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1. Introduction

“Institutions keep society from falling apart, prowg that there is something that keeps

institutions from falling apart”
(Jon Elster, 1988, p.147)

In this phrase of Jon Elster the relevance oftunsbins for society comes successfully to the fore.
It also pinpoints the reason institutions have b#enobject of inquiry for many scholars and
philosophers from early on. The contemporary thedrinstitutions differs from earlier theories
in two main ways: Firstly, the very existence dftitutions is no longer explained by the will of
gods, the spirit of history, the decisions of aenviawgiver or by drawing on other simplistic
causal patterns. Secondly, those explanatory sch#mehave attempted to analyze the complex



phenomenon of the emergence and change of instizitibased on the tradition of
methodological holism or functionalism seem to b&w credibility and on the retreat. There is
instead a great interest in most social scienagaytin scientifically understanding institutional
phenomena on the basis of methodological individmg! that is, the meta-theoretical principle
according to which all social phenomena, and thss social institutions, must be explained as

the outcome of the interplay of individuals who aoting under different conditiofis.

It is definitely compatible with the developmemsthe different disciplines of the social sciences
to claim that in the last decade we have been wssing the development of a new research
programme, “The New Institutionalism in the So@&alences”. In Economics, for example, New
Institutional Economics has become quite populat widely accepted, mainly as it has been
shaped by the works of Ronald Codg#guglass C. Northand Oliver Williamsort.In Sociology
there is also a discussion of New Institutionalisyn Paul DiMaggid, Walter Powell’, Victor
Neé and other authorsin Political Science New Institutionalism has besaped by the work

of a long series of authors such as Jim MafdPeter Hall* Lin Ostrom*? Terry Moé?, etc. In

! The first who has employed the term “methodoldgindividualism” in order to describe this metathetical
principle was Joseph Schumpeter in his Habilitatibesis «Das Wesen und der Hauptinhalt der thectetn
Nationalokonomie» (1908), drawing a clear boundeisra-vis “political individualism”: “Wir missen $arf
zwischen politischem und methodologischem Individualismus unterscheiden. Beide haben nica$ geringste
miteinander gemein. Der erstere geht von allgemei@bersétzen aus, wie dafl3 Freiheit zur Entwickldeg
Menschen und zum Gesamtwohle mehr als alles abeérage und stellt eine Reihe von praktischen Bphumgen
auf; der letztere tut nichts dergleichen, behaumtdtts und hat keine besonderen Voraussetzungdredeutet nur,
dass man bei der Beschreibung gewisser VorgangdemmnHandeln der Individuen ausgehe.” (1908. p.. 90f

2 See Albert (1998, p.18): “[....] demethodologischen Indiudualismus, das heif3t: die Idee der Erklarung sozialer
Tatbestande aus dem Zusammenspiel individuellerdidagen unter verschiedenen Bedingungen.” See also
Watkins (1953, p. 729): “[The principle of methodgical individualism] states that social procesard events
should be explained by being deduced from (a) jpies governing the behaviour of participating induals and
(b) descriptions of their situations”. For a dissioa of methodological individualism from a philgéacal
perspective, see the classic work of Popper «Theo of Historicism» (1957, p. 142f.). (This dission of
Popper is unfortunately tied to a rather confusedussion of the so called zero-method. For ageritiof this, see
Mantzavinos (2005, ch. 5)). For a discussion oftrmetlogical individualism from a sociological powiftview, see
Vanberg (1975) mainly ch. 8, and Bohnen (1975 a@@02 For a discussion of the role of methodoldgica
individualism in economics, see Arrow (1994), Suwia(1994, p. 125f.), Kirchgassner (1991, p. 28h)l mainly
Blaug (1992, p. 42f.). Methodological Individualigmpolitical science was discussed in the 199Gk wéspect to
the “Rational Choice Controversy”. See Green andpB8b (1994, p 15f.), the collection of articles kFnedman
(1996), but also Riker (1990) and Elster (1986).

®See R. Coase (1937) and (1960).

“ See North (1981), (1990), (1994), (2005).

® See Williamson (1985) and (1996).

® See mainly DiMaggio (1998).

" See mainly the edited volume by Powell and DiMad@di991).

8 See mainly Nee and Brinton (1998).

° See for example Hasse and Kriicken (2005).

19 See mainly March (1999).



Anthropology it is mainly the work of and Jean Eirsger* that has had the greatest influence
over the past few years. As is frequently the e@sen a research programme is at its beginning
stages, there are many problems that have notoyetdfa satisfactory solution. And as is
frequently the case when different disciplines wditfierent traditions and techniques of scientific
research are to collaborate towards the solutiomomimon problems, there are ambiguities,
uncertainties and difficulties in the communicatiminthe results of the scientific research. This
kind of weakness is even more weighty in the cdskaad, since the respective disciplines
largely use theoretical patterns that lack an aatmnbasis, and the terms and concepts are
therefore not always precisely defined.

