Chepter 5 (find)
THE SCAFFOLDS HUMANS ERECT

The structure that humans creste to order their environment is the basic determinant of the
performance of an economy. It is because it provides the incentive structure which shapes the choices
humans make. The last chapter ended with a discussion of cognition in its cultura context, which
determines the beliefs humans possess. In this chapter | shall explore the nature of that context broadly
congdered as a scaffolding that shapes human interaction. The scaffolds humans erect consist of
physica capita and human capital here considered in the broadest terms. That is, the physical capitd is
al the materid artifacts that humans have accumulated and particularly the tools, techniques, and
ingruments humans possess to control their environment; the human capita conssts of the stock of
knowledge humans possess as embodied in the beliefs they hold and the inditutions they creete
reflecting those beliefs.. While we are interested in the total character of the scaffolds, this chapter
focuses more narrowly on the ingtitutiona framework.

The ingtitutions cons s of the political structure that specifies the way we develop and aggregate
politica choices, the property rights structure that defines the forma economic incentives, and the socid
sructure--norms and conventions- - that defines the informa incentives in the economy. The ingtitutional
sructure reflects the accumulated beliefs of the society over time, and change in the ingtitutiorel
framework is usudly an incrementa process reflecting the congtraints that the past imposes on the

present and the future. All this--and more—makes up the structure that humans erect to ded with the



human landscape and is the subject of this chapter. Successively | shdl explore the relaionship
between bdliefs and inditutions, the culturd heritage and itsimplications for path dependence, the
sructure of decision making that aggregates and implements choices, and findly the nature of
ingtitutional change.*

I

Let me begin by connecting the intimate relationship between belief sysems and the indtitutiona
framework. Belief systems embody the internal representation of the human landscape. Indtitutions are
the structure that humans impose on that landscape in order to produce the desired outcome. Belief
systems therefore are the internd representation and ingtitutions the external manifetation of that
representation. Where diverse and conflicting belief systems exist in a society theinditutionswill reflect
the beliefs of those (past as wdll as present) in a position to effectuate their choices, a subject to be
explored below.

Theintimate interrdaionship of beliefs and inditutions, while evident in the formd rules of a
society, ismost dearly articulated in the informd indtitutions--norms, conventions and internaly held
codes of conduct. These informa ingtitutions not only embody the mora codes of the belief system,
which tend to have common characterigtics across cultures, but aso embody the norms particular to
individua societies, which are very diverse across cultures. While formad indtitutions can be changed by
fiat, informad inditutions evolve in ways that are il far from completely understood and thereforeare

not typically amenable to deliberate human manipulation.

! | shall not repeat here the analysis of institutions | have developed in earlier studies. This study does build on the
earlier work, extending and in some instances modifyingearlier analysis.



I

Asnoted earlier culture congsts of the intergenerationa transfer of norms, vaues, and idess.
But the role of culture we are concerned with here as described by Hutchins and Hazelhurst "isa
process that permits the learning of prior generations to have more direct effect on the learning of
subsequent generations.” (p. 690). Thus they speculate that a population over many generations could
be capable of discovering things that no individud could learn in alifetime (p. 690). The transmisson
that is put in place by past generationsis described by them asthe artifactua structure. This artifactud
sructure is the learning of past generations transmitted as culture into the belief Sructure of present
generations. It isaso embodied in the ingtitutiond structure inherited from past generations. While the
forma rulesasociety putsin place will surely reflect this heritage, the informa congraints embodied in
norms of behavior, conventions, and self imposed codes of conduct arethe most important "carrier” of
the artifactua sructure. While the formal rules can be changed overnight (by arevolution for example)
the informa congtraints change much more dowly and play acritica role in the evolution of polities.
"Locd learning" is derived from the specific environment (both physicd and intellectud) of asociety and
as changes occur in that environment they are gradudly assmilated into the socio-culturd linguigtic
inheritance and embodied in the artifactua structure.

