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his World Development Report is about building

market institutions that promote growth and

reduce poverty, addressing how institutions
support markets, what makes institutions work, and
how to build them.

This theme is a natural continuation of last year’s
Report, which demonstrated that markets are central
to the lives of poor people, that institutions play an im-
portant role in how markets affect people’s standards of
living and help protect their rights. This Report identi-
fies how institutions can promote inclusive and inte-
grated markets, and ensure stable growth and thus dra-
matically improve people’s incomes and reduce poverty.
It is about equal opportunity and empowerment for
people, especially the poor.

Some countries have successfully harnessed market-
oriented reforms to improve the welfare of all their peo-
ple. But in other countries, markets have not given peo-
ple as much incentive to engage in wider trade, the
ability to use fully their skills and resources, and oppor-
tunities to increase their income.

Effective institutions can make the difference in the
success of market reforms. Without land-titling insti-
tutions that ensure property rights, poor people are un-
able to use valuable assets for investment and income
growth. Without strong judicial institutions that en-
force contracts, entrepreneurs find many business ac-
tivities too risky. Without effective corporate gover-
nance institutions that check managers’ behavior, firms
waste the resources of stakeholders. And weak institu-
tions hurt the poor especially. For example, estimates
show that corruption can cost the poor three times as
much as it does the wealthy.

Addressing the challenge of building effective institu-
tions is critical to the Bank’s mission of fighting poverty.

Foreword

We recognize the central importance of institutions in
the development process through the Comprehensive
Development Framework, which stresses the interde-
pendence of institutions with the human, physical, and
macroeconomic sides of development.

The Report emphasizes the importance of histori-
cal context: where countries are today affects where
they can go. It also takes a pragmatic approach to in-
stitution building, focusing on what can be done prac-
tically rather than on what should be done in an ideal
world. Social and political factors affect the pace of
change, and sweeping reforms are not always possible.
It is important to work on the areas where opportuni-
ties present themselves; each step can take countries
forward—if correctly designed. And smaller reforms
can build constituencies for larger ones.

This Report recognizes that one size does not fit all
in institution building and provides policy guidance on
how to develop appropriate institutions. Building on
the successes of countries, and learning from the fail-
ures, the Report provides a deeper understanding of
market-supporting institutions and a better apprecia-
tion of how people may build such institutions. In iden-
tifying how to promote institutional change, it looks at
the roles of private and public, and national, local, and
international, actors. It draws on a wealth of research
and practical experience from inside and outside the
Bank, as well as on insights from many disciplines, pre-
senting new research and data on institutions.

From these diverse sources, the Report distills four
lessons on building effective institutions:

® Design them to complement what exists—in terms
of other supporting institutions, human capabilities,
and available technologies. The availability and costs
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of supporting institutions and capacity determine
the impact of any particular institution. By under-
standing how institutions interact, we can identify
priorities.

Innovate to identify institutions that work—and
those that do not. Sometimes this requires experi-
mentation. Even in countries with similar incomes
and capacities, innovation can create stronger insti-
tutions because of differences in local conditions,
differences that range from social norms to geogra-
phy. Countries can gain from expanding successful
public innovations and adopting private innova-
tions. But they must also have the courage to drop
failing experiments.

Connect communities of market players through
open information flows and open trade. Exchanging
information changes behavior. It creates demand for
institutional change by holding people to account
and by supplying ideas for change from outside the
community. Linking communities of people in net-
works of information and trade is thus a priority for
those building market-supporting institutions.

B Promote competition among jurisdictions, firms,
and individuals. Developing country market actors
often face too little competition, and changing this
will significantly improve institutional quality.
Greater competition modifies the effectiveness of ex-
isting institutions, creates demand for new ones, and
increases choice for consumers. Competition among
jurisdictions highlights successful institutions and
promotes demand for them. Competition among
firms and individuals does the same.

These broad lessons, as well as the detailed analysis
and many examples throughout this Report, will help
us and policymakers build institutions that ensure sta-
ble and inclusive growth and thus improve people’s in-
comes and reduce poverty.

W

James D. Wolfensohn
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sifications in this edition may be found in the Intro-
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less noted to the contrary.

The use of the word countries to refer to economies
implies no judgment by the World Bank about the
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tral planning, as a matter of convenience. The term Je-
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CHAPTER 1

Building Institutions:
Complement, Innovate,
Connect, and Compete

How do we account for the persistence of poverty in the
midst of plenty? If we knew the sources of plenty, why
don't poor countries simply adopt policies that make
Jor plenty? . . . We must create incentives for people to
invest in more efficient technology, increase their skills,
and organize efficient markets. Such incentives are
embodied in institutions.

