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Abstract

Institutions — the structures of rules and norms governing economic transactions — are widely
assigned a central role in economic development. Y et economic history is still dominated by
the belief that institutions arise and survive because they are economically efficient. This
paper shows that aternative explanations of institutions — particularly those incorporating
distributional effects — are consistent with economic theory and supported by empirical
findings. Distributional conflicts provide a better explanation than efficiency for the core
economic institutions of pre-industrial Europe — serfdom, the community, the craft guild, and
the merchant guild. The paper concludes by proposing four desiderata for any future
economic theory of institutions.
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‘Whatever Is, Is Right'? Economic Institutions ireAndustrial Europe
(Tawney Lecture 2006)

Economic history used to be so simple. Economicaded on the material world — the
production, consumption and exchange of tangibtelg@and services by people maximizing
their well-being, defined according to stable prefiees, constrained by resources and
technology. Economic history followed suit — adjngtfor different resource endowments
and technologies, but still concentrating on théemia and the physical. Economic life was
mainly affected by nature — topography, climatelggy, ecology — and the technology
available to manipulate it. So farming patternsarivom soil and climate, given known tools
and techniques. Proto-industries followed raw nialtertrade routes, and infertile locations
where farming was unproductive. Trade arose fractofeendowments, technological
differences, and transportation. Even somethirgpasrently ‘social’ as the sexual division
of labour derived from human physiology: femalesttmally’ specialized in light, unskilled,
domestic work that could be combined with childiigrneeded no training, and suited
women’s bodily weakness.

Anything that could not be explained by nature sathnology was ascribed to differences in
people’s preferences, which were stable and exagensomething economics did not have
much to say about. Analyzing collective or indivadlpreferences was a matter for sociology,
psychology, anthropology, or history. Even GaryIBgclegendary for using economics to
think about ‘non-economic’ spheres such marriaguility, religion, altruism, and crime,
declared that there was no accounting for tasBesgustibus non est disputandunEven
when he later sought to make preferences endogeBeuker decided they changed so
slowly as to be stable for most analy$&sonomic historians, too, left historical preferes

up to cultural, intellectual and social historianbut often doubted the methods used and
steered clear of the whole issue.

Nor were institutions — the structure of humanlyided rules and practices constraining
economic decisions — viewed as a matter for ecoc®nt economic history. Insofar as
economists considered institutions at all, theytlegm to other disciplines. It was dirty work,
someone had to do it, but preferably someone gjiggsts, perhaps, or political scientists, or
sociologists, or anthropologists. Economic histasieelied on legal or political historians to
tell them the institutional rules of past economlastitutions were exogenous — we could
take them as given.

The physical and geographical view of economidistets charismatic adherents._In Guns,
Germs, and Steelared Diamond has enchanted legions of readezgdgining the last nine
thousand years of economic development throughrgpbigal characteristicskenneth
Pomeranz accounts for the divergent performané&uodpe and China since 1750 through
coal deposits, disease, ecology, and locationiveltd exploitable ‘peripheried Jeffrey
Sachs argues that tardy growth in modern LDCs dsrirom their location in tropical zones

! Becker, Economic Approachsp. p. 14; Stigler and Becker, ‘De gustibus’.

2 Becker, Accounting for Tastesought to extend the reach of economics to peater formation, but
acknowledged that ‘Because of the difficulty of sbeng culture and its low depreciation rate, cutur
is largely a “given” to individuals throughout théifetimes’ (p. 16).

% Diamond, Guns, Germs, and Steeb. p. 358.

* Pomeranz, The Great Divergenesp. p. 66




where agricultural techniques are inherently lesslpctive and the disease burden naturally
higher?

But recently we have begun to realise there mustde to it. Often economies with similar
resources and technologies develop quite diffey@the constraints on economic activity
may not just be natural and technical, but alsees@nd political. This has triggered an
explosion of interest in what one might call tharttan’ side of economic history, especially
institutions — ‘the rules of the game in a socmtymore formally, ... the humanly devised
constraints that shape human interaction’.

This new enthusiasm for delving into the ‘humandyided constraints’ on economic life is
wholly welcome. Exploring institutions has revieél longstanding debates — on proto-
industrialization, the commercial revolution, teotogical innovation, agricultural
development, and even the demographic transitidnmaimen’s work. But as with any new
craze, there’s also the risk of chasing blindly dacul-de-sac. The dead end | find most
worrying is the tendency to explain institutionsaasefficient and beneficial response to the
needs of the economy — the view that ‘whatevesigght’. | would like to see institutions
transformed from a fashion accessory into an ireispble instrument in the toolkit of every
economic historian. To do that, | think it is wostanding back from our first, fine careless
rapture, and thinking about how best to incorpoiragétutions into our long-term research
programme. That is what | want to do here.

1. Efficient Institutions and Economic History

Once we admitted institutions affected the economgyneeded to know what caused
institutions. So economists started trying to biimgitutions inside the tent — to make them
endogenous to economic analysis. The first apprtatfis challenge, and still by far the
most popular, is to assume that an institutiontexsaddress economic needs in a society. It
is a solution to some problem that is preventingpte from achieving higher production and
consumption. All we have to do is identify the gdesh, and we’ll understand why that
institution exists. Any society, this view holds]lwet the institutions that are the most
efficient in addressing its economic requiremeWhen these requirements change,
institutions will also change.

Like everyone, | would like it to be true that whesaw an institution | could be sure it was
an efficient solution to an economic problem. Asannomist, | would like it to be true
because it explains institutions internally to emwmits, and because efficiency models are
comparatively simple to build. As a human beingpuld like it to be true because | could
stop worrying about dysfunctional institutions @ahd misery and inequality they engender.
So I'm very sorry to have come to the conclusiat thewing institutions as good solutions
to economic problems is too optimistic.

It may seem odd to worry about excessive optimis@ discipline whose grim outlook
makes people call it ‘the dismal science’. Thidlegti has proved very tenacious ever since
Thomas Carlyle coined it in 1849, and might lead tmcelebrate any tendency for
economists to adopt a sunnier view of the humaulition. But the origins of Carlyle’s

® Sachs, ‘Tropical Underdevelopment’, e.g. p. 2.

® See the the evidence discussed in Hall and Joi&y, Do Some’; Rodrik, Subramanian, and Trebbi,
‘Institutions’; Acemoglu, Johnson, and Robinsomstitutions as the Fundamental Cause’.

" North, Institutionsp. 3.



famous indictment should make us pause a littleleefondemning economics for being
‘dismal’. The phrase does not originate — as tiammyth would have it — in Carlyle’s
reaction to Malthus’s views on population. It isdrthat Carlyle did not like Malthus,
objecting to his materialism even more than hisipeism; but at no point did he associate
Malthus with ‘the dismal science’. Rather, Carliylgented the term in a pamphlet entitled
Occasional Discourse on the Nigger Questamdressing the plight of West Indian planters
facing labour shortages after slavery was abolisBednomists in the 1840s explained this
through supply and demand: planters were not offeniages high enough to attract workers
at prevailing conditions. Carlyle objected not jigsthis specific diagnosis but to the whole
amoral economic approach. For one thing, econoigicged the virtues of ‘human
governance’, by which Carlyle meant stable, longateelationships of reciprocal command
and obedience between superior and inferior grothEsSocial Science ... which finds the
secret of this Universe in supply and demand addaes the duty of human governors to that
of letting men alone ... is a dreary, desolate,indded quite abject and distressing one; what
we might call ... the dismal scienéeCarlyle’s second objection was that economicsrigto
the inferior beliefs and values held by some cekuwhose members should therefore be
guided by cultures with superior mental models:ghes... were born ... to be servants of
those that are born wis#ran you ... the Whites'Third, Carlyle was outraged by
economists’ morally neutral assumption that ‘thaght and White are unrelated, loose from
one another, on a footing of perfect equality, smdject to no law but that of supply and
demand according to the Dismal Scier@einally, Carlyle found it iniquitous that the
spiritually sterile laws of supply and demand skaaudpplant the morally infused and
organically rooted practices of traditional indiibms, answering his own question ‘What,
then, is practicably to be done?’ by advocatingtarn to traditional norms of life-long
servitude ‘after the manner of the old Europeafss&rThis would not only compel black
workers to enjoy the steady work, reciprocal sdotids, and stable guidance which they
were not ‘wise’ enough to choose for themselveswmuld also generate ‘West Indian
fruitfulness’, benefiting the entire econortfyCarlyle apostrophized economics as ‘dismal’,
therefore, not because it made depressing predicbat because it was desolate of moral and
spiritual content — specifically, because it faitedshare his normative views about how
society should be organizé&d.

Viewed in this light, being ‘dismal’ does not appéabe altogether a bad thing — at least,
insofar as it refers to attempting neutral explemest rather than moral assessments, analysing
all agents ‘on a footing of perfect equality’, amat assuming that some cultures have better
mental models than others or are ‘wiser’ about {Esjest interests than they are
themselves. Nor do the laws of supply and demaeachsdtogether depressing in comparison
to the laws of traditional institutions — whethee®V¥Indian slavery or European serfdom. |
would even go so far as to argue that it is whememists are not dismal enough —i.e. when
we start claiming that traditional institutions Bus serfdom or slavery are efficient — that we

8 Carlyle, Collected Worksvol. 11, p. 177.

° Ibid., p. 205.

9 |bid., p. 207.

" bid., p. 207.

2 |bid., p. 207.

13 As can be seen in Chartigi839) and Past and Presét#43), Carlyle held highly idealized views
of the ‘feudalist’ societies of the European phstjeving that they were morally and economically
admirable because they assigned clear social tmlaglf and ensured that everyone enjoyed the
spiritual benefits of hard and stable work. Carlydatrasted this with the Hobbesian competition and
pauperization which he argued Britain had brougtaruitself by pursuing the ‘cash nexus’ of
capitalist industrialization.



risk making fools of ourselves. Economic historiatstude to traditional institutions, |
believe, has tended to err in the direction of sgis@ optimism. In particular, we have tended
to adopt the view that if a particular economiditngion has persisted stably for a long time,
it must have been efficient — a modern versionagd™s sentiment in his 1732 Essay on Man
that ‘whatever is, is right*

Serfdom was the first pre-industrial European togtin to be interpreted using this
‘efficiency’ framework. In 1971, Douglass North aRdbert Thomas proposed their model of
the ‘Rise of the Western World’, according to whggrfdom was ‘an efficient solution to the
existing problems’ in medieval economies — a vawntontract between peasants who
provided labour services to lords in exchange ttoe public good of protection and justice’.
This contract was efficient given the existingodietween labour and land; when that ratio
changed, serfdom stopped being efficient and sisappeared> Some years later Stefano
Fenoaltea pointed out serious problems with theétiNamd Thomas model, but concurred that
one must make ‘the reasonable presumption of ecanefiiciency’ ° Serfdom, Fenoaltea
argued, was indeed efficient — not because it mg@thtransaction costs in providing public
goods, but because it constituted ‘a means toasereutput by imposing the use of a
superior technique’ and to ensure efficient labmonitoring through ‘the stabilization of
social roles and hierarchy/.These original scholars subsequently tacitly abaad their

view that serfdom was efficient, and in the 198@uflass North himself shifted over
decisively to ‘cultural’ approaches to institutiofghich we will look at shortly}® But the
efficiency approach lives on in current revisionigws of the ‘second serfdom’ in early
modern eastern Europe, which regard resurgent ri@gisor as allocating labour and capital
more efficiently than free peasantries becauseigformed, profit-maximizing landlords
could coordinate investment and innovation optign&ll

The other great agrarian institution of pre-modeuanope, the village commune, was also
soon reinterpreted as economically efficient, amtioues to attract new efficiency models to
this day. In 1976 (and again in 1991), Donald Ma&&y argued that the medieval village —
particularly its open field system — was an efintimstitution for diversifying risks in the
absence of markets for insurance, given peasaaavisrsior?’ In 1993 Robert Townsend
deployed a full battery of economic analyses on Mskky's data in a general equilibrium
framework and concluded that most institutionatdess of medieval communes were
efficient?* More recent efficiency theorists have disputedsiecific arguments of
McCloskey and Townsend, while retaining their vigaat village communes were efficient.
Thus, for instance, Gary Richardson has recergiyned that village communes offered
‘effective and efficient solutions to the problefasing medieval peasants’, specifically
helping them manage risk by harnessing norms ity within the village?® while

Steven Nafziger has argued that post-EmancipatigsiB8n communes solved factor market
imperfections, thereby providing ‘efficient waysdistribute resource$?®

“ pope, ‘Essay on Man’, Epistle 1, line 294.

