INSTITUTIONS AND ECONOMIC DEVELOPMENT:
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ABSTIRACT

fn recent years. the New Instilutional Economics, though yet at its formativa
stage, has ganed currency among some economists and donor agencies
ke the Word Bank However, its subject matter and its relevance fo current
issues are litle undersiood by many researchers interested in developrment
problems. This paper presents a survey of the lteralure and a raview of the
current state of the New Inslitutional Economics (NIE) with a focus on ifs
maaning. strengths, weawxnesses and current argument about i3 role and
imporance in the devefopment process. The paper undsrlings (ke
importance of the NIE and dentifys agenda for future research.

1. INTRODUCTION

The New Institutional Economics (MIE), though yet al its formative stage, has gained
wide currency in recenl years. Its importance was underlined with the award of the
Nobel Prize to two |eading institutional economists, Ronald Coase in 1991 and
Douglas North in 1883. Currently, an increasing number of economists have shown
interest in the MIE, as can be suggested by the volume of publications that are
coming out. Non-economists, too, are perhaps interested in the subject because
economists have finally come out with a school of thought that would provide a
forum for an interdisciplinary discourse on the problems of development.

However, to the exient thal the majority of economists and non-economists are
concerned, one can argue that the NIE is little understood. Very few professionals
appreciate the subject matter and the basic assumptions of this theory, Even the
meaning of ‘institutions’ and why the adjective 'new’ is included in the nomenclature
of the theory may not be clear to those who want to know maore about the subject,

The literature on the NIE, though impressive, is not readily available for a researcher
and policy makers who want to acquaint themselves with its essential features,
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Maoreaver, most of the studies deal with conditions of industrial countries and they
have limited relevance to the conditions of developing countries. Those studies
which deal with the applications of the NIE to development problemns (e.g. Nabli and
Mugenl 1989; Harriss ef al, 1985} are thick books of readings which do not provide a
concise review of the various aspects of the NIE, Besides, the NIE is at its formative
stage and periodic surveys are reguired to capture recent deveiopments in the
liferaiure,

The purpase of this paper is to underiake a survey of the literature and a review of
the current state of the NIE with a focus on its relevance to development problems. it
is hoped that his review will improve our understanding of this newly emerging
school of thoughl,

As it is beyond the scope of this paper lo consider all aspects the NIE', the fallowing
fundamental areas have recejved particular attention. The concept of the term
institutions® is discussed (section lwo), This is followed by an exposition of the
limitations of mainsiream economic theory (section three). The imporlance and
meaning of the NIE is then explained (secticn four). This is followed by a survey of
the literature on the applications of the institutionalist approach to development
{(section tive), The major findings of the study are summarized and concluding
remarks provided {section 3ix)
L

2. INSTITUTICONS: COMCEPTUAL PROBLEMS

The term ‘institution® has remained confusing since its emergence in development
literalures in the 1550s and 19680s. |ts definitions vary widely not enly among
disciplines but alse within them (Blase 1873; Bienkowskl 1981) (see Tabie 1). That is
why Blaze (1973) noted that “while a single, all purpose definition of instifution would
be convenient. it does not exist, and the literature is not mature enough for its
formulation at this time'. In a recenl paper, a senior economist at the World Bank and
i reference 0 her colleagues at the Bank, notes that ‘they are confused by the
different definitions used by different scholars of institutions' {Shirley 1997}, Nabli
and Mugent (1988), who provided the most authorilative work on the applicabiiity of
the New |nstitutional Economics (NIE) note that:

The consensus on the centrality of institutions to development has not been matched
by one on its definition. Different authors have Used guite different definitions each
emphasizing quite different aspects or characteristics of the maore general
pnenomenon
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Table 1. Selected Definitions of ° Institutions’

Author Cefinition

Advanced Leamers {An institution is) long-established law, custom, or practice (e.g. club or
 Dictionary society; the habit of going lo church on Sunday momings).

Merrian \Webester's {&n institution 18} a significant practice, relationship, or organization ina

Collegiate Dictionary (107 society or culture {e.g. the institution of marrage), an established

ed.) organization of corporation.

\Veblen (1919) Institutions are more settled habits of thought commaon o generality of man

Hayami & Ruttan {1535)

Institutions are the rules of a society or organizations that faciltale
coordination among people by helping them from expectations, which each
person can reasonzbly hold in dealing with others. They refizct the
conventions that have evelved in differenl societies regarding the behavior of
individuels and groups refative totheir awn behavier and the behavior of
others... There 15 a conskderable disagreement regarding the meaning of the
ferm 'inslitution’, A distinclion is often made between the concepts of
instituttan and crganization. The broad view, which inciudes both concepts,
is most useful for our purpase (094, including foatnote),

Hodgson (1988)

Are institutions consiraints anly? Not at 2l 'Institutions and routines, other
than acting simply as rigidites and constraints, play an enabiing rofe, by
praviding more or less reliable information regarding the likely action of
athers, Thus, the habits and routines farmed by some individuals enable the
conscicus decision-making of others' {132-33).

Mabli & Nugent {1359

For the present purpose an ‘institution’ is defined as a set of constraints
which govern the beravicral refalions among individuails or groups, Formsal
ofganizations such as labor unions and employers” organizations are
imstitutions becausa they provide sels of rules governingghe refationship
both among their members and between membars and non-members {pp.&-
51,

MNorth (1590) Institutions are the rules of the game in a society or, maore formally, are
humanly devised consiraints that shape human interaction. In consequence,
they structure human exchange, whether political, social or economic (p3).

Pizchke, (1281) 'Institutions as referred to the fallowing discussion are formal arganizations

registered or charted according to law’ (p. 110}

Rutherford (1564}

An institution is a regulatory of behavior or a rule that is generally accepied
by members of a8 social group, that specifies behavior in specific siluations,
and that is either seif-policed or policed by external authority.

Kiiigaard (1995}

Many authors have noted that ‘institutions' means beoth ‘organization' and
norms, even patierns of conventional behavior. | lament the confusion bul
have nof discovered an antidote {p.12)

Pejavich {1995}

We define instiutions as the legal, administrative and customary
arrangements for repeated human interactions. Thei: major function is to
enhance the predictability of human behavior (p.30).

Clague {15597)

Broadhy defined, institutions can be many things. They can be organizations
or sels of rules within organizations, They can be markets or particular rules
about the way a market cperates, They can refer io a set of property rights
and rules governing exchanges n a society, They may Include cultural
norms& and behavior, . If {he rules were generally ignored, we would not refer
{0 them as instiution (p 13}

Mea {1997

At the theoretical center of the new Institutionalist paradigm s the concapt
of choice-within-constraints. Institutions; defined as webs of interrelated
rukes and norms that govemn soclal relatienships, comprise the formal and
infarmal social constraints that shape the choice-set of aclors, Conceived
as such, insfitutions reduce uncerainty in human relations.
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Most authors belonging to the new inslitutionalist school accept the definition
provided by Douglas Morth. This definition takes institutions as rules of the game or
constraints that shape human interaction: ‘Institutions are the rules of the game in a
sociely or, more formally, are humanly devised constraints that shape hurman
interaction. In consequence, they structure incentives in human exchange, whether
palitical, social, or economic’ (North 1890:3). Pejovich (1995), in the same vein as
Morth, defines institutions as ‘the legal, administrative and customary arrangements
for repeated human interaction.’ Then, he notes that the major function of institutions
s to enhance the predictability of human behavior.'

In further elaborating his definition of institutions, Morth notes that ‘institutions' are
the humanly devised constraints that structure human interactions (North 1996:344).
He then classifies constraints into several categories, namely, formal constraints
{rules, laws, constitutions), informal constraints (norms of behavior, conventions, and
self-imposed cedes of conduct), and their enforcement characteristics. Together,
these define the incentive structure of societies and specifically economies.

