Chapter 1

Introduction:
The Puzzle of Growth
in Dictatorships

What factors determine the ability of countries to develop? Why do devel-
oping countries fail to sustain economic growth? Economic theory provides
an answer with the identification of proximate causes such as investment
and Innovation, which are widely accepted as engines of growth. Economic
historians and other social scientists have argued instead that the answer lies
with institutions, which are the fundamental determinants of economic per-
formance.' Based largely on the long-term success of advanced democracies,
a consensus has emerged on the critical funcoon of political nstitutions in
providing the right incentives for investment and growth. Ultimately, coun-
tries fail to develop as a result of bad institutions (Acemoglu et al., 2001).
The link between institutions and growth works through the incentives
of economic and political actors in balancing a tradeoff between the secu-
rity of property rights and political authority. Economic actors will invest
if there 1s an efficient legal framework to reduce transaction costs and to
create national markets (North, 1990; North and Thomas, 1973). But the
creation of such a framework requires fairly strong states to arbitrate disputes
over property rights and to enforce private contracts (Root, 2001 ; Weingast,
1995). Concentrating political authority in a strong state is potentially prob-
lematic, however, because the state would also be strong enough to renege
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The politcal foundations of growth thereby reside on finding a solution
to the credible commitment problem of economic growth: Investors must
believe that the government will not abuse its authority? The political so-
lution to solve this commitment problem in western economies was limited
government (INorth and Weingast, 1989; Weingast, 19972). Limited govern-
ment is identified with a set of self~enforcing institutions that constrain the
government to respect its own laws. Often assoclated with separation of
powers or the exastence of mulgple veto points, imited government works
via the established interests of other institutional actors that keep the gov-
ernment in check.?

The extant theory of institutions and growth goes a long way toward
explaining the divergence of poor and rich countries. It is true that many
developing countries have suffered, and continue to suffer, from lack of ef-
fective democmtic constraints on their governments. It follows that in the
absence of these constraints, economic actors would not trust their gov-
ernments, and hence withhold from investing in long-term projects. Socie-
ties with inadequate or nonexistent formal political institutions to constrain
government opportunism should then exhibit lictle, if any, growth. Again,
the implication is that many developing countries are poor because they
lack good institutions.

There exists ample evidence, however, that runs contrary to the conven-
tonal wisdom that formal political nstitutions, as found in advanced de-
mocracies, provide the necessary incentives for economic growth. In fact, a
rich body of empirical literature in comparative politics and economic de-
velopment has demonstrated that authoritarian governments can generate
fast rates of economic growth over long periods.” Prominent among these
case studies are the East Asian Tigers (Hong Kong, Tawan, South Korea, and
Singapore), but other relevant examples can be found in the larger Southeast
Asian reglon, China, and some Latin American bureauncratic—authoritarian
regimes, among others.” Cross-country statistical evidence also indicates the
predominance of dictatorships among the fastest growing countries during
a postwar period.”

This puzzling evidence is the main motivation for this bool: If not limited
government, what other explanation is there for growth and development
in nondemocratc settings? Why would private actors trust thelr govern-
ments in the absence of democratic constraints? Why would dictators want
to promote growth instead of using their authority to prey on society?

The extant literature offers two competing images of dictators and their
attitudes toward development: benevolent dictators and stationary bandits.

On the one hand, benevolent dictators are assumed to choose optimal poli-
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cles as a function of idiosyncrade traits that lead them to take decisive ac-
tion for the betterment of their societies.” On the other hand, stationary
bandits promote growth if they benefit from or have encompassing interests
n economic activity, and 1f they intend to stay in office for a long time
(Olson, 2000)."" Dictators, according to Olson, thus promote growth when
they internalize the costs of predadon on their own welfare, which is contin-
gent on future economic performance.'’

