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pare of the government has the right to do wha. Political insttutions
determine who has power in socicty and to what ends that power can
be used. I the distribution of power is narrow and unconstrained,
then the political insitutions are absolutist, as exemplified by the ab-
solutist monarchies reigaing throughout the world during much of
history. Under absolutist political institutions such as those in North
Korea and colonial Latin America, those who can wield this power
will be able to set up economic insttutions to enrich themselves and
augment their power at the expense of society. In contrast, political
insttutions that distribute power broadly in saciety and subject it to
constraints are pluralisic. Insiead of being vested in a single individ-
wal or a nartow group, politcal power rests with a broad coalition or
a pluraliy of groups.

There is obviously a close connection between pluralism and in- |

clusive economic institutions. But the key o understanding why
South Korea and the United States have inclusive economic institu-
tions is not just their pluralistic political instittions but also their suf-
fcienty centralized and powerful states. A telling contrastis with the
East African nation of Somalia. As we will see later in the book, po-
litcal power in Somalia has long been widely distributed—almost
pluralisti. Indeed there is no real authority that can control or sanc-
tion what anyone does. Society is divided into decply antagonistic
clans that cannot dominate one another, The power of one clan is
constrained only by the guns of another. This distribution of power
leads not to inclusive institutions but to chaos, and at the root of it is
the Somali state’s lack of any kind of political centralization, or siate
centralization, and it inability 0 enforce even the minimal amount of
faw and order to support economic activiy, trade, or even the basic
security of ts citizens.

Max Weber, who we met in the previous chapter, provided the
most famous and widely accepted definition of the state, identifying
it with the *monopoly of legiimate violence” in society. Without such
a monopoly and the degree of centralization that it entails, the state
cannot play its role as enforcer of law and order, let alone provide
public services and encourage and regulate economic activity. When
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the sate fails to achieve almost any politcal centralization, society
sooner or later descends into chaos, as did Somalia

‘We will refer to political insttutions that are sufficiently centralized
and pluralistic as inclusive politcal insttutions. When either of these
conditions fals, we will refer 10 the instiutions as cxtractive poliical
insttutions.

There is sttong synergy between economic and political institu-
tions, Extractive political Snsitutions concentrate power i the hands
of a narmow elitc and place few constraints on the exercise of this
‘power, Economic insttutions are then often structused by this elte to
extract resources from the rest of the society. Extractive econormic
insttations thus naturally accompany extractive politcal institutions,
In fact they must inherently depend on extractive political insttutions
fortheirsurvival. Inclusive poliical insttutions, vesting poser broadly,
‘would tend to uproot economic institutions that expropriae the re-
sources of the many, erect entry barriers, and suppress the function-
ing of markets 5o that only a few bencfit.

In'Barbados, for example, the plantation system based on the ex-
ploitation of slaves could not have survived without political nstitu-
tions that suppressed and completely exchuded the slaves from the
politcal process. The economic system impoverishing millions for the
benefit of a narrow communist elite in North Korea would also be un-
thinkable without the otal politcal domination of the Communist Party.

This synergisic relationship between extractive ceonomic and po-
liical insttutions introduces a strong feedback loop: politcal institu-
tions enable the elites controlling political power to choose economic
instittions with few consiraints or opposing forces. They also enable
the clites to structure future political insttrions and their evolution.

Extractive economic institutions, in turn, enrich the same elites, and
their economic wealth and power help consolidate their political
dominance. In Barbados or in Latin America, for example, the colo-
nists were able f use their political power to iinpose a set of eco-
nomic institutions that made them huge fortunes at the expense of the
rest of the population. The resources these economic insttutions gen-
erated enabled these elites to build armies and security forces to
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defend their absolutist monopoly of poliical power: The implication
of course i that extsactive politcal and economic instiutions support
each other and tend t0 persist

“There is in fact more t0 the synergy befween extractive economic
and politcal institutions. When existing elites are challenged under
extractive poliical nstitutions and the newcomers break through, the
newcomers are likewise subject to only  few constraints. They thus
have incentives to maintain these politcal insitutions and create a
similar set of economic institutions, as Porfirio Diaz and the clite sur-
tounding him did at the end of the ninetcenth century in Mexico.