Informal rules have their origins in the experiences, traditional values, ethos,
religious beliefs, ethnicity and other factors that influence the subjective perceptions
individuals form to interpret reality. They are part of the heritage or culture, which is
transmitted from one generation to another through teaching and imitation (Pejovich
198531, Boyd and Richerson 1985). Formal and informal rules migh;uperaie side
by side as in the case of marriage rules in Ethiopia, where customary rules are
enforced along with the civil code,

Moreover, simitar formal rules operating in different societies may produce different
outcomes (Pejovich 1985:32). Collectivization of agriculture had different results in
the former Soviet Union and Ethiopla, although the two countries adopted more or
less similar blueprints. The Grammeen Bank model has worked well in Bangladesh
but has produced different outcomes in Ethiopia (Dejene 1988). It has also been
observed lhat ‘informal rules have frequently oullived formal rules' (Pejovich
19495:32),

One definition problem is whether organization is part of institution or not. Two
different, although related, meanings are given to the term ‘institulion’ in discussion
of development (Arkadie 1989:153). The first is as rules of the game. The second is
as organization,

North makes a clear distinction between institutions and organizations. He writes that
if institutions are rules of the game, organizations and their entrepreneurs are the
players' (North 1996:345). Accordingly, organizations are made up of groups of
individuals bound together by some cormmen purpose to achieve certain objectives.
Thus, organizations include political bodies (e.g. political parties, regulatory bodies, a
city council), economic bodies (e.g. firms, family farms, cooperatives), social bodies
{(e.g. churches, clubs, associations), and educational bodies (e.g. schools,
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universities). However, there are other renowned adherents of the NIE who take
‘organizations' as ‘institutions’. For example, Nabli and Nugent (1989:8-8) clearly
indicate that 'organizations' are also ‘institutions’. For them, formal organizations,
such as labor unions and employers' organization are institutions because they
provide sets of rules goveming the relationships both among their members and
between members and non-members.

Another definitional problem is the disagreement as {o whether institutions can best
be understood from a behavioral perspective or from rules perspective (Nabli and
Mugent 1989). According to the former, institutions are complexes of norms of
behavior that persist over time, by serving collectively valued purposes (Uphaoff
1988). Norh and his followers, of course, propose the latter view.

Institutions can be alsa defined in terms of cerain characteristics they possess (MNabli
and Mugent 1989). The first of such characteristics is the nalure of the rules and
constraints of institutions. The second s their ability to govern the relations among
individuals and groups. 1t was this definition that one autharitative paper emphasized:
‘imstitution is defined as a set of humanly devised rules that govem and shape the
interactions of human beings in part by helping them to form expectation of what
other peoples will de' (Lin and Nugent 1995:2306-2307). The third is their
predictabilily,. That is, agents should expect rules and consiraints to have some
degree of stability; otherwise, they would not have an institutional character.
Accordingly, ‘institutions’ may be reflected in the appearance of cedain behavioral
requlanties or ‘norms’ (Lin and Nugent 1995:2307),

Some authors (e.g. Clague 188818 distinguish between different categories of
instifutions. These are (1) the constilutional order {which is stable in Industrialized
and in surviving communist countries and very unstable in Africa), (2) the
institutional arrangements (which is widely discussed in the literature including this
one), and (3) the cultural endowments (which change very slowly and are |ittle
discussed in the institutionalist literature, except in economic anthropalogy).

From the above, we can conclude that the literatlure suggests thatl, at present, there
Is no universal definition of * institution’; it depends on the type of discipline to which
an author belongs and on the purpose of the study, Accordingly, for this review, we
adopt the definition provided by Nabli and Mugent (1989), The essence of this
definition is that it takes ‘institution' as a ‘'set of constraints which govemns the
behavioral relations among individuals or groups.’ Accordingly, both formal and
Informal organizations are institutions because they embody rules that govern the
behavior ef individuals or groups. Moreaver, ‘cultural rules and codes of conduct are
institutions' in so far as they can constrain the interactions between individuals and/or
groups.
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3. LIMITATIONS OF MAINSTREAM FCONOMICS

The raison d'e'tre of institutional economics emanates from the shoricomings of
mainsiream neoclassical economics. According to a leading advocate of the NIE
(Egyertsson 1880: 4-5), there are at least three areas of inguiry that until recently
have been largely neglected by economists of the neoclassical school, These are-

1. How do alternative sets of social rules (property rights) and economic
organizations affect behavioral allocation of resources, and equilibrium outcome?

2. Why does the form of economic organization differ from one type of economic
activity to another, even within the same legal framework? In general, what is the
economic legic of various contractual agreements, such as the firm, that is used for
organizing production and exchange?

3. What is the economic logic behind the fundamental social and political rules that
govern production and exchange, and how do these rules change?

These and similar areas of inquiry are largely neglected by adherents of neoclassical
economic theory because institutions are assumed away in this theory (see Table 2,
That Is, institutions are considered as given in conventional economic theory. In this
theory, the ‘institutional framework has almost invariably been taken as given, and in
many cases has been even altogether omitted' (Nabli and Nugent 1989:9). Because
it neglects institutions, ‘neoclassical theory is simply an inappropriate tagl lo analyze
and prescribe policies that will induce development’ (North 1996:342-43),
Mainstream economists tend to leave the analysis of institutional constraints and
opportunities to non-economists, like anthropologists, sociologists, historians, ete.

The shortcomings of mainstream economics are not limited to the neglect of
institutional analysis, Time" is another factor that is largely neglected by this theory.
The implication of this point is that history is not a subject matter of neoclassical
economics. But to appreciate the continuity of society's institutions and leam from
the past, economists need the knowledge of history as noted by Douglas Norih
(1890:7).

Hislory matters. Il matters not just because we can learn from the past, but because
the present and the fulure are connected to the past by the continuity of society's
institutions. Today's and tomorrow's choices are shaped by the pasl. And the pasl
can only be made intelligible as a story of institutional evolution. Integrating
institutions into economic theory and economic history is an essential step in
improving that theory and history.

Moreover, conventional economic analysis grossly underestimates the role of
instilutional uncertainly in determining economic decision making, in paricular, in
developing economies as demonstrated by the case of Latin America (Borner et al,

Marshal is one Impartant exception,
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1982). Institutional uncenainty, defined as ‘risk arising from a highly volatile
institutional environment' (Borner et &/, 1982:17), means that thaere are no clear and
irrevocable rules of the game. This reflects the permanent danger of expropriation or
limitation of property rights. Insecure access lo land provides a good example of
institutional uncertainty (Dejene 1999). Other examples of such type of risks include
unpredictable judiciary, discontinuities in the legal system, unstable tax systems,
volatile macroeconomic varables (e.g. unpredictable exchange rates), insatiable
administration; civil conflict, etg;

Table 2, Selected Critigue of Mainstream Economics

Author Critique
Before ' sconomic man ' can choose and act, he must be fed, clothed,
Hodgsan {1988) rested and be healthy. The choosing, acting agent of the textbooks has

basic needs thal must be satisfisd before he can caleulate, bargain and
choose In the manner in which he or she is supposed (p.249),

Maml & Mugent {1983) in mainsiream neoclassical economics, four main types of constraints
have received considerable attenfion: individual preferences,
technological opportunities, physical and human capital endowments
and market cpportunities. In such analysis, the institutional framewark
| has almost invariably been laken as given, and in many cases has been
| even altogether omitted. The conzequence of taking the |nstitutional
framework as gren has been o leave the analyses of institutional
canstraints 1o non-economists... The explicht or fmplicit assumption of a
given institution is, of course, especially unrealistic andimiting in the
context of econcmic development, a process whereby institutions
generally underge substantial changes, The good of the NIE is lo
avercome these imporant imdations of mainstream neoclassical
economcs (p9).

Meociassical economics is a theory of Individualized chaice, It resis on
and canna! do withowt the assumpticn of the seif-seeking, self-
optimizing choice of aufonemous individuals, Na doubt, such cholce
exists and can caunt for observed behavior in important seciors of the
ecenany. But alse there are decisions that are a funclion not of such
individualistic choice, but that emanate rather through the palicy-making
processes of large, compiex organizations (p.268).