—Douglass C. North, 2000

Africa wanted to expand business across borders,

all around the Mediterranean. Trade in each center
was free of formal regulations and restrictions, and
competitive, with many buyers and sellers negotiating
prices through brokers, open-bid auctions, and direct
dealings. Cross-border trade also was generally free of
formal regulations and restrictions. But it was fraught
with uncertainty about selling prices, the quality on
arrival, and the possibility of theft. Only if merchants
traveled with their goods to distant markets could they
ensure the safe arrival and sale of their merchandise.
Such risks and costs naturally limited trade.

So in all major trading centers around the Mediter-
ranean, the Maghribis set up overseas agents to repre-
sent their interests and exchange information about
markets. Being from the same community, these agents
were seen as trustworthy. And with fewer contractual
problems, Maghribi merchants no longer needed to
travel to ensure that they would not be cheated. Infor-
mation flowed freely in this network bound by social

I n the 11th century the Maghribi traders of North

ties. And the rules of the organization, although not
written, were self-enforcing. Remaining in the coali-
tion of traders best served each member’s interests. So-
cial ties cemented mutually beneficial business rela-
tionships, and cross-border trade flourished.

Today, a millennium later, people everywhere face
similar problems in striving to improve their well-
being through market activity. African entrepreneurs
lack information about potential business partners.
Poor farmers in Latin America lacking formal title to
their land cannot use it as collateral to secure access to
credit. Budding entrepreneurs in Central Asia, trying
to start new businesses, run into political obstacles
from established firms and the state.

Despite the problems, many people in rich countries
and poor are engaged in productive—and rewarding—
market activity. As World Development Report 2000/
2001 argued, income from participating in the market
is the key to boosting economic growth for nations and
to reducing poverty for individuals. This Report is
about enhancing opportunities for poor people in mar-
kets, and about empowering them. What makes mar-
ket activity rewarding and possible for some, and not
others? Why are some market systems inclusive and in-
tegrated, allowing benefits to flow to the poor as well
as the rich, the rural people as well as the urban? And
why are other markets localized and segmented?

The Maghribi example illustrates some of the rea-
sons. Markets allow people to use their skills and re-
sources and to engage in higher-productivity activities
if there are institutions to support those markets. What
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are these institutions? Rules, enforcement mechanisms,
and organizations supporting market transactions. Ex-
tremely diverse across rich and poor communities and
nations, they help transmit information, enforce prop-
erty rights and contracts, and manage competition in
markets. All market-supporting institutions do one or
more of these things. And in so doing, they give peo-
ple opportunity and incentives to engage in fruitful
market activity.

This Report is about people building institutions that
support the development of markets. The 2000/2001
Report underscores the importance of institutions in af-
fecting poor people’s participation in markets. This Re-
port discusses both institutions that support growth and
those that directly affect access of people left out of
many market activities. It considers those institutions
that provide opportunities for people and that empower
them. It goes beyond the 2000/2001 Report by analyz-
ing what institutions 4o to promote growth and facili-
tate access and by suggesting how to build effective in-
stitutions. And it emphasizes how institutions can help
people make better use of the assets they own and how
to accumulate more. In focusing on institution build-
ing, it does not devalue the importance of policy. But
good policies are not enough. The details of institution
building matter for growth and poverty reduction.

The Report contributes to existing work on institu-
tions and markets in several novel ways. It provides a
diagnostic framework for understanding how institu-
tions support market activity. Bridging the gap between
theory and evidence across disciplines, it also builds on
existing evidence on the role of institutions and insti-
tutional change. It extends previous empirical work on
institutional change to developing countries and pre-
sents a framework for institutional change. It confirms
that one size does not fit all in considering institutional
design. But it does more than that. It illustrates sow to
proceed in building more effective institutions. It pro-
vides policy guidance by taking a pragmatic approach.
The aim is not to define what should be done in an
ideal world, but what can be done in today’s world.

In understanding what drives institutional change,
the Report emphasizes the importance of history. Many
developing countries have been nation-states for a short
time compared with industrial countries. The evolution
of nations teaches that building institutions takes time
and that the process within each country may stall or
reverse because of political conflicts or economic and
social conditions. It offers lessons about the process of
change and the importance of norms and culture in

particular countries. Institution building is generally a
cumulative process, with several changes in different
areas building up to complement and support each
other. This Report identifies elements of such a strat-
egy. Even small changes can build momentum for fu-
ture changes. The whole is greater than the parts, and
even moderate progress in the parts can contribute to a
better system to promote growth and reduce poverty.

Four main lessons emerge for institution building.
The first two are about supplying effective market-
supporting institutions. But supplying institutions is
not enough. People must want to use them too. Thus,
the second two lessons are also about creating the de-
mand for such institutions, and about the forces for
change within countries.

