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‘Whatever 1s, 1s right’? Economic
mstitutions in pre-industrial Europe'
By SHEILAGH OGILVIE

Institutions—the structures of rules and norms governing economic
transactions—are widely assigned a central role in economic development. Yet
economic history is still dominated by the belief that institutions arise and
survive because they are economically efficient. This article shows that alter-
native explanations of institutions, particularly those incorporating distribu-
tional effects, are consistent with economic theory and supported by empirical
findings. Distributional conflicts provide a better explanation than efficiency
for the core economic institutions of pre-industrial Europe: serfdom, the
community, the craft guild, and the merchant guild. The article concludes by
proposing four desiderata for any economic theory of institutions.

Economic history used to be so simple. Economics focused on the mate-
rial world—the production, consumption, and exchange of tangible
goods and services by people maximizing their well-being, defined according
to stable preferences, constrained by resources and technology. Economic
history followed suit—adjusting for different resource endowments and
technologies, but still concentrating on the material and the physical. Eco-
nomic life was mainly affected by nature—topography, climate, geology,
ecology—and the technology available to manipulate it. So farming patterns
arose from soil and climate, given known tools and techniques. Proto-
industries followed raw materials, trade routes, and infertile locations where
farming was unproductive. Trade arose from factor endowments, techno-
logical differences, and transportation. Even something as apparently ‘social’
as the sexual division of labour derived from human physiology: females
‘naturally’ specialized in light, unskilled, domestic work that could be com-
bined with childbearing, needed no training, and suited women’s bodily
weakness.

Anything that could not be explained by nature and technology
was ascribed to differences in preferences, which were stable and
exogenous—something economics did not have much to say about.
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Analysing collective or individual preferences was a matter for sociology,
psychology, anthropology, or history. Even Becker, legendary for using eco-
nomics to think about ‘non-economic’ spheres such as fertility, religion, and
crime, declared that there was no accounting for tastes: ‘De gustibus non est
disputandum’.” Even when he later sought to make preferences endogenous,
Becker decided they changed so slowly as to be stable for most analyses.’
Economic historians, too, left preferences up to cultural, intellectual, and
social historians, but more often steered clear of the whole issue.

Nor were institutions—the structure of humanly devised rules and prac-
tices constraining economic decisions—viewed as a matter for economics or
economic history. Insofar as economists considered institutions at all, they
left them to other disciplines. It was dirty work; someone had to do it, but
preferably someone else—jurists, perhaps, or political scientists, or anthro-
pologists. Economic historians relied on legal or political historians to
tell them the institutional rules of past economies. Institutions were
exogenous—we could take them as given.

The physical and geographical view of economies still has charismatic
adherents. Diamond has enchanted legions of readers by explaining the last
9,000 years of economic development through geographical characteristics.*
Pomeranz accounts for economic divergence between Europe and China
since 1750 through coal deposits, disease, ecology, and proximity to exploit-
able ‘peripheries’.” Sachs argues that tardy growth in modern less developed
countries (LDCs) derives from their location in tropical zones where agri-
cultural techniques are inherently less productive and the disease burden
higher.®

But recently we have begun to realize there must be more to it. Often,
economies with similar resources and technologies develop quite differ-
ently.” The constraints on economic activity may not just be natural and
technical, but also social and political. This has triggered an explosion of
interest in what one might call the ‘human’ side of economic history,
especially institutions—‘the rules of the game in a society or, more
formally ... the humanly devised constraints that shape human
interaction’.®

This new enthusiasm for delving into the ‘humanly devised constraints’ on
economic life is wholly welcome. Exploring institutions has revivified long-
standing debates on proto-industrialization, the commercial revolution,
technological innovation, agricultural development, and even the demo-
graphic transition and women’s work. But as with any new craze, there is

2 Becker, Economic approach, esp. p. 14; Stigler and Becker, ‘De gustibus’, p. 76.

3 Becker, Accounting for tastes, p. 16.

4 Diamond, Guns, germs, and steel, for example, p. 358.

> Pomeranz, Great divergence, esp. p. 66.

® Sachs, J. D., “Tropical underdevelopment’, NBER working paper 8119 (2001), for example, p. 2.

7 See Rodrik, D., Subramanian, A., and Trebbi, F., ‘Institutions rule’, CEPR discussion paper 3643
(2002); Acemoglu, Johnson, and Robinson, ‘Institutions’.

8 North, Institutions, p. 3.
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also the risk of chasing blindly down a cul-de-sac. The dead end I find most
worrying is the tendency to explain institutions as an efficient and beneficial
response to the needs of the economy—the view that ‘whatever is, is right’.
I would like to see institutions transformed from a fashion accessory into an
indispensable instrument in the toolkit of every economic historian. To do
that, I think it is worth standing back from our first, fine, careless rapture,
and thinking about how best to incorporate institutions into our long-term
research programme. That is what I want to do here.

I

Once we admitted that institutions affected the economy, we needed to know
what caused institutions. So economists started trying to bring institutions
inside the tent—to make them endogenous to economic analysis. The first
approach to this challenge, and still the most popular, is to assume that an
institution exists to address economic needs in a society. It is a solution to
some problem that is preventing people from achieving higher production
and consumption. All we have to do is identify the problem, and we will
understand why that institution exists. Any society, this view holds, will get
the institutions that are most efficient in addressing its requirements. When
these requirements change, institutions will also change.

Like everyone, I would like it to be true that when I saw an institution I
could be sure it was an efficient solution to an economic problem. As an
economist, I would like it to be true because it explains institutions internally
to economics, and because efficiency models are comparatively simple to
build. As a human being, I would like it to be true because I could stop
worrying about dysfunctional institutions and the misery and inequality they
engender. So I am very sorry to have come to the conclusion that viewing
institutions as invariably good solutions to economic problems is too
optimistic.

It may seem odd to worry about excessive optimism in a discipline whose
grim outlook makes people call it ‘the dismal science’. This epithet has
proved tenacious ever since Thomas Carlyle coined it in 1849, and might
lead one to celebrate any tendency for economists to adopt a sunnier view of
the human condition. But the origins of Carlyle’s famous indictment should
make us pause a little before condemning economics for being ‘dismal’. The
phrase does not originate—as the urban myth would have it—in Carlyle’s
reaction to Malthus’s views on population. It is true that Carlyle did not like
Malthus, but at no point did he associate Malthus with ‘the dismal science’.
Rather, Carlyle invented the term in a pamphlet entitled Occasional discourse
on the migger question, addressing the plight of West Indian planters facing
labour shortages after slavery was abolished. Economists in the 1840s
explained this through supply and demand: planters were not offering wages
high enough to attract workers at prevailing conditions. Carlyle objected not
just to this specific diagnosis but to the whole amoral economic approach.
For one thing, economics ignored the virtues of ‘human governance’, by
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which Carlyle meant stable, long-term relationships of reciprocal command
and obedience between superior and inferior groups: ‘the Social Science
...which finds the secret of this Universe in supply and demand and
reduces the duty of human governors to that of letting men alone. .. is a
dreary, desolate, and indeed quite abject and distressing one; what we might
call. .. the dismal science’. Carlyle’s second objection was that economics
ignored the inferior beliefs and values of some cultures, whose members
should therefore be guided by cultures with superior mental models:
‘Negroes . .. were born... to be servants of those that are born wiser than
you. .. the Whites’. Third, Carlyle was outraged by economists’ morally
neutral assumption ‘that Negro and White are unrelated, loose from one
another, on a footing of perfect equality, and subject to no law but that of
supply and demand according to the Dismal Science’. Finally, Carlyle found
it iniquitous that the spiritually sterile laws of supply and demand should
supplant the morally infused and organically rooted practices of traditional
institutions, answering his own question ‘What, then, is practicably to be
done?’ by advocating a return to traditional norms of lifelong servitude ‘after
the manner of the old European serfs’. This would not only compel black
workers to enjoy the steady work, reciprocal social bonds, and stable guid-
ance which they were not ‘wise’ enough to choose for themselves, but would
also benefit the entire economy.” Carlyle apostrophized economics as
‘dismal’, therefore, not because it made depressing predictions but because
it was desolate of moral and spiritual content—specifically, because it failed
to share his normative views about how society should be organized.

Viewed in this light, being ‘dismal’ does not appear to be altogether a bad
thing—at least, insofar as it refers to attempting neutral explanations rather
than moral assessments, analysing all agents ‘on a footing of perfect equal-
ity’, and not assuming that some cultures have better mental models than
others or are ‘wiser’ about people’s best interests than they are themselves.
Nor do the laws of supply and demand seem altogether depressing in
comparison to the laws of traditional institutions, whether West Indian
slavery or European serfdom. I would even go so far as to argue that it is
when economists are not dismal enough—that is, when we start claiming
that traditional institutions such as serfdom or slavery are efficient—that we
risk making fools of ourselves. Economic historians’ attitude to traditional
institutions, I believe, has tended to err in the direction of excessive opti-
mism. In particular, we have tended to adopt the view that if a particular
economic institution has persisted stably for a long time, it must have been
efficient—a modern version of Pope’s sentiment in his 1732 ‘Essay on Man’,
that ‘whatever is, is right’.!°

Serfdom was the first pre-industrial European institution to be interpreted
using this ‘efficiency’ framework. In 1971, North and Thomas proposed
their model of the ‘rise of the western world’, according to which serfdom

° Carlyle, Collected works, vol. 11, pp. 177, 205, 207.
19 Pope, ‘Essay on Man’, epistle 1, line 294.

© Economic History Society 2007
Economic History Review, 60, 4 (2007)



ECONOMIC INSTITUTIONS 653

was ‘an efficient solution to the existing problems’ in medieval economies—a
voluntary contract between peasants who provided labour services to lords
in exchange for ‘the public good of protection and justice’. This contract was
efficient given the existing ratio between labour and land; when that ratio
changed, serfdom stopped being efficient and soon disappeared.!' Some
years later, Fenoaltea pointed out serious problems with the North and
Thomas model, but concurred that one must make ‘the reasonable pre-
sumption of economic efficiency’.'? Serfdom, Fenoaltea argued, was indeed
efficient—not because it minimized transaction costs in providing public
goods, but because it constituted ‘a means to increase output by imposing
the use of a superior technique’ and to ensure efficient labour monitoring
through ‘the stabilization of social roles and hierarchy’.’® These original
scholars subsequently tacitly abandoned their view that serfdom was effi-
cient, and in the 1980s, North himself shifted over decisively to ‘cultural’
approaches to institutions (which we will look at shortly).'* But the efficiency
approach lives on in current revisionist views of the ‘second serfdom’ in early
modern eastern Europe, which regard resurgent manorialism as allocating
labour and capital more efficiently than free peasantries because highly
informed, profit-maximizing landlords could coordinate investment and
innovation optimally."