Hayek maintained that culture is “the transmission in time of our accumulated stock of
knowledge® (Hayek, 1960, p27). He included in knowledge dl the human adaptations to the
environment which were derived from past experience-- habits, skills, emotiond attitudes, aswell as

ingtitutions. Hayek’ s theory of cultural evolution was largely a spontaneous process since the ability of

2 There is now an immense-and growing--literature on norms. A good summary from an evolutionary perspectiveis
Bendor, J. and Swistak, P., “ The Evolution of Norms’--get final cite from Bendor



human beings to comprehend the ever more complex structure of human interaction was limited. But
human intentiondity is not spontaneous. Humans deliberately try to shgpe their future and indeed have
no aternative but to try to structure human interaction--the aternative is anarchy or chaos. However
imperfectly they are bound to do it, they have no choice. Theissueis how they do it.?

How human societies attempt to shape their future leads us to directly ded with a fundamenta
aspect of the process of change—its historical nature. We cannot understand where we are going
without an understanding of where we have been. How the past connects with the present and futureis
the subject of path dependence—a term which is used, misused, and abused. It could mean nothing
more than choices in the present are congtrained by the heritage of inditutions accumulated from the
past. But if that was dl there was to path dependence then we could undertake radical change when
we observed that the ingtitutions were performing badly. A step towards a more comprehensive
undergtanding of the term is to recognize that the indtitutions that have accumulated give rise to
organizations whose surviva depends on the perpetuation of those ingtitutions and which hence will
devote resources to preventing any dteration that threatenstheir survival. But the previous chapter
suggests a dtill more complex view of path dependence. It istheinteraction of beliefs, indtitutions, and
organizationsin the tota artifactua structure that makes path dependence such afundamenta factor in
the continuity of a society (a subject to be explored in more depth in Part [1). Understanding the
process of change entails confronting directly the nature of path dependence in order to determine the

nature of the limits to change that it imposes in various settings.

3 Viktor Vanberg in his“Cultural Evolution,Collective Learning and Constitutional Design” (1994) has an excellent
summary of Hayek’ s theory aswell as trenchant criticisms of some of his normative conclusions.



The scaffold humans erect not only structures the economic and political game but aso defines
who will have access to the decison making process. The congtitutiona structure that humans erect to
shape human interaction  defines the formal structure of incentives and disincentives that are afirst
approximation to the choice set. But the scaffold is much more. It is equaly the informa structure of
norms and conventions and informal codes of conduct. And gtill beyond that it is the way the
ingtitutiona structure acts upon and reacts to other factors that affect both the demographic
characteristics of asociety and changesin the stock of knowledge as briefly discussed in chapter 1.

The formd inditutiond structure of a society conssts of the congtitutional framework broadly
conceived--that is. the structure that defines the way the politica and economic game is intended to be
played. While an examination of the U.S. Condtitution would give us some understanding of the
decison making process in the United States, it would be so incomplete as to render such a study of
limited vaue. How it isactualy played is a consequence of the forma structure, the informa indtitutiond
congraints, and the enforcement characteristics. In a paper for the World Bank, Cox and McCubbins

summarize the formal structure of a representative society as follows?”

4“Structure and Policy: The Institutional determinants of Policy Outcomes’ Working paper prepared for the World
Bank--get full cite



“The structure of a polity may be described as a sequence of principa-agent
relationships. In atypica representative democracy, for example, there are three broad
delegations that might be noted. First, the sovereign people delegate decision making power
(usudly viaawritten condtitution) to a nationa legidature and executive. The primary tools that
the people retain in order to ensure gppropriate behavior on the part of their representatives are
two: the power to replace them at eection time; and the power to set the congtitutiond rules of
the political game....A second step in the delegation of power occurs when the details of the
interna organization of the legidature and executive are settled... A third step in the delegation of
power takes the legidature (or its politica chiefs) as principa and various bureaus and agencies
as agents....It is our argument here that the structure of these principal- agent relaionships
determines, in large measure, the choice of public policy.” (pp2-3)

Theimplications for performance of this structure can be most clearly illuminated by a
transaction cost approach to palitics. Transaction costs conceived as the costs entailed in the
measurement and enforcement of agreements can be usefully applied to andyzing the efficiency of
political markets. The U.S. Congress, for example, has relatively low cost transacting as aresult of an
elaborate inditutional structure that facilitates exchanges over time and makes possible credible
commitment® But while the ingtitutional structure has made possible relatively low cost exchange, this
consequence does not mean that the overdl political market is efficient. | can highlight the inherent

problems of political markets by exploring ahypothetical political market with zero transaction costs®