In spite of these difficulties — and with a full akgness of the disagreement on a series of issues —
I will start with an overview of the main princigleand concepts of the theory of institutions.
After explaining some basic concepts and principiethe contemporary theory of institutions
(Sec. 2), | will focus on the analysis of the methms of the emergence and evolution of
institutions (Sec. 3). | will then proceed by prming the distinction between formal and informal
institutions (Sec. 4) before discussing the probl@npath dependence in the last part of the

article (Sec. 5) and closing with a short epilo¢ec. 6).

2. Basic Concepts and Principles of the Theory of Ingttions

Institutions are normative social rules, i.e., thées of the game in a society, enforced either
through the coercive power of the state or othdioreement agencies that shape human
interaction (Mantzavinos, 20031).

1 See mainly the article by Hall and Taylor (199@hjch gives an overview of the field, as well as #ulited
volume by Hall and Soskice (2001).

2 5ee especially Ostrom (1990) and (2005).

13 See Moe (2005).

14 See especially the paper by Ensminger (1998) oontgan overview of the field and her work on Orimaenya,
Ensminger and Knight (1997).

15 This definition follows both North and Parsons.caming to North's definition (1990, p. 3): “Instiions are the
rules of the game in a society or, more formalig, the humanly devised constraints that shape humbamraction. In
consequence, they structure incentives in humahasge, whether political, social or economic.” Aetog to
Parsons (1975, p. 97): “Institutions [...] are céemps of normative rules and principles which, eitthrough law or



Institutions as normative patterns of behavior sete (partially) solve the problem of
cooperation in a society by providing a more oslpermanent platform of conflict resolution.
They define the rules of the socio-economic gane, the strategies which individuals are
allowed to employ in order to pursue their goald salve their problems. The existence of social
institutions provides the first step towards ovenoty the Hobbesian problem of social order, the

second being the cooperation of individuals vighexge within the institutional framework.

It is quite common in the literature to employ tterm “institution” in order to designate
organizations of every kind. In order to avoid aesibn, it is useful to distinguish between
institutions and organizations. Institutions are thles of the game; organizations are corporate
actors, that is, groups of individuals bound by somles designed to achieve a common
objective (Coleman, 1990). They can be politicagamizations such as political parties,
educational organizations such as universitiesomnomic organizations such as firms. Thus,
organizations, when interacting with other orgatares or individuals, submit to those general
social rules that we have called institutions, tsathey are equally constrained by the general

rules of the game.

Having now defined institutions and having providbé distinction between institutions and
organizations, let us now proceed to the most foreddal problem of every theory of
institutions: Why do institutions exist? There aweo classes of reasons that can explain the
existence of institutions on the basis of an indlalistic approach. The first class of reasons
refers to the motivational possibilities of Hom@®as and the second class to the cognitive
ones. Starting from the main assumption about rabtim — namely, that every individual strives
to increase his utility or, in other words, thaegvindividual strives to better his condition di a
means available to him — it becomes obvious thaflicts between individuals are bound to
arise. Those settings in which the increase of onility presupposes the direct or indirect
cooperation of other individuals can be defined@sal problems. Such settings are to be termed
“social” neither in the sense that the individuaigolved are conscious of their involvement in

such settings nor in the sense that they explicggognize their involvement in such settings.

other mechanism of social control, serve to regutatcial action and relationships of course wittyivey degrees of
success.”



From the perspective of the observer, however, sochal problems are clearly identifiable, and
their basic characteristic is that the utility ab&l by some kind of individual behavior depends
in one way or another on the behavior of otheniiddials. Some stylized social problems have
been worked out in game theory, such as the welwknprisoner’s dilemma, the coordination

game, the game of trust and so on.

Let us concentrate for a while on the prisoner'erdma. The structure of this game is
encountered very often in settings that constitstecial problems”, defined as above. Let us
think for a while of the setting that we are aNaived in very frequently in our everyday lives,

mainly on the sidewalks of Athens and other majie<in the world.

Prisoner’'s Dilemma

B

Does Not | Parks on the
Park on the| Sidewalk

Sidewalk
Does Not Park on the (1, 1) (-2, 2)
A Sidewalk
Parks on the Sidewalk (2,-2) (-1, -1)

Each of us can increase his utility if he parksdas on the sidewalk (instead of incurring the
costs of a parking lot) as long as others do nosaloThe socially optimal and thus desirable
situation is the one in which nobody parks on thiewalk (1+1=2 units), whereas the worst
situation is the one in which everybody parks oa $sidewalk [(-1)+(-1)=-2 units]. Given the
structure of the game and that we are all selasted, we end up parking on the sidewalk; that

is, we end up with the worst possible solution.