15 North and Thomas, ‘An Economic Theory’; North afttbmas, ‘The Rise and Fall’; North and
Thomas, The Rise of the Western Wottére p. 21.

16 Fenoaltea, ‘Authority’, p. 713. See also FenoalfEhe Rise’.

" Fenoaltea, ‘Authority’, p. 695.

18 See North, Structure.g. pp. 45-58, 204-5.

9 For a representative example, see Hagen, OrdRraissians280-333, 646-654.
2 McCloskey, ‘English Open Fields’; McCloskey, ‘TReudent Peasant’.

2 Townsend, The Medieval Village Economy

2 Richardson, ‘The Prudent Village’, p. 409.

% Nafziger, ‘Land Redistributions’.




Craft guilds have also been given an efficiency esaler. Charles Hickson and Earl Thomson
offered an ‘efficiency-based theory of the sociaidtion of entry-restricting guilds’ as cost-
minimizing institutions for protecting members fraxploitation, collecting capital taxes, and
ensuring military protectioff. Bo Gustafsson argued that guilds efficiently sdlirormation
asymmetries between producers and consumers atmmlutgb quality?® Reinhard Reith
claimed that guilds were an efficient mechanisméshnological transfer because they
compelled journeymen to travélKarl Gunnar Persson argued that guilds constitated
beneficial mechanism whereby ‘collusion was insititualized into co-operation based on a
balance of rights and obligations’, transactionsegre reduced through regulation of prices
and qualities, entitlement crises were mitigateddtipning, and implicit insurance was
provided by limiting competitioA’ Ulrich Pfister argued that craft guilds efficigntiolved
credit market imperfections and ensured qualitytrabavhere proto-industries were spatially
dispersed?® S. R. Epstein pointed out many weaknesses in thitage theories, but claimed
that craft guilds ‘prospered for more than halfilennium’ because they were the cost-
minimizing institution ‘to allocate skilled laboefficiently’ and ‘provide an ideal market
structure for innovatior?? Recently Jan Luiten van Zanden has drawn broatdatipns

from ‘the efficiency of the guilds’ for comparisobetween Europe and Chitfa.

Commercial institutions since the tenth centuryehalso been characterized as efficient.
Thus Avner Greif, Paul Milgrom and Barry Weingagwed that merchant guilds, by
threatening collective boycotts of rulers who fdite provide commercial security, sustained
‘the efficient level of trade’ from the twelfth tbe fifteenth century* Separately, Greif also
concluded that merchant guilds ‘enhanced efficidmcgupporting inter-community
impersonal exchange’ through what he termed theafoanity responsibility system’. This
was a system of inter-guild reprisals, whereby aeycheated by a long-distance merchant
could legally attack that merchant’s entire gudicgating an incentive for guilds to punish
members who cheated on contraétSliver Volckart and Antje Mangels dismissed these
‘younger’ merchant guilds of the twelfth to fiftearcenturies as inefficient cartels, but
argued that the ‘elder’ merchant guilds of thehearid eleventh centuries were efficient
providers of security and contract enforcemenths*goods®® Ann Carlos and Stephen
Nicholas focussed on the monopolistic charteredirtacompanies of the seventeenth and
eighteenth centuries, claiming that they were tbstrefficient institutions for solving
information asymmetries and principal-agent prolsiémearly modern long-distance trade.

A broad miscellany of other pre-modern institutitlas’e also been subjected to the efficiency
approach. Thus the Mesta, a guild-like associatishepherds and sheep-owners, long
vilified (even by many efficiency theorists) forgking agricultural improvements in pre-

* Hickson and Thompson, ‘A New Theory’, p. 136; dficéency, see also p. 132,
% Gustafsson, ‘The Rise and Economic Behaviour'.

%6 Reith, ‘Arbeitsmigration’.

27 persson, Pre-industrial Economic Growth. 50-4.

28 pfister, ‘Craft Guilds’.

29 Epstein, ‘Craft Guilds’, pp. 684, 692, 704.

%0van zanden, ‘Common Workmen’, p. 9.

31 Greif, Milgrom, and Weingast, ‘Coordination’, egm. 748, 749-50 (on efficiency), 772 (on the
merchant guild as ‘a nexus of contracts’).

32 Greif, Institutions p. 338.

3 volckart and Mangels, ‘Are the Roots’, pp. 437487.

3 carlos and Nicholas, ‘Giants’; Carlos and NichplAgency Problems’
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modern Spair> has now been reinterpreted as an efficient salutiche high cost of

building fences to define property righifsand to the problem of ‘hold-up’ threats by towns
denying herds access to common resoutcEbe noble feud, traditionally condemned as a
violent manifestation of aristocratic competitibias been portrayed as enhancing economic
efficiency by turning ‘the one-shot Prisoner’s Dilemas posed by non-simultaneous
transactions between strangers into iterated garheee the cheated party had the chance to
punish the defector’, thereby securing properthitdsgand contract enforcement in impersonal,
long-distance trad® Medieval trade fairs, usually seen as a rent-mikim assertion of
urban or princely privilege, have been reintergiete demonstrating, by their sheer
longevity, that they were efficient in location amdjanizatior?’ Even vigilante justice and
lynching have been rehabilitated — under the lelsanbative rubric of ‘informal legal
systems’ — as efficient solutions to inadequatereshenforcement in pre-modern sociefies.

So by now economic historians have reinterpretethpwell every pre-modern institution in
terms of efficiency — as beneficial solutions te@m more obstacles to possible transactions.
When conditions changed so these institutions werenger efficient, they were replaced by
new institutions which were once again efficientdeinthe new conditions.

In many ways, this analysis is reassuring. Fortbimgy, it brings institutions in from the cold,
making them endogenous to economics rather thamtpghem out there as naggingly
exogenous parameters, subject to the incalculabimsvof other disciplines. For another, it
deals with the worrying issue of why apparentlyfficent institutions could persist for
centuries, instead of being competed out of exigtehe new answer is simple: traditional
institutions were not inefficient after all. Perlsapost important of all, efficiency theories
show we are not really ‘dismal’: now, finally, e@mists are respecting the virtues of long-
term relationships, reciprocity, cultural beliedgd traditional social arrangements.

2. Does Economics Imply that Institutions Are Bffiat?

But are we right to be satisfied with these anayddere | do not want to rehearse in detalil
the arguments that have been levelled against Hpesafic efficiency models of pre-modern
institutions. The criticisms are numerous and $eag; so much so that no individual
efficiency model is widely accepted, even amongéhwho believe that efficiency in general
explains institutions. Important though such dethtriticisms are, here | want to go beyond
them and look at the broader issue of whether enanlogic indeed obliges us to believe that
any observed institution must be efficient. Doesneenics truly tell us that ‘whatever is, is
right’?

If that were so, economics would truly be a dissw@énce. But in fact, economics does not
say this. The rest of this article tries to distirsp what economics dosay, and how it can
contribute to a better understanding of pre-indalsitnstitutions.

% North and Thomas, The Rise of the Western Waquid 85-8, 127-31.

% Nugent and Sanchez, ‘The Efficiency of the SpaMsista’, pp. 261-2, 277-81.

3" Drelichman, ‘A Sheep in Wolf's Clothing’, pp. 1, 54, 21.

¥ volckart, ‘The Economics of Feuding’, esp. pp. 268 efficiency), 296.

% Epstein, Freedom and Growth

0 For surveys of these arguments, see Little andfihe ‘Frontiers and Criminal Justice’, esp. pp.
796-7, 806-7 ; Hine, ‘Vigilantism’, esp. pp. 123@:4&arrigan, ‘Lynching’, esp. pp. 415-6.
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2.1. The ‘Efficiency’ Approach to Institutions

The view that institutions are efficient arisesnfrthe idea that people will not voluntarily
choose more costly ways of transacting. Transacii@ts consist of ‘search and information
costs, bargaining and decision costs, policingerfdrcement costé™. If these costs are too
high, potentially profitable activities will notka place. So individuals and societies
experiment with institutional arrangements to sahase problem¥. They choose those
arrangements that most efficiently reduce transaaiosts because such institutions ‘yield a
stream of benefits which makes it profitable to eng the costs of innovating this new
organizational form*?

What one might call the ‘strong’ version of thei@#ncy approach — most clearly articulated
by the economist Armand Alchian — holds that e¥greople cannot actually identify which
institutions are efficient, an evolutionary proces®arwinian selection ensures that only
those institutions survive that are efficient. Tinigplacably weeds out less efficient
institutions and ensures that better ways of omjagieconomic life gradually evol& The
‘weak’ version of the efficiency view, by contrakplds that institutions initially arise

because they are efficient, but are then sometimgtsin being by path dependency long after
changes in exogenous parameters render them iraffit

One problem with both ‘strong’ and ‘weak’ versiasfahe efficiency approach is that they
never actually define the happy state of ‘efficirareated by their favoured institutions.
They do not distinguish between rationality (agemesdoing the best they can for themselves
as individuals), Pareto-efficiency (where no-one lba made better off without making
someone else worse off), and being ‘best’ or ‘figha more general sense (e.g. according
with acceptable levels of distributional justicggt it is basic to modern economics to
recognize that what is rational is not necessafiigient, and what is efficient is not
necessarily best or right (for instance, an outcoarebe Pareto-efficient but unacceptably
unjust). An even more important point is that ia iresence of externalities, an institutional
arrangement could be efficient for the individua#ssacting (i.e. in their best interests),
while being inefficient for society as a whole basa it affects the welfare of third parties.
These distinctions, routine to economic theorits,almost universally ignored in efficiency
models of historical institutions. The most one daduce from the rather loose terminology
used in such models is that they are certainlyriteg more than that the selected institution
was rational (i.e., better than the alternativegtie parties involved) and efficient for those
parties (i.e. not significantly subject to infornoet asymmetries). They certainly define
efficiency as applying to the entire society in goway. But whether they are claiming that
the institution is efficient for society as a wh@because there are no externalities and no

I Dahlman, ‘The Problem’, p. 148.