The notion of a benevolent dictator reflects two complementary views
about polical authority. One view, which dates back to classical political
theory, 1s that the concentration of political authority 1s desirable in the
presence of enlightened leaders who are apt to choose optimal policies for
their societies.” A second view is that concentration of political authority
can facilitate coordination. Under certain conditions, a centralized solution
with one decision maker (1.e., dictatorship) leads to more efficient outcomes
than if multiple actors (i.e., democracy) were allowed to participate.

Underlying each view is the assumpton that the dictator 1s a perfect
agent who 1s motivated to choose what 1s best for soclety. Indeed, extensive
literature on the economic success of strong states highlights this role of dic-
tatorships in facilitatng decision making to help jump-start economic de-
velopment. In the East Asian context, for example, and despite their distinct
policy prescriptions, the competing bodies of Literature of market-friendly
and developmental states nonetheless shared a2 common undedying expla-
naton for the economic success of authoritarian regimes. Governments
used their monopoly of political power to take decisive action in the pursuit
of some proposed set of growth-enhancing policies (Wade, 1990)."

Other related Literature makes similar statements about relevant traits and
abilities of authoritarian governments to enable growth. In Latin America,
the economic success of some authoritarian cases has been attributed to bu-
reaucratic—authoritarian regimes with certain ideological orientadons that
kept social discontent and worker demands under control so that capital-
ists and thelr allies could invest (Collier, 1979; Collier et al., ]979).15 In
the African context, it is not uncommon to find calls for “visionary lead-
ers” or strongmen as a way to bring about progress (Gray and McPherson,
2001). The literature on patrimonial states sometimes also evokes the figure
of (potendally) benevolent father figures to guide developmental projects
(Martinussen, 1997, pp. 191-197, 217-236).""

Olson’s (2000) conception of stationary banditry is more cynical. Dicta-
tors who are apparently benevolent are better perceived as former roving
bandits or predatory actors. Under certain conditions, roving bandits can

decide to settle down and switch from predation to nvestment in public
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goods to improve the economy, but they are not altruistic actors. Driven
by their self-interest, they will become stationary bandits only if they have
a stake n the economy, and if they expect to be in power for a long time.
There 1s nothing benevolent about these growth-promoting dictators. If
either condition fails, statlonary bandits can revert to their old predatory
Ways.

Despite their relevance, both images of dictators provide incomplete ac-
counts of economic growth under authoritarianism. For one, we Imow lttle
about the conditions that enable the selection of“good” dictators. The focus
1n the literature has mostly been on 1dentafying and proposmg optimal poli-
cies, rather than explaining the political processes that generated and en-
forced those policies.'” The fact that restrictions on democratic choices may
be needed to enable collective action for the good of society does not by
itself determine which specific restriction will be applied. There are multi-
ple restricions—in effect, mulaple dictatorships—that can prevent incoher-
ent collective choices, but not all lead to good outcomes. What guarantees
the selection of a benevolent dictator? How do socleties opt for statonary,
rather than roving, bandits?

Moreover, we usually do not recognize cases in which dictators make
credible commitments until sufficient economic development has taken
place. At that point, classifying a dictator as either a benevolent or a station-
ary bandit 1s largely a subjective exercise. Based on observationally equiv-
alent economic outcomes, the distinction between the two images also
becomes moot. The real challenge is not to be able to apply a specific label
after the fact, but rather to understand how dictators can become stationary
bandits to behave like benevolent dictators.

Dictators have, of course, an Incentive to proclaim themselves as benevo-
lent promoters of development, regardless of their true intentions. But why
should societies trust them? By definition, authoritarian governments have
much discretion in the choices they make, and they will consistently choose
policies that satisty their own Interests. Surely, they can take decisive actions
that are conducive to growth, but as the record of economic pefformance
clearly shows, not all dictators take those actions.'™

