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11.0 Learning Objectives

After studying this unit, the students shall be able to


Know the concept of institutions in economic development



Define institutions in terms of formal and informal constraints



Understand the characteristics and pre-requisites of good institutions



Explain the effects of economic, political and social institutions on economic
development



Importance of quality of institutions



Examine the role of inclusive and participatory institutions in determining the
levels of development
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Understand the conflict between economic and political groups and its impact
on economic development



Analyze and evaluate the possibilities of improvement in these institutions

11.1 Introduction

This unit is concerned with familiarizing the student with some basic concepts about the
role of institutions in economic development, characteristics of good institutions, quality
of institutions and the pre-requisites of a sound institutional structure. Economic
development is a complex phenomenon involving not only the changes in output per
capita which are related to the physical capita, human capital and technology but also
depends upon social attitude, political conditions and various economic organizations.
One of the fundamental causes which may explain the differences in the levels of
development amongst various countries is differences in these institutions and their role
in affecting economic development of a country. Detailed discussion of these topics is
presented in the sections below.

11.2 Understanding the meaning and concept of institutions in economic
development

The definition of an institution is an established custom or practice, or a group of people
that was formed for a specific reason or a building that houses the group of people.
Marriage is an example of a cultural institution. ... A place where those who are mentally
ill go for treatment is an example of an institution. A commonly accepted definition of
institutions is that they are the formal and informal rules that organise social, political
and economic relations (North, 1990). They are the systems of 'established and prevalent
social rules that structure social interactions' (Hodgson, 2006, p. 2). In his seminal work,
North (1981) defines institutions as “the rules of the game in a society or, more formally,
are the humanly devised constraints that shape human interaction. North further
elaborates those institutions can be interpreted as informal constraints and formal rules.
The informal constraints as “code of conduct, norms of behaviour, and conventions …
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which come from socially transmitted information and are a part of the heritage that we
call culture” (1990, P.36-37). That said, culture inherited in different societies may also
significantly explain why same formal rules have made diverse outcomes in various
circumstances (Cited from Lam, 2010).

Man is a social animal. Being social creature, he has some wants and assigned aims to
comply them. Hence, it can be claimed that institution is that which people adopt to
means for fulfilment of needs and objectives with procedures and behaviour. In simple
words, institution is another word for procedure, convention and arrangements. To put in
the words of E.S. Bogardus, “A social institution is a structure of society that is organised
to meet the needs of people mainly, through well established procedures”. According to
C.H. Cooley, “An institution is a complex integrated organisation of collective behaviour
established in the social heritage and meeting some persistent need or want.” Similarly,
Fichter describes an institution, “As a relatively permanent structure of social patterns,
role and relations that people enact in certain sanctioned and unified ways for the purpose
of satisfying basic social needs”. In the words of Prof. Elwood, “An institution means the
way of rituals of living mutually which are established, accepted and arranged by the
force of community.”

Institution is a way of thought or action of some prevalence and permanence, which is
embedded in the habits of a group or the customs of the people. According to Douglas
North, “Institutions are the rules of the game in a society, or more formally are the
humanly devised constraints that shape human interactions”. Three important features
emerge from here
i.

That these are “humanly devised constraints” which contrast them with others
like geographical factors beyond human control.

ii.

That these are the rules of the game” setting constraints on human behaviour and

iii.

That their effect will be through incentives.

These constraints which have been developed by human beings are in the form of formal
laws or informal constraints like conventions or self-imposed norms. Although formal
Odisha State Open University, Sambalpur
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laws can be changed very easily, the informal rules change very slowly. But it is the
interaction of both that leads to economic development. In fact, institutional economics
combines economics with other social science disciplines like Political Science,
Sociology, Law, Organizational theory and even to anthropology. The purpose to link
development with institutions is to show the relative importance of these institutions in
determining the differences in income between the world’s most developed and the
poorest countries. It is not a new subject that institutions do matter for prospering the
economic activities. Even Adam Smith in his ‘Wealth of Nations’ has referred to the
importance of justice, private property rights and the rule of law in the process of
development. Institutions can differ between societies due to their methods of collective
decision making e.g., in democracy or dictatorship. These can also differ as a given sets
of institutions are expected to and do function differently as the political power lies with
different groups or social classes.

11.3 The role of Institutions in Economic Development

A country’s social and economic institution dominate the process of economic
development. They determine attitudes, motivations and conditions for development. If
institutions are elastic and encourage people to avail economic opportunities and further
to lead higher standard of living and inspire them to work hard, then economic
development will occur.
Broadly these institutions can be classified into
i.

Economic institutions

ii.

Political institutions and

iii.

Social institutions.

Economic institutions do affect economic development directly as they influence
investment in physical and human capital, technological changes and the organization of
production. They not only affect the aggregate growth potential of the economy but the
distribution of resources in the society also. Therefore, they are not only linked with
growth through different degree of efficiency but also through different distributions of
Odisha State Open University, Sambalpur
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the gains this growth. It is because of this influence that all individuals and groups in the
society would not prefer the same set of institutions. This leads to a conflict of interest
over the choice of institutions among various groups. Political institutions allocate
political power and those who hold political power influence the development of
political institutions. They try to maintain those institutions which give them political
power (Cited from Lam, 2010).

The interaction between the two will create a mechanism of persistence those who are
getting more resources will have more political power and will push for such economic
and political institutions which are favourable to their own interests. While political
institutions work through political power economic institutions of markets,
infrastructure, financial organizations, property right and economic organization like
planning etc. have their influence through costs, return on investment, distribution of
resources cooperation and increased social capital. In Harket Organizations, buyers and
sellers meet to determine the prices of commodities. The rational prices thus determined
are good indicators of decision making and help in allocation of resources. To take
advantages of opportunities for trade with different groups and increase the size of
economic transactions only cultural ties are not enough. There is a need for institutions
like organized markets which ensure agreements on the details of exchange and
compliance to agreed conditions which will include contracts, codes of conduct,
standardized weights and measures and enforcement through law etc.

Institutions which provide all these facilities reduce the transaction cost the bargaining
costs and the enforcement costs and are thus conducive to economic development. In
most of the less developed countries particularly in their agricultural sector the markets
are unorganized where the producers are not able to take risks through long term contracts
therefore, they restrict output and investment to take advantages of trade opportunities
and increase the size of the market. There is a need for greater information about trading
partners and those institutions which ensure agreements on exchange and implementation
of the agreed conditions. The institutions of private property rights increase the security
so that the risk in any economic transaction is matched by the appropriation of its
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benefits. If this right is protected individuals are more willing to invest and even to incur
sunk costs.

The study of land ownership system in Ghana shows that where individual perception
of security of land tenure is low, investment in land is reduced and output thereby drops.
The protection of property rights requires a greater role of state for which individuals and
groups are ready to sacrifice some degree of freedom. They are ready to pay taxes and
accept state monopoly for common security. But here also the risk is that the states which
have the power to enforce property rights may use that power to expropriate property too.
Thus, only the property rights are not sufficient to improve the pace of economic growth.
This institution can be effective only when it is balanced by institutions which limit the
extractive capacity of state. It will need independent parliament and judiciary and
democratic institutions strongly contribute to this process. Countries which have faced
colonial domination suffer from such extractive institutions which have outlived even
after gaining of independence. Their control has been taken over by the local elites and
the effects of these lie deep in the socio-economic fabric of these societies. Even in India
the region where zamindari system has not been prevailing during the British period
exhibit higher agricultural yield more school & hospitals etc. due to the development of
more cooperative social relationships.