“2 For exponents of this view, see, for instance tiNdnstitutions e.g. p. 6 (‘the major role of
institutions in a society is to reduce uncertaintWilliamson, ‘Transaction Cost Economics’, e.g. p
37 (institutions are the ‘means by which orderdsamplished in a relationship in which potential
conflict threatens to undo or upset opportunit@eeetlize mutual gains’).

“3North, ‘Institutional Change’, esp. p. 119.

4 Alchian, ‘Uncertainty’.

“5 This argument is often advanced for merchant guilthus Mangels and Volckart, ‘Are the Roots’,
p. 437, 446-7, argue that merchant guilds becaefédient after the twelfth century; Greif, Milgrom
and Weingast, Coordinatipp. 773, argue they became inefficient after tfieenth century; and
Carlos and Nicholas, ‘Giants’, argue that the gobatrtered merchant ‘companies’ became inefficient
only sometime after the eighteenth century.




information asymmetries) or that it was ‘best’ &eryone (because it is both Pareto-efficient
and not unacceptably unjust) is usually left quague.

The efficiency approach is further complicated Iy tact that some of its adherents disclaim
the term altogether. Thus Karl-Gunnar Persson adimétt we cannot be certain that craft
guilds were efficient ‘because we do not have ghtfdbrward efficiency results for bargaining
outcomes’; instead he describes guilds as ‘adequmteven progressivé In like manner,

S. R. Epstein repudiates ‘the view that guilds wef@cient” institutions’, preferring instead
the formulation that their ‘aggregasecial benefits outweighed their costsAvner Greif
denies subscribing to an efficiency view of indtd@as in general, but the specific institutions
he selects for study — the Maghribi traders’ caalitthe European merchant guild, the
Genoese podesteraall turn out to have been ‘efficient’ for fatdting medieval

commercé? As these examples show, even scholars who formegiydiate the view that
institutions are ‘efficient’ share the belief tludiserved institutions exist because they
overcome certain obstacles to otherwise possiafeséictions and thereby benefit the entire
economy — because, in Daron Acemoglu’s definitibay ‘maximize economic growth or
aggregate economic welfar€'So these studies, as well, can be included aptire wider
penumbra of the efficiency approach to institutions

The efficiency approach is certainly consistentiv@tonomic reasoning. But is it the only
explanation of institutions that satisfies this dition? Not at all. There are at least three
feasible alternatives. These explain institutioaspectively, in terms of accidental events and
personalities, cultural beliefs and values, andlmts over the distribution of resources. All
three are consistent with economic logic, andadtlene (the distributional conflicts
approach) deals considerably better than the effayi approach with externalities and
information asymmetries.

2.2. The ‘Accidental’ Approach to Institutions

The *accidental’ approach is about as far removenhithe efficiency view as one can get.
Indeed, it is often the institutional historian’gapon of choice against the institutional
economist. It would probably have been the weapenudred by Thomas Carlyle, who
particularly hated economics for explaining socistypugh impersonal laws instead of ‘the
biography of great men®. But economics, too, can accommodate models inwdicidental
events and individual actions, magnified by pathetelency, enduringly influence economic
outcomes.

The ‘accidental’ approach disputes the idea thsdttirtions are selected — whether
intentionally or evolutionarily — by systematic ¢ess at work in society. Instead, institutions
result from random influences — or at least unmtedlle ones. The process of technological
innovation — at least for ‘macro-inventions’ — @ity stochastic, and new techniques can jolt
institutions onto new paths. Institutional changessoften political; politics consists of
diplomacy, warfare, government, legislation, justiand elections; and these in turn are
influenced by individual events and personalitkesy players such as rulers, diplomats,
judges, legislators, generals, and admirals takierecwhich are influenced by their

“6 persson, Pre-industrial Economic Growgp. 50-4.

“" Epstein, ‘Craft Guilds in the Premodern Econorpygira 7.

“8 Greif, Institutions pp. 58, 61-3, 71, 74, 79-80, 85-88, 93-4, 9699807, 110-14, 120-3, 247-8 .
9 Acemoglu, ‘A Simple Model’, p. 516.

%0 Carlyle, On Heroe®. 39.




characters and emotions, and suffer medical emeiggrdie suddenly, fall in love, or fail to
beget viable successors. Natural disasters anérapid destabilize ruling dynasties,
legitimize leaders, or wipe out their competitdviilitary and naval expeditions are affected
by weather and luck. Colonies get the legal sydienght by the first imperialist culture to
colonize them, which is influenced by accidentslistovery and wat*

One widely held ‘accidental’ theory of institutioissthat contract enforcement and property
rights are profoundly determined by ‘legal originspecifically by roots in English common
law or French civil law. Thus Djankov et al. arghat ‘many developing countries accepted
the formalism in adjudication they now have as péthe transplantation of their legal
system from their colonizers ... there is no prgsion that the transplanted system is
efficient’.> Institutional differences between common and daif are in turn ascribed to the
historical accident of ‘different law and order @omments’ in twelfth-century England and
France>® Another influential example is Nick Crafts’ emplsasn the role of the great cotton
macro-inventions in explaining why Britain industized before France and — amplified over
time through path dependency — the subsequentpait®ritain’s economic growth, its
factory industrialization and, by implication, #sonomic institutiond’ In his 1995 summary,
Crafts makes it clear that an accidental view iggu#ly consistent with economic logic: ‘I am
still prepared to contemplate a role for accidergéonomic history or, in terminology that |
would prefer, to think in terms of economic modetsch both permit a role for exogenous
technological shocks and also allow on occasionwide ramifications of those shocks'.
The debates raised by the accidental approaclmasenbt a question of economic logic, but
rather of empirical inquiry into the precise sireldrequency of random shocks, and the
breadth and depth of their subsequent ramifications

2.3. The ‘Cultural’ Approach to Institutions

The ‘cultural’ approach to institutions is a secatigrnative — although it has more common
with the efficiency view than appears at first sidhis based on the assumption that different
societies, social strata, ethnic groups, or retigibold different beliefs, values, and ‘mental
models’. These motivate people to follow differgrdtitutional rules. So institutions come

into being because they are consistent with thiefsednd values of the people who use them,
and are then held in place by those beliefs anaegal

Cultural approaches fall into two schools — thegermus and endogenous. ‘Exogenous’
cultural approaches view beliefs and values asmgrnom outside the economic system,
determining the shape of institutions, which imtaffect how the economy works.
‘Endogenous’ approaches, by contrast, view cultbetiefs and values as being determined
inside the economic system, simultaneously withitutgons — indeed, as we shall see, some
proponents of endogenous-culture have gone s fiar describe beliefs and values as
identical to institutions.

*1 For one version of the ‘accidental’ approach siitntions, incorporating path dependency, see, Hall
‘Aligning Ontology and Methodology’, esp. pp. 384-7

°2 Djankov et al., ‘Courts’, pp. 510-11.

%3 Glaeser and Shleifer, ‘Legal Origins’, pp. 119922

* Crafts, ‘Industrial Revolution in Britain and Fiaa; Crafts, ‘Exogenous or Endogenous Growth’;
Crafts, Leybourne and Mills, ‘Trends and Cycles'.

%5 Crafts, ‘Macroinventions’, p. 597.



Perhaps the most famous example of an exogenowsaiidpproach is Max Weber’s theory
that the culture of Protestantism endowed its mesnyih a value for diligence and thrift.
This in turn is supposed to have motivated theshtmse and follow capitalist institutional
rules. Catholics and Hindus, Weber tried to shaeld lifferent beliefs and values, so they
chose different institutiorts.

Exogenous cultural theories are not restrictedrietaenth-century idealists, however, but
can be found in the work of modern economic hiatwsi In the 1980s, for instance, Douglass
North progressively disavowed his original effiaigrapproach, and came to believe that
institutions arose and survived because of peofselsjective models®! In recent work he
postulates that ‘sometimes ... shared beliefs ragkgart of the institutional structure of a
society’, although he repudiates the game-theovétiw (described below), according to
which ‘beliefs are institutions® In an application of this approach, North anddaisauthors
ascribe economic failures in Latin America to ‘ateyn of shared beliefs’ about political
legitimacy and individual rights, which has blockée institutions that might guarantee
property rights and contract enforcem&rin similar vein, Claudio Véliz claims that the
economic under-performance of Iberian America iatatio British North America originated
in the inflexibility and authoritarianism of Spahisulture compared to the adaptability and
innovation favoured by Anglo-Saxon culture; thegteent value systems in turn gave rise
to divergent economic institutioiDavid Landes argues that the superior performafice
European over non-European economies derived fistimctive European beliefs in
changing the world through human intervention, Batopean values for diligence, thrift,
tenacity, honesty and tolerance, which were nateshby non-European cultures, and which
gave rise to European institutions that were disitiely ‘capitalistic’: ‘if we learn anything
from the history of economic development’, Landeges, ‘it is that culture makes all the
difference. (Here Max Weber was right off. Exogenous cultural theories are also applied on
the micro-level, with Gary Richardson contendingtt@atholic beliefs about the afterlife
motivated medieval craftsmen to follow the ‘effisierules of guilds, while the
disappearance of these beliefs with the ProteRafdrmation caused guilds to decline. This
shows, according to Richardson, that that ‘non-enaa cultural beliefs can influence the
structure of economic institutions and efficienéytee economy by changing the structure
and equilibrium of the collective action gani@’.

Perhaps the most influential recent version ofciliural approach has been Robert Putnam’s
theory of ‘social capital’, by which he refers tbdse features of social organization, such as
trust, norms, and networks, that can improve theiefncy of society by facilitating
coordinated action§® Putnam contends that some societies are chawettdsy high social
capital because of their ‘altruistic’ or ‘civic’ ttures: their members believe in trust, hold
norms of reciprocity, and value horizontal societworks. These ‘civic’ cultures in turn
encourage institutions that favour economic groaritl political accountability. Putnam
argues that these cultural beliefs and values, thighr associated institutional manifestations

5 Weber, The Protestant Ethie.g. pp. 60, 66-9, 104-5.

" See North, Structure.g. pp. 45-58, 204-5; North, Institutiomg. 4, 7-8.
8 North, Wallis, and Weingast, ‘A Conceptual Frameip. 20 with n. 9.
%9 North, Summerhill, and Weingast, ‘Order.

89Véliz, The New World of the Gothic Fox

®1 Landes, The Wealth and Poverty of Natigns516.

%2 Richardson, ‘Craft Guilds and Christianity’, p.717

63 putnam, Making Democracy Worg. 167.
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of strong guilds and communes, explain the supegonomic performance of Northern
compared to Southern Italy since medieval tiffes.

The cultural approach has been taken furthest bfyahose who seek to make culture
endogenous to economic institutions. Accordindhte tiew, beliefs and values are simply
part of institutions — there is no analytical distion between formal legal rules, informal
social customs, and inward beliefs and values. Masahiko Aoki defines an ‘institution’
not as a system of rules and customs, but rathersedf-sustaining system of shared beliefs
about a salient way in which the game is repeateldlyed’®® Avner Greif regards institutions
as being ‘composed of two interrelated elementisual beliefs (how individuals expect
others to act in various contingencies) and orgdiuas (the endogenous human constructs
that alter the rules of the gam&)'But Greif views beliefs as far more important thates,
describing how his approach ‘places motivationoltofv rules — and consequently beliefs
and norms — at the center of the analysis’ andsbidt ‘motivation provided by beliefs and
norms ... is the linchpin of institution¥'.