The other great agrarian institution of pre-modern Europe, the village
commune, was also soon reinterpreted as economically efficient, and con-
tinues to attract new efficiency models to this day. In 1976 (and again in
1991), McCloskey argued that the medieval village—particularly its open
field system—was an efficient institution for diversifying risks in the absence
of markets for insurance, given peasant risk aversion.'® In 1993, Townsend
deployed a full battery of economic analyses on McCloskey’s data in a
general equilibrium framework and concluded that most institutional fea-
tures of medieval communes were efficient.!” More recent efficiency theo-
rists have disputed the specific arguments of McCloskey and Townsend,
while retaining their view that village communes were efficient. Thus, for
instance, Richardson has recently claimed that village communes offered
‘effective and efficient solutions to the problems facing medieval peasants’,
specifically helping them manage risk by harnessing norms of reciprocity
within the village,'® while Nafziger has argued that post-emancipation

11 North and Thomas, ‘Economic theory’; North and Thomas, ‘Rise and fall’; North and Thomas, Rise,
p. 21.

12 Fenoaltea, ‘Authority’, p. 713; Fenoaltea, ‘Rise’.

13 Fenoaltea, ‘Authority’, p. 695.

14 North, Structure, pp. 45-58, 204-5.

15 See, for instance, Hagen, Ordinary Prussians, pp. 280-333, 646-54.

16 McCloskey, ‘English open fields’; idem, ‘Prudent peasant’.

17 Townsend, Medieval village economy.

18 Richardson, ‘Prudent village’, p. 409.
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Russian communes solved factor market imperfections, thereby providing
‘efficient ways to distribute resources’.'’

Craft guilds have also been given an efficiency makeover. Hickson and
Thompson offered an ‘efficiency-based theory of the social function of
entry-restricting guilds’ as cost-minimizing institutions for protecting
members from exploitation, collecting capital taxes, and ensuring military
protection.?’ Gustafsson argued that guilds efficiently solved information
asymmetries between producers and consumers about product quality.!
Reith claimed that guilds were an efficient mechanism for technological
transfer because they compelled journeymen to travel.”? Persson argued
that guilds constituted a beneficial mechanism whereby ‘collusion was
institutionalized into co-operation based on a balance of rights and obli-
gations’, transaction costs were reduced through regulation of prices and
qualities, entitlement crises were mitigated by rationing, and implicit insur-
ance was provided by limiting competition.”> Pfister argued that craft
guilds efficiently solved credit market imperfections and ensured quality
control where proto-industries were spatially dispersed.** Epstein pointed
out many weaknesses in these other theories, but claimed that craft guilds
‘prospered for more than half a millennium’ because they were the cost-
minimizing institution ‘to allocate skilled labour efficiently’ and ‘provide an
ideal market structure for innovation’.”” Recently, van Zanden has drawn
broad implications from ‘the efficiency of the guilds’ for comparisons
between Europe and China.?®

Commercial institutions since the tenth century have also been charac-
terized as efficient. Thus Greif, Milgrom, and Weingast argued that mer-
chant guilds, by threatening collective boycotts of rulers who failed to
provide commercial security, sustained ‘the efficient level of trade’ from
the twelfth to the fifteenth century.”” Separately, Greif also concluded that
merchant guilds ‘enhanced efficiency by supporting inter-community
impersonal exchange’ through what he termed the ‘community responsi-
bility system’. This was a system of inter-guild reprisals, whereby anyone
cheated by a long-distance merchant could legally attack that merchant’s
entire guild, creating an incentive for guilds to punish members who
cheated on contracts.”® Volckart and Mangels dismissed these ‘younger’

19 Nafziger, S., ‘Land redistributions and the Russian peasant commune in the late-imperial period’,
mimeo (Yale University, 2004), p. 34 [URL: http://www.econ.yale.edu/seminars/echist/eh04-05/
nafziger120104.pdf].

20 Hickson and Thompson, ‘New theory’, pp. 132, 136.

2! Gustafsson, ‘Rise’.

22 Reith, ‘Arbeitsmigration’.

2 Persson, Pre-industrial economic growth, pp. 50—4.

24 Pfister, ‘Craft guilds’.

% Epstein, ‘Craft guilds, apprenticeship and technological change’, pp. 684, 692, 704.

%6 Van Zanden, J. L., ‘Common workmen, philosophers and the birth of the European knowledge
economy’, paper presented at GEHN conference, Leiden, Sept. 2004 [URL: http://www.iisg.nl/research/
jvz-knowledge_economy.pdf], p. 9.

2T Greif, Milgrom, and Weingast, ‘Coordination’, pp. 748, 749-50, 772.

28 Greif, Institutions, p. 338.
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merchant guilds of the twelfth to fifteenth centuries as inefficient cartels,
but argued that the ‘elder’ merchant guilds of the tenth and eleventh cen-
turies were efficient providers of security and contract enforcement as
‘club goods’.* Carlos and Nicholas focused on the monopolistic chartered
merchant companies of the seventeenth and eighteenth centuries, claiming
that they were the most efficient institutions for solving information asym-
metries and principal-agent problems in early modern long-distance
trade.*

A broad miscellany of other pre-modern institutions have also been sub-
jected to the efficiency approach. Thus the Mesta, a guild-like association of
shepherds and sheep-owners, long vilified (even by many efficiency theo-
rists) for blocking agricultural improvements in pre-modern Spain,’’ has
now been reinterpreted as an efficient solution to the high cost of building
fences to define property rights,*? and to the problem of ‘hold-up’ threats by
towns denying herds access to common resources.’” The noble feud, tradi-
tionally condemned as a violent manifestation of aristocratic competition,
has been portrayed as enhancing economic efficiency by turning ‘the one-
shot Prisoner’s Dilemmas posed by non-simultaneous transactions between
strangers into iterated games where the cheated party had the chance to
punish the defector’, thereby securing property rights and contract enforce-
ment in impersonal, long-distance trade.’* Even vigilante justice and lynch-
ing have been rehabilitated—under the less rebarbative rubric of ‘informal
legal systems’—as efficient solutions to inadequate contract enforcement in
pre-modern societies.”

So by now economic historians have reinterpreted pretty well every pre-
modern institution in terms of efficiency as a beneficial solution to one or
more obstacles to possible transactions. When conditions changed so these
institutions were no longer efficient, they were replaced by new institutions
which were once again efficient under the new conditions. In many ways, this
analysis is reassuring. For one thing, it brings institutions in from the cold,
making them endogenous to economics rather than leaving them out there
as naggingly exogenous parameters, subject to the incalculable whims of
other disciplines. For another, it deals with the worrying issue of why
apparently inefficient institutions could persist for centuries, instead of being
competed out of existence. The new answer is simple: traditional institutions
were not inefficient after all. Perhaps most importantly of all, efficiency

2% Volckart and Mangels, ‘Lex mercatoria’, pp. 437-9, 442.

30 Carlos and Nicholas, ‘Giants’; idem, ‘Agency problems’.

31 North and Thomas, Rise, pp. 85-8, 127-31.

2 Nugent and Sanchez, ‘Efficiency’, pp. 261-2, 277-81.

3 Drelichman, M., ‘A sheep in wolf’s clothing: the Spanish Mesta in the medieval and early modern
periods’, working paper, University of British Columbia, Department of Economics (2006) [URL:
http://mauricio.econ.ubc.ca/pdfs/mesta.pdf], pp. 1, 5, 14, 21.

34 Volckart, ‘Economics of feuding’, esp. pp. 283, 296.

% For surveys, see Little and Sheffield, ‘Frontiers’, pp. 7967, 806—7; Hine, ‘Vigilantism’, pp. 1230-47;
Carrigan and Webb, ‘Lynching’, pp. 415-6.
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theories show we are not really ‘dismal’: now, finally, economists are respect-
ing the virtues of long-term relationships, reciprocity, cultural beliefs, and
traditional social arrangements.

But are we right to be satisfied with these analyses? Here I do not want to
rehearse in detail the arguments that have been levelled against these specific
efficiency models of pre-modern institutions. The criticisms are numerous
and searching, so much so that no individual efficiency model is widely
accepted, even among those who believe that efficiency in general explains
institutions. Important though such detailed criticisms are, here I want to go
beyond them and look at the broader issue of whether economic logic indeed
obliges us to believe that any observed institution must be efficient. Does
economics truly tell us that ‘whatever is, is right’?

If that were so, economics would truly be a dismal science. But in fact,
economics does not say this. The rest of this article tries to distinguish what
economics does say, and how it can contribute to a better understanding of
pre-industrial institutions.

II

The view that institutions are efficient arises from the idea that people will
not voluntarily choose more costly ways of transacting. Transaction costs
consist of ‘search and information costs, bargaining and decision costs,
policing and enforcement costs’.>® If these costs are too high, potentially
profitable activities will not take place. So individuals and societies experi-
ment with institutional arrangements to solve these problems.?” They choose
those arrangements that most efficiently reduce transaction costs because
such institutions ‘yield a stream of benefits which makes it profitable to
undergo the costs of innovating this new organizational form’.?

What one might call the ‘strong’ version of the efficiency approach—most
clearly articulated by the economist Alchian—holds that even if people
cannot actually identify which institutions are efficient, an evolutionary
process of Darwinian selection ensures that only those institutions survive
that are efficient. This implacably weeds out less efficient institutions and
ensures that better ways of organizing economic life gradually evolve.* The
‘weak’ version of the efficiency view, by contrast, holds that institutions
initially arise because they are efficient, but are then sometimes kept in being
by path dependency long after changes in exogenous parameters render
them inefficient.*

One problem with both ‘strong’ and ‘weak’ versions of the efficiency
approach is that they never actually define the happy state of ‘efficiency’

3¢ Dahlman, ‘Problem’, p. 148.