Despite the presumed advantages of dictatorial decision making, we lack
a good understanding of how politics interact with economics in nondem-
ocratic settings.” One major reason is that descriptions of benevolent dicta-
tors or their decisive actions are typically devoid of politics.™ In the case of
stationary bandits, concomitant questions arise about the undedying politi-
cal foundatons that enable encompassing interests and long-term horizons.
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What are encompassing interests and how do they organize?' What do
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stationary bandits look like In practice? Under what conditions Is stationary
banditry likely to arise and persist?*

To be sure, we have specific explanations for the economic growth of
selected cases, although the focus 1s not on the underlying politics or en-
abling institutions. For instance, we can explain the performance of some
dictatorships with export-oriented economies like Singapore and Indonesia
by identifving relevant external economic constraints. In these cases, access
to foreign markets and capital mobility served to disapline authoritarian
governments to prevent them from reneging on their commitments.™

The historical record shows, however, that the use of external mecha-
nisms is very limited in practce. Even among those cases that eventually ad-
opted successtul export-oriented strategies, there was much variation over
tme in development str:ltegies.24 In fact, at one time or another, authori-
tarlan regimes that were able to sustan fast rates in the twentieth century
did so by relying on protectionist import—substitution strategies (Wintrobe,
1998, p. 148).7

Capital mobility can indeed serve as an enforcement mechanism, but its
general applicability is limited if investors are heterogeneous. One crucial
distinction exists, for instance, between foreign and domestic investors who
are subject to different constraints and available mechanisms to protect their
property rights. The former may be able to move their capital from place to
place in search of safer economic environments. Domestic investors, on the
other hand, have more limited options and are therefore more vulnerable to
government predation. Hence, even if we can explain some commitments
with capital mobility, it remains to be explained how some countries with
dictatorial regimes were able to make commitments to domestic Investors.

Another mechanism that recelves attention In the Literature is reputa-
tion.”™ Dictators can develop a reputation for maintaining benevolent gov-
ernments, which in turn would lead to increased investment, especially
from foreign investors. There are two problems with this mechanism. The
first impediment is that reputation takes fime to develop. In a certain sense,
appealing to reputational mechanisms begs the question of credibility. In
order for dictators to develop such reputations, they must have been cred-
ible to begin with, at least with respect to economic actors who first took a
chance on an unproved dictator.

The second impediment is theoretcal and is discussed in more detail in
Chapter 2. The main point to be made here is that reputation is generally
believed to enhance credibility because it acts as a reliable and public signal
to encourage investment. The underlying assumption is that nvestors are

homogeneous, or that they expect to recelve the same treatment from the
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dictator given the latter’s history of good behavior (presumably irrespective
of investors’ idiosyncratic traits). As [ will argue in this boolk, however, dicta-
tors cannot make credible blanket promises to all investors, because inves-
tors themselves do not demand similar or equitable protection. It follows
that dictators cannot develop reputations in the public sense in which we
understand that term. At best, dictators can develop a good reputation (l.e.,
have a history of good behavior) with a limited set of actors, but that repu-
tation is not informative for other actors whose interactions with the dicta-
tor have not been as amicable, or for new actors without prior interactions.

To advance our general understanding of commitments in dictatorships,
we need to address 2 mismatch between the theoretical and empirical lit-
erature. On the one hand we have general theories that only fit certain
cases, like the United States and England, but do not apply to authoritarian
settings. On the other hand, the evidence from comparative politics and
the developmental literature emphasizes economic policies, state capacity,
and bureaucratic performance, with minimal attention to the underlying
political institutions and incentives of relevant partcipants. By focusing
on the right policies or conditdons that enabled growth in fast-growing
countries, however, the latter literature tends to be descriptive rather than
explanatory, thus providing 1diosyncratic rather than general explanations
of growth.”

Despite our understanding of the importance of msttutions for develop-
ment, two key questions remain unanswered. First, there is the puzzle of
growth under authoritarianism—the focus of this boole What conditions
enable dictators to make credible commitments? A comllary question also
arises about the great variation in the economic performance of dictator-
ships, especially regarding stagnation. Why are most dictators unable to pro-
mote Investment and growth?