These perspectives, which derive from a certainegtiraoretical approach, define institutions
as ‘endogenous’ and ‘self-enforcing’, and thus deakake cultural beliefs endogenous to
institutions® But in doing so they equivocate on a fundamestgaléBy laying down this
definition, they may either be asserting thatradlitutions are self-enforcing, or they may
merely be specifying a particular analytic framekydris hard to tell which. If they mean the
latter, no one could object, and the question besoome of empirical usefulness: does the
analytic framework in question actually accountdfithe relevant evidence? (I would argue
that it does not.) If they mean the former, theueat deal of explanation is required, which is
nowhere given. How are we to understand an aseehai all apparently coercive institutions
do not ‘really’ rest on coercion, but on some kafdhomeostatic mechanism invisible to the
subjects and victims of coercion? But what elsddthe assertion mean? If it is telling us
that something does not exist that we all deal witbry day, we are surely justified in asking
just what this means.

The motivation for making cultures endogenous #titations is clear. According to the ‘Folk
Theorem’ of game theory, a series of repeated gamesa very large (possibly infinite)
number of possible equilibria. By constraining bedief sets of the players, these possibilities
are narrowed down considerabfyBut analytical convenience for game theorists oabe

our guiding principle in choosing approaches todtuely of institutions.

These more extreme attempts to endogenize culawe tended to result in what one might
call a ‘cultural efficiency’ approach — the assuimptthat a society gets the institutional rules
that can efficiently coexist with its cultural befis and values, which are in turn held in place
by those efficient institutional rules. This viewshvery serious implications for economic
history, as we shall see shortly.

®*putnam, Making Democracy Work

% Aoki, Toward a Comparative Institutional Analysis 10.

% Greif, ‘Cultural Beliefs’, p. 943; see also thedlission in Greif, Institutiong. 14.

67 Greif, Institutions pp. 39, 45.

% Greif, Institutions pp. 15-23; Greif and Laitin, ‘A Theory’, esp. 83-5. This is close to, but not
identical with, the view of Calvert, ‘Rational Act, p. 82, that institutions are simply ‘equili@rin
some underlying, unalterable game’.

89 Greif, Institutions esp. p. 20.
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2.4. The ‘Conflict’ Approach to Institutions

But first we must consider a final economic apphocinstitutions — the ‘conflict’ view. This
is based on the idea that institutions affect nst jhe efficiency of an economy but also how
its resources are distributed. That is, institugiaffect both the size of the total economic pie
and who gets how big a slice. Most people in tlmmemy might well want the pie to be as
big as possible — the assumption of the efficigheprists. But people will typically disagree
about how to share out the slices. They may alsagdee about what kind of pie it should be,
since different people place different weights aniaus measures of well-being — material
consumption, leisure, longevity, fertility, envirmental amenities, social equality, political
freedom, religious observance, and so on. Sing#tutisns affect not only the size of the pie
(through influencing efficiency) but also the typlepie it is (through establishing who is
entitled to allocate inputs) and the distributidrite slices (through apportioning the output),
people typically disagree about which institutiame best. This causes conflict. Some people
strive to maintain particular institutions, othemsrely cooperate, others quietly sabotage
them, and still others resist. Individuals struggler institutions, but so do groups — and
some groups form institutions for that very purpd&ich institution (or set of institutions)
results from this conflict will be affected not juyy its efficiency but by its distributional
implications for the most powerful individuals agups’®

Efficiency theorists do sometimes mention thatifngons evoke conflict. But they seldom
incorporate conflict into their explanations. Iredeconflict remains an incidental by-product
of institutions portrayed as primarily existinggohance efficiency. Thus, for instance,
Douglass North often mentions distributional ef§eat institutions, but explains their rise and
evolution through economic efficiency (in his eastydies) or ‘mental models’ (in more
recent work).* Avner Greif also sometimes acknowledges thattintstins can have
distributional effects, but analyzes the specifigtitutions he selects — the Maghribi traders’
coalition, the European merchant guild — in terrintheir efficiency in encouraging medieval
commerce and their compatibility with prevailingtowal beliefs!? Insofar as he
acknowledges rent-seeking, he characterizes ffiageat, on the grounds that ‘monopoly
rights generated a stream of rents that depend#éueosupport of other members and so
served as a bond, allowing members to commit thiseséo collective action’ In like
manner, S. R. Epstein argues that the rent-seékiituropean craft guilds enhanced

0 For two quite different discussions of why distrilonal conflicts are likely to influence institotial
developments strongly, see Acemoglu, Johnson, ahihRon, ‘Institutions as the Fundamental
Cause’, esp. pp. 389-95, 427-8; and Knight, ‘Madelsp. pp. 107-10, 117-18.

"> Thus North and Thomas, ‘An Economic Theory’, m. 4, acknowledge that some of the institutions
‘designed to realize the gains inherent in econerofcscale or to reduce transactions costs will
probably also redistribute income within the ecogbrout assert that ‘this effect is a by-productioé
primary objective’. On the primacy of efficiencyesNorth and Thomas, The Risa the importance
of cultural beliefs and values, see See North,cBirg e.g. pp. 45-58, 204-5; and North, Institutions
pp. 16, 47-48, 52, 67. In recent work, North foessen transformation in the distributional effeats
institutions as the key to economic developmentshll strongly emphasizes ‘cognition and the
formation of beliefs’ in the explanatia@f institutions; on this see North, Wallis, and iWgast, ‘A
Conceptual Framework’, pp. 8, 20 with n. 9.

2 Greif, Institutions pp. 39-45, explicitly disavows the view that instions are efficient, but then
devotes the remainder of his book to game-theonetidels of the institutions that helped medieval
societies achieve (for instance) ‘efficient’ ageneklations (ch. 3, pp. 58, 61-2, 71, 80-82, 8583and
the ‘efficient’ volume of trade (ch. 4, pp. 93-4-9, 107, 110-15, 117).

'3 Greif, Milgrom, and Weingast, ‘Coordination, Contment, and Enforcement’, pp. 749 (quotation),
758.
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economic efficiency by enabling early modern stédesoordinate’ the activities of
‘decentralized agents’ in ‘thin market¥'.

Yet a ‘conflict’ approach which incorporates thetdbutional activities of institutions into its
analysis without assuming such activities to beigfiit can explain many facts about pre-
modern institutions that ‘efficiency’ views canngétconflict approach would agree, for
instance, that there &good economic reason for the long existencerdiem. But this was
not that it efficiently solved market imperfectionspublic goods, agricultural innovation, or
investment. Rather, serfdom created an economyiefgges that hindered efficient resource
allocation in land, labour, capital and output netsk But although serfdom was profoundly
ineffective at increasing the size of the economig ppiwas highly effective at distributing
large slices to overlords, with fiscal and militaige-benefits to rulers and economic
privileges for serf elite§

The ‘conflict’ view would also concur that theresigjood economic explanation for why
strong peasant communes existed stably for cestBig this was not because they were
efficient for the whole economy. Their regulatidriand-markets, migration, technology,
settlement, and women'’s work often hindered thelfle allocation of resources, in ways so
innumerable that village micro-studies are stilkowering their true extent and implications.
This not only diminished aggregate output but Blyitzarrowed the consumption and
production options of poorer social strata, wonmimorities, and migrants. Strong
communes persisted not because they efficientlyimiagd the economic pie, but because
they distributed large shares of a limited pieittage elites (large peasants, male household
heads), with fiscal, military, and regulatory sioenefits to rulers and overlordfs.

The ‘conflict’ approach would also hold that these good economic explanation for why
craft guilds were widespread in Europe for manytuees. But this was not because they
were good for the whole economy. Empirical micredgts of guilds’ actual activities — as
opposed to the rhetorical advocacy of their besidititerature and legislation — show how
they underpaid employees, overcharged customédtsdstompetition, excluded women and
Jews, and blocked innovation. Guilds were widespres because were good for everyone,
but because they benefited well-organized intepesips. They made the pie smaller, but
dished out large slices to established male mastétisfiscal and regulatory side-benefits to
town governments and princés.

Finally, the ‘conflict’ view would agree that theisea good economic reason why guild-like
merchant associations existed so widely from thedftivto — in some societies — the
nineteenth century. But it was not because theygased aggregate output by guaranteeing
commercial security or contract enforcement. Ratiery limited competition and reduced
exchange by excluding craftsmen, peasants, worears, Joreigners, and the urban
proletariat from most profitable branches of comeeeMerchant guilds and associations

4 Epstein 2007, para. 30.

S Brenner, ‘Agrarian Class Structure and Economieddgpment’; Dennison, ‘Did Serfdom Matter?’;
Melton, ‘Enlightened Seigniorialism’; Ogilvie, ‘THeconomic World’; Dennison and Ogilvie,
‘Serfdom and Social Capital’. See also the essayeters, Gutsherrschafteters,
Gutsherrschaftsgesellschaftemd Kaak and Schattkowsky, Herrschaft

8 Dennison and Ogilvie, ‘Serfdom and Social Capitslelton, ‘Enlightened Seigniorialism’, here esp.
pp. 688-706; Ogilvie, State CorporatisRobisheaux, Rural Society

" For more detailed exposition of these argumeets Gyilvie, ‘The Use and Abuse of Trust’; Ogilvie,
‘Guilds, Efficiency’; Ogilvie, A Bitter Living Ogilvie, ‘Rehabilitating the Guilds’; Ogilvie, ‘@h We
Rehabilitate the Guilds?’
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were so widespread and so tenacious not becauseffiaéently solved economic problems,
making everyone better off, but because they effitty distributed resources to a powerful
urban elite, with side benefits for rul€PsThis rent-seeking agreement between political
authorities and economic interest-groups was efglecknowledged by contemporaries, as
in 1736 when the ruler of the German state of Veiimtierg described the merchant guild that
legally monopolized the national worsted proto-istdy as ‘a substantial national treasure’
and extended its commercial privileges at the esp@f thousands of impoverished weavers
and spinners on the grounds that ‘especially orotieasion of the recent French invasion
threat and the military taxes that were supposdxtised, it became apparent that no just
opportunity should be lost to hold out a helpingdh&o [this merchant guild] in all just
matters as much as possibie’.

The conflict view is better than its rivals at eaiping why institutions often distribute
resources to the powerful rather than maximizingregate economic welfare. This is
because the conflict view explicitly addressespitadlem of institutional externalities.
Efficient outcomes are possible only if all affetfgarties can negotiate their way (without
serious problems of asymmetric information) toradbig agreement. But binding agreements
pre-suppose an enforcing party with a monopolytgfspal violence. And a party with a
monopoly of physical violence cannot itself makeding agreements, since by definition
there is no other party to enforce them. Therefgparty with a monopoly of physical
violence will be under constant temptation to U tapacity to cheat, rob or oppress others
(or to support institutional arrangements that civety distribute resources away from
others), thereby inflicting externalities on thdfithe monopoly of violence is only local,
there will be incentives for arms-race type investis in rivalry against other local
monopolies of violence; such arms races are classimples of externalities leading to sub-
optimal outcomes. Sometimes rival contenders foallmonopolies of violence can negotiate
an efficient compromise upheld by threats of ratan. These outcomes are efficient for the
parties negotiating them. But they are capabl@ftitiing high costs on third parties.
Furthermore, they can easily break down as circamests change, for instance through
innovations in military technology. For these raasave are likely to observe institutional
externalities, whereby a particular institutionabagement is efficient for the powerful
groups that monopolize coercion but inflicts higists on the rest of society. The conflict
view, unlike its rivals, explicitly incorporatesa@uinstitutional externalities into its analysis.

