserved the set of colonial institutions relatively intact. 

As Woodward (1966, p. 34) notes in his seminal study “the merchants continued to hold their exclusive court privilege until 1871. Little or no change was made in the basic concept of justice before that year. As in the 1790’s, in the 1860’s the wealthy, aristocratic merchants continued to rely on their own court to interpret justice in the best interests of their own class, and in maintaining their leadership over the commerce of the land.”

Clearly then the dominance of the Consulado over economic life meant that no individual had secure property rights who were not a member of this group. Moreover, the fact that members of the Consulado themselves had property rights was not sufficient to promote development in Guatemala. “These powers exercised by the organized monopoly that the Consulado represented enabled the guild to exert influence of sufficient weight in the direction of economic growth to favor the interests of the merchant class above those of the nation as a whole” Woodward (1966, p. 21).

The Consulado blocked road, port and infrastructure construction which was not in their immediate interests and also with an eye to maintaining their stranglehold over commerce in the country. Thus Woodward (1996, p. 79-80) argues that the lack of enthusiasm for ports along the Suchitepéquez coast region was due to its lack of “importance to the merchants of the capital. Moreover, if these ports became too advantageous to the cities of Mazatenango and Quezaltenango, they would have threatened the monopoly of the Guatemalan merchants over the foreign commerce of the nation…The Consulado’s emphasis on port development solely for the benefit of the capital merchant monopoly prevented other areas of the country from developing.” Their attitude towards roads was similar. “To improve the road to Los Altos and the Suchitepéquez coast could have contributed greatly to the existence of a merchant class in Quezaltenango and other Los Altos cities as dangerous competitors of the Consulado merchants; therefore it was to the advantage of the guild to protect its monopoly on trade through San José, on the Escuintla coast.” Woodward (1966, p. 97).

Interestingly then, despite having property rights themselves, the desire of the Consulado to promote prosperity was reduced by the fear of losing their political power, or, in our previous terminology, they feared being political losers.

Institutional Origins

Spanish colonial institutions satisfied the twin goals of allowing the King to control the Empire while generating significant rents for a select elite. To a considerable extent the form that many of these institutions took was also a response to the initial conditions in the Americas – particularly high densities of population and existing tributary systems of taxation and forced labor which could be taken over (see Lockhart and Schwartz, 1983, and our discussion in Acemoglu, Johnson and Robinson 2001a). Guatemala was one of the most densely populated parts of the Empire, but unlike Mexico and Peru it did not have valuable minerals. Moreover, at the time of the conquest, the Mayan civilizations were in complete decline and so tribute systems had collapsed, unlike the situation in the Aztec and Inca states. This meant on balance that, despite the prospect of rents from imposing the encomienda on the Mayan Indians, Guatemala was relatively unattractive. As noted above however, the standard set of extractive institutions was implemented in Guatemala.

Institutional Persistence


Why did independence from Spain in 1821 not change the equilibrium set of institutions in Guatemala? The endurance of the Consulado, and as a result the full gamut of extractive colonial institutions, despite the independence of Guatemala was due to similar reasons to those proposed by Coatsworth (1978) for Mexico (which we quoted in footnote 8 p. 20). As in Mexico “this seemingly paradoxical existence of a royal institution under a republican government is explained by the nature of the government which ruled Guatemala from 1839 to 1871. Republican in form…the monopolistic position of the Consuldao was consistent with the policies and objectives of the regime.” Woodward (1966, p. xiv).

In the 50 years after independence, and particularly during the long dictatorship of Rafeal Carrera from 1839 to 1871 the Consulado continued do regulate all commercial relationships through their own court system and were in charge of promoting economic development and infrastructure. Both our second and third theories of institutional persistence may be relevant to the Guatemalan case. Independence did not lead to a more open or democratic society, but rather was a coup by the narrow Creole elite of Spanish descent. The per-capita rents to this small group of the inefficient extractive institutions were high. Moreover, as the example of the Consulado demonstrates so well, after independence Guatemala was run by the same agents who had previously invested in the extractive institutions set up in the colonial period. Hence, it was optimal for these agents to continue with these institutions.

VI. Conclusions


In this paper we considered the relationship between institutions and comparative development. We argued that the evidence is consistent with the view that institutions, the ways in which society is organized, are a major determinant of economic development. To clarify the relationship between institutions and development we introduced a broad dichotomy between ‘institutions of private property,’ which promote development, and ‘extractive institutions,’ which do not. Where do institutions come from? We proposed a four-way classification of various theories of comparative institutions. We called these: the efficiency view, the incidental institutions view, the rent-seeking view and the inappropriate institutions view. 

Our reading of the evidence suggests that a successful framework for understanding why some countries developed extractive institutions must build on the rent-seeking view, and perhaps combine some elements from the inappropriate institutions view. Using these ideas, we developed a number of comparative static results regarding where we expect institutions of private property to develop, and which society's to end up with extractive institutions.

Party motivated with our previous work, we applied some of these ideas to the emergence of institutions in the former European colonies. In particular, we investigated why institutions of private property emerged and persisted in the United States, and why extractive institutions were introduced and lasted in India and Guatemala.
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� In reaching this conclusion, we exploited the exogenous variation in institutions across former colonies due to mortality rates faced by Europeans at the time of colonization. We argued and documented that Europeans introduced extractive institutions in colonies where they did not settle, while developing effective property rights in colonies where they settled in large numbers. These institutional differences caused by European colonialism persisted even after colonialism ended.





� Witness the current situation in Zimbabwe.


� In the sense that their bureaucracies do not function efficiently, they are corrupt, they are ineffective at raising taxes, etc.


� For example, in the case of Guatemala, which we discuss in more detail below, forced labor was only abolished in 1945.


� Coatsworth’s (1978, p. 95) analysis of the continuity of Mexican institutions after independence supports this view:  “Mexican independence came through a virtual coup d'état by the colony's Creole elite, carried out largely to separate Mexico from the liberalizing process under way in the Mother country... The principal proponent of these conservative efforts was a limited social group of major landowners and industrialists in the center of the country...who had been the principal beneficiaries in the colony of the crown's interventionism or who, like the large merchant houses of the capital, sought to regain privileges the crown itself had abolished in the reforms of the late Bourbon era.” The experience of many other Latin American countries is also similar, particularly the Guatemalan case (see the next section).


� Derived from the root verb qalb (to invert).


� There were attempts by London to reign things in. This was particularly true with respect to international trade monopolies. After 1813 the British government tried to restrict external trade monopolies of the EIC and after 1833 they stopped the monopoly of the China trade.


� See Arnold (1983) for more on why India was not a settler colony.
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