The institutions matter a great deal in determining the level of development as inclusive
and participatory institutions increases not only the flow of information but also help
increasing the resources. The financial system which helps in economic development
includes many institutions and the mechanism which generates more savings and help in
its mobilization and effective distributions among those who can use it for investment.
The banking and financial institutions if working effectively can bridge the gap between
those who save and those who invest for capital formation. The insurance sector by
bearing a part of the business risk can also help in inducing development activities. The
pace of development is also affected by the strategy of organizing the process of decision
making.
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Economic planning is one such institution which helps this process not only in
communist countries but even in those economics where the concept of democratic
planning has been adopted. Although the scope of democratic planning is limited yet its
impact on growth and development cannot be ignored. The purpose of economic
planning here is to reconcile the conflicting interest so that they sub serve the national
interests. Its success would depend upon
i.

The extent to which public sector is able to pursue the socially desirable goals.

ii.

The extent to which the state is able to guide the private sector to follow these
goals.

iii.

The extent to which the state is able to check the distortions in investment
decisions.

The welfare state is another example of an institution which pools resources to limit the
negative effects of trade cycles on incomes and employment in an economy. The political
environment and the decisions of the government help in providing more funds for
investment in infrastructure which is an essential. Pre-condition for economic growth. It
is not only economic infrastructure in the form of transport communication and power
etc. but investment in education, health and information sector is also necessary which
will be complementary to private investment.

Informal institutions like public agencies, trade unions, community structures and
professional associations also help in promoting the growth process. Besides in less
developed countries the provision for safe drinking water and sanitation has to be made
under expanded social infrastructure. The declining state expenditure on social
infrastructure in these economies is creating a social relationship which is not conducive
to economic development. Moreover, there is a need for political stability which can
generate faith of the people in the programs and policies of the government. It is this faith
which drives the people to make investment in various fields of economic activities. The
impact of economic institutions is sometimes limited by negative social institutions. The
caste system, the joint family system and the laws of inheritance etc. have their powerful
negative effect on economic development in a country like India. The required changes
in these institutions bring social dynamism which is a critical parameter of change in the
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context of development. Similarly, religious outlook and the aspirations of people are
some other areas which should be looked into as Prof W.A Lewis puts, “A country may
either commit suicide by adhering to dogmatism or simulate the process of growth by a
rational outlook towards religious faith”.

It is clear, therefore, that institutions do play an important role in the process of economic
development. Since these are humanly devised constraints and are both formal and
informal in nature, these can support or can put obstacles in the path of development. The
question which emerges is that if institutions are so important for economic growth why
do some societies choose and maintain these dysfunctional institutions. The answer to
this question lies in the relationship between economic institutions, political power and
political institutions.

11.4 Economic and political Institutions

The IMF (2005) extends North’s definition of institution by stressing the interrelationship
between economic and political institutions. The term political institution refers to
institutions that shape the incentives of the political executive and determine the
distribution of political power, which includes the ability to shape economic institutions
and the distribution of resources. Economic institutions, by determining the relative
affluence of various groups of society, also help shape political institutions. Good
economic institutions are most likely to flourish in a “rent-free” environment, in which
small groups are not able to take advantage of a monopoly position in a particular industry
or activity, or privileged access to natural resources. More importantly, good economic
institutions are also likely to be accompanied by good political institutions. If political
power is broadly shared and subject to checks and balances, there is much less risk that
those with political power will take advantage of their position to extract rents
themselves.
Economic institutions not only matter because they influence investment in physical and
human capital, technology and organization of production, but they also determine the
distribution of resources in the society. The problem arises when the economic
Odisha State Open University, Sambalpur
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institutions may lead to a conflict of interest among various groups and the political
power of different groups decides about the choice of economic institutions. When a
particular group is rich relative to others it will increase its political power and will be
able to push for those economic and political institutions which are favourable to its own
interests. It is due to this persistence that reforms become so difficult. But despite this
persistence, there is a potential for change in terms of shocks to the political power in
terms of new technologies and the international environment. This may generate major
changes in political institutions leading changes in economic institutions and thus to
economic growth. It is therefore very important to focus on the political institutions and
the distribution of political power along with economic institutions while deciding about
the potential institutional reforms. Moreover, a direct reform in a specific economic
institution may be ineffective and may even backfire as there are different ways and
instrument to achieve any goal. Taking away one instrument without changing the
balance of power can lead to just a replacement of one instrument with the other.

Historically, various countries while attempting institutional reforms have faced various
problems and have remained unsuccessful in such reforms. Nevertheless, countries do
change their institutions and move into different development paths. The obvious
examples in the post-World War II are Taiwan, China in late 1950’s, Singapore. The
Republic of Korea and Botswana in 1960 and Chile and Mauritius in 1970’s. Britain also
underwent an important process of institutional changes successfully, firstly in the 17th
Century and then in the 19th Century. These changes in various countries took place both
under the authoritarian regime as well as under democracy. The obvious result of the
discussion above is that one of the main determinants of cross-country differences in
income per capita is the differences in institutions. These differences in institutions are
the outcome of different collective choices which further reflect the different in political
institutions and distribution of political power. Although it is a difficult task to change
these institutions and thereby to solve the problem of poverty and inequality yet there are
examples that countries do reform their negative institutions and solve the problem of
stagnation and move to rapid rates of economic growth. The example of economic
development of China after 1978 shows that this takes off was the result of the
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institutional and policy reforms. Growth did not occur in China because some
geographical constraints were removed or their culture changed but growth occurred
because more power came in the hands of those who wanted to push through reforms.

11.5 The characteristics and pre-requisites of good institutions

The main characteristics of good institutions are as under:
i.

Institutions are purposive in the sense that each has its objectives or goals to
satisfy social needs.

ii.

They are relatively permanent in their structure.

iii.

They tend to become traditional and enduring.

iv.

Each institution is a unified structure and functions as a unit.

v.

The institution is necessarily value laden and tends to become a code of conduct.

vi.

Each institution is affiliated and derive rights from some or other society.

11.6 Quality of institutions

Institutional quality is a broad concept that captures law, individual rights and highquality government regulation and services. Institutional quality and economic
development reinforce each other over the longer term.