Now, we can come back to institutions and to ountred problem, namely why institutions exist:
The first and most important reason for their exise has to do precisely with the fact that
institutions are social rules constituting solusoilm social problems and social conflicts that

appear in the above mentioned form or some sirfolan. This is their most fundamental raison



d’ étre: The life of man in a society without inigtions would be, in the words of Hobbes,
“solitary, poore, nasty, brutish and short” (Leln, ch. XIlI, p.89). This argument is presented
by most social and political theorists, old and nexth the sole exception of the anarchists. But
even the most optimistic among them, who doubiiéeessity of the existence of a state, do not
deny the necessity of informal institutions suchvasal rules, social norms and conventions for
the existence of social order. Human egoism mushbdelded by some form of social control in

order for cooperation to emerge, and social insbits provide this mould.

But why do people agree to or accept institutiares, social normativeules, rather than
deciding each time anew on particular norms or eatiens to regulate a particular conflict
every time one arises? Why not solve social probleweh hoc since, in a way, every problem
situation — and thus also evesgcial problem — is unique? The answer to this questemih the
cognitive structure of the human mind and provithes second class of reasons explaining the
existence of social institutions. The human mintarsfrom being a perfect tool, able to perform
all the difficult computations needed for solvingpplems that arise from interaction with other
minds. Because of a restricted cognitive capaeitagry individual mobilizes his energies only
when a ‘new problem’ arises, and follows routindgew he classifies the problem situation as a
familiar one. This distinction is rooted in the ited computational capacity of human beings and
is a means to free up an individual’s mind from egessary operations so that he can deal more

adequately with the problem situations arisingigidnvironment.

When we say that the environment of the individgatomplex we mean precisely this: His
limited cognitive capacity makes his environmenpegr rather complicated to him and in need
of simplification in order to be mastered. Thisernsf to both the natural and the social
environment of the individual, the latter being thecus here. Because of the perceived
complexity of the social environment, people — @mssly or unconsciously — adopiles as
solutions to social problems rather than decidiaghetime anew how to act and react to the
settings where coordination with other individuass needed. Rules in general, as Hayek
(1976/1982, p. 8) put it, “are a device for copwigh our constitutional ignorance”, they are the

“device we have learned to use because our reasorsufficient to master the full detail of



complex reality” (Hayek, 1960, p. 66). And sociales or institutions are our devices to deal

with recurrent social problems arising in situations where seféfiested individuals interatt.

The German anthropologist Arnold Gehlen made tmeespoint when he stressed the role of
institutions as a means of unburdening individdedsn the need to constantly make decisions.
Compared to animals, human behavior, accordingetoléd, is much more plastic and adaptable
to varying environments. But this plasticity anceopess regarding behavior, although beneficial
on its own, causes uncertainty about the behaviootler individuals. Institutions serve to
remove this difficulty:’ By defining general normative patterns of behawsbared by the
individuals, they serve individuals, unburdeningrthfrom having to decide each time anew.
This relief provided by institutions is productivaccording to Gehlen, because it makes it
possible for an individual to concentrate his ere@n other creative enterprises. Social rules
make it possible for us to focus our energy on gaimg novel solutions to theew problems that
emerge, a fact of obvious importance for sociagpees. Thidiberating function of institutions —
their Entlastung (unburdening), according to Gehlen — is extrematportant exactly for a
cognitively deficient being like man, because \pdes him with the possibility to concentrate
his limited cognitive resources on other activiteesd finally with the possibility to unfold all
those activities that distinguish him from his d&¥ls as aunique personality. As Gehlen
splendidly puts it (1961, p. 72): “If the institatis provide us with a schema in certain respects,
and if they shape our thoughts and feelings aloily aur behaviors and typify them, we can
take advantage of these energy reserves in ordeshtav within our particular set of
circumstances the uniqueness which is bountifuipwative, and fertile. He, who does not want
to be a personality ihis own circumstances but ial circumstances, can only fai[Translation,
C.M]

% Whereas the traditional sociological analysis ssied mainly the normative dimension of institutionsw

institutionalism puts a new emphasis on the cogmitlimension (Hall and Taylor (1998, p. 25), DiMaggnd

Powell (1991, p. 15). See also Lindenberg (1998,718): “In NIS [New Instiutional Sociology] the {ul
internalization argument (which implied moral guida of behavior) has been replaced by the ideaeb&ior

guided by cognitive processes [...]. The pointhiat tinstitutionalization is linked to the establigmt of cognitive

habits which influence the very experience of tgdlas a taken-for-granted reality) rather thar jhe response to
reality.”

17 See Gehlen (1961, p. 68): “Institutions like lawsarriage, property, etc. appear then to be sujppoend

formative stabilizers of those driving forces, whithought of in isolation, appear to be plastid Etking direction.

Each culture ‘stylizes’ certain modes of behavinaking them obligatory and exemplary for all thed® belong to

it. For individuals, then, such institutions mearekease or relief from basic decisions and remtese accustomed
security of important orientations, so that the ehébrs themselves can occur free of reflex, coestt, and in

mutual reciprocity.” [Translation, C. M.]



