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Abstract

This article analyses the institutional conditions required to support a strategic state
in being responsive to the changing demands of a market-economy, whilst maintain-
ing a credible commitment to long-term policy goals. This article identifies a key
pillar of a market economy that we believe is crucial to promoting inclusive eco-
nomic growth; we term these institutions market-engaging institutions. We propose
that market-engaging institutions may form a bridge between the flexibility required
by a dynamic market economy and the stability demanded by the rule of law. We
define market-engaging institutions as those institutions that facilitate greater politi-
cal participation for marginalized groups, manage technological disruptions, and
support human capital formation. Examples include social partnership agreements,
collective bargaining coverage, trade union membership, education and training ser-
vices, and research and development programmes. We suggest that mobilizing these
institutions necessitates credible commitment. Further, we argue that through its
commitment to the non-arbitrary administration of general rules the rule of law is an
essential condition for signalling the state’s credible commitment. However, at times
the requirement for the state to be flexible to the changing needs of market actors
may conflict with the rule of law’s demand for constancy and stability. This article
examines the delicate balancing act required to sustain a strategic, responsive, and
credible state in an era of institutional flux.
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1 Introduction

According to Fritz (2021), we have entered an era of institutional flux in which
“new institutional capabilities need to be developed or redeveloped to buffer
citizens and businesses through acute crises and longer-term transitions.” These
institutions must be responsive to exogenous shocks such as financial crises and
pandemics, as well as endogenous (i.e., self-produced) changes, particularly
technological innovations. Yet institutions must also be coherent and consistent;
their integrity relies on strong rule of law. Recently, the World Bank reported
that “political polarization, fragmentation and populism undermine institutional
coherence through policy shifts combined with frequent changes in public sector
staffing and organizational structures” (Fritz 2021). These incoherencies weaken
accountability and leave the state vulnerable to capture. Therefore, understand-
ing how to balance the need for responsiveness with the need for coherence is a
pressing issue in this era of institutional flux.

In response, this article identifies a key pillar of a market economy that we
believe is crucial to promoting inclusive economic growth; we term these institu-
tions market-engaging institutions. We define market-engaging institutions as a
bundle of institutions that facilitate greater political participation for marginalized
groups, manage technological disruptions, and support human capital formation.
Examples include social partnership agreements, collective bargaining coverage,
trade union membership, education and training services, and research and devel-
opment programs. These institutions may be delivered by the state or in partner-
ship with private actors. We suggest that if these institutions are to be functional
and factor in the practical deliberations of legal subjects and market actors then
they must be underpinned by a credible commitment. We observe that, through
its commitment to the non-arbitrary administration of general rules, the rule of
law signals the credibility of the state’s commitment to long-term policy goals.

However, at times the requirement for the state to be flexible to the changing
needs of market actors may conflict with the rule of law’s demand for constancy
and stability. To date, there has been a paucity of scholarly engagement with the
question of how the state remains flexible to the changing needs of a market econ-
omy whilst also providing the requisite coherence and consistency demanded by
the rule of law. We propose that market-engaging institutions may form a bridge
between these competing priorities—flexibility and certainty. This article is a first
foray into our understanding of market-engaging institutions. Consequently, we
have narrowed our discussion to consider advanced market-economies. Future
research on the role market-engaging institutions play in authoritarian regimes,
socialist economies or in lower-and-middle income countries would be welcomed.

We first situate our research question within the literature on institutional the-
ory and identify the contribution this article makes to progressing the discourse
on institutions, particularly as they relate to the rule of law and the strategic state
(Sect. 2). We follow the OECD (2013, p. 58) definition of a strategic state as
“a government that can articulate a broadly supported long-term vision for the
country, identify emerging and longer term needs correctly, prioritize objectives,
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identify medium- and short-term deliverables, assess and manage risk, strengthen
efficiencies in policy design and service delivery to meet these needs effectively,
and mobilize actors and leverage resources across society to achieve integrated,
coherent policy outcomes in support of the visions.” Despite this robust definition
there is still little known about the specific measures required to establish a strate-
gic state (Elliott 2020).

In response, we identify a bundle of institutions which underpin a strategic state:
market-engaging institutions. We suggest that these institutions help manage the
interdependencies and conflicts among technological change, human capital forma-
tion, political participation, and the rule of law (Sect. 3). To support our hypoth-
esis that market-engaging institutions may promote inclusive growth, we present
a case study of Ireland’s development model (Sect. 4). Ireland was identified as a
suitable case study as its development path illustrates the formation of a strategic
state (OECD 2013) through the use of market-engaging institutions. Ireland is an
advanced economy that underwent rapid transformation since its independence in
1937. According to the World Bank (2015), Ireland is one of few countries that has
managed to transition from middle-income status to higher-income status, making
it a particularly interesting case study. Section 4 illustrates the central role market-
engaging institutions played in this transition.

Finally, we conclude that there appears to be a positive correlation between
institutions that support human capital formation and political participation (i.e.,
market-engaging institutions) and lower rates of inequality, when these institutions
are delivered with a credible commitment (i.e., in accordance with the rule of law).
These findings warrant further theoretical and empirical inquiry into market-engag-
ing institutions.

2 Situating Market-Engaging Institutions in the Literature
on Institutions and the Strategic State

This section reviews the literature on institutions and the strategic state (Sect. 2.1),
situates the discourse on the rule of law in the literature on market-supporting
institutions (Sect. 2.2), and identifies the research gap this article seeks to address
(Sect. 2.3).