11.7 Let Us Sum Up

It is therefore evident that institutions determine the degree to which the environment is
conducive to cooperation and increased social capital. Inclusive and participatory
institutions not only increase the flow of information but also help to pool resources to
reduce the risk and ensure substantial levels of wealth. But history of various countries
shows that there are serious problems in promoting these economic and political
institutions and changes in one may seriously affect the other inversely. It is due to this
relationship the one must be very cautious in promoting reforms as reforms in one area
may lead to the problems in another area. Due to this there are challenging problems for
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those who wish to solve the problem of poverty in less developed countries.
Nevertheless, since there are examples of rapid take off in those economics where
institutions particularly political changes have taken place. We can end by giving an
optimistic note that if the problem is understood. Particularly at the political level one
can develop interventions that can turn poor societies prosperous.
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11.9 Model Questions

A. Short Questions (Answer each question in about 150 words)
Q 1: Briefly discuss the meaning and concept of institutions in economic development.
Q 2: What are the characteristics of good institutions? Explain briefly.
Q3: How do institutions affect economic development?
Q4: How can economic institutions influence day to day living?
B. Long Questions (Answer each question in about 300-500 words)
Q 1: Discuss the role of Institutions in Economic Development?
Q2: Explain the broad classification of institutions in detailed.
Q3: Why institutions are important for economic growth and which ones are important?

Odisha State Open University, Sambalpur

Page 12

11.10 Text book:


Todaro, Michael P and Stephen C Smith (2006): Economic Development, 8th
Edition, Pearson

11.11 Reference Books:


Debraj Ray (2009): Development Economics, Oxford University Press.



Thirlwall, A P (2011): Economics of Development, 9th Edition, Palgrave
Macmillan
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12.0 Learning Objectives

After studying this unit, the students shall be able to


Understand the different measures of institutions



Know the concept of aggregate governance index, Aggregate Governance
Indicators



Understand property rights and risk of expropriation



Explain the role of democracy in economic development



Analyze and evaluate the role of markets and market failure.

12.1 Introduction

This unit is concerned with familiarizing the student with some basic concepts and
understanding about the different measures of institutions such as aggregate governance
index, Aggregate Governance Indicators, property rights and risk of expropriation. This
unit also explain the role of democracy in economic development, role of markets and
market failure. Detailed discussion of these topics is presented in the sections below.

12.2 Different measures of institutions

The measuring of certain institutions, whether political (democracy, administrative
organisation, etc.) or legal (in areas such as legal or constitutional monitoring of the state,
the courts, the independence of the judicial system) has recently been developed in
macro-economic or in the framework of New Comparative Economics. And other
noteworthy questions about institutional conditions have been raised in development
economics or by the variety-of-capitalisms approach.
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12.3 Aggregate governance index

Governance is the two-way interaction between government and the broader sociopolitical or, even more broadly, socio-cultural system. To measure broad economic
institutions, there is uses of four World Bank Worldwide Governance Indicators (WGIs):
for government effectiveness, regulatory quality, the rule of law and control of corruption
(the remaining two indicators – voice and accountability and political stability and
absence of violence – reflect primarily.
The World Governance Index (WGI) is an indicator developed in 2008 by the Forum for
a new World Governance (FnWG). It aims to provide, year on year, a precise image of
the situation of world governance and of its evolution. Based on the picture it provides
on where the world and its individual countries stand in terms of governance, this index
is intended to allow those in charge of governance to raise the appropriate questions when
thinking about solutions and remedies for what constitutes one of the major problems of
the 20th century. Developing a set of indicators in order to produce a World Governance
Index (WGI) is a long and complex undertaking. The idea is to measure a contemporary
concept which, in spite of the fact that it is historically rooted, that there are frameworks
in which it is currently applied, that it is implemented by identified actors, and that there
is agreement on the diagnosis of its afflictions, it is as yet far from having been
"stabilized."

12.4 Aggregate Governance Indicators

The major way of exploring the possible future of the three dimensions of governance is
separately to use the two variables that represent each. But it is also useful to have more
aggregate indices, first for each dimension and also across the three. The governance
security index (GOVINDSECUR) is computed as an unweighted average of internal war
probability (SFINTLWAR) and governance/society performance risk (GOVRISK).
Similarly, the governance capacity index (GOINDCAP) is an unweighted average of
government revenue (GOVREV) as a portion of GDP and government corruption, while
the

governance

inclusion

index
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(DEMOCPOLITY) and gender empowerment (GEM). The overall governance index
(GOVINDTOTAL) is a simple average of those across dimensions (see detailed in flow
chart).

Aggregate Governance Indicators: Flow Chart
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12.5 Understanding Property rights

Property rights explain the legal and intellectual ownership of assets and resources and
one can make use of the same. These assets and resources can be either intangible or
tangible in nature, and the owner can be government, individuals, and businesses. The
fields of economics and law do not have a general consensus on conceptions of property
rights. Various property types are used in law but the terminology can be seen in
economic reports. Sometimes in economics, property types are simply described as
private or public/common in reference to private goods (excludable and rivalrous goods,
like a phone) and public goods (non-excludable and non-rivalrous goods, like air)
respectively. In some countries, including developed ones, such as the United States of
America and the United Kingdom, individuals can ascertain their rights over private
property or the rights of private persons to collect, delegate, sell, rent, or hold their
property. In finance, property rights constitute the base for all market-related exchange.
The rights of property allocation in a community impact the quality of the resource use.

A property can be secured only by following the set of laws and regulations that are
enforced by the government. These laws establish the rights of ownership and the kind
of hold one gets on possessing the same. 'Property' is used very expansively here and the
kind of legal security that some types of properties possess generally vary across regions
and jurisdictions. Generally, a property is held by individuals and association of a few
people. The property rights and ownership of a property can be claimed through
copyrights and patents to protect the following:
i.

Diminishing supplies, such as land and natural resources.

ii.

Living beings other than humans, such as birds, cats, dogs, and horses.

iii.

Intellectual properties, such as novels, literature, inventions, and ideas.

12.6 The purpose of property rights
The fundamental purpose of property rights, and their fundamental accomplishment, is
that they eliminate destructive competition for control of economic resources. WellOdisha State Open University, Sambalpur
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defined and well-protected property rights replace competition by violence with
competition by peaceful means.

12.7 Types of Property

Below is a list of the several property types defined and their relation to the economic
concepts of excludability (the ability to limit the consumption of the good) and rivalry (a
person's consumption of the good reduces the ability of another to consume it).

i.

Property rights can be categorized with excludability and rivalry.
Excludability describes the characteristic regarding whether a good can be
withheld from certain consumers. In terms of the same good, rivalry describes its
accessibility to competing consumers. The combination of excludability and
rivalry as parameters is reflected through various types of property rights.

ii.

Open-access property is owned by nobody. It is non-excludable, as excluding
people is either impossible or prohibitively costly, and can be rivalrous or nonrivalrous. Open-access property is not managed by anyone, and access to it is not
controlled. This is also known as a common property resource, impure public
good or a common pool resource. Examples of this can be air, water, sights, and
sounds. Tragedy of the commons refers to this title. An example would be
unregulated forests as there's limited resources available and therefore rivalrous,
but anyone may access these resources. If non-rivalrous, it would be a public good
(cannot be rivalrous, no matter how much it is used, for example, the ocean
(outside of territorial borders)). Open-access property may exist because
ownership has never been established, granted, by laws within a particular
country, or because no effective controls are in place, or feasible, i.e., the cost of
exclusivity outweighs the benefits (Encyclopedia of Law and Economics)

iii.