To answer these questions, we need 1 general theoretical framework to
understand credible commitments under a wide variety of regimes, not just
democracies, as has been the focus of the literature. Moreover, we need
more empirical analyses of growth under authoritarianism, not just descrip-
tions of successful cases to extract policy lessons, but explanations of policy
credibility 1n different contexts. The following sections describe how this
book moves the institutional literature along those two directions by build-
ing upon extant economic and political theories to inquire about the social
foundatons of growth in dictatorships as well.

My approach has three innovative features. First, [ demive a theory of
selective credible commitments and assoclated networks of private protec-

ton from first principles, firmly grounded on well-established tenets and
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economic models of individual behavior. I extend the literature by looking
at networks as an enforcement mechanism brought about by the collective
behavior of self~mnterested individuals. Hence, my theory is microanalytic
and mimmalist, and does not require specific organizational assumptions or
the existence of some given group capacity, like social capital, which auto-
matically enables collective action.

Second, I introduce social network analysis (SINA) into the study of the
political economy of development and policy-making processes in nondemo-
cratic settings. It 1s kmown that in the absence of reliable formal institutions,
people rely on informal msatudons (Elster, 1989, pp. 113-123, 147-158;
North, 1990, pp. 36—45). The study of informal institutions is disparate,
however, and there is no consensus on the best way to define or study infor-
mal institutions.™ SNA provides a well-established methodology to study
networks, thus providing a natural and systematic methodology to map and
examine the nature and context of mformal mstitu tions.

Finally, not only do [ provide a systematic methodology to study in-
formal institutions with 1 network—analytic perspective, but I do so in an
integrated way with existing approaches such as modern political economy
and historical analysis. To date, students of formal political institutions (e.g.,
legislatures, constitutions, and separation of powers) have largely ignored
nformal mstitutions in their empirical analysis. Likewise, researchers who
emphasize nformal mstitutions (e.g., nonms, networks, and related concepts
like social capital) have for the most part ignored the study of formal insti-
tutions. This book considers both formal and informal mstitutions.

1 Relational Perspective on Dictators” Commitments

In this book I propose a network theory of private protection that explains
how dictators can become credible stationary bandits with incentives to
forgo predation.” Not only do I uncover the institutional arrangements
supporting stationary bandits—that is, what stationary bandits must look
like in practice—but I also predict what types of policies they can pass.
Contrary to Olson’s (2000) theory, [ will argue that stationary bandits can
credibly commit only to provide private rather than public benefits, so the
commitments made by dictators will be qualitatively different from those
of democracies.

I bulld my network theory of private protection by positing that there
are two fundamental institutional differences between democracies and dic-
tatorships.® First, I assume that dictators have greater discretion or influ-

ence on policy-making processes, meaning that they can either formulate
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or greatly influence policies.”’ Second, because of the lack of institutional
constraints on dictators, policy implementation will be more difficult due to
limited or nonexistent public enforcement.™

One major implication of a dictator’s discretionary authority is a greater
ability to offer lucrative policies to private economic actors (Wintrobe,
1998, p. 113). To characterize these selective commitments, I borrow from
Bueno de Mesquita et al. (2001) the notion of private and public benefits
or policies. The ability to formulate private policies, however, will give rise
to a situation that I characterize as a governability dilemmma: With greater dis-
cretion comes greater demands and a greater complexity in the exercise of
authorlitarian government. To ease the task of governing, the dictator will
have incentives to be selective. Moreover, dictators are likely to benefit di-
rectly from selective conunitments through the sharing of rents, so they will
also prefer private policies that accord narrow benefits, as opposed to public
policies that benefit society more generally.™

Private actors will also have an incentive to seek private rather than pub-
lic policies, because the former increase profits. As noted by Haber et al.
(2003), the assumption in the extant literature that economic actors con-
dition their investment on the existence of universal protection is unre-
alistic. Recent evidence corroborates the claim that economic actors care
pomarily about their own property rights (Do and Levchenko, 2006). The-
oretically, the reason is not hard to fathom: Selective protection also entails
selective exclusion, so protected actors can gain at the expense of excluded
competitors.