Borner et al {1593) Traditional necclassical growth theory is.. not the appropriste
framework (lo explain the central forces of development for all
countries), because it defines away many imperant determinants of
growth by assuming the existence of the very institutions that are
. necessary preconditions for efficient markets (p.10)

Marth {1596} Mecclassical thecry is simpty an inappropriate too! to ‘analyze and
prescribe poficies that will Induce develepment. It s concerned with the
operation of markel not wilh how markets develop, How can one
prescribe policies when one doesnt understand how economies
develop? The very methods employed by neoclassical economists have
dictated the subject matter and militated against such a development,
The theory, in its pristine form gave its mathematical precision and
etegance, modeled a frictionless and static world In the analysis of
economic performance through time, R contained two emmoneocus
assumptions. firsl, that institutions do not matter, second, that time does
el matter (pp.342-43).

Sola (1989)
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The condition of pure competition is taken as the core and essence of economic
reality, although the neoclassical approach admits certain variants like the theores of
monopaly, oligopoly or imperfect or monopolistic competition. More modemn
textbooks do treat recent variants like modeling with incomplete information (e.g. see
Kreps 1990, Findyck and Rubinfeld 1994). In fact, some of the recent concepts of the
mainstreamn theory are capable of explaining aspects of development. For example,
Winiecki (1996) used the theory of agency (adverse selection and moral hazard) to
explain the inability of rulers in the former Soviet states to radically reform their
economies. Similarly, researchers have used the concept of contractual choice to
investigate confract enforcement problems in developing economies (e.g. see
Manard 1998; Matoussi and Nugent 198%)

4. THE MEANING AND IMPORTANCE OF THE NEW
INSTITUTIONAL ECONOMICS

The need to redress the shorcomings of neo-classical economics led to a new
school of thought in economics namely: the school of institutional economics, which
dates its origin back to the tum of this century when Thorestein Veblen undertook
pioneering studies of issues relating to institutions.

'Old' and ‘New’ Institutional Economics «

Two major traditions of institutionalist econoemics can be identified. The first is the
American institutionalist tradition that began at the turn of the century and has
continued to this day, This tradition, lermed as ‘old’ institlutional economics (by
adherents of the ‘new' institlutional economics), has included the works of Thaorstein
Veblen, Westley Mitchell, John R, Commons, Clarence Ayres, Allan Gruchy, Marc
Tool, Warren Samuels, and many others,

The second strand of institutionalist thought in economics is of relatively recent
origin. It is termed as the 'new" institutional economics (by its followers), It is found in
the works of writers like Ronald Cease, Douglas North, and Oliver Williamson. What
is 'mew' about the NIE is that ‘there iz an older school of institutionalism in
economics' (Harriss et al,, 1995:4),

What are the differences between the 'old' and 'new’ strands in the institutionalist
tradition? It is beyond the scope of this study to dwell upon the vast studies dealing
with this queslion (e.g. see Rutherford 1994). Here we would like to state that the NIE
is a line of investigation that departs from but does not abandon neoclassical
economics, In the words of Douglas North (1978) o abandon neoclassical theary is
tc abanden economics as a science.' The NIE attempts to save neoclassical
gconomics by incorporating institutions into its analysis. Its critique of mainstream
economics is largely a positive one, Thus, according to North (1995:17):
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The new institutional economics is an attempt to incorporate a theory of institutions
inte economics. However, in contrast to the many earlier attempts to overturn or
replace neoctassical theory, the new institutional economics builds on, modifies and
extends neoclassical theary to permit it to come to grips and deal with an entire range
of issues heretofore beyond its ken. What it retains and builds on is the fundamental
assumption of scarcity and hence competition: the basis of the choice of theoretic
approach that underlies microeconomics, What it abandons is Instrumental rationality:
the assumption of neoclassical economics that has made it an institution-free theory,

Cn the other hand, 'old' instititional economics, the purpose of which is eritical
inquiry and problem solving, depars radically from mainstream economics. Its areas
of concern are: (1) pervasive concem with role and significance of conflict, coercion
and power in economic and social life; (2) a rejeclion of price or market values as
viewed by neoclassical economists; (3) a persistent interest in instabllity as opposed
to equilibrium conditions; (4) a continuous preoccupation with externality or with
social costs and benefits; (5) an early and systematic recognition of the central role
of science and technology in economic and social life of sociely; and (8) a
commitment to a critical analysis of the quality of individual and social life with a
view to realizing a peaceful, democratic and prosperous society (Kapp 1988:99-100).

The methodology of 'old' institutional economics is quite different from that of
mainstream economics, The former has always been concemed with the discovery
and preseniation of facls, depending heavily on statistics. For 'gld' institutional
economists ‘all economic laws rest upon facts, not assumptions' (Witte 1988:32).
These facts are not restricled to the domain of economic life only.

In arriving at conclusions ‘old' institutional economists have generally relied upon
inductive method rather than the deductive one, which is common with mainstream
gconomics. They have 'relied far more on direct observation than model building and
have not been content to make economics an exercise in logic' (Witte 1888:32).
However, 'simply to identify institutionalism with empiricism is a mistake’' (Ayres
1888:17). On the other hand, adherents of NIE view 'old’' institutional economics ‘as
descriptive, holistic and behaviorist' (Harris ef al., 1985:5).

Old institulional economics, sometimes known as the ‘historical school’, is often
criticized by its opponents for lack of a theory that would guide empirical
investigations as succinctly put by Langlois (1986.5), an ardent follower of the NIE:

The problem with the historical school and many of the early institutionalists is that
they wanted an economics with institutions but without theory, the problem with many
necclassicists s that they want economic theory without institutions; what we shauld
really want is both institutions and theery (not only pure economic theory informed by
the existence of specific institutions but also an economic theory of institutions),

According to Nabli and Nugent (1989:10), the two schools share a strong criticism of
neoclassical economics for (1) its lack of attention to institutions and hence also non-
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budgetary constraints, (2) ils overemphasis on the rationality of the individual in
decision-making, (3) it5 excessive concentration on equilibium and statics as
opposed lo disequilibrium and dynamics and (4) its denial that preferences can
change or thal behavior is repetitive or habitual, Moreover, ‘institutionalists (old and
new) are concermned with the determinants of change over lime' (Harris ef af,
1895.5).

Different Themes in NIE

Leaving further details of 'old’ institutional economics to the literature (Rutherford
1994; Hodgson 1988; Samuels 1988; Kapp 1988, Mayhew 1984; Witte 1988, Ayres
1988; Moller 1288), we will elaborate NIE, the subject matter of this study. In other
words, we will attempt to bnefly review the main issues and hypotheses pertaining to
NIE. This will help provide a framework for lhe applications of the theory as indicated
below,

There are different strands (Clague 1997:18-22), themes or approaches in
institutional analysis. However, different authors tend o idenlify different strands.
According to Nabli and Mugent {1989), there are two inter-reiated approaches: 1) the
transaction costs and information costs approach and 2) the coliective action
approach. Bul Lin and Nugent {1985) drop the ‘information cost approach and note
that the MNIE has two interdependent approaches, namely, the transaclion costs
appraach (which analyses the demand for institutional innovaltions) and the collective
action approach (which analyses the supply of institutional arrangements)., The
former contains different but interrelated themes. Cne such theme is concerned with
the role of transaction costs (defined as costs of finding what the relevant prices are,
of negotiating and concluding contracts, and of monitoring and enforcing them) in
economic arganization. The general hypotheses are that institutions are transaction
cost-minimizing arrangements, which may change and evolve with changes in the
nature and sources of transaction costs and the means for minimizing them. Thus,
Lin and Mugent (1885) underiine that the most basic function of institutions 'is to
gconomize’.

Property rights (defined as an actor's rights, which are recognized and enforced by
other members of society, to use and control valuable resources (Libecap 1986:31)),
is a theme related to transaction costs theory. Well-defined and properly enforced
property rights may reduce conflicts and facilitate co-operation thus resulling in a
reduction in fransaction costs. In this way, along with technology and cther traditional
constraints, institutional constraints enter into the decision process of individuals. In
the presence of transaction costs, different systems of properly rights yieid solutions
of differing efficiency. What is efficient in the presence of transaction costs may be
quite different from that which is efficient in the traditional neoclassical economice
without transaction cosis.
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Ancther theme, which is closely related to transaction costs, but which criginated
outside the institutionalist tradition, is concermed with incomplete information and
asymmetries of information in particular. The problems of ‘adverse selection' and
‘moral hazards', which were first identified in the context of insurance markets, have
teen found to be relevant for a large class of problems where asymmetries of
information are present between the parties to a contract. These problems,
moreover, may lead to ‘market failure' unless incentive mechanisms capable of
avercoming them, such as appropriate forms of contract, are developed.