Public property (also known as state property) is excludable and can be rivalrous
or non-rivalrous. This type of property is publicly owned, but its access and use
are managed and controlled by a government agency or organization granted such
authority. For example, a government pavement is non-excludable as anyone may
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use it but rivalrous as, the more people using it, the more likely it will be too
crowded for another to join. Public property is sometimes used interchangeably
with public good, usually impure public goods. They may also be a club good,
which is excludable and non-rivalrous. An example would be paying to go to an
uncongested public bathroom, as the price excludes those who can't afford it but
there is ample utilities for more people to use making it non-rivalrous.
iv.

Private property is both excludable and rivalrous. Private property access, use,
exclusion and management are controlled by the private owner or a group of legal
owners. This is sometimes used interchangeably with private good. An example
would be a cell phone as it only one person may use it, making it rivalrous, and it
has to be purchased, which makes it excludable. The three basic elements of
private property are (a) exclusivity of rights to choose the use of a resource, (b)
exclusivity of rights to the services of a resource, and (c) rights to exchange the
resource at mutually agreeable terms.

v.

Common property or collective property is excludable and rivalrous. Not to be
confused with common property in reference to economics, this is in reference to
law. It is property that is owned by a group of individuals where access, use, and
exclusion are controlled by the joint owners. Unlike private property, common
property has multiple owners which allows for a greater ability to manage
conflicts through shared benefits and enforcement. This would still be related to
private goods. An example of common property would be any private good that
is jointly owned.

12.8 Rights of Private Property

Rights over private properties are one of the most important components of a capitalist
economy, moral philosophies, and legal systems. In a regime of private property rights,
individuals should have the capability to keep others away from using their properties.
Any privately owned property or resource is prone to rivalry. This means that a single
owner may have the legal rights and claim of title over the property. Private property
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owners will have the legal rights to make use of the property they own to their benefits.
Private owners can exchange the resources on their wish.
The improvement and extension of private property rights is a key aspect of the
development process. Assumptions about well-defined property rights underlie the core
welfare results of economics concerning the role of competitive markets. Concerns about
effective property rights are at the centre of the institutional approach to development
economics, requiring an explicit departure from this frictionless world where property
rights are well defined and enforced.

12.9 Property Rights Theory

Property rights theory is an exploration of how providing stakeholders with ownership
of any factors of production or goods, not just land, will increase the efficiency of an
economy as the gains from providing the rights exceed the costs. A widely accepted
explanation is that well-enforced property rights provide incentives for individuals to
participate in economic activities, such as investment, innovation and trade, which lead
to a more efficient market. Implicit or explicit property rights can be created through
government regulation in the market, either through prescriptive command and control
approaches

(e.g.

limits

on

input/output/discharge

quantities,

specified

processes/equipment, audits) or by market-based instruments (e.g. taxes, transferable
permits or quotas), and more recently through cooperative, self-regulatory, postregulatory and reflexive law approaches. In economics, depending on the level of
transaction costs, various forms of property rights institutions will develop. In
economics, an institution is "a complex of positions, roles, norms and values lodged in
particular types of social structures and organising relatively stable patterns of human
activity with respect to fundamental problems in producing life-sustaining resources, in
reproducing individuals, and in sustaining viable societal structures within a given
environment". [Johnathon Turner, The Institutional Order]. For specificity in the case of
economic property rights, this is a system or structure that has value and stability.
Transaction costs are the costs of defining, monitoring, and enforcing property rights.
Each institutional form can be described by the distribution of rights.
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12.10 Understanding Risk of expropriation

Concept of expropriation: Expropriation is the governmental seizure of property or a
change to existing private property rights, usually for public benefit. Expropriation is a
process through which the government or other public bodies have the ability to acquire
land that is privately owned without the permission of the property owner. If a
government wants to acquire land without the landowner's consent, it must do so in
accordance with the Expropriations Act. An expropriation is the unilateral acquisition of
privately owned property by the State for a public purpose. Expropriations generally
occur for a public purpose such as the construction of a road or power plant, and are
accompanied by compensation.

Types of expropriation: Two forms of expropriation can be distinguished: Direct
expropriation, which entails “forcible appropriation by the State of the tangible or
intangible property of individuals by means of administrative or legislative action.” The
determination of whether an action or series of actions by a Party, in a specific fact
situation, constitutes. an indirect expropriation, requires a case-by-case, fact-based
inquiry that considers, among other factors: the economic impact of the government
action. The most obvious way to minimise expropriation risk is to ensure there is local
equity investment in projects and to borrow money from local banks – so that there is
local skin in the game, so to speak, should a contentious nationalisation occur. While the
full effect of an expropriation is visible immediately, the costs of transfer restrictions
accrue over time. Firms' costs increase the longer restrictions stay in place. Over time,
costs can rise to a level that drive foreign firms out of business or out of the country.

12.11 The role of democracy in economic development

Democracy: Following Independence India adopted a democratic system of governance.
Institutions of democracy in India in fact began to grow during the colonial rule. They
evolved through various Acts of the British India Government and as a result of the
demand within India and a section in England. The provisions of democracy found their
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place in the Government of India Acts of 1909, 1919 and 1935. Following the
deliberations within the Constituent Assembly, democracy was introduced in the postindependence India in 1950 with coming into effect India's Republican Constitution.
Democratic government, which is elected by and accountable to its citizens, protects
individual rights so that citizens in a democracy can undertake their civic obligations and
responsibilities, thereby strengthening the society as a whole. Democracies are expected
to produce development. (ii) Development depends upon many factors, i.e., size of
population, global situation, cooperation from other countries, etc. Democracy leads to
economic growth through cumulation of social and economic capabilities. Acemoglu et
al. (2019) argued that democracy leads to economic reforms, higher investment,
improved provision of schooling and healthcare, and lower social unrest, all of which
support economic growth.
Development: Development is a recurrent theme in the discussion on democracy and
social change. The concept has been used mainly by the sociologists and political
scientists on the one hand, and by the economists on the other. The sociologists and
political scientist use it as a modernisation paradigm. which became popular to discuss
the political and social change in the developing countries, liberated from the colonial
folk. These changes were considered as development and modernisation, which indicated
towards the process of nation - building or nation-state building, formation of political
institutions (political parties, interest groups etc.), introduction of universal adult
franchise and periodic election, written or unwritten constitution and level of
urbanisation. The modernisation or development theories, influenced by behaviouralism
were mainly concerned with the question as to how a system maintained itself by
accommodating various segments of the system. It gave no space to the possibility of
change or break-down of the system as a result of the challenge from within it. Amartya
Sen has provided an alternative model of development. For him the per capita income
and the GNP are important but not enough indices of development. Development in the
real sense of the tern1 means developing the human capabilities among the people and
entitlements in terms of education, health, infrastructure and liberty.
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Democracy and economic development
The debate on the relationship between democracy and development has dealt with two
questions: are they compatible with each other? Or are they inimical to each other?
Niraja Jayal asserts that this debate in India has been "somewhat misconceived". It has
basically been engaged by the economists. Deepak Nayyar argues that in India there has
been tension between economic development and political democracy. There is inclusion
of the people, especially the poor, in the democratic processes but they have been
excluded from the market. The market has seen the exclusive predominance of the elite.
The state has been mainly concerned with the management of the interests/conflicts of
the elite. During the post-Independence period, the role of the state vis-a-vis management
of the conflicts and towards the interests of the people, especially the poor has passed
through three phases - from 1947-1966,1967-1990, and from 1990 onwards. The first
phase was marked by the prominent role of the state, which was able to reach the
consensus of various interests. In the second phase, there was an erosion in the
effectiveness of the state and the consensus model, The state made political efforts to
accommodate the rich peasants, and resorted to populism and patronage for managing
interests of various classes. This phase also saw decline in the poverty to some extent.
The third phase known as the phase of liberalisation, is marked by the erosion in the
credibility of the state, and rising role of market. It is happening along with politics of
liberalisation. 1n Nayyar's opinion for the first time in India economics of liberalisation
and politics of empowerment are moving in the opposite directions.