Because both dictators and protected actors stand to gain from selectivity,
the outcome will be a predominance of private policies under dictator-
ships. Thus, one critical difference between growing democmcies and dic-
tatorships 1s that dictatorships grow based on selective rather than universal
commitments to protect property rights.”* This distinction will have major
implications for the types of economic actvity that can be sustained in dic-
tatorships: Markets will be more concentrated than in democracies.

A second 1mplication is that these private policies will be enforced dif-
ferently than under a democratic setting, Private policies, however lucraove
they may be, still require protection, but cannot rely on political institutions
to provide public enforcement. What is more, policy credibility is no longer
an issue of guaranteeing one public policy or social contract, but multple
private policies. All things being equal, the conditions for policy credibility in
dictatorships will then be even more stringent than in democracies, because
of the need to guarantee various concurrent but separate selective commit-

ments. T his situation exacerbates the dictator’s governability dilemma.



Introduction: The Puzzle of Growth in Dictutorships 9

How do dictators manage to make multple credible commitments? Al-
though they focus on instability, Haber et al. (2003) have advanced a general
argument that economic and political actors will have an incentive to merge
thelr interests when formal msttutions do not work. Economic actors will
seek to define economic policy and partake in the exercise of government,
whereas political actors will be either directly engaged in or otherwise share
the profits of economic activity, Both economic and political actors thus
develop a shared stake 1n the fulfillment of various policy commitments.

I build on Haber et al’s (2003) notion that credible commitments in this
situation are contingent on the existence of a critical mass of third-party en-
forcers who can punish governments that renege on their promises. Because
the political system cannot offer protection, investors will have to buy their
own private protection. But the ability to buy private protection will de-
pend on the availlability of third parties (private enforcers) with the capacity
to punish the dictator. The pool of private enforcers can include powerful
politicians, public officials, military officers, or even private citizens with
enough economic or political power to inflict punishment on the dictator.
When these enforcers are absent, private policies cannot generate sustained
economic growth because the dictator can change his or her mind and real-
locate privileges at wall.

I argue that these enforcers constitute the encompassing interests in Ol-
son’s (2000) theory of stationary banditry, but we need a better characteriza-
ton of these interests and the underlving incentives to fight off predation.
One major imitation in the theory of the statonary bandit is that it leaves
unspecified the nature of encompassing interests, which is crucial for that
theory. As a practical matter, dictators have varying levels of encompassing
interests in the economy, and 1t 1s hard to imagine any dictator owning such
a high share of the economy to give him or her an encompassing interest
that would constrain predation in the short run.” In fact, what we often
see is that the dictator Is not the only beneficiary of concentrated authority.
A larger set of cronies and political actors who support the dictator benefit
from special privileges as well.*

The first critical step n characterizing encompassing Interests 1s to recog-
nize the inherently rlational component to these favors, because connections
to the dictator are crucial to obtain benefits (Kang, 2002, pp. 74-76; Khan,
2000a, pp. £9-103; Thompson, 1994, p. 216;Vaakiods, 1998, p. 30). Dicta-
tors make selective rather than universal commitments, but they do not do
so randomly. Commitments are explicitly selective, and social networks are
likely to influence the selection of beneficiaries (Khang, 2000a; Thompson,

1998). Indeed, the value of personal connections has been widely recognized
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in the literature, and is often described in terms of clientelistic or patron-
client relations, and also condemned as evidence of corruption (Campos,
2002). Missing from the literature, however, 1s the question of what makes
these relational favors credible. After all, if dictators can prey on soclety,
surely they can prev on isolated actors.

