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Objectives

Most economists believe that institutions are the main cause of
cross-country income differences.

In this section you learn:

1. what institutions are
2. which evidence supports the importance of institutions

(an example of IV)
3. about the colonial origin of institutions
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Institutions:
What are they?



Institutions

What are institutions?
Vaguely:

"Humanly devised constraints that shape human inter-
action." (North 1990)
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Examples

Protection of property rights.

▶ Russia: Businesses are routinely “purchased” by politically
connected actors.

Rule of law.

▶ Peru: It takes 290 days to start a small business (paying 2
bribes; De Soto).

▶ USA: 6 days; India: 29 days (World Bank “Doing Business”).

Freedom of speech.

▶ Galileo. Navalny.

... and many more (the key problem)
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How Do Institutions Affect Output?

Reduced return on investment:

▶ bribery
▶ expropriation

Misallocation of resources:

▶ favorable treatment for politically connected firms

Less competition

▶ government monopolies

... and many more channels (the key problem).
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The key problem

There are many institutions that may matter.
There are many channels through which institutions may matter.

Therefore:

▶ It is easy to show the obvious: institutions are important.
▶ It is hard to figure out which institutions are important.
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Evidence: Institutions Matter



Great Divergence

“The Great Divergence.”t Fig. 21 illustrates this point. GDP per person differs modestly

prior to the year 1600 according to The Maddison Project data. For example, GDP per

person in the year 1300 ranges from a high of $1620 in the Netherlands (in 1990 dollars)

to a low of $610 in Egypt. But Egypt was surely not the poorest country in the world at

the time. Following an insight by Pritchett (1997), notice that the poorest countries in the

world in 1950 had an income around $300, and this level—less than one dollar per day—

seems very close to the minimum average income likely to prevail in any economy at any

point in time. Therefore in 1300, the ratio of the richest country to the poorest was on the

order of $1620/$300 ! 5. Even smaller ratios are observed in Maddison’s data prior to

the year 1300.

Fig. 21 shows how this ratio evolved over time for a small sample of countries, and

one sees the “Great Divergence” in incomes that occurs after the year 1600. The ratio of

richest to poorest rises to more than 10 by 1870 (for the United Kingdom) and then to

more than 100 by 2010 (for the United States). Across the range of countries, rapid

growth takes hold at different points in time. Argentina is relatively rich by 1870 and

growth takes off in Japan after World War II. In 1950, China was substantially poorer

than Ghana—by more than a factor of two according to Maddison. Rapid growth since
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Fig. 21 The great divergence. Note: The graph shows GDP per person for various countries. The units
are in multiples of 300 dollars and therefore correspond roughly to the ratio between a country's per
capita income and the income in the poorest country in theworld. Source: Bolt, J., van Zanden, J.L. 2014.
The Maddison Project: collaborative research on historical national accounts. Econ. Hist. Rev. 67 (3),
627–651.

t See Maddison (1995), Pritchett (1997), Lucas (2000), and Pomeranz (2009).

32 Handbook of Macroeconomics

Source: Jones (2016)

Rich countries took off after the Industrial Revolution
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Great Divergence

Implications:
Whatever causes cross-country income gaps

▶ took hold around the time of the Industrial Revolution
▶ has affected countries persistently over centuries
▶ has caused countries to delay industrialization

What force is this persistent? - Institutions.
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Geography

Another highly persistent force: geography.

What do rich countries have in common?
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How to measure institutions?

The problems:

▶ There are many institutions
▶ Institutions are hard to measure (unlike, say, tax rates)
▶ Rich countries have lots of good institutions (correlation)
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Rich Countries Have Good Institutions

not caused by, differences in economic out-
turns—recent research has given particular
prominence to the possible roles played by geo-
graphical and historical influences on institu-
tional formation.4 This research makes use of a
well-established literature on the effects of geog-
raphy on development, which argues that influ-
ences such as location (for example, latitude,
distance from main markets, and access to the
sea), climatic conditions, and resource endow-
ments may have a significant impact on eco-
nomic performance.5 Possible links include the
roles of agricultural productivity, health, and
external trade: for example, latitude and climate
tend to be associated with the prevalence of
pests and diseases; opportunities to trade may be
held back by a landlocked location and long dis-
tances from major markets; and resource-rich
countries may experience limited opportunities
for export diversification.

While not denying the role of geography, a
recent series of papers emphasizes the role of
institutions as the key intermediary between geo-
graphic influences, broadly defined, and eco-
nomic development. As discussed in Box 3.1,
this literature traces current institutional differ-
ences among some countries to historical pat-
terns of colonization and settlement. For
example, a contrast is drawn between countries
where Europeans settled in relatively large num-
bers, compared with those where settlement was
more limited and where a local elite was empow-
ered to extract or manage natural resources. In
the former case, institutional developments
tended to encourage broad-based participation

SOME BACKGROUND CONSIDERATIONS
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Figure 3.3.  Income per Capita and Selected Institutions
(Logarithm of GDP per capita on y-axis; x-axis as stated)

   Sources: Kaufmann, Kraay, and Zoido-Lobatón  (1999); Gurr and Marshall (2000); 
Heritage Foundation (2003); World Bank, World Development Indicators (2002); and IMF 
staff calculations.