Collective action is defined as 'the conditions under which groups of psople with a
comman interest will perceive that interest and act to achieve i’ (Clague 1997:21). It
is also concermned with the elimination of the free-rider problem.' The key issue in the
collective action literature is to ‘explain colleclive outcomes in terms of individual
motivation’, or, to put it differently, to explain the likelihood of success or failure of a
given set of self-interested individuals in undertaking actions that may benefit them
collectively, The theory of collective action has been concemed with public or
collective goods or with common property resources (Nabli and Nugent 1988). For
practical purposes it is useful 1o distinguish between three major themes within the
MNIE. These are the transaction costs, properdy rights, and colleclive action
approaches,

The Importance of the NIE <
Institutions do structure economic forces and play an impartant role in expanding
human choice—a fundamental goal of economic development. Institutions affect
choice by influencing availability of infarmation and resource, by shaping incentives,
and by establishing the basic rules of social transactions. Institutional innovations
contribute to development by providing more efficient ways of arganizing economic
activity (Ostrom et al., 1988). In the words of Douglas North (1992), 'Institulions and
the way they evolve shape sconomic performance.’ According to Burki and Perry
(1958:143) “Well-defined institutions reduce transaction cosis by ameliorating
information and enforcement problems. Thus, they make possible the existence,
efficiency, and depth of markets and organizations.'

The subject matter of the NIE is much wider than that of standard neoclassical
economics {but narrower than that of ‘old’ Institutional economics). Politics is relevant
to economic growth and development because transaction is not costless, The NIE
incorporates ideologies, ideas and politics into economic analysis without rejecting
some of the fundamental postulates of standard neoclassical economic theory. In the
words of Douglas North (1985:18):

[The NIE] extends economic theory by incorporating ideas and ideclogies into the
analysis, modeling the political process as a critical factor in the performance of
economies, as the scurce of the diverse performance of economies, and as the
explanation for 'inefficient’ markets,
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The basic assumptions of the NIE include the assumption of a situation of bounded
rationality and the assumption that knowledge is very costly to obtain. Since
decision-makers do not have perfect knowledge, opportunism (i.e. self-interest with
guile) can and often exist (Acheson 1994:7),

Where does the importance of the NIE lie? According to Harriss et al. (1995), the NIE
is important for perhaps three reasons. Firsl, it is an emerging body of theory, which
starts out within the framework of neoclassical economics, 'bul offers answers to
what have otherwise remained as puzzles in neoclassical theory.' Second, it is
important in the context of structural adjustment policies of the 1980s and 1990s
because it ‘has challenged the dominant role ascribed to the market by the
orthodoxy' of these decades'. Third, it attempts to offer 'a grand theory of social and
economic change' at the very time when grand theories in the social sciences have
generally been on the retreat.

Moreover, the NIE is a school of thought that has the potential for bridging the gap
between economics and neighboring subjects like political science, history, sociology
and anthropology. This is because these disciplines share institutional analysis with
reformed economics, i.e. institutional economics. According to Harriss ef al. (1995:1)
NIE is 'a pody of ecanomic theory which ascribes an important role to ideas and
ideglogies. and one which is-accessibleto other social scientists, seeming to open up
the terrain of genuinely inter-disciplinary inquiry.’ .

Accarding to the followers of the NIE, institutions play the following roles in economic
activities (Harriss af &/, 895:3); (1) institutions are broadly conceived as a means for
reducing information and transaction costs (for details see MNorth 1922); (2)
institutions are formed to reduce uncertainty in human exchange (e.q. see MNorth
1895); (3) institutional analysis enables us to understand thai individuals make
choices on the basis of their ‘mental models', (for details see MNorth 1890; 1885); and
(4 instilutions provide the mechanism whereby rational individuals can {ranscend
social dilemmas, where 'social dilemmas’ refer to those kind of pretlems which arise
when choices made by rational individuzals yeld oulcomes that are socially irrational
(Bates 1935). In sher, the literature suggests that the NIE will improve our
understanding of the development process (e.g. see (Harnss et al,, 1885)),

Limitations of the NIE

The NIE does suffer from certain shortcomings. First, there has been no consensus
regarding the meaning of ‘institutions’, as explained above. Second, the NIE is at its
formative stage and, so far, it has no full-fledged theory or body of thoughts of its
own. According to Acheson (1994:6), the NIE ‘is moving so rapidly that no commaonly
agreed on set of principles has emerged.' Further, he argues, the NIE refers to ‘the
work of a loose collection of .economists and pelitical scientists interesled in the
generation of institutions from the behavior of individuals, and the ways in which
these institutions influence the level of productive activity and exchange.' One
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observer notes that ‘the MNIE is not yet capable of generating universal set of
hypotheses concerming institutional changes.. A theory in which anything is possible
is a theory in which outcomes can't be predicted’ (Herrick 1989:435). Similarly, Toye
(1995:64) notes that, in some respects, ‘the NIE is another example of the
unfortunate tendency of some theorists to inflate a useful low-level theory until it
becomes an unsuccessful global-historical generalization." Toye, goes further and
asserts that ‘the main weakness of the NIE as a grand theory of socic-economic
development is that it is empty.’ Anthropologists and sociologists, who argue that the
assumptions of the NIE are often unrealistic, provide further critiques of the NIE (e.g.
see Acheson 1994:23-26).

But, does that mean the NIE should be rejected with respect to problems of
development? No. Even Toye himself admiis that * the NIE represents an important
breakthrough for development theory.! This is so not only because 'the NIE has
brought about a major shift in the terms of the discourse about development’ (that is,
what Toye calls the ‘linguistic argument’), but also the NIE makes a substantive
contribution to the development discourse by providing 'exploration of opportunism’
(rationally self-interested behavior in conditions of strategic interaction of decision-
making, defiency of information and uncertainty), According to Toye, the exploration
of opportunism will have far-reaching consequences beyond the realm of game
theory to which it has traditionally confined. But, to successfully go beyond the realm
of game theory and elegant models and understand the real causeg and nature of
economic crises in Africa, economists need to learm more about re!%had disciplines
like history, anthropology, sociology, political science, etc. An understanding of the
relevant aspects of these disciplines will help the economist appreciate the role of
non-priceé variables in shaping human behavicur and determining patterns of
resource allocation. For example, a knowledge of history enables us undersiand how
the present is related 1o the past. This is what Douglas North calls ‘path dependence’
in institutional changes aver time.

5. APPLICATIONS OF THE NEW INSTITUTIONAL
ECONOMICS TO THE PROEBLEMS OF
DEVELOPMENT

The NIE appears to be particularly refevant to the study of developing economies in
general, and Africa, in parlicular, where non-market institutions and market failure
(plus state failure) has been of particular importance.