The people have the political rights but cannot participate in the market as they lack
entitlements and capabilities. There is no attempt by the state to mediate or reconcile
different interests. In such a situation, where the state cannot play an effective and
mediating role, he suggests that the civil society can intervene. Amartya Sen has provided
an unequivocal perspective on development and democracy. They are not incompatible.
Rather democracy and development are complimentary to each other, Democracy is
possible if people in a society have the entitlements and poses capabilities which enable
them to be part of the democratic process. Freedom, which is an essential ingredient of
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democracy, promotes development in terms of entitlements and the capabilities of
people.

Development is also contingent upon democracy. Pranab Bardhan argues that
democracy and development are irreconcilable. There are main proprietary classes in
India - industrial capitalist class, rich farmers and the professionals in the public sector.
Their interests are in conflict and the state plays a mediating role among them. At the
same time there is a "turmoil from below" - the assertion of various disadvantaged
groups. There is a conflict between their interests and those of the propertied classes.
There is also an anti-reform streak in the mobilisation of various groups. This makes the
atmosphere hostile for economic reforms. Those who argue about the incompatibility of
democracy and development refer to the countries of South East Asia where real
development has taken place in the undemocratic regimes.

12.12 Understanding Role of markets and market failure

Market failure is the economic situation defined by an inefficient distribution of goods
and services in the free market. Furthermore, the individual incentives for rational
behavior do not lead to rational outcomes for the group. Put another way, each individual
makes the correct decision for him/herself, but those prove to be the wrong decisions for
the group. In traditional microeconomics, this is shown as a steady state disequilibrium
in which the quantity supplied does not equal the quantity demanded. In neoclassical
economics, market failure is a situation in which the allocation of goods and services by
a free market is not Pareto efficient, often leading to a net loss of economic value. Market
failures can be viewed as scenarios where individuals' pursuit of pure self-interest leads
to results that are not efficient– that can be improved upon from the societal point of
view. The first known use of the term by economists was in 1958, but the concept has
been traced back to the Victorian philosopher Henry Sidgwick. Market failures are often
associated with public goods, time-inconsistent preferences, information asymmetries,
non-competitive markets, principal–agent problems, or externalities. The existence of a
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market failure is often the reason that self-regulatory organizations, governments or
supra-national institutions intervene in a particular market.

Economists, especially microeconomists, are often concerned with the causes of market
failure and possible means of correction. Such analysis plays an important role in many
types of public policy decisions and studies. However, government policy interventions,
such as taxes, subsidies, wage and price controls, and regulations, may also lead to an
inefficient allocation of resources, sometimes called government failure. Most
mainstream economists believe that there are circumstances (like building codes or
endangered species) in which it is possible for government or other organizations to
improve the inefficient market outcome. Several heterodox schools of thought disagree
with this as a matter of ideology. An ecological market failure exists when human activity
in a market economy is exhausting critical non-renewable resources, disrupting fragile
ecosystems, or overloading biospheric waste absorption capacities. In none of these cases
does the criterion of Pareto efficiency obtain.

If markets fail due to imperfect information, the state will only be able to assist in
overcoming the failure if it is better informed than the various private market participants,
ie if it can access the necessary information at a lower cost than they can. The primary
means by which market failure can be corrected is through government intervention. This
requires the government to pass legislation, such as antitrust policies, and incorporate
various price mechanisms, such as taxes and subsidies.

12.13 Summing up

In this unit, we have discussed some basic concepts and understanding about the different
measures of institutions such as aggregate governance index, Aggregate Governance
Indicators, concept, types and theory of property rights and risk of expropriation. This
unit also discussed the role of democracy in economic development, role of markets and
market failure. In this unit, we have discussed that there are two contradictory viewpoints about the assessment of democracy and development in India - these have
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succeeded and these have failed. The assessment of democracy and development is
related to the meanings of these phenomena. Development is viewed in two ways- -one,
in terms of modern political institutions; two, in terms of the availabilities of the
entitlements and capabilities to the people. There are two opposite opinions even about
the compatibility of development and democracy.
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12.15 Model Questions

A. Short Questions (Answer each question in about 150 words)
Q 1: Briefly discuss the concept of development and its relations with democracy.
Q 2: What are the characteristics of property rights? Explain briefly.
Q3: How do you define aggregate governance index?
Q4: Explain the different rights of private property?

B. Long Questions (Answer each question in about 300-500 words)
Q 1: Discuss in detail about the risk of expropriation?
Q2: Evaluate the on-going debate on democracy and development.
Q3: What are the different types of market failure?

12.16 Text book


Todaro, Michael P and Stephen C Smith (2006): Economic Development, 8th
Edition, Pearson

12.17 Reference Books


Debraj Ray (2009): Development Economics, Oxford University Press.



Thirlwall, A P (2011): Economics of Development, 9th Edition, Palgrave
Macmillan
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UNIT – 13 REQUIREMENTS FOR OPERATION OF EFFECTIVE PRIVATE
MARKETS
STRUCTURE
13.0 Learning Objectives
13.1 Introduction
13.2 Institutional and cultural requirements for operation of effective private markets
13.3 Different market facilitating conditions
13.4 Limitations of markets in LDCs
13.5 Economics of corruption: concepts and problems
13.6 Relationship between corruption and economic development
13.7 Summing up
13.8 References
13.9 Model Questions
13.10 Text book
13.11 Reference Books
13.0 Learning Objectives

After studying this unit, the students shall be able to


Explain the institutional and cultural requirements for operation of effective
private markets



Understand the different market facilitating conditions



Explain the limitations of markets in LDCs
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Understand the relationship between economics of corruption and economic
development