37 See North, Institutions, p. 6; Williamson, ‘Transaction cost economics’, p. 37.

38 North, ‘Institutional change’, p. 119.

39 Alchian, ‘Uncertainty’.

40 For this argument applied to merchant guilds, see Volckart and Mangels, ‘Lex mercatoria’, pp. 437,
446-7; Greif, Milgrom, and Weingast, ‘Coordination’, p. 773.
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created by their favoured institutions. They do not distinguish between
rationality (agents are doing the best they can for themselves as individuals),
Pareto-efficiency (where no one can be made better off without making
someone else worse off), and being ‘best’ or ‘right’ in a more general sense
(e.g. according with acceptable levels of distributional justice). Yet it is basic
to modern economics to recognize that what is rational is not necessarily
efficient, and what is efficient is not necessarily best or right (for instance, an
outcome can be Pareto-efficient but unacceptably unjust). An even more
important point is that in the presence of externalities, an institutional
arrangement could be efficient for the individuals transacting (that is, in
their best interests), while being inefficient for society as a whole because it
affects the welfare of third parties. These distinctions, routine to economic
theorists, are almost universally ignored in efficiency models of historical
institutions. The most one can deduce from the rather loose terminology
used in such models is that they are certainly claiming more than that the
selected institution was rational (that is, better than the alternatives for the
parties involved) and efficient for those parties (that is, not significantly
subject to information asymmetries). They certainly define efficiency as
applying to the entire society in some way. But whether they are claiming
that the institution is efficient for society as a whole (because there are no
externalities and no information asymmetries) or that it was ‘best’ for every-
one (because it is both Pareto-efficient and not unacceptably unjust) is
usually left quite vague.

The efficiency approach is further complicated by the fact that some of its
adherents disclaim the term altogether. Thus Persson admits that we cannot
be certain that craft guilds were efficient ‘because we do not have straight-
forward efficiency results for bargaining outcomes’; instead, he describes
guilds as ‘adequate and even progressive’.*! In like manner, Epstein repudi-
ates ‘the view that guilds were “efficient” institutions’, preferring instead the
formulation that their ‘aggregate social benefits outweighed their costs’.*?
Greif denies subscribing to an efficiency view of institutions in general, but
the specific institutions he selects for study—the Maghribi traders’ coalition,
the European merchant guild, the Genoese podesteria—all turn out to have
been ‘efficient’ for facilitating medieval commerce.”” As these examples
show, even scholars who formally repudiate the view that institutions are
‘efficient’ share the belief that observed institutions exist because they over-
come certain obstacles to otherwise possible transactions and thereby
benefit the entire economy—because, in Acemoglu’s definition, they ‘maxi-
mize economic growth or aggregate economic welfare’.** So these studies, as
well, can be included as part of the wider penumbra of the efficiency
approach to institutions.

41 Persson, Pre-industrial economic growth, pp. 50—4.

42 Epstein, ‘Craft guilds in the premodern economy’, para. 7.

4 Greif, Institutions, pp. 58, 61-3, 71, 74, 79-80, 85-8, 93-4, 96, 98-9, 107, 110-14, 120-3, 247-8.
4 Acemoglu, ‘Simple model’, p. 516.
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The efficiency approach is certainly consistent with economic reasoning.
But is it the only explanation of institutions that satisfies this condition? Not
at all. There are at least three feasible alternatives. These explain institutions,
respectively, in terms of accidental events and personalities, cultural beliefs
and values, and conflicts over the distribution of resources. All three are
consistent with economic logic, and at least one (the distributional conflicts
approach) deals considerably better than the efficiency approach with exter-
nalities and information asymmetries.

III

The ‘accidental’ approach is about as far removed from the efficiency view
as one can get. Indeed, it is often the institutional historian’s weapon of
choice against the institutional economist. But economics, too, can accom-
modate models in which accidental events and individual actions, magnified
by path dependency, enduringly influence economic outcomes.

The ‘accidental’ approach disputes the idea that institutions are
selected—whether intentionally or evolutionarily—by systematic forces at
work in society. Instead, institutions result from random influences, or at
least unpredictable ones. The process of technological innovation—at least
for ‘macro-inventions’—is partly stochastic, and new techniques can jolt
institutions onto new paths. Institutional changes are often political; politics
consists of diplomacy, warfare, government, legislation, justice, and elec-
tions; and these in turn are influenced by individual events and personalities.
Key players such as rulers, diplomats, judges, legislators, generals, and
admirals take actions which are influenced by their characters and emotions,
and suffer medical emergencies, die suddenly, fall in love, or fail to beget
viable successors. Natural disasters and epidemics destabilize ruling dynas-
ties, legitimize leaders, or wipe out their competitors. Military and naval
expeditions are affected by weather and luck. Colonies get the legal system
brought by the first imperialist culture to colonize them, which is influenced
by accidents of discovery and war.*’

One widely held ‘accidental’ theory of institutions is that contract enforce-
ment and property rights are profoundly determined by ‘legal origins’,
specifically by roots in English common law or French civil law. Thus
Djankov et al. argue that ‘many developing countries accepted the formalism
in adjudication they now have as part of the transplantation of their legal
system from their colonizers . . . there is no presumption that the trans-
planted system is efficient’.* Institutional differences between common and
civil law are in turn ascribed to the historical accident of ‘different law and
order environments’ in twelfth-century England and France.?” Another
influential example is Crafts’ emphasis on the role of the great cotton

4> For an example, see Hall, ‘Aligning ontology’, pp. 384-7.
46 Djankov, LaPorta, Lopez-de-Silanes, and Shleifer, ‘Courts’, pp. 510-11.
47 Glaeser and Shleifer, ‘Legal origins’, pp. 1194-202.
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macro-inventions in explaining why Britain industrialized before France
and—amplified over time through path dependency—the subsequent
pattern of Britain’s economic growth, its factory industrialization, and, by
implication, its economic institutions.*® In his 1995 summary, Crafts makes
it clear that an accidental view is perfectly consistent with economic logic: ‘I
am still prepared to contemplate a role for accident in economic history or,
in terminology that I would prefer, to think in terms of economic models
which both permit a role for exogenous technological shocks and also allow
on occasions for wide ramifications of those shocks’.*’ The debates raised by
the accidental approach are thus not a question of economic logic, but rather
of empirical inquiry into the precise size and frequency of random shocks,
and the breadth and depth of their subsequent ramifications.

v

The ‘cultural’ approach to institutions is a second alternative—although it
has more in common with the efficiency view than it appears to at first sight.
It is based on the assumption that different societies, social strata, ethnic
groups, or religions hold different beliefs, values, and ‘mental models’. These
motivate people to follow different institutional rules. So institutions come
into being because they are consistent with the beliefs and values of the
people who use them, and are then held in place by those beliefs and values.

Cultural approaches fall into two schools—the exogenous and endog-
enous. ‘Exogenous’ cultural approaches view beliefs and values as coming
from outside the economic system and determining the shape of institutions,
which in turn affect how the economy works. ‘Endogenous’ approaches, by
contrast, view cultural beliefs and values as being determined inside the
economic system, simultaneously with institutions. Indeed, as we shall see,
some proponents of endogenous-culture approaches have gone so far as to
describe beliefs and values as identical to institutions.

Perhaps the most famous example of an exogenous cultural approach is
Max Weber’s theory that the culture of Protestantism endowed its members
with a value for diligence and thrift. This in turn is supposed to have
motivated them to choose and follow capitalist institutional rules. Catholics
and Hindus, Weber tried to show, held different beliefs and values, so they
chose different institutions.”

Exogenous cultural theories are not restricted to nineteenth-century ide-
alists, however, but can be found in the work of modern economic historians.
In the 1980s, for instance, North progressively disavowed his original effi-
ciency approach, and came to believe that institutions arose and survived
because of people’s ‘subjective models’.’! In recent work, he postulates that

48 Crafts, ‘Industrial revolution’; idem, ‘Exogenous or endogenous’; Crafts, Leybourne, and Mills,
“Trends and cycles’.

49 Crafts, ‘Macroinventions’, p. 597.

0 Weber, Protestant ethic, pp. 60, 66-9, 104-5.

>! North, Structure, pp. 45-58, 204-5; North, Institutions, pp. 4, 7-8.
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‘sometimes . . . shared beliefs make up part of the institutional structure of
a society’, although he repudiates the game-theoretic view (described
below), according to which ‘beliefs are institutions’.’* In an application of
this approach, North and his co-authors ascribe economic failures in Latin
America to a system of shared beliefs about political legitimacy and indi-
vidual rights, which has blocked the institutions that might guarantee prop-
erty rights and contract enforcement.” Landes argues that the superior
performance of European over non-European economies derived from dis-
tinctive European beliefs in changing the world through human interven-
tion, and European values for diligence, thrift, tenacity, honesty, and
tolerance, which were not shared by non-European cultures, and which gave
rise to European institutions that were distinctively ‘capitalistic’: ‘if we learn
anything from the history of economic development’, Landes writes, ‘it is
that culture makes all the difference. (Here Max Weber was right on.)”*
Exogenous cultural theories are also applied on the micro-level, with
Richardson contending that Catholic beliefs about the afterlife motivated
medieval craftsmen to follow the ‘efficient’ rules of guilds, while the disap-
pearance of these beliefs with the Protestant Reformation caused guilds to
decline. This shows, according to Richardson, that ‘non-economic cultural
beliefs can influence the structure of economic institutions and efficiency of
the economy by changing the structure and equilibrium of the collective
action game’.”

Perhaps the most influential recent version of the cultural approach has
been Putnam’s theory of ‘social capital’, by which he refers to ‘those features
of social organization, such as trust, norms, and networks, that can improve
the efficiency of society by facilitating coordinated actions’.’® Putnam con-
tends that some societies are characterized by high social capital because of
their ‘altruistic’ or ‘civic’ cultures: their members believe in trust, hold norms
of reciprocity, and value horizontal social networks. These ‘civic’ cultures in
turn encourage institutions that favour economic growth and political
accountability. Putnam argues that these cultural beliefs and values, with
their associated institutional manifestations of strong guilds and communes,
explain the superior economic performance of northern compared to south-
ern Italy since medieval times.

The cultural approach has been taken furthest of all by those who seek to
make culture endogenous to economic institutions. According to this view,
beliefs and values are simply part of institutions—there is no analytical
distinction between formal legal rules, informal social customs, and inward
beliefs and values. Thus Aoki defines an ‘institution’ not as a system of rules

2 North, D. C., Wallis, J. J., and Weingast, B. R., ‘A conceptual framework for interpreting recorded
human history’, NBER working paper 12795 (2006), p. 20, n. 9.

>3 North, Summerhill, and Weingast, ‘Order’.

% Landes, Wealth and poverty, p. 516.