2.1 Institutional Theory and the Strategic State

As Drumaux and Joyce (2018, p. 1) observe, “creating effective and credible govern-
ment has become a big issue in the last 25 Years.” Beginning with the interventions
of Douglass North, forefather of new institutional economics, a body of literature
has emerged to question the neoliberal ideology of minimal state intervention and
deregulation as a means to promote the development of a market economy. Rather,
North and his followers have emphasised the need for strong state-delivered institu-
tions that support a market economy. In many ways, new institutional economists
take the Polanyian perspective (Polanyi 2001) of the “free market” as a myth as their
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starting point. However, they have equally cautioned that good institutions must be
supported by good governance. Good governance refers to the traditions and insti-
tutions by which authority is exercised in a country, and includes the process by
which governments are selected, monitored, and replaced, the government’s capac-
ity to effectively formulate and implement policies, and the overarching respect
for the institutions governing economic and social interactions. As we will explore
throughout this article, the rule of law is considered key for good governance and
good institutions.

Institutions are the rules of the game or, more formally, the humanly devised con-
straints that shape human interaction (North 1990, p. 3) and set expectations (Yifu
Lin and Nugent 1995, p 2306-7). Institutions may be informal or formal in nature.
Helmke and Levitsky (2004, p. 727) define informal institutions as “socially shared
rules, usually unwritten, that are created, communicated, and enforced outside of
officially sanctioned channels” and formal institutions as “rules and procedures
that are created, communicated, and enforced through channels widely accepted
as official.” Institutions increase predictability and reduce uncertainty by providing
a framework for human interaction (North 1990, p. 6). In essence, they are vehi-
cles through which information on standards of conduct circulate, and thus close
the information gap between social, political, and economic actors. Through this
increased certainty, these institutions should decrease transaction costs and encour-
age investment, ultimately stimulating economic growth.

Shirley (2008) identified two distinct institutional frameworks that are crucial
for economic growth; institutions that foster exchange by lowering transaction costs
and encouraging trust and institutions that limit abuse of state power and protect
private property and persons. Rodrik and Subramanian (2003) provide a somewhat
more encompassing typology with their four institutional dimensions of a market
economy: market-creating, market-regulating, market-stabilizing, and market-legit-
imizing institutions. These four institutions support a market economy by: provid-
ing private property rights and contract enforcement (i.e., market-creating institu-
tions), dealing with externalities, economies of scale and imperfect information (i.e.,
market-regulating institutions), ensuring low inflation, minimizing macroeconomic
volatility, and averting financial crises (i.e. market-stabilizing institutions), and pro-
viding social protection and insurance, redistribution, and conflict management (i.e.
market-legitimizing institutions). This typology of institutions captures the present
state of our understanding of the institutions that support a market economy.

To this typology we could add Mazzucato’s (2018) understanding of the state as
an “entrepreneurial” actor in the market. On Muzzacato’s account, the state is a key-
driver of innovation-led growth, having contributed to technological innovations
such as the Internet, GPS, biotechnology, nanotechnology, and alternative energy
sources. These early public investments at the risky stage of the innovation cycle
have produced new technologies and emergent markets that were later exploited by
private actors. Rather than a public—private divide, Mazzucato finds a dynamic pub-
lic—private partnership. States that do not invest in technological disruption, Mazzu-
cato suggests, tend to stagnate.

In sum, institutional theory has revived our understanding of the state as a key
actor in supporting and promoting a dynamic market economy. The state provides
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a framework of general rules through which economic actors may engage in imper-
sonal transactions with confidence, regulates otherwise volatile aspects of the econ-
omy, and mitigates the negative externalities of the market through the provision of
regulatory bodies and social services. We use the term “dynamic economy” to refer
to the process of creative destruction that is a key characteristic of a market econ-
omy. Capitalism requires the constant reshaping of markets, products, and services.
From the Schumpeterian perspective (Schumpeter 2010), technological mutations
or disruptions (i.e., creative destruction) produce emergent economies that alter the
landscape of labour/capital relations (Piazza-Georgi 2002, p. 463). As such, a capi-
talism economy is ever-changing or dynamic.

Creative destruction should temporarily push society and the market into a state
of social disequilibrium as existing markets are destroyed and resources (includ-
ing labour) are reallocated. A state of social disequilibrium is characterised by the
emergence of new markets, and the corresponding alteration of the roles, rights, and
duties of market actors. We argue that depending on how a dynamic economy is
managed by the state, a period of disequilibrium may persist and produce or exac-
erbate inequalities between labour and capital, or open opportunities, new markets,
and technologies to a broader segment of society. While Mazzucato (2018) high-
lights the role of the state in stimulating creative destruction, this article explores the
role of the state in exiting a period of disequilibrium. Therefore, our market-engag-
ing institutions are primarily concerned with managing labour/capital relations.

2.2 Institutional Theory and the Rule of Law

Running through institutional theory is an overarching concern for the rule of law.
Through its capacity to protect persons, property, and contract rights, to restrain the
arbitrary use of government power, and to reduce corruption, the rule of law has
been identified as a precondition for a well-functioning market economy (Ramanu-
jam and Farrington 2022, p. 160-61). The rule of law provides the structural con-
stancies required to govern through general rules. To guide human behaviour, legal
rules must be of general application, publicized, prospective, intelligible, non-con-
tradictory, possible to comply with, stable, and congruent (Fuller 1969). These so-
called precepts of legality are the minimum conditions required to create a stable
framework of rules that can factor in the practical reasoning of legal subjects. In
turn, a stable legal system provides a base level of expectations upon which stran-
gers may form exchange-based relationships. As exchange-based economies grow,
expanding in terms of both space and time, mechanisms for enforcing contracts
become increasingly important (Greif 1993). Where an agreement is made for the
future performance of an obligation, or the performance of an obligation by par-
ties in differing jurisdictions, informal trust-based agreements often become insuf-
ficient mechanisms for exchange. Instead, more formalised systems are required to
ensure that actors, acting across space and time, can transact with confidence. In
other words, the rule of law provides a credible commitment from the state when
delivering market-supporting institutions.
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The idea of consistency across government policy is captured in the idea of a stra-
tegic state. As stated above, the OECD define a strategic state as one which provides
a long-term vision for the country which it delivers through coherent medium- and
short-term goals. The emphasis on stability over time accords well with our under-
standing of the rule of law as concerned with stabilizing expectations between legal
subjects. In essence, the rule of law provides the foundation upon which the pillars
of a market economy (i.e., market creating, stabilizing, regulating and legitimizing
institutions) may be erected.