There are thus also cognitive reasons for the enast of institutions (DiMaggio and Powell,
1991, p. 10f); they are a means of coping withigmrance that individuals are facing when
interacting with each other. The institutions, las tules of the gametabilize expectations and
thus reduce the uncertainty of the agéftShey provide a preliminary structuring of their
environment, a first more or less secure approxonadf what will happen and what will not,
and what might appear and what might not. But altiothe stabilizindunction of institutions is
very important, one should be careful to avoid ftrectionalist fallacy. It is therefore necessary
to clearly distinguish between cause and effecat Tistitutions stabilize expectations is a mere
effect of their existence. Theause of their existence lies — along with the motivatbone —

rather in the more general fact of the limits ia ttognitive capacities of humans.

3. Mechanisms of Emergence and Evolution of Social Ititutions

Having presented, in as short of order as posssame basic concepts and principles of the
theory of institutions, | will now focus on the niemisms at play in the emergence and evolution
of social institutions. Institutions emerge eittusliberately or spontaneously, i.e., either as a
product of collective action or as a product ofparganeous process of social interaction. The
institutions which emerge as a result of collecaeéion, that is, the institutions that are designe
deliberately, have been the object of inquiry olhgnacholars for centuries. The mechanisms of
the emergence of spontaneous institutions, howevere first studied by the Scottish moral
philosophers of the #Bcentury. David Hume, for example, envisioned atesysof rules of
justice which “is of course advantageous to thdiputho’ it be not intended for that purpose by
the inventors” (1740/1978, p. 529). Ferguson (1¥888, p. 188) similarly observes that
“[n]ations stumble upon establishments which adeed the result of human action, but not the

execution of any human design.” And in Smith’s farmanetaphor, the merchant who intends

8 This is a common argument of all institutionalistéd and new. See, e.g., Commons (1924/1968, ®) a6d
Hayek (1973/1982, p. 102): “The task of rules @t jconduct can thus only be to tell people whicheexkations they
can count on and which not.” See also Lachmann 3196 63): “What is particularly required in ordey
successfully coordinate the transactions of milioh people is the existence of institutions. lesth institutions, an
objectification is achieved for us of the milliontimns of our fellow men, whose plans, objectiveas] motives are
impossible for us to know.”[Translation, C. M.].eSalso Hall and Taylor (1998, p. 17f.).
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only his own gain is “led by an invisible hand toomote an end which was no part of his
intention” (1776/1976, p. 477).

This insight of the Scottish moral philosophersrédevant because, for the first time, the
emergence of institutions is not explained exclelyivby intentional action aimed at establishing
them. Of the modern social scientists, the one hiaat offered the profoundest analysis of the
spontaneous emergence of institutions, integrdtieg evolution into a general theory of cultural
evolution, is certainly Hayek. We shall therefarggér a while on his work. In Hayek’s theory of
cultural evolution, the growth of civilization igjeated with the growth of knowledge, where the
word ‘knowledge’ is meant to “include all the humadaptations to environment in which past
experience has been incorporated” (Hayek, 196@6p. Hence, ‘knowledge’ does not include
“only the conscious, explicit knowledge of indivalg, the knowledge which enables us to state
that this or that is so and so. Still less can kinewledge be confined to scientific knowledge”
(1960, p. 25). Moreover it includes “our habits akdls, our emotional attitudes, our tools, and
our institutions — all [...] adaptations to past ex@ece which have grown up by selective
elimination of less suitable conduct.” (1960, p).28ayek contends, thus, that not only our
scientific and practical knowledge is growing asdransmitted through time; so are our social

rules and institutions.

But what does this mean more specifically? Hayekwdrour attention to the analogy of social
rules, used by individuals to solve the recurrenbfems of social interaction, witiools, which

in the same way serve to provide standard solut@mscurrent problems. His main argument is
that “the various institutions and habits, toolsl amethods of doing things, which [...] constitute
our inherited civilization” (1960, p. 62) have besubmitted to “the slow test of time” (1967,

p.111) in an evolutionary process of trial-and-er(@976/1982, p. 135). “Those rules which
have evolved in the process of growth of societpedy the experience of many more trials and

errors than any individual mind could acquire” (leky1967, p. 88).

According to Hayek, people, mostly in a subconssimanner, acquire and follow social rules
that provide a solution to recurrent problems af@adnteraction in a quasi-automatic way. There
are two main arguments against this view of cultax@lution. The first concerns the notion of

group selection found in many parts of Hayek’s wddayek, in explaining the evolution of
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culture, on the one hand, stressesitim@vation of individuals experimenting with new rules,
and, on the other hand, stressesdtrepetition between old and new rules and #ekection of
the ones that led to the success of those grouphwhacticed them (Hayek, 1979/1982, p. 204
n48). The criterion of selection is, thus, groupcass; or, in other words, thgdnsmission of
rules of conduct takes plaéem individual to individual, while what may be called the natural
selection of rules will operate on the basis of greateresslefficiency on the resultirayder of

the group” (Hayek, 1967, p. 67, emphasis in original).