> Richardson, ‘Craft guilds’, p. 177.

>0 Putnam, Making democracy work, p. 167.
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and customs, but rather as ‘a self-sustaining system of shared beliefs about
a salient way in which the game is repeatedly played’.>” Greif regards insti-
tutions as being ‘composed of two interrelated elements: cultural beliefs
(how individuals expect others to act in various contingencies) and organi-
zations (the endogenous human constructs that alter the rules of the
game)’.”® But Greif views beliefs as far more important than rules, describing
how his approach ‘places motivation to follow rules—and consequently
beliefs and norms—at the center of the analysis’ and holds that ‘motivation
provided by beliefs and norms . . . is the linchpin of institutions’.”

These perspectives, which derive from a certain game-theoretical
approach, define institutions as ‘endogenous’ and ‘self-enforcing’, and thus
seek to make cultural beliefs endogenous to institutions.®® But in doing so
they equivocate on a fundamental issue. By laying down this definition, they
may either be asserting that all institutions are self-enforcing, or they may
merely be specifying a particular analytic framework; it is hard to tell which.
If they mean the latter, no one could object, and the question becomes one
of empirical usefulness: does the analytic framework in question actually
account for all the relevant evidence? (I would argue that it does not.) If they
mean the former, then a great deal of explanation is required, which is
nowhere given. How are we to understand an assertion that all apparently
coercive institutions do not ‘really’ rest on coercion, but on some kind of
homeostatic mechanism invisible to the subjects and victims of coercion?
But what else could the assertion mean? If it is telling us that something does
not exist that we all deal with every day, we are surely justified in asking just
what this means.

The motivation for making cultures endogenous to institutions is clear.
According to the ‘Folk Theorem’ of game theory, a series of repeated games
has a very large (possibly infinite) number of possible equilibria. By con-
straining the belief sets of the players, these possibilities are narrowed down
considerably.®’ But analytical convenience for game theorists cannot be our
guiding principle in choosing approaches to the study of institutions.

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

>T Aoki, Institutional analysis, p. 10.

%8 Greif, ‘Cultural beliefs’, p. 943; Greif, Institutions, p. 14.

> Greif, Institutions, pp. 39, 45.

0 Ibid., pp. 15-23; Greif and Laitin, “Theory’, esp. pp. 633-5. For a similar but not identical view, see
Calvert, ‘Rational actors’, p. 82.

o1 Greif, Institutions, esp. p. 20.
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\Y

But first we must consider a final economic approach to institutions—the
‘conflict’ view. This is based on the idea that institutions affect not just the
efficiency of an economy but also how its resources are distributed; that is,
institutions affect both the size of the total economic pie and who gets how
big a slice. Most people in the economy might well want the pie to be as big
as possible—the assumption of the efficiency theorists. But people will
typically disagree about how to share out the slices. They may also disagree
about what kind of pie it should be, since different people place different
weights on various measures of well-being—material consumption, leisure,
longevity, fertility, environmental amenities, social equality, political
freedom, religious observance, and so on. Because institutions affect not
only the size of the pie (through influencing efficiency) but also the type of
pie (through establishing who is entitled to allocate inputs) and the distri-
bution of the slices (through apportioning the output), people typically
disagree about which institutions are best. This causes conflict. Some people
strive to maintain particular institutions, others merely cooperate, others
quietly sabotage them, and still others resist. Individuals struggle over insti-
tutions, but so do groups—and some groups form institutions for that very
purpose. Which institution (or set of institutions) results from this conflict
will be affected not just by its efficiency but by its distributional implications
for the most powerful individuals and groups.®?

Efficiency theorists do sometimes mention that institutions evoke conflict.
But they seldom incorporate conflict into their explanations. Instead, con-
flict remains an incidental by-product of institutions portrayed as primarily
existing to enhance efficiency. Thus, for instance, North often mentions
distributional effects of institutions, but explains their rise and evolution
through economic efficiency (in his early studies) or ‘mental models’ (in
more recent work).®® Greif also sometimes acknowledges that institutions
can have distributional effects, but analyses the specific institutions he
selects—the Maghribi traders’ coalition, the European merchant guild—in
terms of their efficiency in facilitating medieval commerce and their com-
patibility with prevailing cultural beliefs.®* Insofar as he acknowledges rent-
seeking, he characterizes it as efficient, on the grounds that ‘monopoly rights
generated a stream of rents that depended on the support of other members

2 For different distributional views of institutions, see Acemoglu et al., ‘Institutions’, pp. 389-95,
427-8; Knight, ‘Models’, pp. 107-10, 117-18.

% Thus North and Thomas, ‘Economic theory’, p. 7, n. 1, acknowledge distributional effects of
institutions but claim ‘this effect is a by-product of the primary objective’. On the primacy of efficiency,
see North and Thomas, Rise. On the primacy of cultures and ‘cognitive models’, see North, Szructure, for
example, pp. 45-58, 204—5; North, Institutions, pp. 16, 47-8, 52, 67; and North, D. C., Wallis, J. J., and
Weingast, B. R., ‘A conceptual framework for interpreting recorded human history’, NBER working
paper 12795 (2006), pp. 8 and 20, n. 9.

% Greif, Institutions, pp. 3945, explicitly disavows efficiency theories but devotes the remainder of his
book to models of medieval institutions that created ‘efficient’ agency relations (ch. 3, pp. 58, 61-2, 71,
80-2, 85, 87-8) and the ‘efficient’ volume of trade (ch. 4, pp. 93-4, 96-9, 107, 110-15, 117).
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and so served as a bond, allowing members to commit themselves to col-
lective action’.®

Yet a ‘conflict’ approach which incorporates the distributional activities of
institutions into its analysis without assuming such activities to be efficient
can explain many facts about pre-modern institutions that ‘efficiency’ views
cannot. A conflict approach would agree, for instance, that there is a good
economic reason for the long existence of serfdom. But this was not that it
efficiently solved market imperfections in public goods, agricultural innova-
tion, or investment. Rather, serfdom created an economy of privileges that
hindered efficient resource allocation in land, labour, capital, and output
markets. But although serfdom was profoundly ineffective at increasing the
size of the economic pie, it was highly effective at distributing large slices to
overlords, with fiscal and military side-benefits to rulers and economic
privileges for serf elites.®®

The ‘conflict’ view would also concur that there is a good economic
explanation for why strong peasant communes existed stably for centuries.
But this was not because they were efficient for the whole economy. Their
regulation of land-markets, migration, technology, settlement, and women’s
work often hindered the flexible allocation of resources, in ways so innu-
merable that village micro-studies are still uncovering their true extent and
implications. This not only diminished aggregate output but also brutally
narrowed the consumption and production options of poorer social strata,
women, minorities, and migrants. Strong communes persisted not because
they efficiently maximized the economic pie, but because they distributed
large shares of a limited pie to village elites (well-off peasants, male house-
hold heads), with fiscal, military, and regulatory side-benefits to rulers and
overlords.®’

The ‘conflict’ approach would also hold that there is a good economic
explanation for why craft guilds were widespread in Europe for many cen-
turies. But this was not because they were good for the whole economy.
Empirical micro-studies of guilds’ actual activities—as opposed to the rhe-
torical advocacy of their benefits in literature and legislation—show how
they underpaid employees, overcharged customers, stifled competition,
excluded women and Jews, and blocked innovation. Guilds were widespread
not because they were good for everyone, but because they benefited well-
organized interest groups. They made the pie smaller, but dished out large

%5 Greif, Milgrom, and Weingast, ‘Coordination’, pp. 749, 758.

%6 Dennison, ‘Did serfdom matter?’; Melton, ‘Enlightened seigniorialism’; Ogilvie, ‘Economic world’;
idem, ‘German state’; idem, ‘Communities and the second serfdom’; Dennison and Ogilvie, ‘Serfdom’;
Ogilvie and Edwards, ‘Women’. See also the essays in Peters, ed., Guisherrschaft; idem, ed., Gutsherr-
schaftsgesellschaften; and Kaak and Schattkowsky, eds., Herrschaft.

57 Dennison and Ogilvie, ‘Serfdom’; Melton, ‘Enlightened seigniorialism’, esp. pp. 688-706; Ogilvie,
State corporatism; idem, ‘German state’; idem, ‘Communities and the second serfdom’; Ogilvie and
Edwards, “Women’.
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slices to established male masters, with fiscal and regulatory side-benefits to
town governments and princes.®®

Finally, the ‘conflict’ view would agree that there is a good economic reason
why guild-like merchant associations existed so widely from the twelfth to—in
some societies—the nineteenth century. But it was not because they increased
aggregate output by guaranteeing commercial security or contract enforce-
ment. Rather, they limited competition and reduced exchange by excluding
craftsmen, peasants, women, Jews, foreigners, and the urban proletariat from
most profitable branches of commerce. Merchant guilds and associations
were so widespread and tenacious not because they efficiently solved eco-
nomic problems, making everyone better off, but because they efficiently
distributed resources to a powerful urban elite, with side-benefits for rulers.®’
This rent-seeking agreement between political authorities and economic
interest groups was explicitly acknowledged by contemporaries, as in 1736
when the ruler of the German state of Wiirttemberg described the merchant
guild that legally monopolized the national worsted proto-industry as ‘a
substantial national treasure’ and extended its commercial privileges at the
expense of thousands of impoverished weavers and spinners on the grounds
that ‘especially on the occasion of the recent French invasion threat and the
military taxes that were supposed to be raised, it became apparent that no just
opportunity should be lost to hold out a helping hand to [this merchant guild]
in all just matters as much as possible’.”

The conflict view is better than its rivals at explaining why institutions
often distribute resources to the powerful rather than maximizing aggregate
economic welfare. This is because the conflict view explicitly addresses the
problem of institutional externalities. Efficient outcomes are possible only if
all affected parties can negotiate their way (without serious problems of
asymmetric information) to a binding agreement. But binding agreements
pre-suppose an enforcing party with a monopoly of physical violence. And a
party with a monopoly of physical violence cannot itself make binding
agreements, since by definition there is no other party to enforce them.
Therefore a party with a monopoly of physical violence will be under
constant temptation to use that capacity to cheat, rob, or oppress others (or
to support institutional arrangements that coercively distribute resources
away from others), thereby inflicting externalities on them. If the monopoly
of violence is only local, there will be incentives for arms-race type invest-
ments in rivalry against other local monopolies of violence; such arms races
are classic examples of externalities leading to sub-optimal outcomes.