® See Weingast, B. and Marshall, W. (1988) for an analysis of the organization of congress in these terms.
& The following paragraphs are drawn from my “ A Transaction Cost Theory of Politics’, Journal of Theoretical
Palitics, Vol. 2 #4 (1990)




Such apolitica market would be one in which congtituents could accurately evaluate the policies
pursued by competing candidates in terms of the net effect on their well-being; only legidation (or
regulation) that maximized the aggregate income of the affected parties to the exchange would be
enacted; and compensation to those adversely affected would insure that no party was injured by the
action. To achieve such results, congtituents and legidators would need to possess true models that
alowed them to accuratdly evauate the gains and losses of dternative policies, legidaors would have to
vote the condtituents' interests--that is, the vote of each legidator would be weighed by the net gains
and losses of the condtituents, and losers would be compensated such as to make the exchange
worthwhile to them. It is possible that the intermediate steps by the legidator- - voting what he or she
perceives as the condtituents' interest and having the votes crudely weighted by the percelved net gain
or loss to the congtituents- - are approximeated by the complex legidative structure. But beyond that:

1. How does the corstituent know higher interests? What will the competing candidates redlly
do? Not even the candidates know the variety of issues they will be called on to legidate that will
directly or indirectly affect the condituents welfare. And even if they did,they would have to know the
effect on condtituents welfare--easy, perhaps, in cases of obvious redigtribution or bills directly
influencing income and employment in adigtrict, but smply unknoweable for alarge proportion of the
bills. And asfor the congtituent, he/she would have to know the consequences of the multitude of hills
enacted by the representative and the effect on the individud’ s pocket book.

2. How well doestheingtitutiona structure of the legidature gpproximete the zero transaction
cost model? The U.S. Congress has relatively low cost transacting and as compared to atotaitarian
regimeis clearly efficient, but as the endless studies of the U.S. Congress atest avery mixed set of

incentive sgnds provide for strategic voting and pork barrel legidation.



3. How close are intentions to outcomes? The models that guide legidators are one source of
error. Legidators smply do not possess the information or theoretical models to achieve the desired
results. More than that, legidation is enacted and implemented by agents who have their own utility
which will affect the find outcomes.

Imperfect modds of the complex environment that the politician (and condtituent) is attempting
to order, ingtitutiond inability to get credible commitment between principa and agent (voter and
legidator; legidator and policy implementer), the high cost of information, and the negligible payoff to the
individua congtituent of acquiring information al conspire to make politica markets inherently
imperfect.’

Surely this conclusion should not be surprising. After dl,the basic separation between the polity
and the economy has dways, even amongst confirmed libertarians, left aresdud of activitiesto be
undertaken by government because of the inherent difficulty that arose from the public good attributes,
freeriding, and costly (and asymmetric) information of certain types of activities. We do not expect a
random sample of issues to become public. Those that can be readily handled by individual or smdl
group bargaining do not need to be placed on the public agenda. What remains for the public agenda
are issues with attributes described above,or those the market outcome of which some groups do not
like—groups who have enhanced bargaining power in the polity to achieve their objectives. Necessarily
bargaining strength and the incidence of transaction cogts are not the same in the polity asin the
economy, otherwise it would not be worthwhile for groups to shift the issues to the politicad arena. Thus

the selection process is one in which the high transaction cost items gravitate to the polity. Madison's



ingghtful views about the inherent nature of the political process as described in Federdist Paper # 10
are as pertinent today as they were two centuries ago.