2.3 Bridging the Gap Between a Strategic State and a Dynamic Market Economy

There is an outstanding question of how a strategic state provides the requisite sta-
bility of expectations required by the rule of law, and remains responsive to the
changing dynamics of a market economy. This article provides a conceptual frame-
work for understanding how a strategic state can be both consistent and responsive,
without undermining the credibility of its commitment to long term policy goals.
We are concerned that an unresponsive state could produce unintended inequali-
ties by enforcing legal rules that are incongruent with contemporary needs. There is
widespread consensus that inequality is rising within high-income countries (Atkin-
son 2015; Cingano 2014; Irvine 2008; Piketty 2017). A report by the OECD found
that “the gap between rich and poor is at its highest level in 30 years. Today, the
richest 10 per cent of the population in the OECD area earn 9.5 times the income of
the poorest 10 per cent; in the 1980s this ratio stood at 7:1 and has been rising con-
tinuously” (Cingano 2014, p. 6). There is also growing concern that a post-pandemic
recovery will be uneven unless a “human-centric” approach is adopted—one that
tackles inequality while stimulating economic growth (ILO 2021). Understanding
how to build a human-centric state requires further research and experimentation.

Building on Rodrik and Subramanian’s (2003) typology, this article adds another
dimension to the four previously identified market-supporting institutions. This
article aims to expand our understanding of the state’s role in promoting inclusive
growth through the provision of market-engaging institutions. Each institution plays
an important and interconnected role in supporting a market economy. Market-cre-
ating institutions provide the formal institutions necessary for an exchange-based
economy in the form of contract and property rights, and the associated legal archi-
tecture to support the administration and enforcement of those rights. Market-regu-
lating and -stabilizing institutions provide the infrastructure to support economies of
scale and minimize economic volatility. These institutions guard against macroeco-
nomic shocks that have serious distributional consequences, such as tax increases
or public service cuts (Rodrik and Subramanian 2003, p. 32). However, outside of
macroeconomic crises, these institutions leave the distributional outcomes of the
market to freedom of contract. Perhaps for this reason, market-legitimizing institu-
tions have entered the picture.

There is evidence that market-legitimizing institutions may offset the negative
externalities of a free market by providing better unemployment insurance provi-
sions (Aghion et al. 2016), active immigration policies, and housing rights (Berger
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2016). However, these responses have been described as neither adequate nor cred-
ible as they fail to balance the interests of labour and capital(Frenken and Schor
2019, p. 131), and are at best a palliative solution for a problem that is endemic to
capitalist societies (i.e., creative destruction). Recently, there have been more pro-
gressive and ambitious proposals aimed at tackling inequality including progressive
income taxation (Stiglitz 2014, 2019), a global wealth tax (Piketty 2017), and uni-
versal basic income (Standing 2017). Each of these solutions focus on changing the
way the state generates and redistributes its income. As such, they are more con-
cerned with market-legitimizing institutions.

We recognize the importance of market creating, stabilizing, and regulating insti-
tutions to providing the formal institutions for a well-functioning exchange-based
economy. We also recognise the important role market-legitimizing institutions play
in mitigating the distributional inequalities that may arise when economic freedoms
are prioritized. However, we posit that these institutions alone are insufficient to
reverse the inequality phenomenon or to fairly balance the interests of labour vis-a-
vis capital. We believe that the state must also extend engagement in economic and
political life to a broad segment of society. This need for engagement and respon-
siveness, however, must be carefully balanced with the need for consistency in econ-
omy policy over time. In this article, we build on the abovementioned literature to
propose a fifth institutional dimension of the market economy—market engaging
institutions.

3 Towards Market-Engaging Institutions

This section defines the parameters of our market-engaging institutions. We define
market-engaging institutions as those institutions that promote inclusive politi-
cal participation, manage technological disruptions, and support human capital
formation through the provision of skill-training and education. Examples include
social partnership agreements, collective bargaining coverage, trade union member-
ship, education and training services, and research and development programs. In
essence, market-engaging institutions are built on two pillars—human capital for-
mation (Sect. 3.1) and political participation (Sect. 3.2). Together these pillars help
manage conflicts between labour and capital. Most importantly, there must be a
credible commitment to these policies, predictability in rulemaking, and long-term
consistency in public policy. We begin by looking at the importance of human capi-
tal for maintaining social equilibrium or exiting a period of technological disruption.
We then consider how the capacity of the state to provide the appropriate institutions
for human capital formation is predicated on the ability of a broad segment of soci-
ety to engage in political life and the state’s commitment to the rule of law.

3.1 The First Pillar of Market-Engaging Institutions: Human Capital Formation

Human capital is commonly defined as “the stock of personal skills that economic
agents have at their disposal in addition to physical capital” (Piazza-Georgi 2002,
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p. 463). It comprises skills, stocks-of-knowledge, and entrepreneurship (Piazza-
Georgi 2002, p. 461). Despite its central importance to a market economy, interest in
human capital has often been overshadowed by inquiry into physical capital. Physi-
cal and human capital have some features in common, but their distinguishing fea-
tures are perhaps more interesting. Capital is “a productive resource that is the result
of investment” (Piazza-Georgi 2002, p. 462). No resource on its own is productive;
for a resource to be transformed into capital, it requires investment. Human capital
is no different. A distinguishing feature of human capital is that its stocks increase
with use, rather than depleting like its physical counterparts. Human capital also
does not suffer from diminishing returns; the wider its dispersion among individu-
als, the greater the returns (Piazza-Georgi 2002). In contrast to physical capital, dis-
tributional inequalities in human capital impact efficiency and productivity (Piazza-
Georgi 2002).