% For a more detailed exposition, see Ogilvie, ‘Use and abuse of trust’; idem, ‘Guilds’; idem, Bitzer
hving; idem, ‘Rehabilitating the guilds’; idem, ‘Can we rehabilitate the guilds? A sceptical re-appraisal’,
Cambridge working papers in economics 0745(2007) [URL: http://www.econ.cam.ac.uk/dae/repec/cam/
pdf/cwpe0745.pdf]; idem, ‘German state’.

% Dessi, R. and Ogilvie, S., ‘Social capital and collusion: the case of merchant guilds’, Cambridge
working papers in economics 0417 (Mar. 2004); Borner and Ritschl, ‘Individual enforcement’; Jones and
Ville, ‘Efficient transactors’; Ogilvie, ‘German state’.

0 Quoted in Troeltsch, Calwer Zeughandlungskompagnie, p. 84, n. 2.
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Sometimes rival contenders for local monopolies of violence can negotiate
an efficient compromise upheld by threats of retaliation. These outcomes are
efficient for the parties negotiating them, but they are capable of inflicting
high costs on third parties. Furthermore, they can easily break down as
circumstances change; for instance, through innovations in military technol-
ogy. For these reasons, we are likely to observe institutional externalities
whereby a particular institutional arrangement is efficient for the powerful
groups that monopolize coercion but inflicts high costs on the rest of society.
The conflict view, unlike its rivals, explicitly incorporates such institutional
externalities into its analysis.

VI

Now, it might be argued that conflicts over distribution could still give rise
to efficient institutions. The conflicting parties merely have to agree to let
those institutions prevail that will maximize the aggregate pie, and then
negotiate on the basis of their coercive power to decide how the slices should
be shared out. Indeed, there is an influential school of thought that argues
just this—that the efficiency implications and the distributional implications
of an institution are separable. According to this view, unequal distribution
of coercive power means that the economic institutions we end up with will
not be distributionally just, but motives of maximization combined with high
probability of bargaining means they will be efficient.”! But is this necessarily
so? No, for three reasons.

First, people may not know what institutions would most efficiently maxi-
mize the aggregate pie, and hence cannot agree about which to support. To
use an institution, you need not know that it is efficient, as Alchian pointed
out.”” But to reach an agreement and engage in bargaining over an institu-
tion, you do need to know it is efficient and worth the bargain. Could the
overlords and serfs of pre-modern Bohemia or the privileged merchants and
guilded weavers of pre-modern Germany really know that a certain set of
institutional rules would give everyone a bigger pie, over whose distribution
they could then bargain?

Second, as already discussed, individuals and groups may disagree about
the maximand. Should it be material consumption, leisure, longevity,
environmental amenities, social equality, religious observance, or socio-
economic stability? Did all the disparate agents of pre-modern Europe truly
agree that material output should be maximized, and then bargained over? If
fanatical religious Pietists and respectable village householders in early
modern Wirttemberg desired theocratic communities which banned
Sabbath work, usury, geographical mobility, gaudy clothes, and female inde-
pendence, while godless day-labourers and hungry spinners simply wanted

71 See Wittman, “Why democracies produce efficient results’; for counter-arguments, see Acemoglu,
‘Political Coase theorem’.
7 Alchian, ‘Uncertainty’, p. 214.
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rules that let them work, borrow, migrate, consume, and reside in ways that
maximized their material well-being, was there room for agreement over the
appropriate institutional framework?” Preferences diverge, and the institu-
tions efficient for achieving one set of ends may differ from those efficient for
achieving another. If this is so, then the fact that institutions are public goods
may preclude any agreement about which should prevail—even before
people think about bargaining over the distribution of the output produced
using those institutions.

The third obstacle to separating the efficiency of an institution from its
distributional impact is that, as already mentioned, holders of coercive power
cannot credibly commit to refraining from using it to redistribute resources
to their own advantage ex post (that is, after a certain set of institutions has
been established), no matter what distributional agreement they might have
made ex ante.”* That is, if existing holders of coercive power cede some power
so as to bring more efficient institutions into existence, the new holders of
power cannot credibly commit to respecting the distributional agreement
made before the cession of power. For example, if feudal overlords agreed to
abolish their legal rights over land, labour, capital, and output markets, in
return for serfs continuing to deliver the lion’s share of agricultural output to
the lords, what was to prevent serfs from walking away with the spoils, once
delivered? If guild masters agreed to open up access to their craft and allow
competition to bid down the prices of their wares and bid up the costs of
their inputs, in exchange for promises that they would continue to receive a
stream of payments in lieu of those rents, what was to prevent customers,
employees, and new entrants from refusing to deliver these payments once
the coercive institutional framework had been abolished? And how could serf
overlords, or guild masters, credibly commit to going on making transfers to
rulers once they no longer enjoyed the institutional privileges those transfers
had purchased?

These three obstacles appear fatal to the programme—on which any
efficiency theory must rely—of separating efficiency from distribution. They
are inextricably fused. Some have suggested that coercive enforcement of
rules must itself be explained endogenously as the outcome of a series of
interactions that can be modelled as games.” But any such process is
constrained by the same three obstacles just cited. If no credible commit-
ment can be made, then an outcome requiring it cannot be reached by
players, even in an infinite series of games. The burden is surely on those who
entertain such speculations to explain how a coercion-free process could
arrive at stable institutional equilibria. Until such an argument, backed by
convincing evidence, is forthcoming, historians and economists will cer-
tainly continue to regard coercive enforcement and social conflict over its
exercise as fundamental parameters in their discussion of institutions.

” For evidence to the contrary, see Ogilvie, Bitter living.
7 See Acemoglu, ‘Political Coase theorem’.
> Aoki, Institutional analysis; Greif, Institutions.
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Thus because efficiency cannot be separated from distribution by a politi-
cal analogy to the Coase theorem, there is no reason to believe that the
economic institutions we actually observe will be those that are most effi-
cient (that is, that maximize the size of the pie). Instead, they will be those
that result from rent-seeking struggles and thus reflect the distribution of
coercive power in the society. This creates clear possibilities for inefficient
economic institutions to persist over time, because they affect the distribu-
tion of resources. That in turn affects the distribution of coercive power,
which in turn further shapes economic institutions, and so on.

VII

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

I have argued that the conflict approach explains institutional features—
particularly institutional externalities—which its rivals cannot. But this is not
to reject a possible role for other variables. Increasing the aggregate size of
the pie is clearly attractive to most (if not all) social groups, so long as the size
of their own slice does not shrink. So if two institutional arrangements have
similar distributional implications, I would expect the more efficient to win
out. Beliefs and values clearly affect people’s motivation to follow institu-
tional rules. So if two institutional arrangements have similar distributional
implications, I would expect the one that better accords with the pre-existing
beliefs and values of the culture (or its dominant groups) to be adopted and
to help replicate those beliefs and values. And every model has an error term,
which consists not just of measurement error but also of random distur-
bances. Especially where coercive power is distributed unequally with much
power in the hands of small groups or individuals, stochastic shocks and path
dependencies will affect outcomes. In such circumstances, I would expect
accidents of personality, technology, weather, discovery, and disaster some-
times to change the distribution of coercive power and thereby influence
institutions, even though in normal circumstances non-stochastic factors
would play a greater role.

A multivariate approach to explaining institutions is thus perfectly con-
sistent with economic reasoning. Such an approach does justice to more
economic features of institutions than just their efficiency. It takes account of
their distributional implications and their evocation of conflict. It pays
attention to the way beliefs and values motivate compliance with institu-
tional rules. And it recognizes the sensitivity of institutions to random events.

A multivariate approach, I would argue, also offers more promising ways
of addressing four additional challenges facing any economic theory of
institutions, which I now propose to discuss. First, institutions do many
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things, so it is highly misleading to focus selectively on some of those
activities and evaluate their efficiency in isolation from all the other things
those institutions do. Second, institutions often exclude people from certain
activities, leading to black markets and shadow economies. These institu-
tional externalities need to be incorporated into analysis. Third, institutions
do not exist in isolation from a whole interlocking framework of institutions,
which our analysis must somehow take into account. Finally, how can we do
justice to the interplay between inward beliefs and values on the one hand
and institutional rules on the other?

VIII

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

This is illustrated by efficiency models of serfdom, each of which focuses
solely on the specific aspect it sees as efficient. Thus North and Thomas
focus on provision of public goods by overlords with a comparative advan-
tage in providing ‘protection’. Fenoaltea concentrates on the introduction of
agricultural innovations by overlords more highly informed than peasants.
And scholars of the early modern ‘second serfdom’ focus on strategic invest-
ment by enlightened manorial administrators based on economies of scale in
accumulating capital and information.”® Leaving aside whether serfdom
really did bestow these benefits—which has been questioned—we must also
ask what else serfdom did. When we do this, a grimmer picture emerges.
Serfdom distorted labour markets by entitling overlords to levy coerced
labour, compel serfs to work at below-market wages for privileged employ-
ers, prevent serfs from migrating freely, and force them to migrate against
their will. Serfdom distorted land markets by giving overlords power to
mandate land repartitions, prohibit farm divisions, intervene in inheritance,
prevent land sales, prohibit mortgages, eject farmers from holdings,
and refuse to enforce contracts. Serfdom distorted capital markets by

6 On this see, for instance, Hagen, Ordinary Prussians, pp. 280-333, 646-54; and a number of the
essays in Kaak and Schattkowsky, eds., Herrschafft.
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empowering overlords to override private credit agreements, refuse to
enforce debt contracts, and destabilize the property rights needed to secure
peasant loans. Serfdom debilitated product markets by licensing monopolies
and monopsonies, obliging serfs to offer output to overlords at below-market
prices, and forcing serfs to purchase demesne output at above-market
prices.”’

It might be argued that not all variants of serfdom involved all these
distortions. But while we might observe variants of serfdom in which some
of these inefficiencies were less far-reaching, we never observe a serf system
without any manorial intervention in factor or product markets. After all,
how could serfdom have created the benefits claimed by the efficiency
models—providing protection, introducing innovations, or encouraging stra-
tegic investments—without the coercive power that enabled overlords to
distort markets? The comparative advantage of overlords in providing pro-
tection to serfs was also a comparative advantage in coercively intervening in
serf transactions. Insofar as overlords did not have enough coercive power to
distort markets, they also lacked the power to provide protection. The
supposed efficiency gains from overlords’ ability to push through agricul-
tural innovations relied on their power to intervene in labour and land
markets, specifically to engross peasant land and levy forced labour services.
The efficiency gains from overlords’ superiority in accumulating capital and
agronomic information derived from the rents they extorted by coercively
intervening in factor and product markets. The general lesson is not to jump
to conclusions about the economic benefits of an institution without anal-
ysing everything it does. If some of its activities produce benefits, do those
depend on other activities that impose costs? If they do, then we have to
assess both costs and benefits.