Inclusive economic institutions,in turn, are forged on foundations
laid by inclusive politcal insttutions, which make power broadly dis-
ributed in society and constrain its abitrary exercise. Such politcal
institutions also make it harder for others to usurp power and under-
mine the foundations of inclusive insituions. Those contrlling politi-
cal power cannot easily use it o setup extractive economic insitutions
for their own benefit. Inclusive economic institutions, in turn, create
a more equitable distribution of resources, facilitating the persistence
of inclusive politcal insitutions.

It was not a coincidence that when, in 1618, the Virginia Company
gave land, and freedom from their draconian contract, 1o the colo-
nists it had previously tried to coerce, the General Assembly in the
following year allowed the colonists to begin governing themselves.
Economic rights without politcal rights would not have been trusted
by the colonists, who had seen the persistent efforts of the Virginia
Company to coerce them. Neither would these econommies have been
stable and durable. In fact, combinations of extractive and inclusive
insttutions are generally unsizble. Extractive economic instutions
under inclusive politial instiutions are unlikely to survive for long,
as our discussion of Barbados suggess.

Similarly, inclusive economic insttutions will neither support nior
be supported by exiractive politcal ones. Either they will be trans
formed into extractive economic institutions t0 the benefitof the nar-
fow interests that hold power, or the economic dynaism they create
will destabilize the extractive political insttutions, opening the way
for the emergence of inclusive politcal institutions. Inclusive €co-
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‘omic insttutions also tend to reduce the benefits the elites can enjoy
by ruling over extractive poliical institutions, since those institutions
face competition in the marketplace and are constrained by the con-
tracts and property rights of the rest of society.

Wuy Not ALways CHOOSE PROSPERITY?

Political and economi insttutions, which are ultimately the choice of
society, can be inclusive and encourage economic growth. Or they
can be extractive and become impediments to economic growth. Na-
tions fail when they have extractive economic institutions, supported
by extractive political institutions that impede and even block eco-
nomic growth. But this means that the choice of institutions—that is,
the politics of institutions—is central to our quest for understanding
the reasons for the success and failure of nations. We have to under
stand why the politics of some societies lead (o inclusive institutions
that foster economic growth, while the politics of the vast majority of
sacieties throughout history has led, and stillleads today, to extractive:
institutions that hamper economic growth.

It might seem obvious that everyone should have an interest in
creating the type of economic instiutions that will bring prosperity.
Wouldnt every citzen, every politcian, and even a predatory dictator
want to make his country as wealthy as possible?

Let's return tothe Kingdom of Kongo we discussed earlier. Though
this kingdom collzpsed in the seventeenth century, it provided the
‘name for the modern country that became independent from Belgian
colonial rule in 1960. As an independent poliy, Congo experienced
almost unbroken economic decline and mounting poverty under the
ule of Joseph Mobutu between 1965 and 1997. This decline contin-
ued after Mobutu was overthrown by Laurent Kabila, Mobutu created
2 highly extractive sct of economic institutions. The citizens were im-
poverished, but Mobutu and the elite surrotinding him, known as Les
Grosses Légumcs (he Big Vegetabies), became fabulously wealthy.
Mobutu buit himself a palace at his birthplace, Gbadolie, in the
north of the country, with an airport large enough to land a super-
sonic Concord je, a plane he frequently rented from Air France for
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Map 7: Lighs in South Korea and darkness in the North

private property was recognized, and afier 1961, Park effectively
threw the weight ofthe state behind rapid economic growth, channel-
ing credit and subsidies to firms that were successful

“The situation north of the 38th parallel was different. Kim IlSung,
a leader of antiapanese communist partisans during the Second
World War, established himself a5 dictator by 1947 and, with the help
of the Soviet Union, introduced a rigid form of centrally planned
economy as part of the so-called Juche system. Private property was
outlawed, and markets were banned. Freedoms were curtailed not
only in the marketplace, butin every sphere of North Koreans’ lives—
except for those who happened to be part of the very small ruling
elite around Kim Il-Sung and, later, his son and successor Kim Jong-Il.