For physical capital, capital concentration has been linked to greater productiv-
ity. As such, at an early stage of development, there has been some evidence that
inequality is positively correlated with growth (Banerjee and Duflo 2003; Barro
2000). However, this falls away in the long run, and once we begin to include human
capital inequality in the equation the picture becomes more complex. Castell6 and
Doménech (2002, p. 189) show that “human capital inequality negatively influences
economic growth rates not only through the efficiency of resource allocation but
also through a reduction in investment rates.” Similarly, Belitz et al (2015, p. 455)
find that, in developed economies, “an increase of one percentage point in research
and development spending in the economy as a whole [led] to a short-term increase
in GDP growth of approximately 0.05 to 0.15 percentage points.” Cingano (2014,
p. 6) discovered that inequality negatively impacts growth due to the impact on
human capital accumulation; his analysis showed that income disparity depresses
skills development and reduces long-term growth prospects. Therefore, investing in
human capital, particularly policies directed at low- and middle-skilled workers will
likely increase overall growth.

To put it crudely, anyone that does not have access to education due to economic,
social, or cultural barriers is an untapped resource. Innovation, and research and
development catalyse technological change while entrepreneurs are important equil-
ibrating agents. These aspects of human capital—skills, innovation, and entrepre-
neurship—maintain the cycle of creative destruction and are preconditions for sus-
tained economic growth. However, we submit that, in many respects, human capital
can be understood as both the entry point into social disequilibrium (through tech-
nological disruption) and the exit point toward social equilibrium.

Exit from social disequilibrium can be facilitated through investment in educa-
tion, upskilling, and perhaps most importantly making stocks-of-knowledge more
publicly available. Stocks-of-knowledge encompass ‘“stored expertise” (Piazza-
Georgi 2002, p. 464) in various formats from books to data banks. As such, it is
unsurprising that recent research has found that libraries are a vital bridge across
the “digital divide”, i.e., the gap between those who have access to digital technolo-
gies and those who do not (Allmann et al. 2021). If we wish to fully comprehend
the process of endogenous change in income and technology, we need to begin to
appreciate the role human capital plays in exiting social disequilibria. We suggest
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that without market-engaging institutions, society will persist in a state of social dis-
equilibrium, and we will continue to see a rise in income inequality.

There is emerging data to support this suggestion. For instance, Lee and Lee
(2018) found evidence from a cross-country analysis that a more equal distribution
of education significantly impacts income inequality. On the other hand, the study
showed that higher per capita income, trade openness and, technological change
have a positive impact on income inequality—but that this could be counteracted
by more equal distribution of education. As such, Lee and Lee (2018) identify the
source of rising income inequality within East Asian economies as rapid income
growth, globalization, and technological change in the absence of income-equaliz-
ing policies that improve equal access to education. Glomm and Ravikumar (1992),
Saint-Paul and Verdier (1993), and Galor and Tsiddon (1997) have all provided evi-
dence that uneven distribution of human capital is a key source of inequality. As
such, growth in the absence of market-engaging institutions will, we suggest, remain
uneven.

Similarly, Andersen (2015) emphasises that passive means of redistribution via
taxes and transfers (i.e., market-legitimizing institutions) are unlikely to be sufficient
to reverse the trend of growing inequality. Andersen (2015, p. 7) explains that “the
distribution of qualification is an important factor in determining the distribution of
market incomes. The wage distribution is formed via the interaction between labour
demand and supply.” Consequently, the more unequal the distribution of qualifica-
tions the more unequal the distribution of market incomes. Most interestingly, and
contrary to popular opinion, the egalitarian outcomes of Nordic countries may be
more a result of an equal distribution of qualifications than of redistribution via
taxes and transfers (Andersen 2015, p. 8). As such, the first pillar of market-engag-
ing institutions is human capital formation which provides an important exit point
from the social disequilibrium caused by technological change.

However, in general, access to market-engaging institutions has been uneven.
There is a broad consensus that “both new technologies and globalization tend to
induce a skill bias in labour demand; that is, job creation tends to be concentrated
at the top of the qualification distribution, while job destruction is concentrated at
the lower end” (Andersen 2015, p. 12). This bias towards high-skilled workers, in
conjunction with their privileged position in the private sector, disadvantages low-
and-medium skilled workers.

Therefore, we need mechanisms to ensure continued and equal access to institu-
tions that provide for human capital formation. According to Goldin (2016) initial
distributions of wealth affect human capital across generations; the stock of human
capital that an individual is able to accumulate is dependent on the investment their
parents are capable of committing to. Children’s future participation in the labour
market is largely determined by their initial access to education, which is deter-
mined by neither their natural ability nor work ethic but by their parents (Shuey and
Kankaras 2018; OECD 2018; van Belle 2016). As such, the idea that the market will
reward those that work hard enough can only be sustained if there is an even playing
field from the start. Removing these contingencies (wealthy and altruistic parents)
requires the state to intervene to ensure equal access to education and knowledge.
Investment in human capital must be inclusive, encompassing those traditionally
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excluded, such as women (OECD 2020a, 2018, 2021), children from lower-income
backgrounds (OECD 2020b), migrants and their children (OECD 2020c), and low
skilled workers (ILO 2021). This requires a state that is not solely or primarily
responsive to the interests of powerful economic actors or—in other words, a state
that is not subject to capture.

3.2 The Second Pillar of Market-Engaging Institutions: Participation and the Rule
of Law

Acemoglu et al (2014) pick up on the importance of inclusive institutions for human
capital formation. They argue that studies purporting to measure human capital
are in fact capturing the effect of institutions, and once controlled for the impact
of human capital is not as significant as studies would suggest. We suggest that
human capital and inclusive institutions are interdependent and mutually support-
ive. A more recent study commissioned by the IMF (Baldaci 2004) found that pub-
lic spending increases growth where it improves the education and health services
required to build human capital. However, the impact of social spending on eco-
nomic growth is directly affected by governance.