The same problem arises with efficiency views of craft guilds. Each model
focuses on a single guild activity—controlling quality, transmitting skills,
regulating technology—while ignoring others. Leaving aside whether guilds
really did generate all these benefits—which even some efficiency theorists
question—we must also ask what else guilds did. Most guilds engaged in a
wide variety of interlinked economic, social, political, religious, and cultural
activities. Guilds typically distorted labour markets, forbidding non-
members to practise the craft, excluding many applicants from admission,
charging discriminatory entrance fees, and legally fixing wages. Guilds dis-
torted markets for physical capital and real estate by prohibiting sales of
equipment and workshops to non-members. Guilds distorted product
markets by claiming legal monopsonies over raw materials and intermediate
products, legal monopolies over output, and the right to fix prices for both
inputs and outputs. Guilds engaged in political rent-seeking and offered
benefits to rulers in return for market privileges. And guilds engaged in

7" QOgilvie, ‘Economic world’; Dennison, ‘Did serfdom matter?’; idem, ‘Economy and society’; Ogilvie,
‘Communities and the second serfdom’; Ogilvie and Edwards, ‘Women’; Peters, ed., Guzsherrschaft; idem,
ed., Guisherrschaftsgesellschaften; and Kaak and Schattkowsky, eds., Herrschaft.
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cultural display, sociability, religious observance, and other ‘motivational’
activities.”

As in the case of serfdom, it might be argued that craft guilds were highly
heterogeneous and not all of them distorted markets in their members’
interests. Surely some guilds were flexible and efficient? But the only Euro-
pean craft guilds that lacked the capacity or motivation to intervene in
markets to capture rents for their members—Dutch and English guilds after
¢.1560 are most often instanced—also lacked the ability and desire to inter-
vene in markets to enhance efficiency. Thus, for instance, guilds could only
control quality by enforcing a legal monopoly over certain wares; this nec-
essarily involved intervening in markets for labour (forbidding non-members
to practise) and products (preventing non-members from selling output).
Likewise, guilds could only ensure training by intervening in labour markets,
and in particular by excluding non-apprenticed workers and monitoring the
background of youths admitted to apprenticeship. Similarly, guilds could
only encourage technological knowledge by securing monopoly rents for
members, enforcing apprenticeships to transmit techniques, compelling
journeymen to travel, and insisting on spatial clustering. Guilds cannot
simultaneously have been unable to enforce inefficient regulations but able
to enforce efficient ones. Their very ability to promote efficiency was insepa-
rable from their capacity to cause inefficiency.” In short, we cannot focus on
a single institutional activity around which we can build an efficiency model.
We have to scrutinize everything an institution did, and only then weigh up
its economic impact.

A final illustration is provided by models of merchant guilds that focus
solely on those of their activities which are supposed to have made long-
distance trade more efficient—guild boycotts against rulers or guild enforce-
ment of collective reprisals. Leaving aside whether merchant guilds really did
provide these benefits, we must ask what else they did. Like craft guilds,
merchant guilds engaged in a whole range of activities. They successfully
lobbied rulers for a wide array of legal privileges to trade exclusively in
certain wares and locations, exclude non-members from trade, limit mem-
bership numbers, and restrict competition among members. They limited
entry, making admission contingent on citizenship, ethnicity, religion,
gender, residence, wealth, reputation, approval of existing members, and
ability to pay entrance fees. Those they excluded, particularly craftsmen and
foreign traders, engaged in a bitter socio-political struggle against the legal
privileges of merchant guilds, and formed their own guilds partly to lobby
for countervailing privileges from rulers.®

Again, it might be argued that merchant guilds varied enormously across
Europe. Surely not all of them necessarily engaged in such efficiency-

8 Qgilvie, State corporatism; idem, ‘Use and abuse of trust’; idem, ‘Can we rehabilitate the guilds?’ (see
above, n. 68).

" For a detailed exposition, see Ogilvie, ‘Guilds’; idem, ‘Use and abuse of trust’; idem, ‘Can we
rehabilitate the guilds?’ (see above, n. 68).

80 See Dessi and Ogilvie, ‘Social capital and collusion’ (see above, n. 69).
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reducing activities? But this raises two questions. First, why would merchant
guilds refrain from rent-seeking activities that benefited their members?
Second, were merchant guilds’ efficiency-enhancing activities actually sepa-
rable from their efficiency-reducing ones? Even efficiency theorists tacitly
acknowledge that they were not.®! Thus, for instance, a merchant guild could
credibly threaten a ruler with a boycott only if the guild exercised some
market power in that ruler’s polity. It could only force its members to comply
with such a boycott by securing their loyalty with monopoly rents and
penalizing those who sought to free-ride. Likewise, contract enforcement
through the ‘collective responsibility system’ required merchant guilds to be
able to regulate entry, motivate members with monopoly rents, and penalize
free-riders by excluding them from rents. To coordinate members and nego-
tiate credibly with rulers, a merchant guild had to enjoy the legal right to
intervene in markets. Once it had these rights, why should it refrain from
using them to redistribute resources in favour of its own members, even if
that reduced aggregate welfare for the economy at large?

It is undoubtedly possible to find some respect in which Stalin’s collec-
tivization or the Vietnam War were efficient, but historians would rightly be
indignant if one left it at that, without acknowledging the costs of these
projects. The general lesson is that one and the same institution will typically
engage in a wide variety of activities, so it will have a wide variety of effects.
Some will enhance economic efficiency, some will harm it, and some will
leave it unaffected. We cannot assume in advance that all its activities will be
efficient (or inefficient). Any economic theory of institutions must take into
account that an institution engages in many activities, which all have to be
assessed, and may not be separable. Efficiency in one sphere may only be
bought at the cost of inefficiency in another and the net effect is not obvious.

IX

Any useful economic theory of institutions must also take into account the
fact that institutions often exclude people from their benefits—or even from
entire spheres of economic activity. The pre-industrial economy in particular
was characterized by ‘limited-access’ institutions that coercively limited eco-
nomic entry in order to create rents for the powerful, while excluding the
vast mass of economic agents. Limiting access not only affects distribution.
It also affects efficiency, because it creates incentives for the excluded to
violate institutional rules by moving into the informal sector. Informal
economic activity is better than none at all, but typically imposes higher costs
and risks than if the same agents could do the same things through formal
institutions. So a key feature of any formal institution is what kind of
informal sector it creates.

81 Greif, Institutions, pp. 100-5, acknowledges that merchant guilds’ monopolies were essential to their
ability to negotiate with rulers, but ignores their efficiency effects.
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Serfdom, for example, prevented serfs from allocating labour, using land,
borrowing capital, or selling output as they chose. Either they were excluded
from these markets altogether, or participation was conditional on following
institutional rules so costly that few could afford to comply. This did not
mean serfs refrained from transacting in markets altogether. Studies of
serfdom ‘from below’ show serfs selling their own labour, hiring other serfs
to work their own plots or do their manorial corvée, and even engaging in
migrant labour—ignoring or violating the rules of serfdom. On the Russian
serf estate of Voshchazhnikovo in the late eighteenth and early nineteenth
century, for instance, Dennison has demonstrated the existence of a ‘semi-
formal system of property rights and contract enforcement’ which was used
by large numbers of local serfs, including many of the poorest.®? Parallel or
illegal markets in labour, real estate, credit, foodstuffs, raw materials, and
craft wares are visible in the shadows surrounding formal manorial regula-
tions in a wide variety of serf economies across pre-modern Europe.®

Such findings are sometimes used by efficiency theorists to claim that
apparently restrictive manorial regulations had no real effects and hence that
serfdom really was efficient. Thus North and Thomas claimed that restric-
tions on emigration under serfdom could be evaded and hence cannot have
impaired efficiency.®* Likewise, some recent studies of the ‘second serfdom’
in eastern Europe claim that manorial controls on serf land transactions
could be circumvented and hence serfdom did not significantly constrain
efficiency.® But although manorial restrictions on labour and land markets
could be avoided, evasion was not costless.®® Illegal migration meant aban-
doning land, non-portable possessions, local inheritance and debt claims,
familial ties, and social networks. Illegal labour contracts were unenforceable
and often exploitative. Illegal land transactions meant risking manorial and
communal sanctions, being unable to enforce contracts legally, and living
with insecure property rights. High costs and risks deterred the marginal
transaction, reducing exchange and causing deadweight losses. Institutional
regulations could indeed be evaded, but evasion was costly to the individual
and inefficient for the economy.

Other pre-modern institutions also limited access. Village communities
restricted mobility of citizens and outsiders, and regulated occupations,
wages, residence, and consumption choices of women, servants, and the
lower social strata. Guilds reserved craft work solely for members and
excluded many applicants for admission. As with serfdom, efficiency theories

82 Dennison, ‘Did serfdom matter?’, p. 89.

83 Ibid.; Dennison and Ogilvie, ‘Serfdom’; Ogilvie, ‘Economic world’; Hagen, Ordinary Prussians; and
the essays in Peters, ed., Gutsherrschaft; idem, ed., Gutsherrschaftsgesellschaften; and Kaak and Schatt-
kowsky, eds., Herrschaft.