The possibility of isolated or selective predation highlights another ma-
jor distinction between democracies in dictatorships. In the former, com-
mitments have 1 more universal nature. Hence, it is sensible to formulate
theorles in terms of aggregate outcomes, as in explaning lack of growth
resultng from the absence of universal protection. In dictatorships, however,
the basic unit of analysis 1s an individual selective commitment or one pri-
vate policy rather than a socletal commitment.

Inquiring about whether dictators can credibly commit to promote
growth therefore masks the more stringent requirement to honor multiple,
concurrent commitments to bring about desirable aggregate developmental
outcomes. But aggregate outcomes are our ultmate interest, so we need to
find a way to move to a higher level of analysis that explores commitments
from a societal perspective.

A relational or network perspective can facilitate the required multilevel
analysis. The dispensation of special favors—however narrow and selective
they may be—inevitably creates a complex web of related mterests, depend-
ng on the various connections that may exist among beneficiaries, with
potental aggregate outcomes.

Do connections aftect the overall distribution of privileges in system-
atic ways? Do social structures make a difference in the collective ability of
prvate actors to defend their property rights? Answering these questions
requires 1 better understanding of the social foundations of policy mak-
ing in dictatorships. More precisely, we need an explicitly network—analytic
approach that recognizes the social context In which private protection is
embedded.

But although network analysis can enable 2 more realistic analysis of
policy making in dictatorships, it also presents two major challenges. First,
there is the need to specify an explicit relational mechanism that goes be-
yond vague descriptions or metaphorical references to social connections.
The second challenge is that social networks exist everywhere, so our theo-
ries must carefully identify relevant networks,™

To circumvent those challenges, both my theory and empirical analy-
sis are guided by SNA, which provides a well-defined set of concepts and
methods to study networks (Scott, 2000; Wasserman and Faust, 1994). SNA

helps with the operationalizaton of networks by defining them as a collec-
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ton of nodes (either people or other relevant endties), that are connected
in pne particular way.™ The identification task is therefore accomplished by
formulating a minimalist network theory that clearly specifies ovedapping
private protection as the fundamental relation among influential poliical ac-
tors who can punish the dictator: The nerwork that matters is that of private
enforcers and their vested interest in the protection of multiple firms.*’

My network theory is built around the problem of making selective
commitments. Starting first with the enforcement of one private policy, I
demonstrate that rents are crucial to induce third parties to deter predation.
I then propose two relational mechanisms that enable private protection
to be “scaled up” beyond the protection of an individual firm. First, when
private enforcers share the protection of multiple firms, an isolated attack
propagates the risk of predation to muldple firms. Networks thus matter be-
cause they make firms more vulnerable, even when their own property 1s
not directly attacked, and despite the fact that they only care about their
own property rights.

The second mechanism is collective retaliation. The dissipation of rents
across various firms and private enforcers affects the latter's iIncentives to de-
fend the network. If private enforcers are connected to varlous firms, they
will be affected by the actons of other enforcers. If the prospect of eventual
predation on one firm reduces the rents accrued to private enforcers not
directly responsible for defending an attacked firm, these actors will have
an incentive to punish the dictator. Not all actors may have such an incen-
tive, depending on their placement within the network. But if a critical
mass does exdist, selective predation can be deterred by a collectve response
aimed at protecting the network. Again, this collective response occurs de-
spite the self-interested nature of network participants.*!

My resolution of the pamdox of economic growth in dictatorships is
that successtul dictators will rely on an exclusive netwotk of private protec-
tdon with the collective capacity to punish predation. The success of this
network will depend both on the existence of a pool of private enforcers
and on the structure of the network. Social networks can greatly enhance
the effectiveness of private protection by creating opportumties for shared
stakes In preserving a network of protected interests. The reason is ssmple:
If dictators prev on any network member, the dictator effecuvely attacks
the whole network because of the interlocking interests of private enforc-
ers. For that reason, I refer to cases in which a dictator restrains from pre-
dation as a limited dictatorship, not just because of observable behavior, but
because the dictator’s choices are effectavely constrained, albeit by informal

arr:mgements,