Analyze and evaluate the problem of corruption

13.1 Introduction
This unit is concerned with familiarizing the student to understand institutional and
cultural requirements for operation of effective private markets. This unit explain the
different market facilitating conditions as well as the limitations of markets in LDCs.
This unit also explain the relationship between economics of corruption and economic
development, and various problem of corruption.
13.2 Institutional and cultural requirements for operation of effective private
markets
Institutions of a market economy described as property rights, honest government,
political stability, dependable legal system, and competitive and open markets. The
requirements regarding the coevolution of the institutional and cultural background are
crucial to the development process of an economy. When institutions and culture
coevolve in an optimal pattern, economic growth is facilitated. In contrast, when
institutions and culture deviate from the optimal pace of coevolution, incompatible
alterations of institutions and culture may end up causing an inability of the policy
designers to implement the required changes in institutions and/or cultural behaviours.
Contemporary markets do an amazing thing; they allow many separate decision makers,
acting on decentralized information, to coordinate their behavior, resulting in highly
complex patterns of economic activity. However, in order for markets to operate
smoothly, they depend on a number of social, physical, and legal institutions. An
institution refers to a way of structuring human activities, based on customs, culture,
infrastructure, and laws. An institution can be a physical location, such as penal
institutions (prisons), mental institutions (psychiatric hospitals), or institutions for
residential care of elderly persons (nursing homes). However, an institution in an
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economic sense need not be a physical structure. It can also refer to the ways that custom,
culture, and law’s structure human activities. For example, the institutional structure of
health care in the United States as one that relies on private care for many working-age
adults, Medicare for older adults, and Medicaid for many low-income individuals. This
institutional structure also includes the federal and state laws regarding health care and
health insurance, as well as customary procedures for doctor visits. Many institutions
help markets work more smoothly. For example, credit cards are an institution that
facilitates purchases without the use of cash. Consumer protection laws are an institution
that defines certain exploitative business practices as illegal. The ability to return
purchased items for a refund can also be viewed as a widely accepted institution.
The viewpoint that “the customer is always right” has become a cultural institution in
some countries, dating back to the early twentieth century. Institutions that facilitate the
functioning of markets classified into four broad groups:
i.

Institutions related to property and decision making

ii.

Social institutions of trust

iii.

Infrastructure for the smooth flow of goods and information

iv.

Money as a medium of exchange.

Institutions related to property and decision making
For markets to work, people need to know what belongs to whom. Ownership is usually
defined through systems of property rights set out in law and enforced by courts and
police. Private property is the ownership of physical or financial assets by
nongovernment economic actors. Actors must also be allowed to make their own
decisions about how to allocate and exchange resources. Prices, in particular, must not
be controlled by a central planning agency; generally, they should be set by the
interactions of market participants themselves. The institutions of private property and
individual decision making exist both formally, in codes of law, and informally, in social
and cultural norms. For example, some Western economists expected markets to grow
quickly in the countries of the former Soviet Union as soon as communism was
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dismantled and opportunities for markets opened up. This failed to occur, partly because
many people living in these countries were accustomed to being told by the state where
to work and what to do. Norms of individual initiative and entrepreneurship, it turns out,
do not just arise naturally but need to be fostered. Nor did other sorts of market
infrastructure appear quickly, and the post-Soviet Russian economy went into a severe
decline for some time. When market institutions developed, they were heavily skewed
towards concentration of power and oligarchy (control by a few very wealthy people).
Social institutions of trust
A degree of trust must exist between buyers and sellers. When a buyer puts down her
payment, she must trust that the seller will hand over the merchandise and that it will be
of the expected quality. A seller must be able to trust that the payment offered is valid,
whether it is in the form of currency, a personal check, credit card, online payment, or a
promise of future payment such as an instalment loan. Consider that the online auction
site eBay could not operate unless winning bidders were confident that they would
receive their products.
The establishment of direct, one-on-one exchanges between customers and businesses
helps to build trust and makes future transactions smoother. If you have dealt with some
people in the past and they treated you fairly, you are likely to choose them when it comes
time to trade again. Even in sophisticated contemporary economies, this kind of
confidence plays an important role. Companies know which suppliers they can count on
to come through on time, and consumers patronize stores where they feel comfortable.
Reputation also can be important in creating trust. A buyer might be fleeced by a seller
in a transaction, but if that buyer spreads the word, the seller may suffer a damaged
reputation and a loss of customers. Online review platforms such as Yelp provide useful
information about which products and merchants are reliable. Marketers try to capitalize
on the tendency of buyers to depend on reputation by using advertising to link certain
expectations about quality and price to a recognizable brand name, thus creating “brand
loyalty” among repeat customers. Cultural norms and ethical or religious codes can also
help to establish and maintain an atmosphere of trustworthiness.
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The functioning of markets is facilitated by having enough members of a society
subscribe to a common moral code and not betray one another’s trust. In addition to
broad cultural ethics, markets depend on specific legal institutions, especially in large,
complex, mobile societies where buyers and sellers may not know each other. Contracts
are legal instruments that provide an important basis for many market transactions.
Explicit contracts are formal, usually written, contracts that provide a legally enforceable
description of the agreed-on terms of exchange. Explicit contracts can be quite complex,
including many clauses to cover a multitude of contingencies (such as “If goods are not
delivered by June 1, the price paid will be reduced to …”). They may involve many
parties, as in a contract between a union and an employer. For formal contracts to work,
there must be laws that state the parties’ legal obligation to honor contracts and establish
penalties for those who fail to do so. An implicit contract is said to exist when the parties
have agreed informally about the terms of their exchange. Such agreement may be based
on verbal discussions or on cultural traditions and normal expectations.
In modern societies, many market encounters take place between strangers who are
unlikely ever to meet again and may not even share the same traditions and moral codes.
In such cases, the formal institutions of explicit contracts are often needed. Even with a
system of formal contracts, however, social norms are still essential. Detailed formal
contracts are costly to write and costly to enforce. It is not practical to police every detail
of every contract, and it is impossible to cover every conceivable contingency. The legal
system can work smoothly only if most people willingly obey most laws and believe that
it is dishonourable to cheat. In highly marketized economies, many other institutions have
evolved to deal with the issue of trust. For example, credit bureaus keep track of
consumer credit trustworthiness, Better Business Bureau keeps track of complaints
against businesses, money-back guarantees give consumers a chance to test the quality
of a good before they commit to purchasing, and escrow accounts provide a place where
money can be held until goods or services are delivered. Government agencies such as
the U.S. Food and Drug Administration and local boards of health are charged with
monitoring the quality and purity of many goods that are sold. In effect, relationships,
social norms, and the government-created apparatus of law are institutions that must exist
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side by side, reinforcing one another. None of these alone can carry the whole burden of
making complex contracts work and, hence, make markets possible.
Infrastructure for the smooth flow of goods and information
A third set of institutions needed for market functioning has to do with making possible
a smooth flow of goods, services, and information. Most obviously, physical
infrastructure is needed for transportation and storage of goods. Such infrastructure
includes roads, ports, railroads, and ware-houses in which to store goods awaiting
transport or sale. This sort of infrastructure can be most noticeable in its absence, as in
economies ravaged by war or by severe weather incidents.
In addition, infrastructure must be in place for information to flow freely. Producers and
sellers need information on what, and how much, their customers want to buy; in a wellfunctioning marketized economy this information indicates what, and how much, should
be produced and offered for sale. At the same time, consumers need to know what is
available, and how much they will have to pay to get the products that are on the market.
Ideally, consumers should be able to compare all potential purchases, as a basis for
deciding what will best suit their needs. It seems unlikely that this ideal condition for
perfect markets will ever be reached, but Web-based exchange systems such as Amazon
and eBay have brought it much closer to realization. Note that infrastructure can be
provided by both private and government entities. While private companies normally
own things like warehouses, delivery trucks, and computers, governments normally
construct and maintain roads, ensure air traffic safety, and make bandwidth available on
the Internet. Even in an economic system that primarily relies on private markets, the role
of government is critical.
Money as a medium of exchange
The final basic institution required to facilitate the operation of markets is a generally
accepted form of money. Many different things have been used as money in the past.
Early monetary systems used precious or carved stones, particular types of seashells, or
other rare goods. Gold, silver, and other metal coins were the most common choice for
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many centuries. More recently, paper currency has become important. Today, the use of
checks, credit cards, debit cards, and electronic payment systems further facilitate
making payments for goods and services. What makes something money? Three criteria
are necessary for something to be defined as money in a market economy.
i.