The foregoing discusson has schematicdly outlined the politica framework of representative
government, a subject that has been explored at length by politica scientigts. It is more difficult to model
the politica processin third world polities where corruption, bribery, and Mafia-like extortion tend to
be the order of the day. Modding the actud Structure asit in fact works in such polities has increasingly
occupied the attention of political economistsin recent years but we are some distance from having
good working models. The enormous diversity of performance of polities makes the subject acrucid
one for improving our understanding of economic change®

In generd we have been less successful in modeling the palitical process than modding
economic markets. The brief account of transacting in political markets suggests some of the reasons.
Political markets do not work like economic markets. The difficulty begins with the behaviora
assumptionswe employ. They are more complicated than those we employ in economic models
reflecting mord and ethical norms and “non-rationad” behaviora responses. Political decisons make
more complicated demands on cognition because of the nature of consciousness and intentionality. And
itis precisdy in this context that the political market in its dynamic context offers the promise of more
effectively deding with uncertainty in anon ergodic world. As described in chapter two, uncertainty can

be reduced by ingtitutions that encourage an open-ended process of discovery. Democracy, initsidedl

" For more sanguine views about the efficiency of political markets see Lupia, A., McCubbins, M., and Popkin, s.,
Elements of Reason: Cognition, Choice, and the Bounds of Rationality, 1999 in the series| cite in the following
footnote.

8 The literature on the subject is growing. The Cambridge series on the Political Economy of Institutions and
Decisions contains some of the most important work on the subject.
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form does precisdy that. Michadl Wohlgemuth in his essay “Democracy as an Evolutionary Method
dtates three propositionsthat characterize the dynamic aspects of democracy:
1. politica preferences and opinions build on falible conjectures and theories.
2. democratic opinionformation results from an open-ended process of interactive
learning and discovery
3. theimportant eement in this processis not the supremacy, but the contestability of
current mgjority opinions.

Wohlgemuth's gpproach is derived from Hayek who argued, “Democracy is above dl, a
process of forming opinion....It isin its dynamic, rather than in its Satic, apects that the value of
democracy provesitsef....Theidea of democracy rests onthe bdief that the view which will direct
government emerges from an independent and spontaneous process. It requires, therefore, the existence
of alarge sphere independent of mgjority control in which the opinions of the individuas are formed.”*°

This pogtive view of the crucid role of democracy in both the perpetuation of liberty and in the
promoation of economic growth is the very foundation of liberd (in the classc meaning of the term)
thought. But such views poses a conundrum. When we run regress ons between democracy and
economic growth the results are, to put it mildly, positive but very wesk.™ | shdl attempt to confront this
conundrum in Part 11 of this study but here | Smply set out the andlytica framework.

It isthe polity that defines and enforces the forma economic rules of the game and therefore is
the primary source of economic performance. The formal economic rules are broadly spesking

property rights defining ownership, use, rights to income, and dienability of resources and assets as

° Pelican, P. and Wegner, G. The Evolutionary Analysis of Econorric Policy, Northampton, Ma., 2003
' Hayek, F., The Congtitution of Liberty, London: Routledge, 1960, p. 108f.
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expresed in laws and regulations. Since there is an immense literature on this subject | shall not explore
it further here.™

We are less successful a modeling the way informa congraints influence economic
performance. We do have agood deal of recent research modeling specific norms and their impact set
in agame theoretic framework,but examining the overall consequences of culture for economic
performance is ill in itsinfancy dthough, again, some recent research is suggestive. Demsetz (1967),
for example, makes the point that a norm may emerge when an activity creates risng externd effects
and the norm has the consequence of internaizing those effects. | have argued (North, 1990) that in
societies where interaction is on a small and persond leve informa norms generdly suffice and will only
get converted into forma rules as impersona exchange and the necessary growing use of externd
symboalic storage systems in such complex human environments induces such changes. But we gtill have
away to go to ded with the origins of norms and the perastence of inefficient norms. Let me start with
the issue of origins

Any discusson of therole of beliefs and vauesin shaping change inevitably turnsto Max

Weber’s pioneering work. His Protestant Ethic and the Spirit of Capitaism emphasizes the redligious

origins of such vaues. Yujiro Hayami in his opening address to the Internationa Economic Association
Meseting in Tokyo in December 1996 stresses the importance of mora codes in businesstransactionsin
Jgpan. “...it was an admixture of Confucianism, Buddhism and Shintoism, but in substance it taught the
same morasthat Adam Smith considered to be the basis of the wedlth of nations--frugdity, indudtry,

honesty and fiddlity. Clearly thisideology was an important support for commercia and industria

1GET CITE FROM BARRO OR OTHERS.
12 An excellent discussion is Barzel, Y., The Economic Analysis of Property Rights, 2nd edition (199?)
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development in the late Tokugawa period, as it suppressed mora hazards and reduced the costs of
market transactions’ (Hayami and Aoki, eds. 1998, p.15).