2.5. Why Distribution and Efficiency Are Not Sephle

Now, it might be argued that conflicts over disttibn could still give rise to efficient
institutions. The conflicting parties merely haveagree to let those institutions prevail that
will maximize the aggregate pie, and then negotat¢he basis of their coercive power to
decide how the slices should be shared out. Indketk is an influential school of thought
that argues just this — that the efficiency impimas and the distributional implications of an
institution are separable. According to this viemequal distribution of coercive power
means that the economic institutions we end up willnot be distributionally just, but

8 Dessi and Ogilvie, ‘Social Capital and CollusioBgrner and Ritschl, ‘Individual Enforcement’;
Jones and Ville, ‘Efficient Transactors’.

9 Quoted in Troeltsch,_, Calwer Zeughandlungskomigagn 84 n. 2: ‘ein konsiderables Kleinod des
Landes’; ‘sonderheitlich auch bei der letzten zfabeen gehabten franz. feindl. Invasion und denen z
errichten vorgewesenen Kontributions-Traktaten ageTgelegt, dass billig keine Gelegenheit
verabsaumt werden solle, derselben in allen billiDengen soviel immer méglich, an die Hand zu
gehen'.
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motives of maximization combined with high probapibf bargaining means they will be
efficient® But is this necessarily so? No, for three reasons.

First, people may not know what institutions womnlidst efficiently maximize the aggregate
pie, and hence cannot agree about which to suppmrse an institution, you need not know
that it is efficient, as Alchian pointed dlitBut to reach an agreement and engage in
bargaining over an institution, you do need to krioi efficient and worth the bargain.
Could the overlords and serfs of pre-modern Bohgarti¢he privileged merchants and
guilded weavers of pre-modern Germany, really kitzat a certain set of institutional rules
would give everyone a bigger pie, over whose digtron they could then bargain?

Second, as already discussed, individuals and grogy disagree about the maximand.
Should it be material consumption, leisure, lonygv@nvironmental amenities, social
equality, religious observance, or socio-econonabifity? Did all the disparate agents of
pre-modern Europe truly agree that material ouspould be maximized, and then bargained
over? If fanatical religious Pietists and respéeetatilage householders in early modern
Wirttemberg desired theocratic communities whiatnieal Sabbath work, usury,
geographical mobility, gaudy clothes, and fematiependence, while godless day-labourers
and hungry spinners simply wanted rules that letthvork, borrow, migrate, consume, and
reside in ways that maximized their material wallry, was there room for agreement over
the appropriate institutional framewofkPreferences diverge, and the institutions efficien
for achieving one set of ends may differ from theBiient for achieving another. If this is
s0, then the fact that institutions are public gooty preclude any agreement about which
should prevail — even before people think abougdiaing over the distribution of the output
produced using those institutions.

The third obstacle to separating the efficiencaminstitution from its distributional impact is
that, as already mentioned, holders of coercivegp@annot credibly commit to refrain from
using it to redistribute resources to their ownadsage exost(i.e. after a certain set of
institutions has been established), no matter @isatibutional agreement they might have
made exante®® That is, if existing holders of coercive power espme power so as to bring
more efficient institutions into existence, the neslders of power cannot credibly commit to
respect the distributional agreement made bef@edlssion of power. For example, if feudal
overlords agreed to abolish their legal rights daad, labour, capital and output markets, in
return for serfs’ continuing to deliver the liorshare of agricultural output to the lords, what
was to prevent serfs from walking away with theilsponce delivered? If guild masters
agreed to open up access to their craft and altompetition to bid down the prices of their
wares and bid up the costs of their inputs, in arde for promises that they would continue
to receive a stream of payments in lieu of thosésrevhat was to prevent customers,
employees, and new entrants from refusing to dethe&se payments once the coercive
institutional framework had been abolished? And lsowld serf overlords, or guild masters,
credibly commit to going on making transfers tceralonce they no longer enjoyed the
institutional privileges those transfers had puseh®

8 For an example, see Wittman, ‘Why Democracies lredEfficient Results’; for arguments against
this view, see Acemoglu, ‘Why Not a Political Codgeorem?’.

8L Alchian, ‘Uncertainty’.

82 For evidence to the contrary, see Ogilvie, A Bittiving.

8 See Acemoglu, ‘Why Not a Political Coase Theorem?’
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These three obstacles appear fatal to the prograrmnenhich any efficiency theory must
rely — of separating efficiency from distributiorhey are inextricably fused. Some have
suggested that coercive enforcement of rules naedf be explained endogenously as the
outcome of a series of interactions that can beaffedias game¥.But any such process is
constrained by the same three obstacles just ¢ited.credible commitment can be made,
then an outcome requiring it cannot be reacheddoyeps even in an infinite series of games.
The burden is surely on those who entertain suehwdgtions to explain how a coercion-free
process could arrive at stable institutional equigi. Until such an argument, backed by
convincing evidence, is forthcoming, historians asdnomists will certainly continue to
regard coercive enforcement and social conflict ageexercise as fundamental parameters in
their discussion of institutions.

Since, then, efficiency cannot be separated fratridution by a political analogy to the
Coase Theorem, there is no reason to believelibadonomic institutions we actually
observe will be those that are most efficient —that maximize the size of the pie. Instead,
they will be those that result from rent-seekirrgggles and thus reflect the distribution of
coercive power in the society. This creates cleasibilities for economic institutions to
persist over time, since they affect the distributdf resources. That in turn affects the
distribution of coercive power, which in turn fuethshapes economic institutions, and so on.

3. Desiderata for Any Future Theory of Institutions

Efficiency is thus not the only explanation fortitigions that is consistent with economic
reasoning. Institutions can arise through stocbastocks and persist through path
dependency. Institutions can be facilitated or &adgd by cultural beliefs, values, and
‘mental models’. And institutions can arise throwgimflicts among political groups over the
distribution of resources.

| have argued that the conflict approach explaistitutional features — particularly
institutional externalities — which its rivals carinBut this is not to reject a possible role for
other variables. Increasing the aggregate sizeeopie is clearly attractive to most (if not all)
social groups, so long as the size of their owsedlioes not shrink. So if two institutional
arrangements have similar distributional implicaipl would expect the more efficient to
win out. Beliefs and values clearly affect peopl@ativation to follow institutional rules. So
if two institutional arrangements have similar dizitional implications, | would expect the
one that better accords with the pre-existing kel@d values of the culture (or its dominant
groups) to be adopted and to help replicate thebefb and values. And every model has an
error term, which consists not just of measurersemr but of random disturbances.
Especially where coercive power is distributed wadlg with much power in the hands of
small groups or individuals, stochastic shocks getth dependencies will affect outcomes. In
such circumstances, | would expect accidents cfgrelity, technology, weather, discovery
and disaster sometimes to change the distribufiocoercive power and thereby influence
institutions, even though in normal times non-ststie factors would play a greater role.

A multivariate approach to explaining institutiaeghus perfectly consistent with economic
reasoning. Such an approach does justice to moreatc features of institutions than just
their efficiency. It takes account of their distrilonal implications and their evocation of

84 Aoki, Toward a Comparative Institutional Analys@reif, Institutions
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conflict. It pays attention to the way beliefs aradlues motivate compliance with institutional
rules. And it recognizes the sensitivity of indiibns to random events.

A multivariate approach, | would argue, also offiersre promising ways of addressing four
additional challenges facing any future economéotly of institutions, which | now propose
to discuss. First, institutions do many thingsitss highly misleading to focus selectively on
some of those activities and evaluate their efficiein isolation from all the other things they
do. Second, institutions often exclude people fommain activities, leading to black markets
and shadow economies. These institutional exteremlieed to be incorporated into the
analysis. Third, institutions do not exist in idada from a whole interlocking framework of
institutions, which our analysis must somehow take account. Finally, how can we do
justice to the interplay between inward beliefs gallies on the one hand and institutional
rules on the other?

3.1. Institutions Do Many Things

A first desideratum for any future theory of ingtibns is to take into account the fact that any
institution does many things. Efficiency approacheserally focus on a single aspect of an
institution in isolation. Each model emphasizepecHic activity, and claims that the
institution’s efficiency in that activity benefitdle entire economy. But this ignores a
universal feature of institutions — people use tfiemmany purposes. Most of the ways an
institution is used will affect efficiency, whethpositively or negatively. Moreover, its
‘efficient’ and ‘inefficient’ activities are gendip not separable; an institution comes as a
package. In general, an institution can only doefffieient things it does (if any) by virtue of
the other things it does (which may turn out tareficient). This means that even if we
accept that a certain institution did one thing thereased efficiency, we have to weigh up
the effects of all the activities in which it engag Only then can we assess whether it was
efficient in any general sense.

This is illustrated by efficiency models of serfdosach of which focuses solely on the
specific aspect it sees as efficient. Thus North Bmomas focus on provision of public goods
by overlords with a comparative advantage in priogidprotection’. Fenoaltea concentrates
on introduction of agricultural innovations by olds more highly informed than peasants.
And scholars of the early modern ‘second serfdaous on strategic investment by
enlightened manorial administrators based on ec@®ai scale in accumulating capital and
information. Leaving aside whether serfdom realtylwbstow these benefits — which has
been questioned — we must also ask what else seidab When we do this, a grimmer
picture emerges. Serfdom distorted labour markgeniitling overlords to levy coerced
labour, compel serfs to work at below-market wdgegprivileged employers, prevent serfs
from migrating freely, and force them to migrataiagt their will. Serfdom distorted land
markets by giving overlords power to mandate laphrtitions, prohibit farm divisions,
intervene in inheritance, prevent land sales, fibhiortgages, eject farmers from holdings,
and refuse to enforce contracts. Serfdom distaragital markets by empowering overlords
to override private credit agreements, refuse forea debt contracts, and destabilize the
property rights needed to secure peasant loanfsidd@debilitated product markets by
licensing monopolies and monopsonies, obligingssterbffer output to overlords at below-
market prices, and forcing serfs to purchase deenestput at above-market pricgs.