Two of the major books of readings on the application of instilutionalism to
developing economies (Mabli and Mugent 1989 and Harriss ef al, 1995) have
demonstrated the usefulness of this approach as an alternative 1o convenlional
models. Mabli and Nugeni (1982:438) commented in the concluding pan of their work
that the MNIE has almost adequately explained the Tunisian cases buf both the
framework and its application have to be medified to better suit developing countries
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Similarly, the authars of the other book (Harriss f al, 1995:13) made the following
observation:

The MIE s & significant theoretical contribution to development studies and canfirms
the witality of the substantive study of history for analysts and ®policy-makers
conearned with institutional change in the Third World 1t is not, however, the
philosapner's stane

The relevance of NIE to deveiopment problems has been underiined by other
scholars Robert Bales (1295:35) noted that the 'new institulionalism now also plays
fand will continue 1o play) a major role in the study of development.' Douglas North,
an sconomic historian, argues that the process of ecopomic development involves
replacing Inefficient institutions with institutions that promote growth. He further notes
thal institutions that reduce Irapsaction costs are characteristics of advanced
societies while inefficient institutions are characteristics of less developed
econamies. Regarding the latter case, in particular, he notes;

Coportunities for political and economic enfreprensurs are still mixed bag, but they
averwhelmingly favor activities that promote redistribulive rather than productive
activity, that create monopoly rather than competitive conditions, and that restrict
opporunities rather than expand them. They seldom induce invesiment in education
that increases productivity (North 1990:9) (emphases, added). %

in a remarkable statement, Norlh (1995:21) emphatically argues that whether an
organization {e.g. the stale in Africa) has an incentive for promoting economic growth
or selfish inlerest, al the expense of others, depends on the type of the prevailing
institutional framework;

If tha insttutional framewaork made the highest pay-offs for organization's piracy, then
aiganizational success and survival dictated that learning would take the farm of baing
better pirates It on the other hand, productivity-raising activities  had the ‘highest
profis, then the economy wolld grow

Wew instilutional economics makes a radical depariure from conventional theories of
development in, at least, one impaortant respect: it altempts fo provide same clues as
to how to ge! the economy meving In crisis-ridden or ‘ailing economies.' In this light
MNorth provides three related propositions. First, he argues thal privatization is nol a
panacea for solving peor economic performance as long as the Informal norms and
the ent. Zement characteristics of a couniry remain inefficienl. Second, 'the heart of
developmen! policy must be the creation of palicies thal will create and enforce
efficient property rights,” Third, ' adoptive efficiency’ (i.e. flexibility) rather than price
(allocative) efficiency should be \he guide to policy. Thal is, a government should be
capable of making adjustment in the context of evolving technological and
demaographic change as well as shocks of the system, More concretely, Norih
(1995:23) notes that ‘getting prices right only has the desired consequences when
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agents already have in place a set of propery rights and enforcemenl that will then
produce the competitive market conditions.'

Moreover, Morth underlines that institutions lhat have succeeded to ftransform
Western economies may not necessarily work In the context of developing
economies such as that of Africa. In his words:

Transferring the formal political and economic rules of successful Western market
economies to Third Werld and East European economies is not a sufficiant condition
for good economic performance. Privatization is not a panacea for solving poor
economic performance (North 1995:25).

The literature on the applications of the NIE is thin’. For example, Alston and others
(1996:1) note that the field (NIE) is long on theoretical analysis bul short on
empirical work,"' Standard empirical analysis is limited to few works (e.g. Alston ef al,
1986). Similarly, Shirdey (1997) observe that the field of applied institutional
economics 'is relatively underdeveloped.'

Given this limitation, we will attempt to undertake a survey of the applications of the
MIE to the problems of development. Following a review of themes in the NIE (see
above), we classify the applied literature into four broad categories, namely (1) the
NIE in general (Table 3), (2) transaction costs theory (Table 4), (3) property rights
theory (Table 5), and (4) collective action theory (Table 6), %

Some guthors apply the NIE fo the problems of development without necessarily
providing specific thematic framework like transaction costs theory or propery rights
theary. In other words, in defining their frameworks, they use the NIE in general
instead of focusing on a particular theme or appraach.

The NIE, in general, has been applied to different types of prablemns of development
(Table 3). For example, Feige (1990) elaborates the taxonomy of underground
economies in developing countrigs using the general theory of the NIE and shows
the relevance of the NIE to the analysis of the unofficial economy.Similarly,
Kalmonavitz (1597) investigates how institutions influence the pace of economic
devaelopment in a Lalin American country, Colombia. He suggesis that the justice
system of a country influences the behaviour of economic agents. Handoussa (1995)
considers redefinition of the role of the state in a developing country (Egypt)
undergoing liberalization and structural adjustment. His study suggests, among other
things, that the incomplete nature of legislative reforms and deregulation have
obstructed competition and raised transaclion costs thus retarding the pace of
economic growth. Further, Sullivan {1297} attempls to show the linkages between the
NIE and business sector development, He conciudes that, among other things, trust
and a shared understanding are of central importance in improving the business
climate in developing countries. Leitmann and Baharougu (1998) use the NIE
approach to examine the formal frameworks for infrastructure provision in Turkey's
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Table 3. Selected Applications of the NIE, in General, to Development Problems

| Area of |
. Study Econamy investigation | Central argumentimajer findings
| Feige (1580 Devaloping Underground Taxonamy of underground economies |8 alaborated based
| countries BCONoMmies on tha new institlional  appreach 1o economic
| developmoant, The paper distinguishes illegal, wnreported,
unrecorded and infermal economies and exarmines the
conceptual and empirgal linkages among them, Shows the
ralavance of the now institutional approach to the analysis
| of the Unofficial ecanomy.
| Feony (1233} Developed and Economic Undertakes a nlce survey of the application of the
developing histary Institutional approach to develaping countries and to tha
countries aconomic history of the new developed countries. Tho
survey has demonsirated the relevance of institutional
economics (o the condiions of developing countries,
Achason Riural Anthropology | Provides a survey of anthropalagical applications of the NIE
(1534) economices of to the conditions of rural societies. Important findings have
developing emarged from the Gterature surveyed therain,
countries
| Clatenge: Cocoa growing Efficiency of Shews that institutions are nat usually sot up fo be socially
| Smith (18535) countries institutiona ar economically efficient and that they refloct the
| 1870=-1914 bargaining power-of social and pofitical actors, 2nd that
predarminant cultural forms tend to maintain ‘institutional
! path dependoncs,’ Reinforce tha argument that the state is
| & representative of the dominant interest groups withina
L socioty,
Handaussa Eqynt Rele of the Caonsiders the redefinition of the rale of the state in a
(1535) stata in deveioping country undergoing libaralizatiog and striuctural
2Conomic adjustment. Shows, among other things, how the
| developmaent incamplete nature of legislative reform and dereguiation
l and decontralizalion have obstructed competition, ralsed
| | transaction cosls and retarded economic growh.
Adams & i Global Internationzi Examines mternatlonal sconomic issues within the
Scaperlarida BConomic frarmewsark of Institutional Economics.
{1956} IssLes
Harem Sevonteanth Economic Provides account of the successiul evolation of institutional
EWaingas | caniury growih forms that parmitted economic growth to take placa in
{18546) | England aarly modarn England. Shews that, in an economy where
| | nntrepreneurship is decentralized, scanomic actors waill
| hold back on leng-term imvestiment unless the state make
I credible commitments to honor s contracts and respect
| Individual ownership rights
| Halmanowtz Calemba Dotorminants | Investigates how institutions influence the pace of
| (12487 of goanamis seonomic davelopment. shows how! the justice system of a
| i development | coundry influence the behaviour of economic agents
| Sullivan Devoloping Business Atternpts to show the linkages between the naw
(1897} countries secior institutional sconomics and business sector devalapment.
daveleprment Shows, among other things, that trust and a shared
understanding are all of central importance in impraviag
| the business climate in developing countries
L Floports on research that used the NIE approach ta
examing the farmal frameworks for infrastructure provisian
Laitmann & Turkay Infrastructure | in Turkey's spontanecus sattlements. A key finding of the
Baharsugiu stucly was that foermal rules ane irralevant and that, in the
[1398) absenca of formal rules, pressure arise that help to develop
infarmal rules, which then result in certain behavioral
pattarn
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spontanecus settlements. A key finding of the study was that formal rules are, in
some cases, imelevant and that in the absence of formal rules, pressure arise that
help to develop informal rules, which then result in certain behavioral pattem, Feeny
(1993) undertakes a survey of the applications of the institutional approach to
developing countries and to the economic history of the now developed countries.
Clarence-Smith (1995), using evidence from cocoa-growing countries between 18705
and 1914, tests the hypothesis that institutions are not usually set up to be socially or
econormically efficient and that they reflect the bargaining power of social and
political actors. This study reinforces the argument that the state is a representative
of the dominant interest groups within a society. Adams and Scaperlands (19986)
examine international economic issues within the framework of Institutional
Economics and show the relevance of this theory to global economic relations. North
and Weingast {1988), using the instituionalist approach, provide account of the
successful evelution of institutional forms that permitted economic growth to take
place in early modern England. The study shows that, in an economy where
entrepreneurship is decentralized, economic actors will hold back on long-term
investment uniess the state make credible commitments to honour its contracts and
respect individual ownership rights.