. One obvious criterion is that money must be widely accepted as a medium
of exchange. In other words, money is whatever everyone accepts as money.
In this sense, money is a social institution of trust.

ii.

Money must provide a durable store of value. Imagine the problems that
would occur if heads of lettuce were proposed as money. A form of money
that starts to rot within a week or two would be difficult to use! The value of
money must be relatively stable over time. In addition, money must have
minimal handling and storage costs. By this criterion, paper currency is
generally better than coins, and electronic transactions are better still.

iii.

Money must be accepted as a unit of account. When people say that
something is worth $1,000, that does not necessarily mean that they are
proposing to buy or sell the item. Money serves as a way of valuing things,
even if no market exchange takes place.

13.3 Different market facilitating conditions

Market facilitation involves an action or agent that stimulates the market to develop and
grow but does not become part of it. The 4 meaningful levels of facilitation are Expert
Facilitation: The work done by seasoned professionals, Strong Facilitation: With
practice, honest feedback from participants, and some self-directed study, most people
can become practitioners of strong facilitation, Light Facilitation: Light Facilitation is
sufficient for most kinds of collaborative work, and the increased productivity and deep
thinking a team can achieve when they’re allowed to just focus on the work, is substantial.
and Facilitation Scaffolding: his refers to the best practices teams have in place that allow
them to do their best collaborative work. They include, among other things, creating and
sticking to effective agendas, assigning and completing pre-work, and making time for
and documenting next steps and those responsible.
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13.4 Limitations of markets in LDCs

The least developed countries (LDCs) are a list of developing countries that, according
to the United Nations, exhibit the lowest indicators of socioeconomic development, with
the lowest Human Development Index ratings of all countries in the world. The concept
of LDCs originated in the late 1960s and the first group of LDCs was listed by the UN in
its resolution 2768 (XXVI) of 18 November 1971. Least-developed countries (LDCs)
(sometimes referred to as less-developed countries) are underdeveloped countries that
face significant structural challenges to sustainable development. The UN's list of LDCs
currently comprises 46 countries. The major limitations of markets in LDCs are
inadequate management, lack of essential intermediate products, bureaucratic rigidities,
licensing restrictions, population growth, shortage of resource capital, and, in general a
lack of interdependence within the industrial sector. Due to the unorganized nature of the
money market and lack of its integration with the central bank, the traditional methods
of credit control like bank rate policy, open market operations and variations in the
reserve ratio etc., have got limited effect. Apart from this, the major limitations of
monetary policy in LDCs are: large non-monetized sector, undeveloped money and
capital markets, large number of nonbank financial institutions (NBFIs), high liquidity,
foreign banks, small bank money, money not deposited with banks.

13.5 Economics of corruption: concepts and problems

In 1968, Nobel laureate economist Gunnar Myrdal found corruption 'almost a taboo
(among economists) as research topic'. Indeed, it has mostly been a matter of political
science and sociology. However, the scenario changed since the 1970s. Since RoseAckerman's article "The Economics of Corruption", published in the Journal of Public
Economics in 1975, more than 3,000 articles have been written with 'corruption' in the
title, at least 500 of which directly focus on different aspects relating to corruption using
an economic framework. Some books have also been published on the subject.
Economics of corruption deals with the misuse of public power for private benefit and
its economic impact on society. Economies that are afflicted by a high level of corruption
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are not capable of prospering as fully as those with a low level of corruption. Also,
economies that are corrupted are not able to function properly since the natural laws of
the economy cannot function freely. As a consequence, corruption, for instance, leads to
an inefficient allocation of resources, poor education, and healthcare or the presence of
a shadow economy, a kind of economy that includes illegal activities as well as
unreported income from the production of legal goods and services for which taxes
should be paid, but are not.

Corruption can be measured objectively by counting the number of criminal indictments
for corruption; however, this can be ineffective due to the fact that the ratio of indictments
to actual corruption may be highly variable. Often corruption goes unpunished and is
thus not counted in this measure. Subjective measures, typically curated via survey data,
may be a useful tool to measure corruption. Comparisons between countries may be more
comprehensive and consistent, though a fair amount of bias is present in this data as well
due to the nature of the subject it measures. The International Country Risk Guide is a
survey of firms on the likelihood they will be asked to make illegal or extra-legal
payments. The Corruption Perceptions Index is a detailed survey incorporating data from
many nations and groups. Finally, the World Bank produces an annual "control of
corruption" index that uses similar sources to the International Country Risk Guide and
Corruption Perception Index.

No country has been able to eliminate corruption, but studies show that the level of
corruption in countries with emerging market economies, which means that the nation's
economy is progressing toward becoming more advanced, usually through significant
GDP growth and industrialization, is much higher than it is in developed countries. It has
been proven that countries with relatively low levels of GDP per capita tend to have
higher corruption levels. In addition, countries that developed early tend to have lower
corruption scores. This may be due to the strong relationship between political
institutions and corruption: those with more democratic and inclusive institutions tend to
be less corrupt. For example, countries that have parliamentary democracies seem to have
higher levels of corruption than democratically elected presidents. Note that this effect
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may be skewed by historical evidence from Latin America. Closed-list and proportional
election systems may also breed more corruption than open-list electoral rules. High
levels of legal formalism and regulation, as well as large natural resource endowments,
are also correlated with higher levels of corruption. The top 10 most corrupted countries
are (Treisman, D. 2007):

i.

Somalia (Corruption Perception Index Score: 9)

ii.

South Sudan (Corruption Perception Index Score: 12)

iii.

Syria (Corruption Perception Index Score: 14)

iv.

Afghanistan (Corruption Perception Index Score: 15)

v.

Yemen (Corruption Perception Index Score: 16)

vi.

Sudan (Corruption Perception Index Score: 16)

vii.

Libya (Corruption Perception Index Score: 17)

viii.

North Korea (Corruption Perception Index Score: 17)

ix.

Venezuela (Corruption Perception Index Score: 18)

x.