The argument against group selection is that itineompatible with the postulate of
methodological individualism and accordingly ones @ show a relevant feedback mechanism
relating how, in the end, individuals within grougre at least indirectly benefited by following
certain cultural rules. It must be shown, in othwrds, that individuals in the group in the end
adopt those rules that lead the group to succksdisere is a free-riding problem, however, the
argument is no longer sufficiehtOn the contrary, in order for Hayek’s theory tdchmne has

to assume the altruistic behavior effery member of the group. This cannot safely be
hypothesized, however, because the existence of exme free-rider, who enjoys the group
advantage without sharing the group costs, wouficsuo falsify the assumption.

The second argument against Hayek’s theory of @lltevolution concerns the rules as tools
analogy?® Although allpersonal rules followed by individuals can easily be undeos as tools

to solve personal problemsgcial rules cannot be always viewed with the aid of thies —as
tools analogy. This analogy “is less applicable l#ss the rules in question are susceptible to
individual experimenting and selecting. [...] It esk plausible for rules that can only be tried out
in collective experiments, in particular if the leative is a political community as opposed to, for
instance, a private organization operating in aketaenvironment” (Vanberg, 1994, p. 187f.).

19 See the detailed discussion of this point in Vagl§#994, p. 199).

2 See Hayek (1973/1982, p. 21): “Like all generaippse tools, rules serve because they have becdapted to
the solution of recurring problem situations andrélioy help to make the members of the society iitlwthey
prevail more effective in the pursuit of their ainiske a knife or a hammer they have been shapedwith a
particular purpose in view but because in this foather than in some other form they have provedasable in a
great variety of situations. They have not beerstanted to meet foreseen particular needs but hagae selected
in a process of evolution. The knowledge which paen them their shape is not knowledge of pardicdliture
effects but knowledge of the recurrence of cenmoblem situations or tasks, of intermediate restdgularly to be
achieved in the service of a great variety of utienaims; and much of this knowledge exists naraenumerable
list of situations for which one has to be prepaoedf the importance of the kind of problems édblved, or of the
probability that they will arise, but as a propénsd act in certain types of situations in a dertaanner.”
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One has to distinguish, thus, between levels oéexenting with rules and levels of selection of
rules, e.g., between whether it is individual agemtcollective entities, such as local authorities
or national governments, who invent and imitate rsmgial rule$! Accordingly only those

social rules individually tried out and individuallsuccessfully imitated can safely be

hypothesized as serving as a storage of experfenpast generations, as Hayek contends.

It thus seems that although Hayek’s theory of caltavolution can be regarded largely as a very
serious attempt to construct a general theory sgiitutional change, it nevertheless suffers in
many parts. A more differentiated and systematadyans of social institutions is thus necessary.
In closing this section of the article, | woulddiko summarize by repeating that there are two
basic mechanisms of the emergence and change ial swstitutions: They can either emerge
deliberately as the outcome of collective actiormagthe unintended results of intentional human
action. In the next section | will briefly show vehi mechanisms lead to the emergence of which
kinds of institutions.

4. Formal and Informal Institutions

A very productive and very widely used distinctiamong types of institutions is based on the
criterion of the enforcement agency of institutiodastitutions are commonly classified
according to this criterion as follows:

L On this issue, see Vanberg (1992, p. 114f.), wherstresses: “The ‘rules as tools’ analogy [...] esak appear
as if the experimenting with and selecting amontgipiial alternatives is essentially a matter ofasafe individual
choices in both cases, for tools as well as fargu)...] It seems obvious, however, that it is reneyally applicable
in the realm of rules and institutions. [...] To mentonly two particular obvious examples: It is digirpossible for
an individual driver to experiment with a ‘left-dimg rule’ in a community where driving on the rigéide of the
road is the rule; and it is simply unfeasible fariadividual citizen to try out a new rule for elieg a parliament -
even if such individuals would firmly believe inetlsuperiority of an alternative practice.”
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Conventions Self-policing
Moral Rules First Party
Informal Social Norms Third Pary: Social
Institutions Forces, i.e.,
Individuals of the
Group
Formal Law Third Party: State
Institutions

It is impossible to analyze in detail here how gvisipe of institution emerges, the mechanism
according to which it is enforced and how it is igal. A short reference to each of these matters
must suffice. The most important feature of conwerst is their self-policing character: After
they have emerged, nobody has an incentive to ehanlgs that everybody else sticks to. In
game theory, conventions are usually analyzed thighhelp of what are known as ‘coordination
games’. Examples of such rules are traffic rulegjustrial standards, forms of economic
contracts, language, etc. The moral rules (as étapphenomena, not as a branch of normative
ethics discussed in philosophy) are largely culintependent because they provide solutions to
problems that are prevalent in every society, asreace Kohlberg has shown in his famous
empirical research (Kohlberg, 1984). The mechanifinghe enforcement of moral rules are
entirely internal to the individual, and therefor® external enforcement agency for rule
compliance is needed. Typical examples of moraésudre ‘keep promises’, ‘respect other
people’s property’, ‘tell the truth’, etc. Thesevbeaa universal character. However, their existence
does not necessarily mean that they are also fetlpwnd in fact many individuals break them.
(Thus, the empirical phenomenon to be explainethesexistence of moral rules in a society,
which are followed byart of the population). Social norms, on the contrarg, not of universal
character, and they are enforced by an enforceagaricy external to the agent, usually the other
group members. The mechanism of enforcement redeltse approval or disapproval of specific
kinds of behavior. Social norms provide solutionsptoblems of less importance than moral

rules and regulate settings appearing mainly atispéimes and places.