But Jean-Philippe Platteau and Y ujiro Hayami (1998, Chapter 12) turned to adifferent origin
of socid norms. They emphasized the contrast between redigtributive normsin African triba
communities and the reciproca normsin Asan village communities and ascribed the differences to
different degrees of settlement density and consequent property rights in agriculture. “Culturaly, people
whose living is based on settled agriculture are the believers of ‘grest religions eg., Buddhismin
Thailand, Idam in Indonesia, Chrigtianity in the Philippines, Buddhism and Confucianism in China,
Koreaand Japan” (p. 386). The implication of their analyssisthat the religions are derivative from the
basic demographic conditions rather than the independent variable initiating the resultant norms. They
want to draw attention to “...structura forcesthat are at the root of serious market imperfections, to
wrong incentive systems that arise from traditiona socid fabrics (and not from government policy
mistakes) and to naturd or technologica handicaps, dl outcomes which tend to make agricultura
progress especidly cogtly or difficult to achievein SSA (Sub-saharan Africa).” (p. 359) Platteau and
Hayami have an important point in their emphasis on population dendity and land use patterns as
important in the Africarn/Asian contrast and their essay is suggestive of the origins of avariety of norms
important in Asan development. But despite a voluminous literature on this subject we are some
distance from a definitive understanding of the source and implications of diverse culturd backgrounds.

Even more troubling is the persistence of inefficient norms. Thrainn Eggertsson (1996, 1998)
has documented the persistence of such normsin Iceland over centuries and Jan Elster (date) has

written extersively about such norms. We have away to go to understand such issues.
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Taken together forma and informa economic ingtitutions and their enforcement characteritics
determine the efficiency of economic organization (and hence jointly with production costs) economic
efficiency. The burgeoning literature on transaction costs has begun to give us atool to analyze both the
costs of economic organization and to get a better understanding of sources of poor economic

performance.*®

How do ingtitutions themselves change? Five propositions about ingtitutional change are:™

1. The continuous interaction between indtitutions and organi zations in the economic setting of
scarcity and hence competition isthe key to indtitutiona change.

2. Competition forces organizations to continudly invest in skills and knowledge to survive. The
kinds of skills and knowledge individuas and their organizations acquire will shape evolving perceptions
about opportunities and hence choices that will incrementaly dter inditutions.

3. Theinditutiond framework provides the incentives that dictate the kinds of skills and
knowledge perceived to have the maximum pay- off.

4. Perceptions are derived from the mental constructs of the players.

5. The economies of scope, complementarities, and network externdities of an inditutiona
matrix make inditutional change overwhemingly incrementa and path dependent.

Let me elaborate on each of these propositions:

3 For an overview as applied to the firm see Masten, S. and Williamson, O. GET CITE
14 This section is drawn from my essay, “Five Propositions about Institutional Change” in Knight, J. and Sened, 1.,
Explaining Socia Institutions, (1995) Ann Arbor: University of Michigan press.

13



14

1. The sudy of indtitutions and ingtitutiona change necesstates as afirgt requirement the
conceptud separation of inditutions from organizations. Inditutions are the rules of the game,
organizations are the players and it is the interaction between the two that shapes inditutiona change
(see North 1990 for an daboration of this digtinction).

Indtitutions are the congtraints that human beings impose on human interaction. Those congraints
(together with the standard congtraints of economics) define the opportunity set in the economy.
Organizations congst of groups of individuas bound together by some common objectives (firms, trade
unions, cooperatives are examples of economic organizations; politica parties, the Senate, regulaory
agenciesillugrate palitical organizations; religious bodies, clubs are examples of socid organizations).
The opportunities provided by the inditutional matrix determine the kinds of organizations that will
comeinto exisgence; the entrepreneurs of organizations induce indtitutiona change as they face the
ubiquitous competition derived from an economic world of scarcity. Asthey perceive new or atered
opportunities they induce indtitutiona change by dtering the rules (either directly by political bodies or
indirectly by economic or socia organizations pressuring political organizations); by the gradud
withering away of sociad norms, conventions, and codes of conduct as organizations, in the course of
interaction, evolve new informa means of exchange; or by ddiberatdly (and sometimes accidentdly)
dtering the kinds and effectiveness of enforcement of rules or the effectiveness of sanctions and other
means of informal congtraint enforcement.