84 North and Thomas, ‘Rise and fall’, pp. 778-81; for criticisms, see Fenoalta, ‘Rise’, p. 387.

8 Hagen, Ordinary Prussians, pp. 137-45, 151, 183, 596-601, 649—54; Stefanova, ‘Erbschaftspraxis’,
ch. 4.

86 Dennison, ‘Did serfdom matter?’, pp. 83-9; Dennison and Ogilvie, ‘Serfdom’; Ogilvie, ‘Economic
world’; idem, ‘Communities and the second serfdom’.
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seek to dismiss these limitations on access, claiming that ‘barriers to entry
were porous, and controls over input markets could be circumvented eas-
ily’.®” Restrictions were certainly evaded, but evasion was not costless. Non-
citizens who sought to live in a commune illegally had to avoid official notice,
work in the black market, avoid enforcing transactions against legal citizens
for fear of being reported, and constantly fear imprisonment or expulsion.
Women, Jews, or other outsiders who illegally worked at guilded crafts could
not enforce their contracts and risked sanctions if detected. Illegality was so
costly that ‘informal’ workers constantly sought to satisfy entry requirements
of formal institutions, which were in turn fixed at high levels precisely to
limit entry and generate rents for insiders. Enthusiasts for guilds and com-
munes often dismiss these entry barriers as low.®® But they loomed large in
the eyes of applicants, as shown by desperate petitions for dispensation. They
also affected fundamental life decisions such as marriage and settlement, as
shown by examples such as the young German village weaver refused per-
mission to marry in 1785 on the grounds that he ‘was in no sort of position
even to raise the community citizenship and guild mastership admission
fees’.® Van den Heuvel’s recent study of a Dutch shopkeepers’ guild liberal
enough to admit independent female masters demonstrates that even liberal
admissions policies constrained poor applicants, whose admission took off
spectacularly in 1753 when the authorities compelled the guild to lower its
entry fees.”® Institutional barriers to entry thus constituted binding con-
straints, and black-market work was so unattractive that even poor people
were willing to pay to move into the formal sector.

Modern LDCs show the same pattern. Formal institutions limit access to
property rights, contract enforcement, credit markets, and work permits. To
make a living, excluded groups have to break institutional rules, shifting their
economic activities into grey markets—or black ones. Initially, development
economists rather romanticized the black market, christening it the ‘informal
sector’ and celebrating its social openness and economic dynamism. Recent
assessments are more sobering. The informal sector does offer the
excluded—often a majority in society—opportunities better than those they
can obtain under formal, limited-access institutions. But these opportunities
are still poor. The informal sector does have huge economic dynamism,
compared to the costly rigidities imposed by formal institutions. But this
dynamism is ultimately choked off by poor contract enforcement and prop-
erty rights. Risks are high, information is poor, violence and theft are
common, time-horizons are short, workers are unprotected, and investments
in physical and human capital are limited.’’ Formal institutions that create

87 Richardson, ‘Guilds, laws, and markets’, p. 3.

88 For example, Stabel, ‘Guilds’, p. 211.

89 Hauptstaatsarchiv, Stuttgart, Germany, A573 Bii. 6948, 17 May 1785.

9 Van den Heuvel, D., Women and entrepreneurship, pp. 166-74.

! See De Soto, Other path; Schneider, F., ‘Shadow economies and corruption all over the world’, IZA
discussion paper 2315 (2006); International Labour Office Mission, ‘Informal sector’.
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large informal sectors thus impose inefficiencies on the whole economy.
They may also block economic change. As Dasgupta has trenchantly
observed, informal institutions may bring benefits in less developed econo-
mies, but one should not be ‘distracted from asking if their continued
existence could prevent more productive social arrangements from becom-
ing established, say, in the shape of formal markets. One can even ask
whether informal institutions were ever as good as they are frequently made
out to have been’.”?

Any theory of institutions must not merely look under the streetlights of
the formal sector, therefore, but also venture into the alleys of the shadow
economy. Every formal institution creates an informal counterpart, if only
because every law creates a crime. But where formal institutions limit
access—which most pre-modern ones did—they create much larger infor-
mal sectors because they turn entire social groups into potential criminals.
Efficiency models usually assume that pre-modern institutions generated
benefits for insiders which spilled over as positive externalities for the rest of
society—that guilds or communes created the basis for later market econo-
mies. But what if it was the reverse? Closed-access institutions, to generate
more enticing rents for insiders, had perpetual incentives to push an ever
larger share of economic activity into the informal sector, strangling eco-
nomic growth. An institution must be assessed partly in terms of the shadow
it casts.

X

A third desideratum for any theory of institutions is to recognize the impor-
tance of self-sustaining institutional frameworks. Efficiency approaches typi-
cally focus on one institution at a time: serfdom, the commune, the guild, the
property rights system. But institutions do not exist in isolation. Can we
really explain any given institution without looking at the wider framework
of other institutions surrounding it?

This question came to the fore in the 1990s, when economists were
surprised to observe successful western institutions—secure private property
rights, impartial contract enforcement—{failing to take root in many transi-
tion economies. What was wrong? Two stumbling blocks emerged. First,
beneficiaries of existing institutions had the incentive and the power to resist
innovations that threatened the status quo. Second, existing institutions were
held in place by an interconnected framework of other institutions. Typically,
the institutions of a society have coexisted for centuries, continually evolving
a division of activities, supporting one another in all sorts of ways. These
ways may not necessarily be efficient, but they are often self-sustaining.
Taking a solitary institution out of its original institutional framework (which
may have helped to sustain it), and seeking to transplant it into a quite

92 Dasgupta, ‘Social capital’, p. 310.
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different framework (which may even resist its encroachment), is not
unlikely to fail.”?

The interdependency of individual institutions within a wider framework
has been recognized by some studies of European economic institutions.
The European family system, according to Laslett, was interdependent
with labour markets for youths and women, credit markets to amass
savings, and collective rather than kin-based provision of insurance and
pensions; this whole interlinked institutional system, Laslett speculates,
contributed to early industrialization and capitalism.’® The community-
based welfare system in pre-industrial England, according to Solar, was
interdependent with labour markets, land markets, credit markets, and the
nuclear family system; this distinctive framework, he argues, may have fur-
thered economic growth in the centuries before industrialization.”” Cross-
country comparisons, according to Acemoglu and Johnson, suggest that
favourable ‘contracting’ institutions (those regulating interactions between
private citizens) may be partially interdependent with favourable ‘property
rights’ institutions (those constraining the behaviour of political and eco-
nomic elites).®

If such interdependencies are widespread, then we cannot study one
institution in isolation. We have to look at entire institutional frameworks.
When we do so, we may find that there are inherent complementarities
between certain institutions, and that a whole cluster of institutions may be
mutually reinforcing. The historical clusters described by Laslett, Solar, and
Acemoglu and Johnson were all efficient. But self-reinforcing institutional
frameworks might also be inefficient. In modern LDCs, for instance, reten-
tion of existing techniques and institutions despite alternatives that are
known to be more productive is ascribed to institutional interlinkages among
markets. Any innovation would disequilibrate an entire system of interlinked
markets, and so is rejected unless it provides substitutes for everything it
threatens to displace.’” Whether self-reinforcing institutional frameworks are
efficient or not, they are analytically essential to understanding the origins
and economic impact of any individual institution.

XI

A final desideratum for any economic theory of institutions is to do justice
to the interplay between inward beliefs and values on the one hand and
institutional rules on the other. As efficiency theories came under fire,
economists began to cast about for surrogates. One popular choice was the
cultural approach. The Achilles heel of the efficiency theory, this argument

9 North, Institutions, pp. 7-8, briefly mentions institutional frameworks but emphasizes ‘imperfect
subjective models’ as the explanation for institutional persistence.

4 Laslett, ‘European family’.

9 Solar, ‘Poor relief’, esp. p. 16.

% Acemoglu, D. and Johnson, S., ‘Unbundling institutions’, NBER working paper 9934 (2003).

°T On ‘interlinked factor markets’, see Basu, Analytical development economics, chs. 13—14.
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goes, was to ignore what went on inside people’s heads—beliefs, values, and
mental models. If we brought these into our toolkit, might we construct
better models of how institutions work?

So North progressively abandoned his efficiency theories in the course
of the 1980s, espousing the view that institutions evolved not because they
were efficient but because they were fostered by the ‘mental model’ of a
particular culture.’® Thus efficient economic institutions were generated by
good mental models in the western world, and less efficient institutions by
different mental models in ‘primitive societies’, or early modern Iberia, or
the present-day Third World.”® Other economic historians underwent an
even more far-reaching reorientation, as we have seen, advocating an
‘endogenous-culture’ approach which defined an institution as a system of
rules and cultural beliefs, in which beliefs were the dominant compo-
nent.'” Thus Greif counterposed the ‘collectivist’ cultural beliefs of the
medieval Maghribi traders (‘non-Muslims who adopted the values of the
Muslim society’) with the ‘individualistic’ culture of the Genoese.'”
Despite facing the same technology and the same commercial opportuni-
ties, the two groups adopted widely differing solutions to the problem of
contract enforcement, with the Maghribis choosing institutions that pro-
vided collective enforcement while the Genoese chose ‘legal, political, and
(second-party) economic organizations for enforcement and coordination’.
The only possible explanation for this, according to Greif, is that the
Maghribis held collectivist beliefs and the Genoese held individualistic
ones. This in turn led to long-term economic decline for the collectivist
Maghribis and economic dominance by the Genoese and their individu-
alistic fellow Italians. From this, Greif draws conclusions for the present-
day less developed world: ‘the Maghribis’ institutions resemble those of
contemporary developing countries, whereas the Genoese institutions
resemble the developed West, suggesting that the individualistic system
may have been more efficient in the long run’.!*

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

%8 See North, Structure, pp. 45-58, 204-5.
9 North, Institutions, pp. 9, 34-5.

190 Greif, Institutions, pp. 39, 45.

101 See esp. ibid., p. 279, also chs. 3 and 9.
192 Tbid., pp. 300-1.
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Here, finally, the ‘dismal science’ has advanced a theory—that economic
well-being is ultimately a matter of cultural beliefs and values—which
Thomas Carlyle, with his view of ‘wise’ whites and feckless blacks, would
have heartily embraced. But does this ‘cultural efficiency’ theory solve all our
problems? Frankly, I do not think that this is an adequate way to incorporate
cultural beliefs and values into economics, and I am particularly concerned
about the suggestion that institutions should be defined as consisting of
systems of beliefs as well as (or instead of) systems of rules.