Although the enforcement agency of each differatégory of informal institution is different, as
is the specific enforcement mechanism, a commamezi¢ to each type of informal institution —

and this is very important — is that they all eneeag the unintended outcome of human action.
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Their mechanism of emergence is thus an evolutyopescess of the invisible hand type. This
process starts as an individual perceives hist®tuas constituting a new problem because the
environment has changed, and then in an act ofieeeehoice, he tries a new solution to this
problem. Both the problem and its solution are atréctly personal nature, and the solution is
attempted because the agent expects it to incteasdility. This novel response to a problem
situation becomes an innovation as soon as otlderidguals decide to imitate it. In other words,
innovation is a social phenomenon because it ela¢sv solutions to new problems, and those
solutions are also viewed as new by other indivglu@lhe case of an individual perceiving
something as a new problem and trying out a saluthat is novel to him but not to the other

members of the social group thus does not consténtinnovation.)

The reaction of other individuals and their imibatiof the solution gives rise to a cumulative
process through which the new behavior or pattémcton becomes ever more widely adopted
by those who expect to better their condition byndoso®® The diffusion of this innovative

behavior among many or all members of a communitygs about the solution to a problem,
which, from an external point of view, is social mature. In other words, a social pattern or
institution arises and the problem-solving indiatkl “do not have the overall pattern that is
ultimately produced in mind, neither on the levelrndentions nor even on the level of foresight

or awareness.” (Ullmann-Margalit, 1978, p. 271).

Whereas informal institutions emerge from the wmiied results of human action in a process
that no individual mind can consciously controlvlar the sum of the social rules that | have
called formal institutions, are products of colieetdecisions. The state as an orgafiistreates
law, either by constructing, by the conscious denisof its organs new legal rules or by
providing — by means of suitable adaptation — @gsinformal rules with sanctions (Gemtos,
2001, p. 36). Modern public choice theory trieekplain exactly how collective decisions lead
to the emergence of institutions in the social afénThe presupposition for them is the

emergence of shared mental models (Denzau and ,N&@®4) with respect to the structure of the

22 5ee Koppl (1992, p. 308).

23 See the famous definition of the modern state @i MVeber (1919/1994, p. 36): “The state is that &um
Gemeinschaft, which within a certain territory (this: the teay, belongs to the distinctive feature) succdbsfays
claim to themonopoly of legitimate physical force for itself.” [Translation, C. M.]

4 For an overview of the field, see Mueller (2003).
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problems. In the end, the collective decisions katl to the creation of legal rules are the result
of the political process during which individualsdaorganizations succeed to a greater or lesser
degree in using the power that they have in om@&npose rules that further their interests. Since
what we call “political power” is very difficult taheoretically identify, contemporary political
theory frequently views ‘resources’ as the decisaaor determining the behavior of the players
in the political game. Those resources can be etlkinds — i.e., economic, political and
ideological — and the degree of their availabilitythe players determines the extent of their
bargaining power and thus how much they can inflteethe political process which in turn
generates the formal institutiofts.

Summarizing what we have said about the formaliafadtmal institutions, we have to stress that
the mechanisms for their emergence are distincierdés the informal institutions are generated
through an invisible-hand process — in a way endogsly from within the society — the formal

institutions are the outcome of the political prexevhich is imposed exogenously onto society
from the collective decisions of agents who avdil resources, political, economic and

ideological. It is thus natural, if what | have dao far holds, that there is no necessity that
informal and formal institutions complement eacheotin such a way that a workable social

order is produced or even more, in order for trenemic development of a society to take place.

5. The Problem of Path Dependence

The theory of institutions still needs to grappléhwthe problem of the interaction between
formal and informal institutions. In the philosopb§ law, the respective discussion focuses on
the relationship between law and the moral rules@nwhether the moral rules must be viewed
as an integral part of the concept of law or notNew Institutionalism the problem is formulated
in more general terms, mainly around the followimgp questions: (a) How do formal and

informal rules interact to produce social orderPhat institutional mix of formal and informal

% For a profound analysis of the role of politicalyer in the emergence of formal institutions, sgeeeially Knight
(1992) and Moe (2005).
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rules leads to a wealth-creating economic gamehdrathan to an unproductive game

characterized by conflicts between groups for tk&iution of wealth)?

| cannot refer to all the theoretical attempts thate been undertaken in an attempt to address
these questions, and | will just mention that nafishem have not been successful and we have
only just begun to answer them. | will try to shemime light on one dimension of the problem
since it has do with the evolutionary change ofitsons and is of fundamental importance. |
thus will briefly deal with the evolutionary pattigat societies follow and with the phenomenon

of path dependence. Let us approach the issusyatamatic way.