In simple terms, governance refers to the way public power is exercised (Kauf-
mann et al. 1999). Poor governance may produce inefficiencies when delivering
public services. More troublesome, poor governance allows corruption to thrive. On
the other hand, good governance occurs when public power is exercised with due
regard for the rule of law and constraints are placed on the arbitrary use of power.
As a result, the rule of law has been identified as a key tool in the fight against
corruption and state capture (Edgardo Campos et al. 1999; Hongdao et al. 2018).
Therefore, while education and human capital formation matter, equally important
are the processes through which those policies are delivered.

The interdependence of inclusive institutions and human capital has also been
emphasised by the World Bank. The World Bank (2006, p. xiv) found that “rich
countries are largely rich because of the skills of their populations and the quality
of the institutions supporting economic activity.” Intangible capital, which includes
raw labour, human capital, social capital (i.e., the trust among people in society and
their ability to work together), governance and the quality of institutions are key
components of development (World Bank 2006). Importantly, the rule of law was
linked to higher wealth and a higher intangible capital residual (World Bank 2006).
As such, there appears to be a two-way relationship between inclusive institutions
and human capital. Good or inclusive institutions and human capital are both intan-
gible components of wealth, they allow a broader segment of society to engage in
economic life, thus increasing gains and equalizing their distribution.

There is a wealth of literature on inclusive institutions (Acemoglu 2003; Ace-
moglu et al. 2001; Rodrik 2000a; Rodrik and Subramanian 2003). To date, inquiry
into inclusive institutions has been concentrated on market-creating institutions and
has consequently focused predominantly on those institutions that limit govern-
ment, reduce transaction and production costs, and protect market actors’ freedoms.
Within this category of inclusive institutions lies the rule of law, private property
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rights, and contractual freedoms. Yet, it is open to debate whether the rule of law, in
and of itself, can promote an inclusive economic or political system (Bennett 2011;
Kramer 2004). The rule of law provides the conditions for the consistent application
of general rules to human behaviour. According to Raz, the negative virtue of the
rule of law is that it guards against the potential for legal rules to be used arbitrarily
(Raz 2009). The rule of law may support legal subjects in forming expectations on
the behaviour required of them and others, but if the substantive content of the legal
rules is oppressive, their rigid application could be used for exclusionary purposes.
On this point Kramer (2004, p. 69) cautions that, the advantages of the rule of law
are the same for both just and unjust rulers, and that “if power-hungry rulers are
determined to exert and reinforce their repressive sway for a long period over a size-
able society, their efforts will be severely set back if they do not avail themselves of
the coordination and the incentive-securing regularity made possible by the rule of
law.”

Perhaps it is for this reason that Acemoglu, Johnson and Robinson (AJR) empha-
sised that inclusivity also depends on whether some degree of equal opportunity is
available to a broad segment of society so that individuals can make investments,
especially in human capital, and participate in productive economic outcomes (Ace-
moglu 2003). These important aspects of inclusive institutions have been eclipsed
by the interest in market-creating institutions. However, without the second pillar
of market-engaging institutions that expand political participation to a broader seg-
ment of society, growth may, we suggest, be uneven. Indeed, a strategic state that
rigidly applies legal rules over a consistent period may find itself disadvantaging
rather than empowering economic actors where those rules or policies are incongru-
ent with contemporary needs. Therefore, market-engaging institutions and the rule
of law appear to be interdependent prerequisites for an inclusive state. Together they
empower the state to adapt to technological disruptions and exogenous shocks in a
non-arbitrary fashion.

In support of the primacy of participatory institutions, studies have found that
inequality rises, and labour share of income decreases as voices are silenced, and
trade unions and collective bargaining agreements are dismantled (McGaughey
2016; Palma 2011). Rodrik (2000b), Stiglitz (2002), and Isham et al. (1995) find
that consensus-building, open dialogue, and the promotion of an active civil society
produce more sustainable growth, greater resistance to economic shocks, and deliver
better distributional outcomes. Rodrik and Subramanian (2003) and Acemoglu
and Robinson (2013) suggest that institutions of public deliberation and collective
choice are required to identify complementarities between institutions, the incentive
effects of alternative arrangements, the relevant trade-offs of such arrangements, and
the impact of the removal of market failures on future political stability.

Therefore, exiting social disequilibria requires more than fixing prices, privatiz-
ing resources, or improving institutions; it requires inclusive investment in human
capital which can only occur through participatory processes that are transparent
and accountable. Participation means more than voting, it requires open dialogue
and active engagement with a broad segment of society (Stiglitz 2002).

In sum, while market-creating institutions may be a strong determinant of the
growth prospects of a given nation and explain inequality between nations, the
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distribution of qualifications, access to education, and stocks of human capital will
largely determine the equity of the distribution of incomes within nations. Partici-
pation is key to defining the path institutions take and identifying socio-economic
changes that may produce social disequilibrium. Identifying where the labour sup-
ply and demand exists, as well as where jobs will be created and destroyed should
inform investment in human capital, allowing society to return to equilibrium. As
Piazza-Georgi (2002, p. 465) observes, it is the quality rather than the quantity that
matters when it comes to investment in skills and education; policy must be tailored
to technological changes and innovations (Cingano 2014, p. 6).

Most importantly, the beneficial outcomes of good policies will be magnified in
states that respect the rule of law, where there is predictability in rule making, insti-
tutionalized checks and balances, and freedom from corruption (Chhibber 1999).
However, as mentioned, the rule of law is insufficient, in and of itself, to promote
broader economic and political engagement. Building a credible government begins
with listening and partnership (Chhibber 1999, p. 308). The rule of law needs to be
supported by participatory institutions if a strategic state is to satisfy (a) the evolving
demands of economic actors and (b) produce the credible commitment demanded
by the rule of law and in a market economy. In essence, there are two pillars to our
market-engaging institutions—inclusive human capital formation and political par-
ticipation—which rest on a strong rule of law foundation.

