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On the Effect of Appropriate Institution on Factor Allocation
Efficiency: An Empirical Analysis Based on Cross-country Data

Wang Qiang, Wang Jian, Che Weihan

(School of International Business Administration s, Shanghai University

of Finance and Economics, Shanghai 200433, China)

Abstract: There are many reasons for factor misallocation, and institution reasons al-
so cannot be ignored. From the perspective of the experience of China and other transition
countries, the market-oriented reform has the heterogeneous effects on factor allocation ef-
ficiency in transition countries. This paper analyzes the impact of institutional deviation on
factor allocation efficiency from the perspective of appropriate institution theory, and con-
ducts the empirical analysis by using the data of 53 countries from 1995 to 2012. It reaches
the following conclusions: firstly, institutional deviation of a country significantly leads to
the reduction in factor allocation efficiency, but with the reduction in factor allocation effi-
ciency, the marginal effect of institutional deviation decreases progressively; secondly, if
the absolute value of institutional deviation decreases by one unit, the increase in factor al-
location efficiency may result in the increase in TFP by 7.5%. The analysis of Chinese eco-
nomic reform shows that the impact of China’s institutional deviation on factor allocation
efficiency had a turning point in the beginning of 21st century, and then China’s institu-
tional deviation began to increase to a certain extent; the market-oriented process of
China’s factor market lags behind appropriate institution, and constant increase in institu-
tional deviation has the double negative impacts on factor allocation efficiency. Therefore,
the acceleration of the marketization reform and the reduction in institutional deviation can
improve factor allocation efficiency in China, giving a new impetus to economic development.

Key words: appropriate institution; factor misallocation; institutional deviation;
transition country
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