8 Qgilvie, ‘The Economic World’, documents theseidtes in the (relatively mild) Bohemian variant
of serfdom. Most variants of serfdom reduced ecadoafiiciency even more brutally; for just one
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It might be argued that not all variants of serfdorolved all these distortions. But while we
might observe variants of serfdom in which somthete inefficiencies were less far-
reaching, we never observe a serf system withoutraanorial intervention in factor or
product markets. After all, how could serfdom haxeated the benefits claimed by the
efficiency models — provided protection, introdug@aagovations, or encouraged strategic
investments — without the coercive power that eschblerlords to distort markets? The
comparative advantage of overlords in providinggeton to serfs was also a comparative
advantage in coercively intervening in serf tratisas. Insofar as overlords did not have
enough coercive power to distort markets, they llsked the power to provide protection.
The supposed efficiency gains from overlords’ &piid push through agricultural
innovations reliedn their power to intervene in labour and landkets, specifically to
engross peasant land and levy forced labour setvidee efficiency gains from overlords’
superiority in accumulating capital and agronomioimation derived from the rents they
extorted by coercively intervening in factor andgwct markets. The general lesson is not to
jump to conclusions about the economic benefi@snoistitution without analysing
everything it does. If some of its activities prodbenefits, do those depend on other
activities that impose costs? If they do, then aeehto assess both costs and benefits.

The same problem arises with efficiency views aftoguilds. Each model focuses on a single
guild activity — controlling quality, transmittingkills, regulating technology — while ignoring
others. Leaving aside whether guilds really didegate all these benefits — which even some
efficiency theorists question — we must also ashktvetse guilds did. Most guilds engaged in
a wide variety of interlinked economic, social,ipoél, religious and cultural activities.

Guilds typically distorted labour markets, forbiddinon-members to practise the craft,
excluding many applicants from admission, chargiisgriminatory entrance fees, and legally
fixing wages. Guilds distorted markets for physicapbital and real estate by prohibiting sales
of equipment and workshops to non-members. Guiktsrded product markets by claiming
legal monopsonies over raw materials and internbegieoducts, legal monopolies over
output, and the right to fix prices for both inpatsd outputs. Guilds engaged in political rent-
seeking and offered benefits to rulers in returmfiarket privileges. And guilds engaged in
cultural display, sociability, religious observanaad other ‘motivational’ activitie¥.

As in the case of serfdom, it might be argued thaft guilds were highly heterogeneous and
not all of them distorted markets in their membéanterests. Surely some guilds were flexible
and efficient? But the only European craft guilcisttiacked the capacity or motivation to
intervene in markets to capture rents for their tmers — Dutch and English guilds after c.
1560 are most often instanced — also lacked tHityadond desire to intervene in markets to
enhance efficiency. Thus, for instance, guilds daully control quality by enforcing a legal
monopoly over certain wares; this necessarily imedlintervening in markets for labour
(forbidding non-members to practise) and prodyateventing non-members from selling
output). Likewise, guilds could only ensure tramloy intervening in labour markets, in
particular by excluding non-apprenticed workers arhitoring the background of youths
admitted to apprenticeship. Similarly, guilds coaldy encourage technological knowledge

example, see Dennison, ‘Did Serfdom Matter?’; Dsanj ‘Economy and Society’. For examples from
across eastern-central Europe, see the essayteins ReutsherrschafPeters,
Gutsherrschaftsgesellschaftemd Kaak and Schattkowsky, Herrschaft

8 QOgilvie, State Corporatisndocuments these activities for the weavers’ aacchant-dyers’ guilds

of the Wirttemberg Black Forest; for analogous easmfrom other European guild systems, see
Ogilvie, ‘The Use and Abuse’; Ogilvie, ‘Can We Réliigate the Guilds?'.
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by securing monopoly rents for members, enforcipgrenticeships to transmit techniques,
compelling journeymen to travel, and insisting patgl clustering. Guilds cannot
simultaneously have been unable to enforce inefitdiegulations but able to enforce
efficient ones. Their very ability to promote eféincy was inseparable from their capacity to
cause inefficiency’ In short, we cannot focus on a single institutiawivity around which
we can build an efficiency model. We have to saoimé everything an institution did, and
only then weigh up its economic impact.

A final illustration is provided by models of megsit guilds that focus solely on those of
their activities which are supposed to have madg-ltistance trade more efficient — guild
boycotts against rulers or guild enforcement ofextive reprisals. Leaving aside whether
merchant guilds really did provide these benefits must ask what else they did. Like craft
guilds, merchant guilds engaged in a whole rangeetifities. They successfully lobbied
rules for a wide array of legal privileges to tragkelusively in certain wares and locations,
exclude non-members from trade, limit membershiploers, and restrict competition among
members. They limited entry, making admission caent on citizenship, ethnicity, religion,
gender, residence, wealth, reputation, approvakisting members, and ability to pay
entrance fees. Those they excluded, particulartiewsirata of craftsmen and foreign traders,
engaged in bitter socio-political struggle agathstlegal privileges of merchant guilds, and
formed their own guilds partly to lobby for countaiting privileges from ruler&®

Again, it might be argued that merchant guildsegenormously across Europe. Surely not
all merchant guilds necessarily engaged in sudbieficy-reducing activities? But this raises
two questions. First, why would merchant guildsaif from rent-seeking activities that
benefited their members? Second, were merchardgjeificiency-enhancing activities
actually separable from their efficiency-reducimges? Even efficiency theorists tacitly
acknowledge that they were f8tThus, for instance, a merchant guild could crgdibteaten
a ruler with a boycott only if the guild exercisgoine market power in that ruler’s polity. It
could only force its members to comply with sudbogcott by securing their loyalty with
monopoly rents and penalizing those who soughtete-fide. Likewise, contract enforcement
through the ‘collective responsibility system’ régal merchant guilds to be able to regulate
entry, motivate members with monopoly rents, anthpee free-riders by excluding them
from rents. To coordinate members and negotiatdildsewith rulers, a merchant guild had to
enjoy the legal right to intervene in markets. Ond&d these rights, why should it refrain
from using them to redistribute resources in fawafuits own members, even if that reduced
aggregate welfare for the economy at large?

It is undoubtedly possible to find some respeatlich Stalin’s collectivization or the

Vietnam War were efficient, but historians woulghily be indignant if one left it at that,
without acknowledging the costs of these projetii® general lesson is that one and the same
institution will typically engage in a wide varietf activities. So it will have a wide variety

of effects. Some will enhance economic efficiersyne will harm it, and some will leave it

8" For a detailed analysis of the inseparabilityhaf inefficient from the putatively efficient actiids of
pre-modern craft guilds, see Ogilvie, ‘Guilds, Eiincy, and Social Capital’; Ogilvie, ‘The Use and
Abuse’; and Ogilvie, ‘Can We Rehabilitate the Gsftt

8 For a detailed analysis of these interlinked dti¢is undertaken by merchant guilds all over mealiev
Europe, see Dessi and Ogilvie, ‘Social Capital @otiusion’.

8 Greif, Institutions ch. 4 (esp. pp. 100-05) acknowledges that metajahis distorted markets and
that these distortions were essential to theiitsiid negotiate with rulers, but then ignores ithgact

of these distortions on efficiency.
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unaffected. We cannot assume in advance thasalttivities will be efficient (or inefficient).
Any future theory of institutions must take intacaant that an institution engages in many
activities, which all have to be assessed, andmoape separable. Efficiency in one sphere
may only be bought at the cost of inefficiency motiner and the net effect is not obvious.

3.2. Formal Institutions and Black Markets

Any future theory of institutions must also tak&iaccount the fact that institutions often
exclude people from their benefits — or even fratire spheres of economic activity. The
pre-industrial economy in particular was charazgatiby ‘limited-access’ institutions that
coercively limited economic entry in order to ceeegnts for the powerful, while excluding
the vast mass of economic agents. Limiting accessmly affects distribution. It also affects
efficiency, because it creates incentives for tkedugled to violate institutional rules by
moving into the informal sector. Informal econorawtivity is better than none at all, but
typically imposes higher costs and risks thanéf$hme agents could do the same things
through formal institutions. So a key feature of &mrmal institution is what kind of informal
sector it creates.

Serfdom, for example, prevented serfs from allocpkabour, using land, borrowing money,
or selling output as they chose. Either they werdugled from these markets altogether, or
participation was conditional on following instiiomal rules so costly that few could afford to
comply. This did not mean serfs refrained from $earting in markets altogether. Studies of
serfdom ‘from below’ show serfs selling their ovaour, hiring other serfs to work their
own plots or do their manorial corvée, and everagimgy in migrant labour — ignoring or
violating the rules of serfdom. On the Russian estéte of Voshchazhnikovo in the late
eighteenth and early nineteenth century, for ircgam. K. Dennison has demonstrated the
existence of a ‘semi-formal system of property t$ggind contract enforcement’ which was
used by large numbers of local serfs, including yrmairthe poorest® Parallel or illegal
markets in labour, real estate, credit, foodstu#e; materials, and craft wares are visible in
the shadows surrounding formal manorial regulatiorsswide variety of serf economies
across pre-modern Europle.

Such findings are sometimes used by efficiencyribento claim that apparently restrictive
manorial regulations had no real effects and hémateserfdom really was efficient. Thus
North and Thomas claimed that restrictions on eatign under serfdom could be evaded and
hence cannot have impaired efficierféyikewise, some recent studies of the ‘second
serfdom’ in eastern Europe claim that manorial maton serf land transactions could be
circumvented and hence serfdom did not signifigachstrain efficiency® But although
manorial restrictions on labour and land marketdd:be avoided, evasion was not costféss.
lllegal migration meant abandoning land, non-pdegimssessions, local inheritance and debt
claims, familial ties, and social networks. llle¢mbour contracts were unenforceable and

% Dennison, ‘Did Serfdom Matter?’, quote from p. 89.

%1 Dennison, ‘Did Serfdom Matter?’; Dennison and @igi] ‘Serfdom and Social Capital’; Ogilvie,

‘The Economic World’; Hagen, Ordinary Prussipasd many of the essays in Peters, Gutsherrschaft
and Peters, Gutsherrschaftsgesellschaéied Kaak and Schattkowsky, Herrschaft

92 North and Thomas, ‘The Rise and Fall’, pp. 7788#;view that serf migration restrictions did not
impose costs is criticized in Fenoalta, ‘Rise aall Fp. 387.

% Hagen, Ordinary Prussians, pp. 137-45, 151, 188.601; 649-54; Pazdérova, ‘Gutsherrschaft’, pp.
184-5; Stefanova, ‘Erbschaftspraxis’, ch. 4.

% Dennison, ‘Did Serfdom Matter?’, pp. 83-9; Denmisnd Ogilvie, ‘Serfdom and Social Capital’;
Ogilvie, “The Economic World'.
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often exploitive. lllegal land transactions medsking manorial and communal sanctions,
being unable to enforce contracts legally, anchgwvith insecure property rights. High costs
and risks deterred the marginal transaction, reduekchange and causing deadweight
losses. Institutional regulations could indeed \mded, but evasion was costly to the
individual and inefficient for the economy.

