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nomic growth. Redistribution can lead 
to distortions and disincentives,3 or it 
can stimulate growth.4 The same is true 
of the expansion of the size or role of the 
state. Finally, democratic political com-
petition can be very clientelistic, miti-
gating against the provision of public 
goods. There is also obviously a consid-
erable amount of heterogeneity in this 
process. Dictatorships and democracies 
alike vary greatly in their institutional 
architecture — such as in the extent of 
checks and balances5 — and societies that 
have ostensibly democratic politics may 
have political power concentrated in the 
hands of a small group of economic elites 
or bureaucrats. 

Despite this evident heterogeneity, 
it is interesting to ask what the aver-
age effect of moving from autocratic to 
democratic political institutions is on 
economic policies and institutions and 
on economic growth. We do that in our 
paper with Suresh Naidu and Pascual 
Restrepo.6 Ours is hardly the first study 
of this relationship but, interestingly, 
the conventional wisdom has been that 
democratization has at best small posi-
tive effects on economic growth. Our 
paper shows that this “non result” is 
driven by the complicated dynamics of 
GDP around democratization. 

It is a robust fact that democratiza-
tions are often precipitated by recessions 
and negative economic shocks. Clearly, 
unless one controls for this properly, 
one can easily make a spurious infer-
ence about the impact of democracy. 
We control for this using two different 
strategies. The first is to control for lags 
of GDP in linear regressions. The sec-
ond is to adapt to our panel context the 
semi-parametric time-series estimators 
proposed by Joshua Angrist and Guido 
Kuersteiner,7 and Angrist, Òscar Jordà, 
and Kuersteiner,8 which use propensity 
score-based matching methods to cor-
rect for the effects of GDP dynamics. 
Beyond this problem lies the question of 
identification. In addition to controlling 
for a full set of country and year fixed 
effects, we address this issue with an 
instrumental-variables (IV) strategy. We 
develop an instrument for democracy 

based on regional waves of democratiza-
tions and reversals.

Our identification assumption 
is that democratization in a country 
spreads to other nondemocratic coun-
tries in the same region, but does not 
have a direct differential impact on eco-
nomic growth in these countries, at least 
conditional on lagged levels of country 
and regional GDP and various covari-
ates that could be correlated with coun-
try-level GDP at the year, region, and 
initial regime level.

Focusing on a dichotomous vari-
able which classifies regimes as either 
democratic or not based primarily on 
whether or not a country has free and 
fair elections with universal suffrage, our 
central estimates suggest that a coun-
try which switches from autocracy to 
democracy achieves about 20 percent 
higher GDP per capita over roughly 30 
years. We also investigate some of the 
mechanisms via which this may hap-
pen and find broadly consistent positive 
estimates for the effect of democracy on 
tax-to-GDP ratio and primary school 
enrollment rates.

But, as already noted, there is much 
more to the variation in political insti-
tutions than differences in democracy. 
Indeed, the quantitative magnitude 
of the results discussed above shows 
that the main institutional difference 
between poor and rich countries is most 
likely not that the former tend to be 
undemocratic while the latter are demo-
cratic. Our study, like most, uses a mini-
malist definition of democracy which 
leaves out detailed features of the con-
stitutions of countries that help deter-
mine the strength of checks and bal-
ances and constraints on the use of 
power.9 Moreover, how a given set of 
formal political institutions functions 
varies greatly across societies.

Finally, and equally importantly, 
there are major differences across and 
within nations in the way the state is 
organized. Having a state with “capac-
ity” — to regulate, implement and gov-
ern, to establish order, monopolize 
force, and raise revenues — is poten-
tially an important prerequisite for 
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A great deal of evidence suggests that 
different patterns of economic develop-
ment are causally related to differences 
in economic institutions. Countries 
that create inclusive and secure property 
rights and the rule of law grow, while 
those that do not stagnate or decline.1

But why do economic institutions 
vary so much across, and even within, 
countries? Though there are different 
approaches to this question, a central 
one emphasizes that economic institu-
tions (conceived broadly to include eco-
nomic policies) are outcomes of pro-
cesses of collective choice. Such choices 
are shaped by the political institutions 
that distribute power, aggregate prefer-
ences and interests, place constraints, 
and determine the payoffs to different 
strategies in the political process.

This perspective suggests that there 

ought to be evidence of systemic rela-
tionships between political institutions, 
economic institutions and policies, and 
economic outcomes.

Perhaps the largest research effort 
has gone into investigating the impact of 
democracy on economic growth. There 
is obviously a strong correlation between 
levels of GDP per capita and the extent 
of democracy, yet at the same time the-
oretical work suggests that not all the 
mechanisms unleashed by moving politi-
cal institutions from autocratic to demo-
cratic are positive for economic growth.

Democratization tends to shift 
power away from narrow elites towards 
the mass of people. That can favor redis-
tribution, the provision of public goods 
in society,2 and expansion of the role 
of the state in society. These very pro-
cesses may or may not be good for eco-
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points, increasing the median coverage 
rate of public utilities (electricity, aque-
duct and sewage) by 4 percentage points, 
and increasing the median secondary 
school enrollment rate by 3 percent-
age points. About 57 percent of these 
impacts is due to a direct effect, while 43 
percent is due to network spillovers. The 
“full equilibrium” effect is very differ-
ent, however. Once we take into account 
the equilibrium responses to the initial 
changes in local state capacity in the net-
work, median coverage rate of public 
utilities increases 10 percentage points, 
the median fraction of the population 
in poverty falls by 11 percentage points, 
and median secondary school enroll-
ment rates increase by over 26 percent-
age points. These large impacts, which 
are entirely due to network effects, high-
light not only the central role that state 
capacity plays in economic development 
but also the importance of taking the full 
equilibrium effects into account.