New Institutionalism differs from other theories @&conomic development precisely in
systematically stressing the role of institutioms the development process of societies. The
accumulation of physical and human capital andtélsbnological progress, as they are stressed
by neoclassical economic theory, are nothing babrsgary factors of economic development.
The problem of wealth creation is much more complexd New Institutionalism stresses
precisely the dominant role of institutions playtls rules of the economic game that define the
incentives and more generally the behavior of enoo@gents, and thus channel their activities,
lead to the accumulation of physical and humantabpnd to technological progress and, in the

end, to economic growth and welfare.

It is important that neither the formal institut®onor the informal institutions alone are sufficien
for economic development. The natural experimenésd history has performed offer, | think,
decisive support for this thesis. Germany, Chind Korea were divided by the accidents of
history and as a result came to live under diffefenmal rules during most of the postwar
period. The economic performance of West GermawyttSKorea, Hong Kong and Taiwan
have been incomparably greater than the respgatifermances of East Germany, North Korea
and Mainland China (Olson, 1996, p. 19). The infalrmules that the populations in the divided
nations shared did not reverse the different ttajexs of growth. Societies with the same cultural

heritage but different formal rules will exhibitfidirent patterns of economic growth.

Societies that avail of the same formal institusilostructure but whose populations have different

informal rules are also bound to follow differentoaomic paths. In other words, formal
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institutions alone are not sufficient to lead toommmic growth. The experience with the
transformation process of the ex-communist cousitiieEastern Europe seems to corroborate
this thesis. The dogmatic transplantation of acddbrmal institutions that have prevailed for
decades or centuries in the countries of the Westhbse countries of the East did not
automatically allow a good economic performancentab rules remain a piece of paper as long

as they are not followed by the citizens.

It thus seems that only a sufficient condition éaonomic growth is met when both formal and
informal institutions build an appropriate frameWwdor a wealth-creating game. With regard to
economic growth, the relationship between forma efiormal rules is clearly a complementary
one. Only when the whole network of institutionsmsitually complementary in an appropriate
way is it possible that a framework will be createdt will lead economic subjects to proceed to
productive activities and, thus, to the augmentatibthe wealth of a society. Empirical research
and the studies of economic history have shownttiatkinds of formal institutions are sine qua
non for economic development: 1) secure propegdiytsi and 2) those economic institutions that
secure open markets. Since | cannot go into thalslétere, | just want to mention that this refers
only to thecontent of the appropriate formal institutions, but théseof course the additional
problem of thecredible commitments on the part of the state that these institutiorsinvfact be

provided and enforced.

The empirical research regarding the type of infdrrimstitutions that lead to economic
development is still in its infanéy The only thing that seems certain from a conteamyo

perspective is that only when the level of trustairsociety is high — something that mainly
informal institutions produce — can a wealth-cregugame take place. More specifically, what is
necessary is the existence of appropriate informstitutions that lead the citizens to protest

every time that state actors do not respect tlogimsitments to the rule of law.

| have tried to consistently argue in this artithat the mechanisms behind the emergence of

formal and informal rules are distinct. This enabiee to reach two basic conclusions:

% For an interesting and thought-provoking analpgishe connection between culture, institutions asdnomic
development see Greif (2006).
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1. It seems to be rather rare that the spontaneousteary process of the emergence of
informal institutions and the conscious design @ioéty coincide in an institutional mix
which is appropriate for a wealth-creating econogaene. Two distinct processes of a
different nature and following a thoroughly diffatedirection must coincidentally result
in a framework suitable for economic growth to hexppThe chances that this will happen
do not seem to be that high, something that evemrsory glance at the world map can
confirm since it reveals that only a few countiaes on such a developmental path.

2. The complementary relationship between formal amirimal institutions, plus the

presence of learning, creates path dependence.

The recognition of the phenomenon of path deperelena fact the recognition on part of the
modern theory of institutions that history playsdacisive role in the further process of
institutional change, or, to put it differently,athtradition shapes the further evolution of
institutions. If, however, path dependence indidateothing other than the rather
commonsensical position that the choices of thegmeare dependent on the choices of the past,
then nobody could seriously maintain that we hawalenserious progress vis-a-vis the older
theories of institutions. ‘Institutional path depence’, however, refers more specifically to the
fact that once an institutional mix has been eisthéd, then there are increasing retfirsince
agents adapt to their social environment, accortbntpe prevailing institutional framework, at
decreasing individual costs (adaptive efficiencyhis phenomenon exists because two
mechanisms are at work: On the one hand, the udtistis that have been created lead to the
emergence of organizations whose survival dependsaperseverance of these institutions, and
these organizations therefore invest resourcesdierdo block any change which could endanger
their survival (North, 2005, p. 51).