It should not surprise us that the economic fortunes of South and
North Korea diverged sharply. Kim Il-Sung’s command economy and
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the Juche system soon proved 1o be a disaste
ot available from North Korea, which is a secretive stte, 1o say the
least. Nonetheless, available evidence confirms what we know from
the all-too-often recurring famines: not only did indusirial production
fail to take off, but North Korea in fact experienced a collapse in ag-
icultural productivity. Lack of private property meat that fex people
had incentives to invest or to exert effort (o increase or even mainiain
productivity. The sifling‘repressive regime was inimical (o innova-
tion and the adoption of new technologies. But Kim 1I-Sung, Kim
Jong-1, and their cronies had no ntention of reforming the system, or
introducing private property, markets, private contracts, or changing
conomic and political institutions. North Korea continues (0 stagnate
cconomically

Meanwhile, in the South, cconomic insitutions encouraged inve
ment and trade. South Korean poliicians invested in education,
achieving high rates of lteracy and schooling. South Korean compa-
nies were quick to take advantage of the relatively educated popu-
lation! the policies encouraging investment and industiaization,
exports, and the transfer of technology. South Korea quickly became
one of East Asias “Miracle Economes,” one of the most apidly grow-
ing nations in the world.

By the late 1990s, in just about half a century, South Korean growih
and North Korean stagaation led 10 4 tenfold gap between the two
halves of this once-united country—imagine what a diference a cou-
ple of centuries could make. The economi disaster of North Korea,
‘which led (o the starvation of millions, when placed againsi the South
Korean economic success, is striking: neither culture nor geography
nor ignorance can explain the divergent paths of North and South
Korea. We have to look at institutions for an answer

- Detailed statistics are

EXTRACTIVE AND INCLUSIVE
Economic INsTITUTIONS

Countries differ in their economic success because of their different
institutions, the rules influencing how the economy works, and the
incentives that motivate people. Imagine teenagers in North and South
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Korea and what they expect from lfe, Those in the North grow up in
‘poverty, without enireprencurial initiative, creativity, or adequate ed-
ucation (0 prepare them for skilled work. Much of the education they
receive at school is pure propaganda, meant (o shore up the legiti-
‘macy of the regime; there are few books, lt alone computers. After
finishing school, everyone has t0 go into the army for ten years.
These teenagers know that they will not be able to own property,
start a business, or become more prosperous even if many people
engage ilegally in private economic activites t© make a living. They
also know that they will not have legal access to markets where they
‘can use their skills or their earnings to purchase the goods they need
and desire. They are even unsure about what kind of human rights
they wil have.

Those in the South obiain a good education, and face incentives
that encourage them 1o exert effort and excel in their chosen voci®
tion. South Korea is 4 market economy, bul on private property.
South Korean teenagers know that, if successful as enirepreneurs or
‘workers, they can one day enjoy the fruits of their investments and
efforts;they can improve their standard of iving and buy cars, houses,
and health care.

In the South the state supports economic activity. S0 it is possible
for entrepreneurs to borro money from banks and financial markets,
for foreign companes to enter into partnerships with South Korean
firms, for individuals 1o take up morigages (o buy houses. Tn the
South, by and large, you are free to open any business you like. In
the North, you are not. I the South, you can hire workers, sell your
products o services, and spend your money in the marketplace in
‘whichever way you want. In the North, there are only black markets.
‘These different rules are the insttutions under which North and South
Koreans live.

Inclusive economic insitutions, such as those in South Korea or in
the United States, are those that allow and encourage participation
by the great mass of people in economic activties that make best use:
of their talents and skills and that enable individuals to make the
choices they wish. To be inclusive, cconomic institutions must feature
secure private property, an unbiased system of law, and 4 provision
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of public services that provides a level playing field in which people
can exchange and contract; it also must permit the entry of new busi-
nesses and allow people to choose their careers.

THE CONTRAST or South and North Korea, and of the Unite
States and Latin America,ilustrates a general principle. Inclusive eco-
‘nomic institutions foster etonomic activity, productivity growth, and
economic prosperity. Secure private property rights are central, since
only those with such rights will be willing to invest and increase pro-
ductivity. A businessman who expects his ourput to be stolen, expro-
priated, or entirely taxed away will have lile incentive 10 work, et
alone any incentive to undertake investmenis and innovations. But
such rights must exisc for the majority of peopl in society.