For one thing, inwardly held beliefs, values, norms, and mental models are
extremely difficult to observe. Although beliefs are incorporated into game-
theoretic models somewhat differently from norms, they share a key analytical
characteristic: by definition, they exist inside people’s heads and outside
observers can measure them indirectly, at best. What people say they believe
or value or find normal does not provide an accurate picture of the beliefs,
values, and norms on which they take action. It is precisely this, indeed, that
gave rise to the crucial analytical distinction in economics between ‘stated’
and ‘revealed’ preferences. Even economists working on modern societies,
with inconceivably rich datasets on people’s beliefs, preferences, attitudes,
political affiliations, religion, ethnicity, language, and nationality, differ fun-
damentally about whether it is possible to identify an independent role for
cultural beliefs and values, because those are so interdependent with other
variables—among which the institutional rules of the society figure predomi-
nantly.'”® As endogenous-culture theorists themselves admit, regarding
inward beliefs or preferences as part of institutions gives rise to empirical
indeterminacy, since the ‘rules’ component of institutions is observable and
the ‘norms’ component is unobservable: this means that ‘we cannot study
institutions inductively based on their observable components’.!**

Nor do we have any generally accepted explanation for norms and beliefs.
‘Cultural efficiency’ models either turn a blind eye to this problem, or invoke
ad hoc speculations such as Greif’s statement (buttressed by ample reference
to Freud) that ‘norms link transactions between the superego and the ego
or id’.'*

If inward beliefs and values are largely unobservable and unexplained in
modern economies, how much more so are they in historical ones? How
much do we really learn from an approach whereby we plug something we
cannot observe and cannot explain into our model as an assumption, and it
influences the institutional equilibrium we obtain on the other end? If we are
going to postulate that beliefs are the linchpin of institutions, and that it is
they rather than the formal rules that matter, then we should propose this as
a hypothesis for testing, rather than accepting it as an assumption on which

193 For diametrically opposed views, see Acemoglu, Johnson, and Robinson, ‘Institutions’, pp. 401-2,
424-5, and Guiso, Sapienza, and Zingales, ‘Economic outcomes’.

194 On unobservability of cultural norms, see Greif, Institutions, p. 20; North, Institutions, p. 43.

195 Greif, Institutions, p. 48 with n. 19, p. 145. North, Institutions, p. 87, admits the absence of any theory
of cultural change.
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to build our explanations. If we want to test it, then we need to develop more
sophisticated ways to think about beliefs and values, devise rigorous methods
to observe and measure them, explore how they affect people’s economic
choices, and explain how they are formed.

A further problem with ‘cultural efficiency’ approaches is their arbitrary
definition of some cultures as holding beliefs and values that are economi-
cally ‘good’—Protestant diligence, English individualism, European ratio-
nality. The implicit assumption is that all the beliefs and values of such ‘good’
cultures yield ‘good’ institutional rules that lead to ‘good’ economic out-
comes. But can we just assume this? Do we not at least have to consider the
possibility that any culture is a mixture, with some of its beliefs and values
benefiting economic performance and others harming it? At the risk of
repeating a cliché, individualism is thought to encourage positive economic
outcomes such as flexible resource allocation and rapid innovation. But
individualistic cultures are also thought to value family and communities
bonds less, bringing negative outcomes such as crime, addiction, and
divorce. If we are going to pursue cultural efficiency models, we need much
more rigorous theories—and preferably also empirical findings—about
which beliefs and values are economically beneficial, in what ways, and
whether they always coexist in the same culture.

Finally, even if there were economies—whether historical or modern—
where we could observe inwardly held beliefs and preferences in some
meaningful way, and where we could know for sure that these beliefs and
values were economically relevant, it is still not clear that regarding beliefs
and values as a component of institutions would help us explain differences
in economic outcomes. For example, much of the women’s history literature
argues that restrictions on females in pre-industrial economies were caused
by ‘patriarchal’ beliefs and values. But, as I have discussed elsewhere, ‘patri-
archal’ attitudes were universal in early modern Europe. In practice,
however, indicators of female economic autonomy varied significantly across
European economies. Female household headship and labour force partici-
pation were significantly lower where guilds, communities, and manorial
systems provided male elites with institutional powers to enforce ‘patriar-
chal’ beliefs in pursuit of rents for themselves. In the Netherlands and
England, such institutions were weak or missing, and women’s economic
position measurably better. The same patriarchal beliefs and values coexisted
with different institutional rules and divergent economic outcomes.'*® Like-
wise, Acemoglu et al. have pointed out that ‘British’ cultural beliefs gave rise
to very different economic institutions in different colonies. In densely
settled societies such as India and the Caribbean, British culture gave rise to
highly oppressive economic institutions devoted to extracting resources from
the indigenous population. In sparsely populated areas such as the northern
United States, Canada, and New Zealand, British culture gave rise to

196 Ogilvie, Bitter living; Ogilvie, “Women and labour markets’.
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beneficent economic institutions that enforced contracts, protected property
rights, and encouraged investment.'”” The same ‘British’ beliefs and values
coexisted with different institutional rules, giving rise to divergent economic
outcomes. Very recent history throws up even more striking examples:
Korean culture, for instance, has given rise to different institutional rules and
widely divergent economic outcomes in North and South Korea.

Such examples pose two serious problems for cultural approaches to
institutions. First, if the same cultural beliefs coexist with different rules, and
this gives rise to different economic outcomes, then can beliefs really be the
‘linchpin’ of economic institutions? Second, is it really analytically helpful
to view inwardly held beliefs as being identical to—or inseparable
from—externally imposed rules? Either these are analytical categories, or
they refer to empirical categories of mental and social objects. If the former,
then we must judge the models concerned by their empirical predictions
(which, I argue, fail). If the latter, then fusing them prevents us from
determining whether there are cases where outcomes are determined by one
without the other.

One might ask whether it is truly important to know whether beliefs or
rules are driving institutions. Surely one can think of them simply as the
‘informal’ and ‘formal’ ends of the same spectrum of humanly devised
constraints on behaviour? Does it really matter which part of this spectrum
brings about a particular institutional equilibrium? I think it does matter;
indeed, I think it has far-reaching implications for understanding how
economies can grow and develop. If achieving better economic outcomes
just requires better formal rules, then any culture can do it, and it is just a
question of figuring out the practical barriers to introducing better rules.
This may not be easy, but it is in principle possible. But if achieving better
economic outcomes requires changing people’s beliefs and values, then this
implies one of two deeply worrying policy alternatives. Either we just accept
that some cultures will always stay poor, or we advocate policies to eradicate
‘bad’ beliefs and values, or transform them (by force, if necessary) into
‘good’ ones. These are rather hair-raising policy conclusions to derive from
an explanatory variable—cultural beliefs and values—which even its enthu-
siasts admit is unobservable and unexplained.

I would therefore make a modest proposal about how to deal with culture.
The study of institutions is, and should remain, an empirical matter. To this
end, I suggest that we retain the empirically useful distinction between
(observable) rules and (unobservable) beliefs, and that we try to explain as
much as possible in terms of observable variables—such as rules and their
distributional implications—before resorting to unobservable differences
between cultural beliefs.

107 Acemoglu, Johnson, and Robinson, ‘Institutions’, pp. 424-5.
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XII

So where does this leave us in explaining economic institutions? The entire
passage of Alexander Pope’s ‘Essay on Man’, culminating in the line quoted
in my title, is a crescendo of faith in the idea that there is an underlying
system behind the apparent disorder of nature. For this reason, these lines
are often held to epitomize the Enlightenment belief in science. Certainly,
the belief in an ordered universe as laid out in the ‘Essay on Man’ has proved
profoundly attractive to social scientists seeking to account for something so
messy as the human condition.

But if you look more closely at these six famous lines, they fall into two
quite different halves. The first half indeed exhorts us to engage in rational
inquiry:

All Nature is but Art, unknown to thee;
All Chance, Direction, which thou canst not see;
All Discord, Harmony, not understood;

We are implicitly urged to question what is apparently natural, accidental,
and chaotic, to replace what is unknown, unseen, and not understood with
a reasoned understanding of the true order underlying it all.

But in the next three lines, Pope subtly shifts his ground. Now we find
ourselves being invited to accept things on faith:

All partial Evil, universal Good:
And spite of Pride, in erring Reason’s spite,
One truth is clear, “Whatever is, is right’.

We are urged to reject human reason as a manifestation of pride, and instead
simply to believe in the moral rightness of the order that will be uncovered.

The first of these views is indeed consistent with the Enlightenment
origins of economics—the idea that everything in the world is explicable to
human inquiry. These Enlightenment roots have taken us a long way in
explaining human action. But believing that things are in principle explicable
does not entail believing that they are right. Just as ‘rightness’ (functioning
for ends that are morally good) is only one possible explanation for ‘nature’,
so ‘efficiency’ (functioning for ends that benefit everyone) is only one pos-
sible explanation for institutions.

Economic approaches to historical institutions have been partially dis-
credited, I believe, by a widespread tendency to confuse the view that
‘institutions exist for a reason and we can find out that reason’ with the belief
that ‘institutions exist for a reason and that reason is that they are good’.
Empirical studies have provided rich evidence that economic models based
on the view that ‘whatever is, is right’ do not adequately explain the rise,
functioning, survival, or decline of the pre-industrial institutions to which
they have been applied.

Does this mean that economic historians should once again retreat to the
golden age in which we concentrated on geographical and technological

© Economic History Society 2007
Economic History Review, 60, 4 (2007)



ECONOMIC INSTITUTIONS 681

constraints, and leave messy social phenomena such as institutions up to
other disciplines?

My answer is ‘no’. I have argued here that there are alternative
approaches to institutions which are fully consistent with economic rea-
soning. In particular, ‘conflict’ models offer promising and hitherto hardly
explored perspectives for explaining institutions in terms of their distribu-
tional implications and the socio-political struggles to which these give
rise. Even more work remains to be done on both ‘accidental’ and ‘cul-
tural’ models. The conditions under which institutions are affected by sto-
chastic processes and path dependency need to be carefully defined and
explored. Cultural models face even more serious challenges. First, they
must develop more rigorous approaches to identifying, measuring, and
explaining people’s beliefs and values. Second, they still too often degen-
erate into ‘cultural efficiency’ models, implying that the ‘right’ cultural
norms give rise to the ‘right’ institutional rules which then have the ‘right’
economic outcomes. We need to determine which cultural beliefs and
values (if any) are economically relevant, whether economically ‘good’
values always coexist in the same culture, and what are the policy impli-
cations of cultural determinism.

Whatever explanatory models we develop will only succeed if they can
tackle three further challenges. First, they need to weigh up the different
efficiency implications of the multiple activities typical of any institution.
Second, they need to examine the extent to which institutions limit access
and push economic activity into the informal sector, thereby harming both
efficiency and equity. And finally, they need to recognize that institutions are
embedded in broader institutional frameworks that themselves require eco-
nomic analysis.

Although institutions are indeed very messy, that just makes them more
interesting, in ways we have hitherto hardly begun to explore. The last 800
years of economic history potentially holds important lessons for building
institutions today. Economic history does not show that ‘whatever is, is
right’. But perhaps we can adopt a more modest motto, and one truer to our
Enlightenment roots, and declare that ‘whatever is, is explicable’.
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