The transaction costs theory, is, perhaps, the moest widely applied theme within the
new institulionalist approach. This theme has been used by adherents of the NIE and
by other as well. Table 4 presents selecled literalure on the ﬂppﬂaations of the
transaction costs approach.

The transaction costs theory has proved to be a powerful toal in the analysis of
various aspects of development problems. Wiesner (1997) attempts to link
ransaction costs with externalities and with rent-seeking behavior in developing
countries, with paricular reference to Colombia. The study underlines the relevance
of renl seeking behaviour of economic actors in the analysis of development
problems. Datta and Nugent {1988) provide a unifying transaction cost framework for
explaining choices among different forms of contract in developed and developing
countries, while Azabou ef al, (1989) describe and then analyze, from the
perspectives of transaction cost theory, contractual forms employed in all segments
of Tunisia's fishing industry. The latter study suggests that trends toward more capital
intensive fishing would be accompanied by a switch from share contracts to wage
contracts. Azabou and Mugent (1989) analyse tax farming arrangements in Tunisia,
using the transaction cosl approach. This approach convincingly explain why some
seemingly anachronistic arrangements persist over time. Nabli et al, (1989) apply
the transaction costs framework to ownership form choices in Tunisian
manufacturing industry and reveal the existence of opportunistic behavior such as
tax evasion, quality-shirking, adverse selection other than those which have been
considered in the existing applied literature, They show that transaction costs are
capable of explaining the size and ownership farm choices of private firms in various
sectors of the Tunisian manufacturing industry. Using the transaction costs approach,
Matoussi and Nugent (1989) convincingly explain why economic agents in certain
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Table 4. Selected Applications of Transaction Costs Theory

Study

Economy

Area of
Investigation

Central argument'major findings

Dalta &
Nugent
(1859)

Dreveloped
and
devaboping
aconomies

Choice of
oontract

Provides & unifying transaction cost framework for explaining
cholces among different forms of copiract, The study sugges!s
that the theory of transaction costs can go a long way toward
sxplaining choices among contracts and other institutionsal
forms

Azabou af al
{14985)

Tunizia

Fishing

The contractual forms employed in all segments of Tunisia's
fishing Industiry are described and then analyzed from the
parspacive of transaction costs theory, The theory predicts
that trends toward more capital mlensive fishing would ba
accompaniad by a switch from share confracts o wage
contracts.

" Azabou &
Nugani
1985

Tunisia

Taxation

Tha authors highlight the time pariods In-which fooed sent
contracts krown as tax farming were dominani in Tunisia as
wall 35 slsowhore, They then go on to explain how and why
this seamingly anachranistic farm of contract continues to
dominate in one specific sector, namely the taxation of
Tunisia’s weakly markets, The explanation hinges on the
extremely high transaction costs and risk-aversion on the part
of tha lecal governmants to whom the tax receipts acorue,

Manli e al
{1889)

Tumisia

Manufacturing
ndustry

Tha authors applicaticn of tha transaction costs framework to
awnarship form cheices in Tunisian manufacturing industry
reveals the nead to cons:der farms of eppartunistic babavior,
siich as tax evasion, quality-shirking, adverse solectien, cthar
than those which have been considerad in the existing applied
|teratura. Tranzaction cosls are capable of eXplaining the size
and ownership form choices of private firms in varbous sectors
of Tunisian manufaciuring.

Graanhill
(189595)

Rale of tha
slate’in
BCONGMIE
developmant

Undartakes a case study of state intersention in the Brazilian
coffea before 1929, a policy intended to improve the coffea
planter's market condidions. Shows that institutions impreve
efficiency by reducing Uncerainty in human exchange but
reflect social and palilical power,

Wiasnar
(1887

Colombia

Extornalitias

Altarmpls o link transaction costs with externalities and with
ranl-seeking behavior in daveloping countries with particular
roforance to Colombia The paper sugpests that public sector
rant seaking and the institutional arrangemants that erise from
such rent seeking should bacome the unit of analysis of
dawelopment thecry and practica

[Elen: (1998)

]- Matoussi &
| Mugant
| [1855)

Ethippia

G"r-a.i;lnr;a rhal

This work examines the consequences of the transaction costs.
of search on the emargence of the institution of brokeraga in
tha Ethiopian grain markel. The resulis reveal that traders with
high costs usa more brokerage while traders with high social
capital rely on direct search, confirming that brokerage
enables traders to minimize transaction costs. It demonstrates
that transaction costs Influence the emergence of market
institutions and the heterogenaity of traders with respect to
costs has important implications for the economis Incidenco of
policies 1o reduce transaction cogts,

Turusia

Sharecropplng

Transacton cosis theory has successiully exptalned why
gcanomic agent switched fram wage and rent contracts 1o
shora contracts
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sectors swilched from wage and rent contracts to sharecropping contracts. Eleni
{1998), in a study of grain markets in Ethiopia, demonstrates that transaction costs
infiuence the emergence of market institutions and the heterogeneity of traders with
respect to costs has important implications for the economic incidence of policies to
reduce transaction costs. Greenhill (1995), in a study of Brazilian coffee,
demaonstrates that institutions improve efficiency by reducing uncertainty in exchangs
arrangements,

Property rights theory is another approach that has been widely applied to various
aspects of the development process. Selected applications of this approach are
presented in Table 5. Clague and others (1897}, using the property rights approach,
present evidence from cross-country statistical analysis and explain differences in
income, growth rates, and rates of investment in developing and developed
countries. What emerges from this study is that differences in property rights and
cantract enforcement mechanisms are important par of the explanation why some
countries prosper while others do not. Dejene (1989a) reviews the concept of
‘property rights' and alternative forms of resource managemenl regimes and
provided evidence from rural Ethiopia, He shows, among other things, how property-
rights regimes affect micro-level decisions of economic agents. Cheung (1996),
using the property rights approach, analyze the process of regulation in a single
market, i.e., rental housing in Hong Kaong. This approach was also applied to a highly
developed economy, USA, concerning regulations restricting the gatch of Salmon
{Higgs 1996) and the emergence of a brand-new propery rights in response to the
influence of a specific type of political organization (Riker and Sened 1998). Higgs
suggests that government regulations can create a dynamic process that converges
on high-cost oulcomes while Riker and Sened (1996) argue that new types of
institutional arrangements are often needed to exploit the wealth-enhancing potential
of technological change. Libecap's (1898) study suggests that property rights become
precisely defined as the value of a resource increases over time. The propery right
theory is also applied to environmental issues. For example, Berke (1996)
demonstrates that there is no clear-cut verdict on the performance of natural
resource management systems under different property-rights regimes, except that
ggen-access (s not viable in the long-term. In a similar fashion, Ensminger (1996)
argues that many top-down approaches to establish private-property regimes for
environmental résources have failed not only because they have imposed high
ransaction costs, but also because they are ill-adapted to the specific cultural
context in which they are developed.,
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Table 5, Selected Applications of Property Rights Theary

j—

Study

Econamy

Arga of
investigation

Central argument/major findings

“Ehwnp

(1806

Heng Kang

Market regulaticn

Locks at the process of regulation In & single markot
{rental howsing). Using property right theory, showeod
the unintended side effocts of regulation and explored
how, in & complex world, actoss may respond to
regulations with adjustment at various unexpected
margins and create cutcomaes that gensrate further
Imstitutional chan.ﬂq;r.

Higgs (1598)

USA

Fisking

Analyza the causes and conaequences of the
regulations restricting the catch of saimon in the
Pacific Northwas!, Shows hew governmant
regulations can create 8 dynamic process that
converges on high-cost oulcomes.

Riker & Sened
(15955)

LEA

Rale of the state in
BCONONIE
development

Studies the emergence of o beand-new property
rights and stressed the relative role of political
arganizatians in their creation. Shows that new typos
of institutioral arrangements are often needed to
exploit the wealth-enhancing potential of
technzlegical changa.