In 1680 the English government conducted a census of the popu-
lation ofits West Indian colony of Barbacos. The census revealed that
of the total population on the island of around 60,000, almost 39,000
were African slaves who were the property of the remaining one-third
of the population. Indeed, they were mostly the property of the larg-
est 175 sugar planters, who also owned most of the land. These large
planters had secure and well-enforced property rights over their land
and even over their slaves. If one planter wanted (0 sell slaves to an-
other, he could do 50 and expect a court to enforce such a sale or any
other contract he wrote., Why? Of the forty judges and justices of the
peace on the island, twenty-nine of them were large planters. Also,
the cight most senior miltary officals were all arge planters. Despite
well-defined, secure, and enforced property rights and contracts for

the island's elite, Barbados did not have inclusive economic institu-
tions, since two-thirds of the population were slaves with no access
to education or economic opportunities, and no ability or incentive to
use their taleats or skills. Inclusive economic institutions requirc se-
cure property rights and economic opportunities fot just for the elite
but for a broad cross-section of society.

Secure property rights, the law, public services, and the frecdom
to contract and exchange all rely on the state, the insttution with the
coercive capacity o impose order, prevent theft and fraud, and
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enforce contracts between private parties. To function well, society
also needs other public services: roads and a transport network so
that goods can be tansported; a public infrastructure so that eco-
nomic activity can flourish; and some type of basic regulation to pre-
vent fraud and malfeasance. Though many of these public services
can be provided by markets and private citizens, the degree of coor-
dination necessary 10 do so on a large scale often eludes all but 2
central authority. The state is thus inexorably intertwined with eco-
nomic institutions, as the enforcer of law and order, private property,
and contracts, and ofien as a key provider of public services. Inclusive
economic institutions need and use the state

The economic institutions of North Korea or of colonial Latin
America—ihe mita, encomienda, or repartimiento described ear-
lier—do not have these properties, Private property is nonexistent in
North Korea, In colonial Latin America there was private property for
‘Spaniards, but the property of the indigenous peoples was highly in-
secure. In neither type of society was the vast mass of people able to
make the economic decisions they wanted to; they were subject to
‘mass coercion. In neither type of society was the power of the siate
used to provide key public services that promoted prosperity. In
North Korea, the siate built an education system (o inculcate propa-
ganda, but was unable o prevent famine. In colonial Latin America,
the state focused on coercing indigenous peoples. In neither type of
Society was there a level playing ficld or an unbiased legal system. In
North Korea, the legal system is an arm of the ruling Communist
Party, and in Latin America it was a tool of discrimination against the
mass of people. We call such institutions, which have opposite prop-
erties o those we call inclusive, extractive economic instiutions—ex-
tractive because such institutions are designed 1o extract incomes and
wealth from one subset of society to bencfit a diferent subset.

ENGINES OF PROSPERITY
Inclusive economic institutions ereate inclusive markets, which not

only give people freedom to pursue the vocations in lfe that best suit
their talents but also provide a level playing field that gives them the
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opportunity 10 do 0. Those who have good ideas will be able to star
businesses, workers will tend [0 goto activities where their produciiv-
ity i greater and less eficient irms can be replaced by more eficient
ones. Gontrust how people choose their occupations under inclusive
markets 1o colonial Peru and Bolivia, where under the mitd, many
were forced to work in silver and mercury mines, regardless of their
kil or whether they wanted to. Inclusive markets are not just free
markes. Barbados in the seventeenth century also had markets. But
i the same way that it lacked propery rights for all but the narrow
planter elitc, its markets were far from inclusive; markets in slaves
were in fact one part of the economic insttutions systematically
coercing the majority of the population and robbing them of the ability
‘o choose their occupations and how they should ulize their talents