The link between income per capita and institutional quality is high, regardless of 
the specific institutional measure used.
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4Some differences are apparent within this work regard-
ing whether geographical and historical variables are
viewed primarily as instruments to get around the possi-
ble endogeneity of direct measures of institutions, or are
given a broader role in the context of theories of eco-
nomic development. For a discussion of this point, see
Rodrik, Subramanian, and Trebbi (2002). In this chapter,
the empirical work in the next section makes use of geo-
graphical and historical variables primarily as instruments
for institutions, rather than as independent determinants
of economic performance.

5See, for example, Diamond (1997), Sachs and Warner
(1995b, 2001), and Gallup, Sachs, and Mellinger (1998).

IMF (2003)
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Market based measures

Companies that advise investors sell measures of institutions quality

▶ e.g. “index of government anti-diversion policies”
▶ e.g. Social Infrastructure by Hall and Jones (1999)
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How About Causality?

We know that correlations do not imply causation.
How can we establish that institutions cause income?
A general problem in economics.

Common approaches:

1. Build a model (not yet feasible for institutions).
2. Natural experiments.

15 / 34



Natural Experiments

▶ Why is it hard to establish cause-effect?
▶ because “other” variables may vary with institutions

▶ The science approach: controlled experiments
▶ vary one variable at a time
▶ hold all others constant
▶ example: medical trials with control groups
▶ rarely feasible in economics
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Natural Experiments

▶ Natural experiments approximate controlled experiments.
▶ Look for historical cases where a “random event” changes a

variable.
▶ Examples:

▶ a war or natural disaster destroys capital – what happens to
output?

▶ countries are divided and adopt different institutions
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Divided countries

Cases:

▶ East & West Germany
▶ South & North Korea
▶ Hong Kong and Taiwan vs. China

In all cases, the democratic / market oriented countries did better
than the communist ones.
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Divided Countries: Korea406 D. Acemoglu et al.

Figure 3. GDP per capita in North and South Korea, 1950–98.

institutions on prosperity. Korea was split into two, with the two halves organized in
radically different ways, and with geography, culture and many other potential determi-
nants of economic prosperity held fixed. Thus any differences in economic performance
can plausibly be attributed to differences in institutions.
Consistent with the hypothesis that it is institutional differences that drive compar-

ative development, since separation, the two Koreas have experienced dramatically
diverging paths of economic development (Figure 3).
By the late 1960’s South Korea was transformed into one of the Asian “miracle”

economies, experiencing one of the most rapid surges of economic prosperity in history
while North Korea stagnated. By 2000 the level of income in South Korea was $16,100
while in North Korea it was only $1,000. By 2000 the South had become a member
of the Organization of Economic Cooperation and Development, the rich nations club,
while the North had a level of per-capita income about the same as a typical sub-Saharan
African country. There is only one plausible explanation for the radically different eco-
nomic experiences on the two Koreas after 1950: their very different institutions led to
divergent economic outcomes. In this context, it is noteworthy that the two Koreas not
only shared the same geography, but also the same culture.
It is possible that Kim Il Sung and Communist Party members in the North believed

that communist policies would be better for the country and the economy in the late
1940s. However, by the 1980s it was clear that the communist economic policies in
the North were not working. The continued efforts of the leadership to cling to these
policies and to power can only be explained by those leaders wishing to look after their
own interests at the expense of the population at large. Bad institutions are therefore

Source: Acemoglu et al. (2005)
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Divided Countries

Limitations:

▶ very few cases
▶ crude: only shows the “obvious point” that autocracies don’t

do well
▶ does not answer the key question: which institutions should

poor countries improve?
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Colonies

Since there are few divided countries, we need another source of
evidence.

Colonies can be used to shed light on:

▶ where do bad institutions come from?
▶ how much do they matter for output?

A remarkable fact: colonial effects persist for hundreds of years.
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Colonies: The Story

A large part of the world was colonized by Europeans after 1500.
In some colonies, democratic institutions were put in place

▶ North America, Australia, New Zealand

In other colonies, dictatorial / expropriating institutions were put in
place

▶ Africa

Today’s institutions are strongly related to those imposed on the
colonies hundreds of years ago.

Can we simply compare GDP between colonies with good versus
bad institutions and be done?
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Colonization as Natural Experiment

To get clean evidence, we need to look for "accidental" factors that
shaped the institutions of colonies.

