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This paper argues that political and market concentration levels explain why 
developing economies often underinvest in institutional infrastructure and legal 
capacity. Economic growth challenges this equilibrium, incentivizing rulers to invest 
in institutional infrastructure complementary to physical infrastructure. Rulers 
jointly invest to expand market entry and size only if they can secure higher rents 
and preserve institutions favoring concentration. The theoretical model predicts 
that physical infrastructure investment grows faster than institutional investment 
as market concentration rises. Using provincial coal reserve shares as an instrument 
for market concentration, a difference-in-differences analysis of Chinese data from 
1997–2006 shows that the fiscal expenditure ratio of physical to institutional 
infrastructure increased 78% faster in provinces within the top market 
concentration quartile in 2000—the year before China joined the WTO.

Abstract
After the WTO accession, provinces with prior higher market concentration levels 
shifted 78% more public funds away from investing in courts toward physical 
infrastructure compared with their counterparts with lower market concentration 
levels. 

Introduction: A Puzzle

Following the WTO shock, higher market concentration leads to faster rise in fiscal 
expenditure ratio on physical to institutional infrastructure in China.

Theory: A Coordination Game

The evidence highlight how political and market concentration shape underinvest 
in institutional infrastructure and legal capacity in nondemocracies. When market 
development generates sufficient returns, rulers may invest in institutional 
infrastructure complementary to physical infrastructure. Rulers make optimal 
investments in physical and institutional infrastructure to facilitate market 
expansion when they can secure greater rents while preserving concentration-
favoring arrangements.

In the context of modern highly scalable technology, concentrated political power 
may extend limited rule-of-law protections for non-ruling groups even before 
within ruling groups when trade opportunities emerge and industrialization 
accelerates. This contrasts with the historical pattern under slower technological 
progress, where legal protections were first broadened within ruling groups and 
only later extended to non-ruling groups. 

A more nuanced understanding of physical and institutional public goods provision 
(i.e., the coevolution of legal and fiscal capacity) is thus needed.

Conclusions

Why do countries with high levels of political concentration invest more in physical 
infrastructure (e.g., roads) than institutional infrastructure (e.g., courts) compared 
with countries with low levels of political concentration, even though both are 
public goods and both need their collective action?

Results

Testable Hypothesis

Identification: Instrumented DiD

The model is an infinitely repeated coordination game. In each period, the ruling group allocates resources 

between physical and institutional infrastructure, anticipating the non-ruling group’s investment response, while 

the non-ruling group chooses private investment to maximize its value function given the ruling group’s 

investments in physical and institutional infrastructure:

Pareto-ranked equilibria exist when each player’s payoff is a non-decreasing function of the other’s strategy, 

indicating strategic complementarity. At the highest Pareto-ranked equilibrium, the main proposition follows:
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