Other pre-modern institutions also limited acc®$éage communities restricted mobility of
citizens and outsiders, and regulated occupatiwages, residence, and consumption choices
of women, servants, and the lower social stratdd&uveserved craftwork solely for members
and excluded many applicants for admission. As satfidom, efficiency theories seek to
dismiss these limitations on access, claiming ‘thetiers to entry were porous, and controls
over input markets could be circumvented easfRestrictions were certainly evaded, but
evasion was not costless. Non-citizens who sowugliteé in a commune illegally had to avoid
official notice, work in the black market, avoidfercing transactions against legal citizens
for fear of being reported, and constantly fearrisgnment or expulsion. Women, Jews, or
other outsiders who illegally worked at guildedfts@ould not enforce their contracts and
risked sanctions if detected. lllegality was satlgahat ‘informal’ workers constantly sought
to satisfy entry requirements of formal instituspmvhich were in turn fixed at high levels
precisely to limit entry and generate rents fordass. Enthusiasts for guilds and communes
often dismiss these entry barriers as f6But they loomed large in the eyes of applicargs, a
shown by desperate petitions for dispensation. Hi®y affected fundamental life decisions
such as marriage and settlement, as shown by egarspth as the young German village
weaver refused permission to marry in 1785 on tbermgs that he ‘was in no sort of position
even to raise the community citizenship and guittstership admission fee$'Danielle van
den Heuvel’s recent study of a Dutch shopkeeperitd ¢iberal enough to admit independent
female masters demonstrates that even liberal a@msspolicies constrained poor
applicants, whose admission took off spectacularl753 when the authorities compelled
the guild to lower its entry feé8 Institutional barriers to entry thus constitutédding
constraints, and black-market work was so unattathat even poor people were willing to
pay to move into the formal sector.

Modern LDCs show the same pattern. Formal institigtilimit access to property rights,
contract enforcement, credit markets, and work fisrmo make a living, excluded groups
have to break institutional rules, shifting thetoromic activities into grey markets — or black
ones. Initially, development economists rather noticized the black market, christening it
the ‘informal sector’ and celebrating its sociakopess and economic dynamism. Recent
assessments are more sobering. The informal stmésroffer the excluded — often a majority
in society — opportunities better than those theey abtain under formal, limited-access
institutions. But these opportunities are still pathe informal sector does have huge
economic dynamism, compared to the costly rigigitleposed by formal institutions. But

this dynamism is ultimately choked off by poor qawt enforcement and property rights.
Risks are high, information is poor, violence anefft are common, time-horizons are short,
workers are unprotected, and investments in phlyaiahuman capital are limitédFormal

% Richardson, ‘Guilds, Laws’, p. 3.

% See, for instance, Stabel, ‘Guilds’, p. 211.

9" HSAS A573 Bii 6948, petition of 17 May 1785: ‘atmaf Keinerley Ort im Stand wéren nur die
burger- und Meister-Recht costen auf zebringen’.

% van den Heuvel, ‘Female Traders in the Dutch Régulpp. 21-23, esp. Chart 4.

% See De Soto, The Other PaBithneider, ‘Shadow Economies’; International LabOffice Mission,
‘The Informal Sector’.
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institutions that create large informal sectorssttmpose inefficiencies on the whole
economy. They may also block economic change. Ath&®asgupta has trenchantly
observed, informal institutions may bring benefitéess developed economies, but one
should not be ‘distracted from asking if their édoned existence could prevent more
productive social arrangements from becoming estadd, say, in the shape of formal
markets. One can even ask whether informal ingiiigtwere ever as good as they are
frequently made out to have beéff.

Any theory of institutions must not merely look @ndhe streetlights of the formal sector,
therefore, but also venture into the alleys ofshadow economy. Every formal institution
creates an informal counterpart, if only becaussyelaw creates a crime. But where formal
institutions limit access — which most pre-modene®did — they create much larger informal
sectors because they turn entire social groupsimitential criminals. Efficiency models
usually assume that pre-modern institutions geadragnefits for insiders which spilled over
as positive externalities for the rest of societhat guilds, or communes, or created the basis
for later market economies. But what if it was theerse? Closed-access institutions, to
generate more enticing rents for insiders, hadgiagb incentives to push an ever larger share
of economic activity into the informal sector, stging economic growth. An institution must
be assessed partly in terms of the shadow it casts.

3.3. Institutional Frameworks

A third desideratum for any future theory of ingtibns is to recognize the importance of self-
sustaining institutional frameworks. Efficiency apaches typically focus on one institution
at a time: serfdom, the commune, the guild, th@@rty rights system. But institutions do not
exist in isolation. Can we really explain any givestitution without looking at the wider
framework of other institutions surrounding it?

This question came to the fore in the 1990s, witememists were surprised to observe
successful western institutions — secure privabpgnty rights, impartial contract enforcement
— failing to take root in many transition economiédat was wrong? Two stumbling blocks
emerged. First, beneficiaries of existing instdnsg had the incentive and the power to resist
innovations that threatened the status quo. Seexigtjng institutions were held in place by
an interconnected framework of other institutiongpically, the institutions of a society have
co-existed for centuries, continually evolving sision of activities, supporting one another
in all sorts of ways. These ways may not necegsbeilefficient, but they are often self-
sustaining. Taking a solitary institution out «f d@riginal institutional framework (which may
have helped to sustain it), and seeking to transjianto a quite different framework (which
may even resist its encroachment), is not unlikeffail ***

The interdependency of individual institutions viitla wider framework has been recognized
by some studies of European economic institutidhe. European family system, according
to Peter Laslett, was interdependent with labouwketa for youths and women, credit
markets to amass savings, and collective ratherkimbased provision of insurance and
pensions; this whole interlinked institutional gt Laslett speculates, contributed to early

190 pasgupta, ‘Social Capital and Economic Progrgss310.

101 North, Institutions pp. 7-8, touches in passing on the idea of intitinal frameworks to explain the
persistence of inefficient institutions, but abanslit to pursue explanations in terms of ‘imperfect
subjective models’. Institutional and technologitaterrelatedness’ have also been used to exiein
persistence of inefficient techniques; see Daitio’; and Scott, ‘Path Dependence’.
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industrialization and capitalisii? The community-based welfare system in pre-indaistri
England, according to Peter Solar, was interdepgnaligh labour markets, land markets,
credit markets, and the nuclear family system; dissinctive framework, he argues, may
have furthered economic growth in the centuriesteeindustrialization®® Cross-country
comparisons, according to Daron Acemoglu and Sidodmson, suggest that favourable
‘contracting’ institutions (those regulating intetians between private citizens) may be
partially interdependent with favourable ‘propetights’ institutions (those constraining the
behaviour of political and economic elitéd).

If such interdependencies are widespread, theraweat study one institution in isolation.
We have to look at entire institutional framewor¢hen we do so, we may find that there
are inherent complementarities between certaiitutisins, and that a whole cluster of
institutions may be mutually reinforcing. The histal clusters identified by Laslett, Solar,
Acemoglu and Johnson were all efficient. But selffforcing institutional frameworks might
also be inefficient. In modern LDCs, for instanaention of existing techniques and
institutions despite alternatives that are knowheaanore productive is ascribed to
institutional interlinkages among markets. Any igation would disequilibrate an entire
system of interlinked markets, and so is rejectddss it provides substitutes for everything it
threatens to displac® Whether self-reinforcing institutional frameworks efficient or not,
they are analytically essential to understandimgaitigins and economic impact of any
individual institution.

3.4. What Do We Do About Culture?

A final desideratum for any future theory of ingtibns is to do justice to the interplay
between inward beliefs and values on the one haddretitutional rules on the other. As
efficiency theories came under fire, economistsabeg cast about for surrogates. One
popular choice was the cultural approach. The Aehlheel of the efficiency theory, this
argument goes, was to ignore what went on insidplpé heads — beliefs, values, and
mental models. Maybe if we brought these into oolkit, we might construct better models
of how institutions work?

So Douglass North progressively abandoned hisiefiiy theories in the course of the 1980s,
espousing the view that institutions evolved naiduse they were efficient but because they
were fostered by the ‘mental model’ of a particualture’® Thus efficient economic
institutions were generated by good mental modelke western world, and less efficient
institutions by different mental models in ‘prinviéi societies’, early modern Iberia, or the
present-day Third Worltf” Other economic historians underwent an even nasreshiching
reorientation, as we have seen, advocating an gammnis-culture’ approach which defined
an institution as a system of rules and culturéefse in which beliefs were the dominant

192 aslett, ‘The European Family’.

193 3olar, ‘Poor Relief’, here esp. p. 16: ‘The oldptaw ... underpinned the growth of an
economically mobile wage labour force; encouragmedconsolidation of farms and facilitated the
separation of smallholders from the land; provitiezl incentives for agricultural capital formation
and industrial development; and kept populatiomgincunder control.’

104 Acemoglu and Johnson, ‘Unbundling Institutions’.

195 For an excellent discussion of ‘interlinked faataarkets’, see Basu, Analytical Development
Economicsch. 13-14.

1% 5ee North, Structure.g. pp. 45-58, 204-5.

197 North, Institutionspp. 9, 34-35
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component®® Thus Avner Greif counterposed the ‘collectivistitaral beliefs of the

Maghribi traders (‘non-Muslims who adopted the eslof the Muslim society’) with the
‘individualistic’ culture of the Genoesé’ Despite facing the same technology and the same
commercial opportunities, the two groups adoptetklyi differing solutions to the problem

of contract enforcement, with the Maghribis chogsmstitutions that provided collective
enforcement while the Genoese chose ‘legal, paljtand (second-party) economic
organizations for enforcement and coordinatidhThe only possible explanation for this,
according to Greif, is that the Maghribis held eotlvist beliefs and the Genoese held
individualistic ones. This in turn led to long-teeaonomic decline for the collectivist
Maghribis and economic dominance by the Genoesehesidindividualistic fellow ltalians.
From this Greif draws conclusions for the preseaytHgss developed world: ‘the Maghribis’
institutions resemble those of contemporary devetppountries, whereas the Genoese
institutions resemble the developed West, suggestiat the individualistic system may have
been more efficient in the long ruft®

In practice, therefore, incorporating beliefs aatlres into economic analyses of institutions
has given rise to what one might call a ‘culturfficeency’ approach. This theory assumes
that good cultural beliefs combine with good satietiles to form good institutions that
favour economic growth. Cultures that hold thehtideliefs arrive at the right institutional
equilibrium and therefore prosper. By studyingitietitutional equilibria generated in these
fortunate cultures, we will understand the souafesconomic well-being. In essence, this
reduces the problem of explaining institutions ne ¢that can be addressed through an
efficiency model with cultural beliefs and valubsawn in as ‘motivation’.

Here, finally, the ‘dismal science’ has advancédemry — that economic well-being is
ultimately a matter of cultural beliefs and valdeshich Thomas Carlyle, with his view of
‘wise’ whites and feckless blacks, would have hibaeimbraced. But does this ‘cultural
efficiency’ theory solve all our problems? Franklylo not think that this is an adequate way
to incorporate cultural beliefs and values intorexics, and | am particularly concerned
about the suggestion that institutions should fimee as consisting of systems of beliefs as
well as (or instead of) systems of rules.

For one thing, inwardly held beliefs, values, norarsd mental models are extremely difficult
to observe. Although beliefs are incorporated game-theoretic models somewhat
differently from norms, they share a key analytid@hracteristic: by definition, they take
place inside people’s heads and outside obseraarmeasure them indirectly, at best. What
people say they believe or value or find normalsdugt provide an accurate picture of the
beliefs, values, and norms on which they take actids precisely this, indeed, that gave rise
to the crucial analytical distinction in economitween ‘stated’ and ‘revealed’ preferences.
Even economists working on modern societies, witdomceivably rich datasets on people’s
beliefs, preferences, attitudes, political affibiats, religion, ethnicity, language, and
nationality, differ fundamentally about whetheisifpossible to identify an independent role
for cultural beliefs and values, because thosesaiaterdependent with other variables —
among which the institutional rules of the sociiédgure predominantly*? As endogenous-

198 Greif, Institutions pp. 39, 45.

199 0On this see esp. Greif, Institutioreh. 3 and ch. 9 (quotation from p. 279).

