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Motivation

• What are the determinants of state capacity?

– State capacity includes legal and fiscal capacity

• Legal capacity: the state’s ability to enforce contracts 
and property rights. In order words, just to make the 
market work well. 

• Fiscal capacity: the state’s ability to raise revenue from 
taxes.



Rich countries have higher state capacity



Main Results

Common 
interest public 
goods, political 
institutions etc.

Investments in 
legal and fiscal 

capacity

State capacity



Source:  Kleven-Kreiner-Saez (2009) 
Why can modern Governments Tax so much?

state capacity evolved in response to war



Model

Intertemporal model

Optimal policy choices

Optimal Investment decision



Model – Policy Choices

Objective function:

Budget constraints:

Institutional constraints:



Model – Policy Choices

• Solutions
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Model – Investment in State Capacity

• Maximizing:
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FOCs

Any factor that raises the value of the left hand side of both (12) and (13) will raise 
investments in both forms of state capacity.
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Propositions

• Proposition 4 : Higher wealth higher investment
• Proposition 5: Higher expected demand for public 

goods higher investment
• Proposition 6: Higher political stability higher 

investment
• Proposition 7: More representative more 

investment
• Proposition 8: Greater economic power of the 

ruling group higher investment in legal capacity 
and lower investment in fiscal capacity



Implications for Economic Growth

• The growth rate is directly proportional to the 
investments in legal capacity.



A look at the Data



A look at the Data



Thank you!
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