Inclusive economic institutions aiso pave the way for two other
engines of prosperity: technology and education. Sustained economic
growth s almost always accompanied by technological improvements
that egable people (abon), land, and existing capital (buildings, exist.
ing miachines, and o 0n) to become more productive, Think of our
great-great-grandparens, Just over a century ago, who did not have
access 10 planes or automobiles or most of the drugs and health care
we now take for granted, not to mention indoor plumbing, air-
conditioning, shopping mals, radio, or motion pitures, let alone in-
formation technology, robotics, or computer-controlled machinery.
And going back a few more generations, the technological know-how
and living standards were even more backward, 50 much so that we
would find it hard to imagine how most people struggled through lfe
These improvements follow from science and from entrepreneurs

such as Thomas Edison, who applied science to create profitable
businesses. This process of innovation is made possible by economic
institutions that encourage private property, uphold contracts, create
alevel playing field, and encourage and allow the eniry of new busi-
nesses that can bring new technologies (o life. It should therefore be
7o surprise that it was U.S. society, not Mexico or Peru, that produced
Thomas Edison, and that it was South Korea, not Notth Korea, that
today produces technologically innovative companics such s Sam-
sung and Hyundai,
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Intimately linked to technology are the education, skills, compe-
tencies, and know-how of the workforce, acquired in schools, at
home, and on the job. We are so much more productive than a cen-
tury ago not just because of better technology embodied in machines
but also because of the greater know-how that workers possess. All
the technology in the world would be of litle use without workers
who knes how to operate it But there is more 1o skills and compe-
tencies than just the ability to run machines. It is the education and
skills of the workforce that generate the scientific knowledge upon
which our progress is built and that enable the adaptation and adop-
tion of these technologies in diverse lines of business, Though we 51w
in chapter 1 that many of the innovators of the Industrial Revolution
and afterward, like Thomas Edison, were not highly educated, these
innovations were much simpler than modern technology. Today tech-
nological change requires education both for the innovator and tie
worker. And here we see the importance of economic instituions that
create  level playing field. The United States could produce, or at-
tract from foreign lands, the likes of Bill Gates, Steve Jobs, Sergey
Brin, Larry Page, and Jeff Bezos, and the hundreds of scientists who
made fundamental discoveries in information. technology, nuclear
power, biotech, and other fields upon which these entrepreneurs
built their businesses. The supply of talent was there (o be harnessed
because most teenagers in the United States have access t0 as much
schooling as they wish or are capable of attaining. Now imagine 2
different society, for example the Congo or Hait, where a large frac-
tion of the population has no means of attending school, or where, if
they manage to go to school, the quality of teaching is lamentable,
where teachers do not show up for work, and even if they do, there
may not be any books.

“The low education level of poor countries is caused by economic
institutions that fail o create incentives for parents to educate theis
children and by poliical insttutions that fil (0 induce the govern-
ment 10 build, finance, and support schools and the wishes of parents
and children, The price these nations pay for low education of their
‘population and lack of inclusive markets is high. They fail to mobilize
their nascent talent, They have many potential Bill Gateses and per-
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haps one or two Alber Einsteins who are now working 2s poor, -
cducated farmers, being cocrced o do what they don't want 10 40 or
being draie nto the army, because they never had the opporunity
10 realize theirvocation in I

The ability of cconomie instutions o hamess the potential of in-
clusive markets, encourage technological innovation, invest in people,
and mobilz the talents and kil of a lage number of ndividuals s
il fo economic grovith. Explaiing why so many cconomic n-
stttions fail 10 meet these simple objectives i the central theme of
this book.

EXTRACTIVE AND INCLUSIVE
POLITICAL INSTITUTIONS

Al economic insttutions are created by society. Those of North Korea,
for example, were forced on its ciizens by the communists who took.
over the counury in the 19405, while those of colonial Latin America
were itposed by Spanish conquistadors. South Korea ended up with
very different economic institutions than the North because different
people with different interests and: objectives made the decisions
about how to structure society. I other words, South Korea had dif-
ferent politcs

Poliics s the process by which a society chooses the rules that
will overn i. Politcs surrounds institutions for the simple reason that
while inclusive institutions may be good for the economic prosperity
of a nation, some peaple or groups, such as the elite of the Commu-
nist Party of North Korea or the sugar planters of colonial Barbados,
will be much beter off by setting up institutions that are extractive
When there is conflict over institutions, what happens depends on
which people or group wins out n the game of poliics—who can get
more support, obiain addiional resources, and form more effective
alliances. In short, who wins depends on the disttibution of political
power in society.

The political institutions of 4 society are a key determinant of the.
outcome of this game. They are the rules that govem incentives in
politics. They determine how the government is chosen and which