110 Greif, Institutions p. 300.

11 Greif, Institutions p. 301.

112 For diametrically opposed views on this issueeirent literature, see Acemoglu, Johnson, and
Robinson, ‘Institutions as the Fundamental Cayge’401-02, 424-5, who find no systematic effect of
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culture theorists themselves admit, regarding ioMmaliefs or preferences as part of
institutions gives rise to empirical indeterminasiyice the ‘rules’ component of institutions
is observable and the ‘norms’ component is unolad®ev this means that ‘we cannot study

institutions inductively based on their observatseponents®*®

Nor do we have any generally accepted explanatibpndrms and beliefs. *Cultural
efficiency’ models either turn a blind eye to thi®blem, or invoke ad hoc speculations such
as Avner Greif's statement (buttressed by ampleregice to Freud) that ‘norms link
transactions between the superego and the ega of id

If inward beliefs and values are largely unobselealmd unexplained in modern economies,
how much more so are they in historical ones? Hawhdo we really learn from an
approach whereby we plug something we cannot obsersl cannot explain into our model
as an assumption, and it influences the institatieqguilibrium we obtain on the other end? If
we are going to postulate that beliefs are thenfiirt of institutions, and that it is they rather
than the formal rules that matter, then we shoubghpse this as a hypothesis for testing,
rather than accepting it as an assumption on wbittuild our explanations. If we want to
test it, then we need to develop more sophisticasags to think about beliefs and values,
devise rigorous methods to observe and measure theiore how they affect people’s
economic choices, and explain how they are formed.

A further problem with ‘cultural efficiency’ approhes is their arbitrary definition of some
cultures as holding beliefs and values that are@wically ‘good’ — Protestant diligence,
English individualism, European rationality. Thepiimit assumption is that all the beliefs and
values of such ‘good’ cultures yield ‘good’ institinal rules that lead to ‘good’ economic
outcomes. But can we just assume this? Do we rieast have to consider the possibility that
any culture is a mixture, with some of its beliafsl values benefiting economic performance
and others harming it? At the risk of repeatindiehé, individualism is thought to encourage
positive economic outcomes such as flexible resalocation and swift innovation. But
individualistic cultures are also thought to valamily and communities bonds less, bringing
negative outcomes such as crime, addiction andabvdf we are going to pursue cultural
efficiency models, we need much more rigorous tleser and preferably also empirical
findings — about which beliefs and values are enuoally beneficial, in what ways, and
whether they always coexist in the same culture.

Finally, even if there were economies — whethetohisal or modern — where we could
observe inwardly held beliefs and preferences mesmeaningful way, and where we could
know for sure that these beliefs and values wesa@uically relevant, it is still not clear that
regarding beliefs and values as a component dfutiehs would help us explain differences
in economic outcomes. For example, much of the wosrtaistory literature argues that
restrictions on females in pre-industrial economiese caused by ‘patriarchal’ beliefs and
values. But, as | have discussed elsewhere, ‘pettali attitudes were universal in early
modern Europe. In practice, however, indicatorenfale economic autonomy varied

cultural variables; and Guiso, Sapienza, and ZegyaDoes Culture Affect Economic Outcomes?’,
who argue that culture plays a major role.

113 Greif, Institutions p. 20. See also North, Institutions 43, for the acknowledgement that the
‘informal institutional constraints’ represented dwjtural norms are ‘not directly observable’.

11 Greif, Institutions p. 48 with n. 19; for incorporation of this Fréanl perspective into the wider
analysis, see also p. 145. North, Institutigmns87, admits that informal institutional consgita change
only through cultural change, something ‘we doMenote any theory to explain’.
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significantly across European economies. Femalsétmld headship and labour force
participation were significantly lower where guil@®@mmunities and manorial systems
provided male elites with institutional powers tda@ce ‘patriarchal’ beliefs in pursuit of
rents for themselves. In the Netherlands and Edglsuch institutions were weak or missing,
and women'’s economic position measurably betteg. SEime patriarchal beliefs and values
coexisted with different institutional rules andeligent economic outcomé&S.Likewise,
Acemoglu et al. have pointed out that ‘British’ ttwhl beliefs gave rise to very different
economic institutions in different colonies. In dely settled societies such as India and the
Caribbean, British culture gave rise to highly ggsive economic institutions devoted to
extracting resources from the indigenous populafiosparsely populated areas such as the
northern United States, Canada, and New ZealaritistBculture gave rise to beneficent
economic institutions that enforced contracts, gutad property rights, and encouraged
investment® The same ‘British’ beliefs and values coexistethwiifferent institutional

rules, giving rise to divergent economic outcomésy recent history throws up even more
striking examples: Korean culture, for instances giaren rise to different institutional rules
and widely divergent economic outcomes in North &odth Korea.

Such examples pose two serious problems for clipzroaches to institutions. First, if the
same cultural beliefs coexist with different rulasd this gives rise to different economic
outcomes, then can beliefs really be the ‘linchpiinéconomic institutions? Second, is it
really analytically helpful to view inwardly helcebiefs as being identical to — or inseparable
from — externally imposed rules? Either these aadydical categories, or they refer to
empirical categories of mental and social objd€thie former, then we must judge the
models concerned by their empirical predictionsi¢Wwhl argue, fail). If the latter, then fusing
them prevents us from determining whether thereases where outcomes are determined
by one without the other.

One might ask whether it is truly important to knevether beliefs or rules are driving
institutions. Surely one can simply think of thesthe ‘informal’ and ‘formal’ ends of the
same spectrum of humanly devised constraints oavib@in? Does it really matter which part
of this spectrum brings about a particular ingtitedl equilibrium? | think it does matter;
indeed, | think it has far-reaching implications fmderstanding how economies can grow
and develop. If achieving better economic outcojustsrequires better formal rules, then any
culture can do it, and it is just a question ofifigg out the practical barriers to introducing
better rules. This may not be easy, but it is ingiple possible. But if achieving better
economic outcomes requires changing people’s Isedied values, then this implies one of
two deeply worrying policy alternatives. Either just accept that some cultures will always
stay poor. Or we advocate policies to eradicatd ‘baliefs and values, or transform them
(by force, in necessary) into ‘good’ ones. Theserather hair-raising policy conclusions to
derive from an explanatory variable — cultural &fsliand values — which even its enthusiasts
admit is unobservable and unexplained.

| would therefore make a modest proposal about toodeal with culture. The study of
institutions is, and should remain, an empiricatteraTo this end, | suggest that we retain the
empirically useful distinction between (observabldes and (unobservable) beliefs, and that
we try to explain as much as possible in termsbskovable variables — such as rules and

115 Ogilvie, Bitter Living Ogilvie, ‘Women and Labour Markets’; Ogilvie, ‘fite sauere Nahrung”.
118 Acemoglu, Johnson, and Robinson, ‘Institutionth@sFundamental Cause’, p. 424-5.

26



their distributional implications — before resogdito unobservable differences between
cultural beliefs.

4. Can We Explain Economic Institutions?

So where does this leave us in explaining econamsitutions? The entire passage of
Alexander Pope’s Essay on Malminating in the line quoted in my title, iz@escendo of
faith in the idea that there is an underlying sysbeshind the apparent disorder of nature. For
this reason, these lines are often held to epiterthiz Enlightenment belief in science.
Certainly, the belief in an ordered universe as tait in the Essay on Mdras proved
profoundly attractive to social scientists seekimgccount for something so messy as the
human condition.

But if you look more closely at these six famoues, they fall into two quite different
halves. The first half indeed exhorts us to engagational inquiry:

All Nature is but Art, unknown to thee;

All Chance, Direction, which thou canst not see;

All Discord, Harmony, not understood;
We are implicitly urged to question what is app#senatural, accidental and chaotic, to
replace what is unknown, unseen, and not understithca reasoned understanding of the
true order underlying it all.

But in the next three lines Pope subtly shiftsgn@und. Now we find ourselves being invited
to accept things on faith:

All partial Evil, universal Good:

And spite of Pride, in erring Reason'’s spite,

One truth is clear, ‘Whatever is, is right.’
We are urged to reject human reason as a maniteststpride, and instead simply to believe
in the moral rightness of the order that will beovered.

The first of these views is indeed consistent whth Enlightenment origins of economics —
the idea that everything in the world is explical@idhuman inquiry. These Enlightenment
roots have taken us a long way in explaining huagiion. But believing that things are in
principle explicable does not entail believing ttrey’re right. Just as ‘rightness’
(functioning for ends that are morally good) isyoohe possible explanation for ‘nature’, so
‘efficiency’ (functioning for ends that benefit @yene) is only one possible explanation for
institutions.

Economic approaches to historical institutions hasen partially discredited, | believe, by a
widespread tendency to confuse the view that tusbins exist for a reason and we can find
out that reason’ with the belief that ‘institutioesist for a reason and that reason is that they
are good'. Empirical studies have provided ricldeuice that economic models based on the
view that ‘whatever is, is right’ do not adequatekplain the rise, functioning, survival or
decline of the pre-industrial institutions to whittey have been applied.

Does this mean that economic historians should agee retreat to the golden age in which

we concentrated on geographical and technologiwatecaints, and leave messy social
phenomena such as institutions up to other diseph
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My answer is ‘no’. | have argued here that theeeadiernative approaches to institutions
which are fully consistent with economic reasonimgparticular, ‘conflict’ models offer
promising and hitherto hardly explored perspectiee®xplaining institutions in terms of

their distributional implications and the socio-fio&l struggles to which these give rise.

Even more work remains to be done on both ‘accaleand ‘cultural’ models. The

conditions under which institutions are affectedshychastic processes and path dependency
need to be carefully defined and explored. Cultoratiels face even more serious challenges.
First, they must develop more rigorous approachésdentifying, measuring, and explaining
people’s beliefs and values. Second, they stillaiden degenerate into ‘cultural efficiency’
models implying that the ‘right’ cultural norms givise to the ‘right’ institutional rules which
then have the ‘right’ economic outcomes. We neeatktermine which beliefs and values (if
any) are economically relevant, whether econonyicgbbod’ values always co-exist in the
same culture, and what are the policy implicatiohsultural determinism.

Whatever explanatory models we develop will onlgcged if they can tackle three further
challenges. First, they need to weigh up the difieefficiency implications of the multiple
activities typical of any institution. Second, theged to examine the extent to which
institutions limit access and push economic agtivito the informal sector, thereby harming
both efficiency and equity. And finally, they netedrecognize that institutions are embedded
in broader institutional frameworks that themselkgzguire economic analysis.

Although institutions are indeed very messy, that jmakes them more interesting, in ways
we have hitherto hardly begun to explore. Thedggtt hundred years of economic history
potentially holds important lessons for buildingtitutions today. Economic history does not
show that ‘whatever is, is right’. But perhaps ve@ @adopt a more modest motto, and one
truer to our Enlightenment roots, and declare ‘thiaatever is, is explicable’.
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