Much remains to be done in under-
standing theoretically and empirically 
how political institutions shape develop-
ment. Clearly other forms of state capac-
ity need to be investigated and the exter-
nal validity of our results probed. Also 
important is to consider how different 
political institutions interact.
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economic growth. A large social sci-
ence literature suggests that many fac-
ets of modernity are consequences of the 
development of states, including not just 
economic growth10 but also identities11 
and values.12 

To see why the nature of the state 
might be an important determinant of 
comparative development, consider the 
following famous puzzle identified by 
Robert Lucas:

“In 1960 the Philippines and South 
Korea had about the same standard of 
living as measured by their per-capita 
GDPs of about $640 U.S. (measured in 
1975 prices). The two countries were 
similar in many other respects … . In both 
countries, all boys of primary school age 
were in school, and almost all girls, but 
only about a quarter of secondary school 
age children were in school. Only 5 per-
cent of Koreans in their early twenties 
were in college, as compared to 13 per-
cent in the Philippines. Twenty-six per-
cent of Philippine GDP was generated in 
agriculture, and 28 percent in industry. 
In Korea, the comparable numbers were 
37 and 20 percent.”13 

Despite all these similarities, a radi-
cal economic divergence ensued. Lucas’ 
explanation is based on differential pat-
terns of learning by doing and human 
capital accumulation related to open-
ness. Human capital certainly accumu-
lated a lot faster in Korea, but from 
our perspective Lucas’ discussion of 
what was different about Korea and the 
Philippines in 1960 is very narrow. A 
huge unmentioned difference was that 
Korea was able to lay claim to a long his-
tory of centralized, bureaucratized, state 
authority with a homogeneous national 
identity. The Philippines was not.

Though we often take for granted 
that states have “capacity,” this is in fact 
missing in many less-developed parts of 
the world. And there are large challenges 
to pinpointing the role of state capacity 
in promoting economic development. 
State capacity is multi-dimensional, 
and we have few theories how political 
capacity, fiscal capacity, and bureaucratic 
capacity co-vary or are determined. They 
obviously may be influenced by devel-

opment or by other factors, such as the 
nature of society (think of homogeneous 
Korea). Thus there are problems of both 
reverse causality and endogeneity to be 
addressed before we can say convincingly 
that state capacity plays a causal role in 
promoting economic development.

In joint work with Camilo García-
Jimeno, we study the effect of state 
capacity of Colombian municipalities 
on public goods provision and devel-
opment outcomes.14 We conceptualize 
state capacity as the presence of state 
functionaries and agencies. This repre-
sents a central aspect of what Michael 
Mann calls the “infrastructural power” 
of the state.15 Colombia provides an 
ideal laboratory for such an investiga-
tion because there is a wide diversity of 
development and public good outcomes 
across Colombian municipalities. For 
example, the proportion of the popula-
tion above the poverty line in the 2005 
census and average secondary school 
enrollment 1992–2002 vary from near 
zero to 100 percent. 

Our data exhibit strong positive cor-
relations between our basic measures 
of state capacity and both public good 
provision and development outcomes. 
But are these indicative of a causal rela-
tionship? To address this question, we 
develop an identification strategy based 
on the history of Colombian state for-
mation. In particular, we focus on two 
variables: the historical presence of colo-
nial state officials and agencies in 1794 
and the location of the colonial “royal 
roads” network. This network has dis-
appeared and thus provides an attractive 
source of variation in the historical pres-
ence of the state and the cost of building 
and expanding local state capacity, espe-
cially when we control for distance to 
current roads. There is indeed a positive 
correlation between the number of colo-
nial state employees at the municipality 
level and the same measure today. Since 
the state-building strategy of the colonial 
authorities was quite unrelated to sub-
sequent republican state-building aims, 
this historical data creates an appealing 
source of variation.

Yet reverse causality and omitted 

variables biases are not the only chal-
lenges to estimating the impact of state 
capacity on development. We argue that 
local state capacity in one municipal-
ity is likely to create spillovers on public 
good provision and economic outcomes, 
and even on state capacity development, 
in neighboring municipalities. We for-
mulate a simple, empirically operational 
model of such spillovers and develop 
an econometric strategy for identify-
ing them. Our results reveal fairly large 
spillovers across municipalities and also 
non-trivial strategic effects whereby 
greater state capacity in one municipal-
ity induces an increase in the state capac-
ity of neighboring municipalities. 

The theory of how state capacity in 
one municipality should affect that in 
other jurisdictions is ambiguous. When 
one municipality can free-ride on the 
investments of neighboring localities, a 
high spending level in one location may 
reduce the optimal outlay in adjoining 
jurisdictions. When greater state capac-
ity in one jurisdiction makes it less costly 
to build such capacity in adjoining juris-
dictions, or raises the benefits of such 
outlays, then greater spending in one 
location will be associated with higher 
outlays in neighboring jurisdictions.

Theoretically, how these strate-
gic effects should work out is unclear. If 
municipalities free-ride on their neigh-
bors’ investments, state capacity choices 
will be strategic substitutes. Conversely, if 
municipalities find it harder or less ben-
eficial to build state capacity when it is 
missing in their neighborhood, they will 
be strategic complements. We incorpo-
rate these strategic aspects by modeling 
the building of state capacity as a network 
game. We then estimate the parameters of 
this model, exploiting both the network 
structure and the exogenous sources of 
variation discussed above. 

Our benchmark estimates imply, 
for example, that moving all munici-
palities below median state capacity to 
the median will have a “partial equilib-
rium” direct effect (holding the level of 
state capacity of all municipalities above 
the median constant) of reducing the 
median poverty rate by 3 percentage 
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