2. New or dtered opportunities may be perceived as aresult of exogenous changesin the
externd environment which dter relative pricesto organizations or they may be a consequence of
endogenous competition among the organizations of the polity and the economy. In ether case the

ubiquity of competition in the overal economic setting of scarcity induces entrepreneurs and the
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members of their organizationsto invest in skills and knowledge. Whether it islearning by doing on the
job or the acquisition of forma knowledge, the key to survivd isimproving the efficiency of the
organization relaive to thet of rivals.

Whileidle curiosity surdly is an innate source of acquiring knowledge among human beings, the
rate of accumulating knowledge is clearly tied to the pay-offs. Secure monopolies, be they
organizationsin the polity or the economy, smply do not have to improve to survive. But firms, politica
parties, or even ingtitutions of higher learning faced with rivalrous organizations must gtrive to improve
their efficiency. When competition is"muted” (for whatever reasons) organizations will have little
incentive to invest in new knowledge and in consequence will not induce rapid inditutional change.
Stable indtitutiona structures will be the result. Vigorous organizationa competition will produce rapid
indtitutional change.

3. Thereis no implication in the foregoing proposition of evolutionary progress or economic
growth-only of change. The ingtitutional matrix defines the opportunity set, be it one that makes the
highest pay-offs in an economy income reditribution or one that provides the highest pay-offs to
productive activity. While every economy provides amixed set of incentives for both types of activity,
the rdative weights are crucid factors in the performance of economies. The organizations that come
into exisence will reflect the pay-off sructure. More than that, the direction of their investment in skills
and knowledge will equaly reflect the underlying incentive structure. If the highest rate of returnin an
economy isto piracy we can expect that the organizations will invest in skills and knowledge that will
make them better pirates. Smilarly if there are high returns to productive activities we will expect

organizations to devote resources to investing in skill and knowledge that will increase productivity.
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Theimmediateinvestment of economic organizations in vocationd and on the job training will
obvioudy depend on the perceived benefits; but much more fundamentd, the extent to which societies
will invest in forma education, schooling, the dissemination of knowledge and both gpplied and pure
research will mirror the perceptions of the entrepreneurs of political and economic organizations.

In amilar fashion the inditutional matrix will embody incentives with respect to fertility behavior
and indirectly by the way in which the incentives influence knowledge about sanitation and infectious
diseases, public policy instruments to effectuate control over sources of morbidity and mortdity. But it
isimportant to sress that the ingtitutions put in place will reflect the beliefs of the players, which in the
case of fertility and mortality sources have been notoriously wrong throughout much of history. ™

4. The key to the choices that individuals make is their perceptions. that isthe way the mind
interprets the information it receives. As noted in the previous chapters the mental congtructsindividuals
form to explain and interpret the world around them are partly aresult of their cultural heritage, partly a
result of the"loca" everyday problems they confront and must solve, and partly aresult of non-locd
learning. The mix between these sources in interpreting one's environment obvioudy varies as between
for example a Pgpuan tribesman on the one hand and an economigt in the United States on the other
(dthough thereis no implication that the latter's perceptions are independent of his or her cultura
heritage).

Theimplication of the foregoing paragraph is that individuas from different backgrounds will
interpret the same evidence differently and in consequence make different choices. If theinformation
feedback on the consequences of choices was "complete’ then individuds with the same utility function

would gradudly correct their perceptions and over time converge to acommon equilibrium but as
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emphasized in chapter 2 imperfect comprehension together with a non-ergodic world in continuous
change provides assurance that we can, and will get it wrong very frequently. As Frank Hahn has
succinctly put it, "There is a continuum of theories that agents can hold and act upon without ever
encountering events which lead them to change their theories' (Hahn, 1987, p. 324). The result isthat
multiple equilibria are possble.