▶ then we have a natural experiment
▶ some colonies “accidentally” have bad institutions while others

have good institutions
▶ we can estimate the effect of institutions on output by

comparing the two groups
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Where Did Colonizers Choose Bad Institutions?

Colonies come in two types:

1. Poor: Few resources and few people.
2. Rich: Endowed with resources that can be extracted (including

labor).

In poor colonies, the only way to exploit the land is to settle.

▶ Settlers bring institutions which protect their own rights.
▶ Or settlers establish rights with force (USA).

In rich colonies, the most profitable strategy is to expropriate
locals.

▶ Institutions protect the colonial minority’s rights / deny rights
to the local majority.

▶ Forced labor (South America, Africa).
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Implications

This theory predicts a reversal of fortunes.
Among colonies: those who were initially rich should now have

▶ bad institutions
▶ low income

The same should not be the case among countries that were not
colonized.
This idea is due to Acemoglu et al. (2002)
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Evidence: Rich Colonies - Bad Institutions

Ch. 6: Institutions as a Fundamental Cause of Long-Run Growth 415

Figure 12. Urbanization in 1500 and average protection against risk of expropriation 1985–95.

Figure 13. Log population density in 1500 and average protection against risk of expropriation 1985–95.

Source: Acemoglu et al. (2005)
Population density is a proxy for per capita income.
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Reversal of Fortune
Colonies that were rich in 1500 are poor today.

success today. That is, the places that were most successful 500 years ago, as measured by

population density or urbanization, are on average comparatively poor today.

A classic example of this phenomenon, highlighted by Engerman and Sokoloff

(1997), is the New World:

[Latin America] began with—by European standards of the time—vast supplies of land and
natural resources per person and were among the most prosperous and coveted of the colonies
in the seventeenth and eighteenth centuries. Indeed, so promising were these other regions that
Europeans of the time generally regarded the thirteen British colonies on the North American
mainland and Canada as of relatively marginal economic interest—an opinion evidently shared
by Native Americans who had concentrated disproportionately in the areas the Spanish eventually
developed. Yet, despite their similar, if not less favorable, factor endowments, the United States
and Canada ultimately proved to be far more successful than the other colonies in realizing
sustained economic growth over time (pp. 260–261).

These examples suggest that economic success is not permanently given, for example by

geographic endowments, but rather can be changed by the rules that are put in place.

Engerman and Sokoloff (1997), Acemoglu et al. (2002), and others suggest that the insti-

tutions adopted by Europeans in response to these initial conditions influenced subse-

quent growth. In places that were already economically successful in 1500, Europeans

tended to set up “extractive” institutions to transfer the economic gains back to Europe.
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Fig. 32 The reversal of fortune. Note: Former European colonies that were proserous (at least in terms
of population density) in 1500 are on average poorer today rather than richer. Source: Population
density is from Acemoglu, D., Johnson, S., Robinson, J.A. 2002. Reversal of fortune: geography and
institutions in the making of the modern world income distribution. Q. J. Econ. 117 (4), 1231–1294 and
GDP per person is from the Penn World Tables 8.0.

51The Facts of Economic Growth

Source: Jones (2016)
27 / 34



No reversal among Non-Colonies

Ch. 6: Institutions as a Fundamental Cause of Long-Run Growth 411

Figure 8. Urbanization in 1000 and 1500, among former European colonies.

Figure 9. Urbanization in 1500 and log GDP per capita in 1995, among non-colonies.

Acemoglu et al. (2005)
Clearly inconsistent with geography as cause of development.
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Quantifying the Role of Institutions

The idea:
Use variation in institutions across colonies that is “accidental.”
Measure the income differences between colonies with accidentally
good and accidentally bad institutions.
These income differences are caused by institutions.

Details in Acemoglu and Robinson (2001)

▶ The accidental factor is settler mortality
▶ Countries with lots of malaria etc could not be settled, so they

were exploited

Result: Institutions account for the majority of cross-country
income gaps.
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Summary

▶ Ample evidence that institutions are important for Y/L.
▶ Colonies provide a natural experiment that "randomly" assigns

institutions to countries.
▶ Divided countries "prove" that communist institutions reduce

incomes.

▶ Key open questions:
1. Which institutions are important?
2. How much do institutions contribute to Y/L gaps?
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Review Questions

1. Why is the “reversal of fortunes” evidence so compelling?
2. What could go wrong with the colonial evidence?

2.1 Could you tell a reverse causality story?
2.2 Could you tell an omitted variable story?

3. Why is it so hard to figure out which institutions are
important?
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Reading

▶ Jones (2013), ch. 7.
▶ Jones / Vollrath, Introduction to Economic Growth, 4th ed.,

ch. 8

Advanced Reading:

▶ Romer (2011), ch. 3.10.
▶ Acemoglu et al. (2005) lays out the evidence in favor of

institutions as fundamental causes of development.
▶ Hall and Jones (1999) attempt to quantify the role of

institutions using instrumental variables.
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