Linecap
(1396}

LEA

‘alue of resources

Quantitativaly tests the hypothesas that, upto a
paini, proparty rights become precisely defined as the
value of 8 resource increase. The paper is concemed
with the timing and emergence of particular legal
msttutions, Describes and quantity the progression of
proparty low from general rules 1o highly specified
statures and court verdicls,

Clag ue atal
(1587

Develaped
ang
deveioping
Countries

Determinants of
BEGNOITIG
develapment

Presents evidence frorm crm-caunt# statistical
analysis ang explaing difefences in incoma, growth
rates. and rates of investment, Shows that socletal
differances in property rights and contract
anforcement mechanisms are impertant pat of the
oxplanation why some countries prosper whiln cthers
da ot

Cejene {15953

| a

Ethiopia

Land question

Roviews the concapt of "property rights' and
afternative farms. of resource management reglmes
and provides svidence from rural Ethiopia; Explains
howe praperty tights regimes affect micro-level
decisions of farm hovseholds.

Berses (1595)

Daveloped &
develaping
eountries

Ecalogical ;;.rg‘t_a'rns

Argues that the focus on proparty rights expands the
scope of ecoiogical ooonomics to consider & three-
way linkage incarporating social, institutional, and
cultural dimensions. Damonstrates that there is no
ciaar-cut vardiet on the parfermance of natural
resources systems Under different property-rights
regimes, solution Meadod are-combinations of
property-rights regimes and a diversity of praparty
rights institutions that can be adapted for specific
circumstances.

Ensmingar
[RE-

Afru;a-

Culture & property
rights

lllustrates the rafationship between culture and
peoperty nghts in the contest of aftempts by Altican
governmants to change property rights in fand. Many
top-dewn appreaches to establish private-proporty
regimes for anvironmenial resources have failed mot
anly because {hay have imposed high transaction
costs, bul alse because they are ill-adapted to the

_specific cultural contaxd in which they are developed

70



Ethloplan Journal of Economics, Volume V1, No. 2, October 1997

The theory of collective action is rarely applied to problems of development,
Perhaps, the only major applications of the theory are found with reference to the
Tunisian economy (see Table 8). With reference to Tunisia, Bsaies (1989) provide an
institutional explanation for the failure of the country to intreduce modern education
during the nineteenth and twentieth centuries. Nugent {1989) identifies and explained
variations on the theme of Olson (1964) with reference to producer organizations,
The author explains not only the relatively late appearance and overall weakness of
producer organization in Tunisia but also the observed variations in their relative
strength from one group to another over time. Azabou ef al, {1983} analyses the
degeneration in the wholesale market of Tunis and the role of porters’ union in that
procass. The theory has explained the relative strength of the parters’ union vis-a-vis
the other refevant groups and the union's choice of instruments for collective action.
Bechn (1989) analyses the functioning of the credit market in general and interest
rate determination, in particular. Grissa (1889, using Olson's interest group theory
explains the determinants of both the level and the structure of interest rates in
Tunisia. Brell (1995), using evidence from Uganda, argues that progressive change
15 not random, but a response to a widespread willingness among people to set aside
self-interest and demonstrate high levels of altruism where they can be made to
recognize the need for and possibilities of collective actien. This finding obwviously
contradicts one of the basic assumplions of orthodox necclassical economics i.e.
maximization of self-interested Individuals, Ostrom (1990} explores whether and how
common-pool resources can be organized in a way thal aveids ®oth excessive
consumption and administralive cosl. She guestions Ihe argument that that the
prablem of over-consumplion is solved by privatization or enforcement imposed by
outside force (govermnment). The author argies forcefully that other solutions exisl
and that stable institution, of self-government can be created if certain problems of
supply, credibility, and monitoring are solved, Using a revised version theory of
collective action Dejene (1999) explores possibilities for explaining problems of
economic integration in Africa. He demonsirates that institutional factors, more
specifically faillure of collective action, can explain the unsatisfactory performance of
reglonal infegration schemes in Africa. Ostrom ef al, {1994) explore empirically,
thearetically and experimentally the nature of institutions that are developed to
protect against overexpleitation of resources. They question the notion of ‘the
tragedy of the commeons' and demenstrate that the users of commanly held
resources have in many instances overcome incentives to destroy resources and
have developed long-enduring institutions that enabled them to ulilize these
resources more effectively. Wade (1988) shows how a common propery resource
system in India was managed entirely outside the formal govemance system and
how collective action was sustained by paying regular bribes to regional and national
officials.
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Table €, Selected Applications of Collective Action Theory

Study

Economy

Area of
investigation

Central argument/major findings

Wada (1588)

India

The management of
comman-pool

recourcas (CPR)

Shows how a CPR system in India was managed
antirely outside the formal governance system of India
and how collective action was suslained by paying
regular bribes to regional and nalional officially.

Beaies (1585)

Tunksia

Education

FProvides an institutional explanation for the fallure o
infroduce modern secular education n Tunisia: dunng
the 19" and early 20" cenlunies

Nugent (1985)

Tunisia

Cooperalives

Identifies: and explains vanaions on the Oisonlan
fheme with reformnce fo producers oiganizalions. The
author explans not only e melalively, late appearance
and overall weskness of progducer organization in
Tunisin bt afse the observed varations in their
reigtiva strength foem ode group to another over tirme

Ezabou of al
(1984

Tunisia

Labar union

Analyses the degenerafion in the wholesale marke! of
Tunis and thir rede of porfars' unlon in that process The
theary has explained the mlatve strenglh of ihe
POREE" Ui wWi-S-wis the olher redevant groups and
the union’s chodog of Instruments for collective acfion,

Bochri (1988)

Tunisia

Credit market action

Anglyses the funclioning of the credit markst in genaral
and interest rale delermination in particutar, Using
Clzon's  Inlores!  group  theory  explained the
determinanls of both the level and the structure of
inlerest rales in Tunlgsia,

Grissa {1989)

Tunisia

State anlerprises

Uging 1he theory of coliective action, explains the
awalilion  and  performance  of  Tunisi's sialo
enfaiprises,

" Dslrom (1990

Devaloped &
developing
countries

Marnagement of
commod-pocd
refaurcis

Explores whethar and hew commBb-pool resources
can bo organized in & way ihat avalds both excossive
consumplion and administrative cosl. Quesilions the
argument thal that the problem of over-consumption &
solved by privatization or enforcemant imposed by
afside  forgo  (government),  The mdhor  argues
forcafully that odher solutions exist and thal siable
institutions of sell-government can be created if cerain
pretlems of supply, credibility, and menitoring are
solved

Ostrom et @l
(1954

Devoloped &
devaloping
couniries

Tha managemani of
COMIMON- TESaurces

Explores empincally, theorolically, and experimentally
the nature ol institutions thet are developed 1o prodect
against overexploitalion of PR Queslions the nodion
of the fragedy af the commons' and demonsirales thal
the ugers of commenly held rescurces have in marny
inslances  owercome  incentives’ 1o destroy  Lho
resoufces  and  have  developed long-enduring
instituticns thal anatled them o utilize these resourcas
mare ellecieely

Brefl (1585)

Uganda

Socnl problems

frgues thal progressive change s nol random, bul 8
responsa to a wilaspread willingness among paopla to
st aside sell-intoresl and demonstrale high lavels of
aflsuism whare they can be madae to recognize tha
need for ard possibilities of eollsctive solution to
probfems of social beeakdewn throogh institutional
reform,

Dojene (189589

Alrica

Regional ecanomic
communities

Explores  possibilitiee for  explaining probioms  of
econamic Inegration |n Alrlca using a ravised varsion
theory  of  collective aclion. Cemonsirates  {hat
Insliulonal  faciors more  specifically  failure  of
coflective  sction  can  explain tha  unsalisfactory
performance of regronal integration schemes in Africa.
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In addition to the above, there are also cases where several strands within the NIE
are combined for use as a framework for the analyses of development problems. For
example, Bentancourt (1891), using the transaction costs theory, property rights, and
public choice approach, examine the economic function of an institution in Cuba.
Similarly, Stone and Paredes (1998) used a combination of transaction costs theory
and property tights theory to examine the relationship between law and development
in Brazil and Chile.