4 Market-Engaging Institutions in Motion: Ireland’s Development
Model

We now turn to consider whether market-engaging institutions are feasible in prac-
tice and capable of promoting inclusive economic growth. We take Ireland as a case
study and find that public investment in human capital formation was key to attract-
ing foreign direct investment (FDI) and opening up Ireland’s economy. Additionally,
Ireland was able to protect labour interests in the process of trade integration through
a series of Social Partnership Programmes. These agreements further ensured con-
sistency in economic policy across governments, avoided regulatory inertia and
reduced the opportunity for capture. We further find evidence that the dismantling
of Ireland’s market-engaging institutions after the 2007-2008 financial crisis corre-
sponds with a decline in the labour share of income and a rise in inequality.

4.1 Human Capital and Social Partnership at the Heart of Ireland’s Success

In less than a decade, the Economist (1988, 2017) went from crowning Ireland the
“Poorest of the Rich” to “Europe’s Shining Light.” Speaking about Poland’s growth
prospects, the World Bank (2015) recently observed that “becoming a fully devel-
oped economy will be a challenge: only a few countries in the past have succeeded
in doing so, including Japan, Singapore, Taiwan, South Korean, and Ireland.” The
World Bank’s comment recognises the (seemingly) extraordinary success of Ire-
land’s economic development. However, what the East Asian and Celtic Tigers have

@ Springer Q ASSER PRESS



Market-Engaging Institutions: The Rule of Law, Resilience... 341

in common is that their development models were state-led rather than market-led
and were characterised by early and significant investments in public goods, ser-
vices, and human capital (Stiglitz 2021). In short, Ireland’s success was predicated
on the early formation of market-engaging institutions. In Ireland’s case, the state
worked in partnership with economic actors (both labour and capital representa-
tives) to develop long-term and consistent economic policies. !

Ireland’s growth has indeed been exceptional. However, this was not always the
case. After independence in 1922 Ireland’s economic policy was one of austerity
and isolationism. Yet, Ireland was able to change its fortunes by increasing public
expenditure, investing in human capital, and gradually entering the global market
(Dorgan 2006; Fitzgerald 1999). Ireland began developing its education system in
the late 1960s, with free secondary education introduced in 1967 (Fitzgerald 1999,
p- 12). Dorgan (2006, p. 3) finds that public expenditure grew by nearly 10 percent
between 1960 and 1973. It was only once “the government and the social partners
increasingly came to view investment in human capital as a strategic objective in the
national development planning process and as an important tool for growth,” (World
Bank 2012) that Ireland was equipped to enter the free-market and its well-known
growth phase. As O’Riain (2000, p. 159) explains, by investing locally in learning,
efficiency, and innovation, and integrating local alliances into global supply chains
“[Jocal strength becomes the basis of global competitiveness.” This allowed Ireland
to “leapfrog over the immediate hump of industrialisation” to become a post-indus-
trial high-tech economy (Murphy 2000, p. 4).

The Irish State further benefitted from EU funding following its membership in
1973. While Ireland’s tiger phase occurred during the onset of neoliberalism (i.e.,
market oriented reforms aimed at deregulating capital markets, privatizing social
services, and lowering trade barriers), the more likely reason for Ireland’s economic
growth at this time was the growth in the transfer of EU Structural Funds which
allowed it to continue investing in infrastructure and education (Fitzgerald 1999,
p.- 10). However, the way in which these funds were managed and distributed was
equally important. Dorgan observes that similar levels of EU funds were transferred
to Greece, Portugal, and Spain, yet none of these countries have managed to capital-
ize on this investment (Dorgan 2006, p. 8).

A series of articles published by the Financial Times highlighted that the abil-
ity for European Union Structural Funds (ESF) to promote growth depends on (a)
state capacity to administer the funds, and (b) the opportunity for corrupt practices
to diminish funds either at the national or EU. O’Murchu and Pignal (2010) com-
mented that “a programme, which has been credited for lifting once-under-devel-
oped countries like Ireland and Spain into gleaming modernity, now spends billions
of euros every year on projects that appear no longer to live up to the programme’s
mission: transforming the poorer parts of the Union through infrastructure, edu-
cation and development investment into sustainably prosperous communities.”
Pignal (2010) found that ESFs only achieve this mission where local and national

! More recently, the World Bank (2021) has acknowledged the vital role human capital investment and
social partnership played in Ireland’s economic and social transformation.
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authorities have the capacity to direct those funds to the intended beneficiaries, in
particular small and medium businesses.

Therefore, it may not be possible to attribute Ireland’s economic success solely
to an injection of EU funding. As Desai et al (2020) note, institutional design and
implementation is equally important when it comes to the administration of funds.
Countries have to overcome unresolved governance deficits, identify the proper
beneficiaries, and have the infrastructure to administer and monitor the use of
funds (Desai et al 2020). In short, the outcome of ESFs depends on the presence
of the necessary human and organisational resources required for the administrative
machinery of the state to “function effectively and efficiently in its role as a bridge
between public policy objectives and their actual realisation” (Lutringer 2022, p.
21).