Iraq (Corruption Perception Index Score: 18)

13.6 Relationship between corruption and economic development

The amount of corruption is negatively linked to the level of investment and economic
growth, that is to say, the more corruption, the less investment and the less economic
growth. Corruption leads to an inefficient allocation of resources, poor education, and
healthcare or the presence of a shadow economy, a kind of economy that includes illegal
activities as well as unreported income from the production of legal goods and services
for which taxes should be paid.
Corruption and income inequality
The impact of corruption on income inequality investigated Gupta et al. (2002). They
find a significant positive impact of corruption on inequality while taking into account
exogenous variables. Corruption has also an impact on income inequality through
numerous channels, for instance, economic growth, biased tax system, asset ownership,
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etc. Firstly, corruption can significantly affect the targeting of social problems. When
the economy is corrupted, and government-funded programs are used to extend benefits
to wealthy population groups or when poverty reduction funds are not used as they
should because of corruption, the impact of social programs on income distribution
could significantly diminish. Also, the higher corruption, the lower tax revenue, which
results in lower resources for funding services such as education, etc. Secondly,
corruption can affect income inequality also through a biased tax system. Corruption can
lead to poor tax administration or exemptions that could favor the wealthy ones with
connections. As a result, the progressivity of the tax system could reduce; thus, income
inequality is possible. Furthermore, when most of the asset is owned by elite groups of
the population, they can take advantage of their wealth and lobby the government for
favorable trade policies, which potentially could result in income inequality.
Corruption and its effect on price
If the economy is corrupted, there may be some business owners who can use their
connections and money to bribe government officials, as a result, not only policies but
also market mechanisms are manipulated, and such companies could become a sole
provider of goods or services, in other words, those companies could become a
monopolistic or oligopolistic company. Monopolistic companies do not have to compete
against others; thus, they tend to set prices high and do not have an incentive for
innovation and improving the quality of goods or services.
Corruption and disincentive for innovation
There may be a disincentive for innovation also because the legal system of corrupted
economies is not trustworthy enough. Potential inventors cannot be sure that their
invention will be protected by patents and not copied by those who could bribe the
authorities. That could be the reason why emerging countries usually import technology
instead of innovating within their societies.
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Corruption and growth of GDP
Corruption breeds inefficiencies that may affect the static level of output. In order for
corruption to affect economic growth as a whole, it must affect population growth,
capital accumulation, or total factor productivity. A 1995 study by Paulo Mauro shows
that capital accumulation, in the form of investment, is negatively correlated with
corruption, particularly foreign direct investment. Due to the fact that technological
advances are primarily driven by investment, this correlation also reveals that corruption
can negatively affect total factor productivity. According to Pak Hung Mo, political
instability is the most important channel through which corruption affects economic
growth. This study shows that a 1% increase in the corruption level means that the growth
rate is reduced by about 0.72%. In other words, a one-unit increase in the corruption
index reduces the growth rate by 0.545 percentage points.
Furthermore, income inequality harms the economy, on the contrary, according to new
OECD analysis, reducing income inequality would boost economic growth. For instance,
Mexico's rising inequality knocked off more than 10 percentage points off growth over
the past two decades up to the Great Recession. Besides, there are countries like Spain,
France, and Ireland, where greater equality helped increase GDP per capita before the
crisis. The OECD study also finds evidence, that the main mechanism through which
inequality affects growth is by undermining education opportunities for children from
families with poor socioeconomic status, which measures a person's work experience and
also a person's or family's economic and social position to others, which lowers social
mobility.
Corruption and education and healthcare
Corruption harms the quality of education and healthcare in emerging economies,
according to the International Monetary Fund. That is because the cost of education in
corrupted countries increases, especially when bribes influence the recruitment and
promotion of teachers; consequently, the quality of education decreases. Not only quality
of education decreases, but also corruption in healthcare has a huge impact. Many things
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can be affected by corruption, for instance, the designation of healthcare providers,
recruitment of personnel, or procurement of medical supplies and equipment. As a result,
it leads to inadequate healthcare treatment and restricted medical supply, which results
in lower quality of overall healthcare.
Corruption and shadow economy
Many studies were carried on the relationship between corruption and the shadow
economy, which is still not very clear. The majority of them found that corruption is
associated with tax evasion, because of bribery of officials by entrepreneurs. In this case,
corruption increases the shadow economy and lowers economic growth. For instance,
studies that were carried by Johnson et al. (1997), Fjeldstad (1996, 2003), Buehn and
Schneider (2009), and Kaufman (2010) revealed such empirical findings that showed a
positive relationship between corruption and shadow economy.
However, in high-income countries, public goods are more efficient and only small
businesses tend to pay bribes and avoid taxation. Consequently, the income generated by
such businesses exists outside the official economy; therefore, the income is not included
in the calculation of the country's GDP. Also, such business not only that pay their
employees lower than the minimum wage, that is designed by the government in the
country, but also, they do not provide for instance health insurance benefits and other
employee benefits. On the contrary, the big companies tend to bribe officials to get a
contract from the public sector, which means, that the contract is conducted in the official
sector. In consequence, the relationship between corruption and shadow economy has
been found negative in high-income countries.
Corruption and low foreign investment
Investors often seek a fair competitive, business environment; thus, they will mostly
avoid investing in countries where there is a high level of corruption. Studies show a
positive relationship between the level of corruption in a country and measurements of
the competitiveness of its business environment.
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Combatting corruption on the micro level
According to Robert Klitgaard's equation, corruption = monopoly + discretion accountability. Therefore, corruption is able to emerge and grow when there is a private
or public monopoly over a good or service, and this individual or group has the
discretionary power to allocate the good or service with few checks and balances and
few, if any, consequences. By targeting individual components of the equation, there are
several ways to fight corruption. First of all, reducing monopoly necessitates encouraging
competition. This may be accomplished by publishing public procurement data online or
making government contracts available to a wider range of potential firms. Successful
examples of this include the case of countries such as Mexico, which made all
government contracts and procurement plans available online so the general public could
view plans, prices, and bid winners. Secondly, limiting discretion means making laws
and government procedures accessible for a broad cross-section of society to view. This
may be accomplished by the publication of documents detailing legal requirements for
acquiring permits etc. in common languages and in an accessible format. Finally,
increasing accountability may be accomplished by inviting impartial third parties to
conduct government audits, as well as continually monitor and evaluate government
procedures. This has been a success in countries such as Singapore and Hong Kong.
13.7 Summing up
In this unit, we have discussed institutional and cultural requirements for operation of
effective private markets. This unit explain the different market facilitating conditions as
well as the limitations of markets in LDCs. This unit also explain the relationship
between economics of corruption and economic development, and various problem of
corruption.
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13.9 Model Questions

A. Short Questions (Answer each question in about 150 words)
Q 1: Briefly discuss the different market facilitating conditions.
Q 2: What are the limitations of markets in LDCs? Explain briefly.
Q3: How do you define economics of corruption?
B. Long Questions (Answer each question in about 300-500 words)
Q 1: Describe four main categories of institutional requirements for markets.
Q2: Explain the relationship between corruption and economic development
Q3: What are the impact of corruption on GDP and income inequality?
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