The above review has covered applications of the NIE to both developing and
developed countries. It is evident from the table that a lot remains {o be done in
lerms of coverage of the various economies of Africa. A single country, Tunisia, has
received relatively a lot of attention simply because that country was the focus of the
first applied work in the area of the NIE and development (Nabli and Nugent 1989).

Authors of the applied work have come from different disciplines such as
anthropology, economic history, political science, and of course, economics. This
confirms the argument that 'NIE represents the culminating intersection of a number
of different lines of investigation, each interesting in its own right' (Nabli and Nugent
1989a; 1333).

Of the major central theoretical concepts or themes in the NIE, transaction costs
theory and property rights are found to be the most frequently used ones in the
applied works. Collective action theory is less frequently used. The most recent
themes e.g. social capital theory (Ostrom 1897) are rarely applied to the problems of
developing economies.

A survey of the literature suggests that the NIE has been appiied to a wide range of
topics or areas including the ownership and management of natural resources
{(Higgis 1996, Wynne and Lyne 1995: Alston et al, 1996), plantation agriculture
(Clarence-Smith 1995), role of the state in economic development (Handoussa 1995:
Greenhiil 1985; Booth 1995; Winiecki 1996; Riker and Sened 1996; Borner et al,
1892); international economic issues (Adams and Scaperlanda et al, 1998), credit
market (Flore and Yotopoulos 1991 Bechr 1989}, the underground economy {Feige
1990), socialist economies (Bentancour 1891), contractual choice and enforcement
(other than credit) (Menard 1997; Dalta and Nugent 1989 Matoussi and MNugent
1989 Azabou et al 1989, Azabou and Nugent 1889), business sector development
(Sullivan 1997), manufacturing industry (Mabli et al,, 1989), education (Bsaies 1989),
co-cperatives (Nugent 1989); altruism (Brett 1995): and infrastructure ({Leitrann and
Baharoughlu 1998). The NIE has the potential to explain areas that were lraditionally
considered as not being with in the purview of mainstream economics (e.g. altruism,
polity, and property rights).
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A Note on Institutional Uncertainty and Investment Decisions in Africa

The NIE has strong implications for Africa's development as suggested by the above
review (e.g. see Handoussa 1995; Nabli and Nugent 1888, Dejene 1998a; 182%9b;
Brelt 1995, Ensminger 19968; Eleni 1898). In paricular, the Tunisian case (Mabli and
MNugente 1889 has convincingly demansirated the relevance of the institutionalist
approach to the African case.

Tne relationship between institutional thearies and the implementation of structural
adjustment policies in Africa is investigated by Stein (1885; 1888), who argues that
structural adjustment ‘because it s derived from neo-classical economic theory
which Is basically a-institutional and therefore ill-equipped to promote the
development of market institutions in Africa’. He suggests that 'if African
governments are interested in economic reform that develops market institutions
then they would be best advised to consult the institutionalist literature’,

The institutionalist approach has become so relevant to the African conditions that
even the World Bank nhas in the 1990s, shown keen interest in it. Many of its recent
publications (e.g. world Bank 1998a; 1998b) emphasize the importance of institutions
in the development process. In fact, some authors (e.g. Jakobeit 1989) argue that the
Bank has recently adopted a new approach to Africa's development and that
institutionalism is at the center of this approach. Accordingly, in itsgfuture policy
prescription. the Bank may give more attention to institutional factors such as laws
and contract enforcement mechanisms, property rights, corruption problems,
administrative capacity, etc.

Institutional uncertainty and investment in Africa is a topic that deserves special
attention. Institlutional uncertainty {defined as the risks arising from a highly volatile
institutional environment L.e., there are no clear and irrevocatle rules of the game)
could be considered as one of the mein factors retarding trade and investment
activities in Africa as is the case in Lalin America (Borner ef &, 1282). Institutional
uncertainty assumes different types of risks including unpredictable exchange rate,
price instability, inconsistent enforcement of contracts, an unpredictable judiciary,
discontinuities in the legal system, corrupl practices, frequent changes of policies
and guidelines. instability of local government, etc. At the level of the ecanomic
agents, nstitutional uncertainty manifests itself in two different forms: 1)
unpredictability of gevernment intervention and 2) lack of consistent enforcement of
private contracts. In Latin America, uncertain rules and shaky enforcement bias the
decision of individuals and firms in two ways: 1) a retreat to personal transaction with
private enforcement mechanisms and 2) very short time horizons of decisions and
strong preferences for present consumption instead of investment, Al the root of
institutional uncertainty in Latin America, Bormer et al,, (1992) identify lack of control
over the power of the executive because of a malfunctioning system of checks and
balances and therefore excessive rent seeking. Rule of law i5 replaced by the
discretionary power of the executive.
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Private sector investment can also be deterred by other institutional factors such as
lack of well functioning legal system and weak enforcement mechanisms, weakly
defined and insecure property rights, underdeveloped capital markets, weak markst
information systems, rent-seeking behavior of officials: (corruption), bureaucratic
hurdles, frequent political interference in the private business, and lack of culture of
dialogue between government and private sactor,

An economist with the World Bank (Serven 1238) concludes that ‘uncertainty and
instability are impertant factors behind Africa's poor investment record over the last
iwo decades. Serven notes ‘the |ack of realism’ of some of the assumptions of the
conventional investment theory and he underlines the relevance of a new view of
investment which is based on the following three assumptions, First, most fixed
capital investments are partly or completely irreversible (the initial cost of Investment
s at least parially sunk). Second, investment decisicns have to face uncerainty
about their future rewards. Uncertainty can be a powerful detemrent even for risk-
neutral investors. Third, investors can control the time of investment, and pastpone it
in order to. acquire more information about the future. Based on these assumptions,
Serven constructed new models of investment decisions and presented empirical
evidence from different countries.

One conclusion he reached is that, from the view point of investment, the stability
and prediclability of the incentive framework (relative prices, demand, interest rates,
taxes) may be much more important that the level of the incentives thamselves. This
implies that huge incentive may be necessary to make investors forego the cpinion
to waill for maore information and commit themselves to irreversible investment
projects,

Africa's weak private investment performance is partly explained in terms of
institutional uncertainty as formulated by Serven (1896). His conclusion is that,
‘institutional reforms protecting property rights and fostering social consensus may bé
a promising avenue' at 2 more fundamental level than the policy reforms currently
being implementad in Africa.

G. CONCLUDING REMARKS

This study has attempted to address conceptual problems pertaining ta the term
institutions’, identify factors that led to the emergence of the New [nstitutional
Economics (NIE), define the subject matter of the NIE and underline its importance
in econcrmic activities, and review the empirical literature on the applications of the
MIE to prablems of development.

What emerges from this paper is that the new institutionalism can provide us with

important theoretical tools to understand develepment problems. The three major
themes of the NIE, i.e. the transaction cost, property rights, and collective action
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theories can more effectively address issues that have remained more or less
puzzles when analysed using conventicnal approaches. The NIE is imporiant
because it challenges the dominant rale ascribed to the markel by the orthodoxies of
the last two decades. Moreover, the NIE can, perhaps, bring an end to the isolation
of the economist because, in the words of Harriss ef al, (1995:1-2), il is 'a bady of
economic theory which ascribes an important role to ideas and ideclogies, and one
which is accessible to other social scientists, seeming lo open up the temrain of
genuinely inter-disciplinary enquiry’,

Further research is required to investigate issues raised in this study conceming the
theoretical and practical aspects of the institutionalist approach. It is not yet clear
whether the NIE Is a full-fledged theory (body of thought) or whether it is something
eclectic, i.e. the work of a loose collection of economists and political scientists'. As
the applied research on Africa is limited, there is a need lo undertake more studies
on the relevance of the theory to the real conditions of African economies. There is
also a need to cover more areas of inguiry such as indigenous instilutions and
international ecenomic relations.

MNOTES

This point was already noted by Mabli and Nugent (198%a; 1333} 'it would be 2 monumental task to
synthesize it (NIE) in its entirety,' Also, wa note that in this study we stick to % term ' the New
Instriutional Econemics'. although few writers like Eggertsson (1990) use the term 'nec-institubional
economics’

Here it should be noted that we ara not considering standard econometric exercises which purport to
mave goene insttutional (e.g. see Burki and Perry 1998},
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