Therefore, Ireland’s success arises from a multitude of factors: investment in
education, pragmatic and consistent economic policies, and more importantly main-
taining a national consensus by building inclusive and accountable processes into
the reform agenda. Dorgan (2006) and O’Riain (2000), in separate studies, consider
that Ireland’s transformation was made possible by state’s responsiveness to a mul-
tiplicity of interests. This cooperative approach allowed a shared vision of Ireland’s
economic policy which was sustained through public will. These investments were
supported by an open, inclusive, and transparent system of oversight, with govern-
ment funding allocated on the basis of explicit criteria, and stakeholder engagement
in formulation and implementation of policy (World Bank 2012). Crucially, there
was consistency in policy across levels of governments, meaning that there was
strong coordination and cooperation in the delivery of services across government
levels (see Fig. 1). In sum, Ireland has supported FDI, and economic globalisation
by embedding reforms within a set of market-engaging institutions.
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In particular Ireland used Social Partnership Programmes to negotiate wage
restraints, public spending limits, and increase social inclusion (O’Riain 2000, p.
158). Between 1987 and 2008 there were six such Social Partnership agreements,
each of which were the result of dialogue between employers and employees on
the future of the Irish economy (Flaherty and O’Riain 2020, p. 1047). Consist-
ency in economic policy when combined with Social Partnership Programmes
further reduced the risk of regulatory inertia and state capture, meaning that the
beneficial outcomes of public spending and EU funding were more evenly distrib-
uted. It is this combination of flexibility and consistency, and the careful balanc-
ing of global and local interests that has allowed Ireland to withstand shocks and
continue on a strong development path.

The Irish approach was quite different to that adopted in the UK at the time,
or later followed by transitional economies. As Fitzgerald (1999) explains, the
UK pursued a legalistic approach, whereas Ireland was inspired by the partner-
ship approach taken in Germany, the Netherlands and Denmark. A partnership
approach involved “regular negotiations between the social partners which have
resulted in a series of agreements covering not only pay rates, but also taxation
policy and policy on publicly provided services” (Fitzgerald 1999, p. 9). Depart-
ing from a legalistic approach, and including stakeholder engagement added
legitimacy to reform programs, making reforms more acceptable and durable.

In short, and contrary to popular belief, it was the commitment to market-
engaging institutions that was the basis of Ireland’s economic success. Ireland
adopted a gradualist approach and its success appears to be the result of a com-
mitment across successive governments to pursue a consistent economic strat-
egy (Fitzgerald 1999, p. 2). As Fitzgerald (1999, p. 29) notes, “such a strategic
approach to economic policy mirrors that of some Asian countries in more recent
times, and it highlights the importance of creating an environment of certainty
for foreign investors.” Like the Asian tigers, Ireland’s development path also
began with a protectionist stance, early investment in human capital, followed by
a gradual freeing of trade, at first between the UK under the Anglo-Irish Free
Trade Agreement (1965) and then upon entry to the European Union. Essentially,
the Irish experience shows that three things matter for long-run growth—growth-
friendly spending, stakeholder engagement in economic policy, and consistency
in economic policy.

While market-creating, market-regulating, and market-stabilizing institutions
were all key to forming a robust market economy, and while market-legitimizing
institutions certainly helped offset the negative externalities of a capitalist mar-
ket, we suggest that Ireland’s development path illustrates the importance of mar-
ket engaging institutions for equitable and inclusive development. It is not suf-
ficient to tackle inequality through progressive taxation and transfers, rather there
needs to be a bundle of institutions that mediate the interests of labour and capi-
tal, respond flexible to the demands of market actors and the emergence of new
markets and technologies, but that are supported by strong rule of law. Unfortu-
nately, Ireland’s development strategy changed after the financial crisis, when Ire-
land began dismantling its market-engaging institutions and made a turn towards
neoliberalism.
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4.2 The Neoliberal Turn: The Dismantling of Ireland’s Market-Engaging
Institutions

The financial crisis resulted from a failure of market regulating and stabilizing insti-
tutions, rather than market-engaging institutions. Yet, the latter were flagged for
demolition in the post-crisis recovery program. The Social Partnership Programmes
collapsed after negotiations broke down during the financial crisis (O’Kelly 2010).
The government also shifted from a consensual approach on socio-economic policy
to a unilateral approach (Regan 2009). This shift was largely influenced by exter-
nal forces, particularly the European Monetary Union and the Troika (the European
Commission, European Central Bank, and IMF). As Regan (2009, p. 1) explains,
“the policy constraints of European Monetary Union (EMU) and the narrow focus
on public sector austerity, in the context of an unprecedented economic crisis, has
undermined the capacity of actors to engage in a strategy of social partnership,” and
further entrenched neoliberalism in Irish economic policy. This is despite the fact
that the “causal factor behind [the financial crisis] was a house-price boom associ-
ated with an oversupply of cheap credit and facilitated by pro-cyclical fiscal policies,
not social partnership” (Regan 2009, p. 16).

The shift towards neoliberalism has had a notable impact on income inequality.
Ireland’s Gini coefficient has stayed relatively stable since 2000 after a period of
rapid decline from 1987 to 2000. Indeed, Ireland’s Gini coefficient was at a record
low in 2019. However, the stability of Ireland’s disposable income inequality is
largely due to the intervention of progressive taxation. This disguises inequalities
in market income growth, where growth has been less evenly distributed (Roantree
et al. 2021). On the other hand, earnings have stagnated, and young people entering
the labour market are earning less than their counterparts in the 1990s and 2000s
(Roantree et al. 2021). Despite the interventions of market-legitimizing institutions,
Ireland currently has the highest gross income inequality of any other EU country.
Ireland is now known for its low wages, uneven labour participation, particularly
amongst women, and increasing numbers at risk of poverty (Sweeney and Wilson
2018).

Carolan (2019, p. 3) observes that “between 2015 and 2017 the bottom 50% of
people experienced a 2% fall in their share of gross income, while the top 1% saw
their share increase by 27%. Between 2010 and 2015 average household expenditure
among the bottom 40% rose by 3.3%, while incomes rose by barely 1.1%.” This cor-
responds with a gradual decrease in government spending, and public expenditure
on education since the early 1980s. In 1981, government expenditure in Ireland was
60.7 percent of GDP, while spending on education was 5.73 percent of GDP (Ortiz-
Ospina and Roser 2016a, b). McDonnell and Goldrick-Kelly (2018) compared per
capita public expenditure in Ireland between 2008-2012 with that of its peers and
found that on average Ireland was spending just 84.7 percent of the peer coun-
try population. From Table 1 below, we can see that public spending has dropped
significantly.