To ensure effective institutions:

® Design them to complement what exists—in terms of
other supporting institutions, human capabilities, and
available technologies. The reason? The availability and
cost of supporting institutions, existing levels of cor-
ruption, human capacity and technology determine
the impact of a particular institution. That is why in-
stitutions that achieve their goals in industrial coun-
tries may not do so in developing ones. Much of the
important work in building institutions lies in modi-
fying those that already exist to complement better
other institutions and in recognizing what not to build
in a particular context, as much as what to build. “Best
practice” in institutional design is a flawed concept.

W [nnovate to design institutions that work—and drop
those initiatives that do not. Even in countries with
similar incomes and capacities, innovation can create
stronger institutions because of differences in local
conditions—differences ranging from social norms
to geography. Experimentation, which has some costs
that must be recognized, can nevertheless help iden-
tify new and more effective structures. Countries can
gain from expanding successful public innovations
and adopting private innovations. But they must also
have the courage to drop failing experiments.

u Connect communities of market players through open
information flows and open trade. Exchanging goods
and services outside existing networks and commu-
nities creates demand for market-supporting institu-
tions. Exchanging information through open debate
creates demand for institutional change by holding
people to account, by changing behavior, and by sup-
plying ideas for change from outside the community.
Linking communities of people in networks of infor-
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mation and trade is thus a priority for policymakers
building market-supporting institutions.

8 Promote competition among jurisdictions, firms, and
individuals. Greater competition modifies the effec-
tiveness of existing institutions, changes people’s in-
centives and behavior, and creates demand for new
institutions. Developing country actors may face too
little competition, often because of current institu-
tional structures. Changing this will improve the qual-
ity of other institutions. Competition among jurisdic-
tions—for example, among different states within a
country or between countries—highlights successful
institutions and promotes demand for them. Compe-
tition among firms and individuals does the same.

This chapter first provides a framework for evaluat-
ing the role of institutions in supporting market trans-
actions, growth, and poverty reduction. It then focuses
on the four main lessons on institution building, fol-
lowed by a discussion of the impact of political and so-
cial forces on institutional evolution.

How do institutions support markets?

Small vendors engage in simple spot-market transac-
tions, with buyers and sellers dealing face to face in
fairly standard products whose quality is easy to verify.
A rural vegetable market in a poor country is such a
market. Large multinational firms exchange more dif-
ferentiated products, facing greater difficulties in veri-
fying quality and bigger separations in time and space
between the quid and the guo. International exchange
of food products is an example of such a market. Most
economies have both types of markets—the first more
common in developing countries, the second in indus-
trial economies.

Developed markets, more global, inclusive, and inte-
grated, offer more opportunity choice. Underdeveloped
markets, more likely in poor countries, are more likely
to be local and segmented. So, compared with farmers
in Canada, poor farmers in Bangladesh have fewer op-
portunities—and far fewer formal institutions (such as
banks and formal courts) to reduce their risks and in-
crease their opportunities.

What limits market opportunities? Transaction costs
from inadequate information, incomplete definition
and enforcement of property rights, and barriers to
entry for new participants.! What increases them? In-
stitutions that help manage risks from market ex-
change, increase efficiency, and raise returns (boxes 1.1,
1.2, and 1.3).

Box 1.1
A poem on the problems of trade

If I knew you and you knew me

‘Tis seldom we would disagree;

But never having yet clasped hands
Both often fail to understand

That each intends to do what'’s right
And treat each other “honor bright”
How little to complain there'd be

If | knew you and you knew me.
When‘er we ship you by mistake ,

Or in your bill some error make

From irritation you'd be free

If | knew you and you knew me.

Or when the checks don’t come on time
And customers send nary a line,

We'd wait without anxiety,

If | knew you and you knew me.
Source: Who's Who in the Grain Trade 35 (June 20,

1922-23); cited in Bernstein 2001, World Development
Report 2002 background paper.

Yet not all institutions promote inclusive markets.
The Maghribis lowered transaction costs among them-
selves, but in so doing excluded other communities. In-
stitutional designs that evolve through either historical
circumstances or directed action by policymakers are
not necessarily the best institutions for all society—or
for economic growth and poverty reduction. Moreover,
institutions that once supported market transactions
can outlive their usefulness—for example, privatization
agencies and bank restructuring agencies. The challenge
for policymakers is to shape policies and institutional
development in ways that enhance economic develop-
ment. The Maghribis operated under a policy of free
trade that enhanced their opportunities. It was to take
advantage of these opportunities that they developed
their institutions.

Clearly there is no unique institutional structure
guaranteed to lead to economic growth and poverty
reduction. Large firms in the United States and the
United Kingdom are often publicly held, with dis-
persed ownership, and are widely traded. But that is not
the case in other high-income countries such as France
or Canada, where ownership structures are highly con-
centrated (figure 1.1). And to promote competition,
policymakers can use quite different guidelines. In East
Asia competition authorities consider a market share of
50 to 75 percent to be evidence of possible monopoly



