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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
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state capacity evolved in response to war

A. Tax revenue to GDP ratio in the US, UK, and Sweden

60% .
—— United States !
50% . . :
—— United Kingdom 5
o !
X
O 4o —4— Sweden :
) ' ' ' E E "
c ! ! 0
@ , : s
S 30% : : :
e : : :
e : : 2

m 1 1

- : : :
| 20% o | |
O . i i
'_ 1 1 1 1 /_'\ i i
- Wf%& : I
7 . : RN cef : :
0% ' i ' ' : i i

[==] 2] (=] (=a] =] (=s] (=s] =] (=a] =] (=] [=s] =] (=s] =]

w I~ (=] =71 =1 — o (2] = w w ) (=] =11 =1

(=] oo [==] (=a] (=31 (=2] (=71 [=7] (=2] (=71 [=2] o [=7] (=2] (=]

- - - - - - - - - - - - - - o~

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



Model

Optimal Investment decision

Optimal policy choices

Intertemporal model




Model — Policy Choices

Objective function:

(8) oGy —I—ﬁ(l — rs“f)ﬁ“‘r}’(pfﬂc:rjﬂ w’) +£(1 — rf‘) JSKF(pf‘:HJK__ wk).
Budget constraints:
(6) Zri’rﬁjl’[p{, Ej._ w"r] =Gi1+[L(ma—m1)+ F(r2 —11)]
J
(7) Z a‘a_‘;r,uf"”r}’(pir, o’ wl)= G
J

Institutional constraints:

P}r = E;-p_f: = ;. Ij“‘r < 7, and rf: = Ts.



Model — Policy Choices

e Solutions
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Model — Investment in State Capacity
Expected payoff to group J who hold the power
WA (T2,7Z'2)=7/‘]E{Wj] (az,rz,ﬂz)}Jr(l—)/J)E{W,‘l (0!2,2'2,72'2)}
W (12.72) = (11— 1P’ ¥(n2.07, w’) +££3KY{HA= a® wh)]
+12{([1 — H(p)] E (a2]a2 = )

+H (p)[y Jﬁ—|— (1 — ,r) E]][,SJY(EE,JJ, w”) + ﬁj‘r}’(n’gﬂﬂﬂ__ HJK]]:- :

* Maximizing:

W (Tz,ﬂz)—/l(al)[L(ﬂz —7Z'l)+ F (12 —2'1)}



~ 12) (,0J +7,4) )(rH -1 )Q< ()L, (7, — ;)
csm,—m =0
N A A— . AIwd KWK J_ K
ﬂg[(lwzz)(rH —rL)Q+rL(ﬁJWJ +,BKWK)}+rL ('0 '[—)) p WQ'B W ~o) < A(4)F, (7,-7,)
j13) c.s.r, —7, =0.

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.



Propositions

Proposition 4 : Higher wealth higher investment

Proposition 5: Higher expected demand for public
goods higher investment

Proposition 6: Higher political stability higher
Investment S H@ (1) 20

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

h—n (T2 —m1)rg —rr)Q

n - (1 +m Mrg —rp)Q +¥p Zdr ﬂ”'rm*r |

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



A look at the Data

Table 1: Economic and Political Determinants of Legal Capacity

(1) (2) (3) 4)
Private Credit to GDFP  Ease of Access to Credit Investor Protection Index of Government
(country rank) (country rank) Anti-diversion Policies
Incidence of External 0.510% 0.p47* 0.029 0.576"*
Conflict up to 1975 (0.143) (0.191) (0.20%) (0.170)
Incidence of Democracy 0.953 0.110 -0.044 0.126™
up to 1975 (0.059) (0.267) (0.078) (0.050)
Incidence of Parliamentary 0.001 0.145 0.339™ 0112
Democracy up to 1975 (0.063) (0.114) {(0.137) {0.061)
English Legal Origin - 0.009 0.0658 0125 - 0,007
(0.033) (0.057) (0.063) (0.040)
Socialist Legal Origin - 0.008 0.097 0.010%
(0.111) (0.115) (0.033)
German Legal Origin 0,406 0.295% - 0,008 0.248
(0.120) (0.064) 0.14%) (0.053)
Scandinavian Legal Origin 0112 0204 0.087 0.254*
(0.041) (0.067) (0.095) (0.005)
Observations 93 122 120 115
R-squared 0.524 0.334 0.256 .59

Motes to Table: Eobust standard errors in parentheses: * significant at 10%; ** significant at 3%; = significant at 1%.
Socialist legal origin is dropped in column 1 due to Private Credit to GDF being missing for all countries in this category.



A look at the Data

Table 2: Economic and Political Determinants of Fiscal Capacity

Incidence of External
Conflict up to 1975

Incidence of Democracy
up to 1973

Incidence of Parliamentary
Democracy up to 1975
English Legal Origin
Socialist Legal Origin
German Legal Origin

Scandinavian Legal Origin

Observations

F-squared

(1)

One Minus Share of
Trade Taxes in Total

Taxes

0.762
(0.250)

0.145
(0.077)

0.051
(0.083)

- 0.038
(0.058)

0.136™
(0.058)

0.175™
(0.052)

0.189™
(0.077)

103
0.356

(2)

One Minus Share of
Trade and Indirect

Taxes in Total Taxes

0.598"*
(0.241)

- 0.078
(0.100)

0.122
(0.103)

-0.012
(0.061)

-0.222
(0.037)

0.196"*
(0.090)

0.068™
(0.054)

103
0.305

(3)
Share of Income Taxes
in GDP

0,579
(0.220)

0.091
(0.059)

0212
(0.078)

- 0.034
(0.043)

- 0.109"
(0.065)

0.171*
(0.010)

0.258"
(0.134)

103
0.600

IMotes to Table: Robust standard errors in parentheses: * significant at 10%; ** significant at 3%; *** significant at 1%

4)
Share of Taxes in GDP

[

0.555
(0.162)

0.088
(0.059)

0.160™
(0.068)

-0.015
(0.042)

- 0.119
(0.031)

0.010%*
(0.083)

0.292**
(0.087)

103
0.576



Thank you!
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