We may see deepening inequality in Ireland in both income and education as
responsibilities for education are shifted to private actors. There will likely come
a time when tax transfers are insufficient to tackle income inequality. Furthermore,
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Fig.2 Trade union density in selected EU countries 1960-2015. Source: Authors’ own, data from Trade
Union Dataset, OECD, https://stats.oecd.org/Index.aspx?DataSetCode=TUD#

relying on progressive taxation rather than progressive education and economic
policies will create a pool of untapped human potential. This will impact Ireland’s
potential to attract high-skilled and high earning jobs which in turn will impact Ire-
land’s ability to raise revenue. On a more human level, cutting off education to the
economically marginalized limits their capacity to pursue the lives they want as
envisaged in Sen’s human-centric approach to development (Sen 2005). As men-
tioned above, there appears to be a two-way relationship between education and
income inequality. Access to high-skilled and high-income jobs require educa-
tion, and if we make education contingent on existing wealth, we exclude lower-
income individuals from more lucrative markets and force them to the peripheries.
As Andersen explains “equality of opportunity concerns both the formal access and
entry possibilities into the educational system as well as the outcomes” (Andersen
2015, p. 20). Similarly, Bjorklund and Jantti (2009) have found that those countries
with higher income inequality have lower social mobility.

Trade union density has also declined in Ireland. While trade union density has
stayed steady in the Nordic countries and Belgium, it has dropped significantly in
Ireland, the United Kingdom, the Netherlands, and Austria (see Fig. 2 below). How-
ever, the Netherlands and Austria have maintained high levels of collective bargain-
ing coverage, with Austria rising from 95 to 98 percent of employees from 1960 to
2015 and the Netherlands dropping only slightly from 80.8 percent to 79.4 percent
in the same period. Ireland and the UK on the other hand have dropped from around
70 percent collective bargaining coverage to below 40 percent, with the UK sitting
on 27.9 percent in 2015. The sharp decline of trade union density and collective bar-
gaining coverage in the United Kingdom, unsurprisingly, corresponds with the onset
of neoliberalism. Once again, those countries that top the tables in social partnership
are those that have high expenditure and low inequality. Of course, these findings
do not definitively evidence a causal relationship between market-engaging institu-
tions and inequality However, our findings strongly suggest a correlation between
market-engaging institutions and lower inequality. Of particular interest is that the
reduction in trade union density and the removal of Social Partnership Programmes
may explain the abovementioned finding that growth in market incomes has been
unevenly distributed.
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While the post-recession dismantling of Ireland’s market-engaging institutions
is concerning there have been some promising recent initiatives. For instance, Ire-
land’s National Skills Strategy (Department of Education and Skills 2016) aims
to invest in the skills required for current and future participation in the workforce
through active engagement with key stakeholders. The Digital Innovation Pro-
gramme (Department of Rural and Community Development 2021) provides fund-
ing to Local Authority-led projects that improve regional digital development, while
the Human Capital Initiative focuses on “increasing capacity in higher education in
skills-focused programmes designed to meet priority skills needs” (Higher Educa-
tion Authority n.d). Therefore, while Ireland’s market-engaging institutions were
eroded, they have not been abolished. There is still substantial scope for improve-
ment. In particular, there needs to be greater investment in more robust social part-
nerships that can meet the needs of contemporary workers.

5 Conclusion and Future Research

While creativity, innovation, and technological change are products of a market
economy, destruction and disruption are misnomers that lead us to believe (and too
readily accept) that inequality is the price of progress. Rather, we have illustrated
that inclusive growth may be realizable through early and continued investment in
market-engaging institutions.

This article examined the institutional conditions required to support a strate-
gic state in being responsive to the changing demands of a market-economy, whilst
maintaining a credible commitment to long-term policy goals. We noted that at
times these two priorities may conflict. In response, we suggested that a bundle of
institutions was needed to balance the competing priorities of flexibility and stability
that underpin a strategic state. We observed that the rule of law provides the condi-
tions for the state’s credible commitment. On the other hand, we identified that insti-
tutions that support human capital formation and political participation for a broader
segment of society were key to ensuring that the state remained responsive to the
needs of both labour and capital in a dynamic market economy. Together, we termed
these institutions market-engaging institutions. While the rule of law may support
these institutions, we suggested that it is insufficient, in and of itself, to tackle grow-
ing inequality in advanced market economies. Instead, we argued that market-engag-
ing institutions and the rule of law are interdependent aspects of a human-centric
state. Together they provide the conditions for the state to adapt to the changing
needs of market actors in an inclusive manner, whilst maintaining the requisite sta-
bility required to support an exchange-based economy.

These findings warrant further theoretical and empirical inquiry into the dynam-
ics of market-engaging institutions. We would encourage future research into the
connection between market-engaging institutions and social capital formation. It
may be hypothesised that market engaging institutions and the rule of law act as a
formalised complement to informal networks that support cooperative action (Far-
rington 2022). Therefore, it may be interesting to consider how social capital is com-
plementary to or captured by our understanding of market-engaging institutions.
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Future research could also consider the form market-engaging institutions might
take in authoritarian regimes, socialist economies, or lower- and middle-income
countries such as China. There is evidence that China is moving towards greater
formalisation (Chen et al. 2017; Ramanujam et al. 2019), and greater investment in
education, and training (Mehrotra et al. 2015) as its economy grows. Finally, future
empirical research might conduct qualitative or quantitative country specific anal-
yses or consider the role market-engaging institutions play in the development of
lower- and middle-income countries.
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