5. The viahility, profitability and indeed surviva of the organizations of a society typicaly
depend on the exiging indtitutional matrix. That indtitutiond structure has brought them into existence
and upon it their complex web of interdependent contracts and other relationships have been
congtructed. Two implications follow. Inditutiona change istypicdly incrementd and is path
dependent.

It isincrementa because large scale change will creste too many opponents among existing
organizations that will be harmed and therefore oppose such change. Revolutionary change will only
occur in the case of "gridlock among competing organizations which thwarts the ability of organizations
to capture gains from trade (the subject of Chapter 8).

Path dependence will occur because the direction of the incrementa indtitutiona change will be
broadly consigtent with the exigting ingtitutional matrix (for the reasons described above) and will be
governed by the kinds of knowledge and skills that the entrepreneurs and members of organizations
have invested in.

Now let me justify each of the propositions.

Proposition 1. The study of ingtitutions has been bedeviled by ambiguity about the meaning of

the term. It isnot possible to develop atheory of inditutiona change that mixes up the rules of the game

1% See Eagterlin, R. (1998) and David, P. (1997) for fascinating illustrations.

17



18

and the players. Inditutions are the rules of the game and organizations are the players and each entails
adifferent modeling to understand the way they operate and interact with each other. Modeling
inditutions is modeling the man-made congraints on human interaction thet define the incentive structure
of the society. Modeling organizations is theorizing about the structure, governance, and policies of
purposive entities™®

Whileindividuds are the actorsit istypicdly individuasin their capacities as part of
organizations that make the decisons that dter the rules of the game.

Propogition 2 amply restates the fundamenta postulate of economics and specificaly gppliesit
to the organizations of an economy. It bears emphass, however, that the stock of knowledge the
individuasin asociety possessis the degp underlying determinant of the performance of economies and
societies and changesin that stock of knowledge is the key to the evolution of economies. Therise of
the western world was ultimately a consequence of the kinds of skills and knowledge (not only
"productive knowledge" but notably knowledge about military technology) that were deemed vauable
to the politica and economic organizations of the medievd western world. The key point isthat learning
by individuas and organizationsis the mgor influence on the evolution of inditutions.

Proposition 3:  Throughout most of history and indeed in much of the present world economies
have been perceived by the players as zero sum games in which the acquisition of skills and knowledge
has as its objective doing better at the expense of others. The indtitutional matrix has reflected the
bargaining strength of those able to make or change the rules. Their perceptions with respect to the

gains to be made by redigtributive versus productive activities will shape the rules of the game and the

'® Thereis an extensive literature modeling the internal structure of organizations notably by Oliver Williamson, Gary
Miller, and Jim March (among many others). Thisliteratureisinvaluablein order to understand how decision making
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resultant opportunity set. That in turn will shape perceptions about the kinds of skills and knowledge
that will payoff. The trangtion from a belief system built to dedl with the uncertainties of the physicd
environment to one confronting the opportunities of the human environment involves achangein
perceptions from a zero sum game to a positive sum game and is a critica turning point in the process of
economic change.

Proposition 4: Where do the perceptions come from that individuals possess? Neo-classcd
theory smply skipsthis step under the assumption that people know what they are doing. Thismay be
true in evauating opportunity cods a the supermarket, but it iswildly incorrect whenit comesto making
more complicated choices in aworld of incomplete information and of subjective models used to
interpret that incomplete information.

What we meen by rationality requires explicit specification for socia scientistsin genera but
particularly for those who employ rationd choice models. If we are going to employ the choice
theoretic approach we must be explicit about just how people arrive at the choicesthey make. This
entalls explicit specification of the subjective modds people possess to interpret information and the
informetion they receive.

Proposition 5 Why can't economies reverse their direction overnight? Thisissurdy apuzziein
aworld that operated as neo-classcd theory would have usbdieve. But it isSmply afact thet the
overwheming mgority of changeisincremental, gradua and congtrained by the historical past.

Incorporating the implications of the above andlyss and description of ingtitutional change provides us

occursinside organizations. It is not the focus of this study which explores the interaction between institutions and
organizations
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with the basic building blocks we needin order to explore the overal nature of the process of economic

change.

20