On the other hand, the second and probably mosiriant mechanism is of a cognitive nature.
Setting up institutions requires collective leagion the part of the individuals during which
individuals perceive, process and store in theimowes the solutions to social problems. Since a
considerable period of time lapses before thimlegrprocess is completed, the initial setup costs
are very high. Once all or most individuals haveernalized the rules of behavior, the

institutional framework starts solving a variety sgcial problems in a specific way. One can

" See North (1990, p. 95) and for a thorough studeAmann (2001, ch. 3).
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speak of the “increasing returns of the institugiloinamework” in the sense that once the problem
solutions have been learned by the agents, theyram@nsciously applied each time the same or
similar problems appear (Mantzavinos, North, Sha#@04). The combination of those two
mechanisms leads along paths which a society casawity abandon, firstly because of the
organized interests that resist doing so, and si¢drecause cognitive mechanisms make it easy
or automatic to follow the rules of the status quée end up being locked into a path that
frequently nobody or very few wished for; and nopba@s the incentive to start the enterprise of

moving into a new one.

The issue of path dependence can be further ednifith the help of a simple example. Suppose
that we are in front of an urn in which there awe balls, one white and the other red. If we put
our hand into the urn without looking and randoriose one ball, then the probability of the
ball being white or red is %. We proceed now adogrdo the following rule: Each time that we
choose a ball of a certain color out of the urn,puethat ball into the urn, as well as a new ball
of the same color. If, in other words, we initialligoose a white ball, the second time that we put
our hand into the urn, there will be two white balhd one red one. The probability of choosing a
white ball will now be 2/3, whereas the probabilifychoosing a red one will be 1/3. If we again
choose a white ball, then the next time, three ajufour balls in the urn will be white. The

probability that we will choose a white ball thexhéme will be % and so on.

The described procedure — Arthur et al (1994, p.ca3dl it the ‘Standard Polya Process’ — is a
path-dependent procedure, though of course it & gimple nature: Each time that we choose a
ball from the urn, the probability that we chooskadl of a specific color depends on the colors
of the balls that were chosen in the past and ttuetare towards which this process tends to
settle. In the case at hand, the specific analefyédren white and red balls depends on the path
that has been followed. The events that took péidbe beginning of the process are especially
important since the overall number of balls isl sdiinall and the proportion of one color
decisively changes due to the addition of a balthid color. After time lapses, however, the
overall number of balls increases and the ‘pertisha’ have only a very minor effect: The
structure that has emerged no longer changes.
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6. Epilogue

Let us summarize: New Institutionalism in the Sb&aiences offers theoretical tools which
facilitate the analysis of the complex phenomenainstitutional change and provide some
answers to the difficult questions which have bagked for centuries by social theorists. We are,
however, only at the beginning. Many more questi@msain open than have been satisfactorily
answered. This is even truer with respect to teaesof the evaluation of institutions, which |
could not touch upon here. Numerous problems retoae addressed: What criteria are needed
to evaluate institutions, what rational evaluatipeocedures can be used and, even more
importantly, what are appropriate ways to move edges from the inefficient paths that they are
often locked in? Only a theory of institutions tivatreases our information about the structure of
social reality can provide us with the means ofiegding this reality in a direction that we find
desirable. Some of the basic elements of suchatlad some of the problems involved with it
have been discussed here.

References

Ackermann, Rolf (2001): Pfadabhangigkeit, Instdngn und Regelreform, TUbingen: Mohr
Siebeck.

Albert, Hans (1998): Marktsoziologie und Entscheigislogik, Tubingen: Mohr Siebeck.

Arrow, Kenneth (1994): «Methodological individualisand Social Knowledge», in: American
Economic Review (Papers and Proceedings), volp 84-9.

Arthur, Brian, Yu. M. Ermoliev and Yu. M. Kaniovski994): «Path-dependent Processes and
the Emergence of Macro-Structure», in: Arthur, Bridncreasing Returns and Path Dependence
in the Economy, Ann Arbor: University of Michigameg3s, p. 33-48.

Blaug, Mark (1992): The Methodology of Positive Bomics: Cambridge. Cambridge
University Press.

Bohnen Alfred (1975): Individualismus und Geselbststheorie, Tubingen: Mohr Siebeck.

Bohnen Alfred (2000): Handlungsprinzipien oder $ysfjesetzelibingen: Mohr Siebeck.



21

Coase, Ronald (1937): The Nature of the Firm, oortomica, vol. 4, p. 386-405.

Coase, Ronald (1960): The Problem of Social Cast]aurnal of Law and Economics, vol. 3, p.
1-44.

Coleman, James (1990): Foundations of Social TheBambridge/Mass: Harvard University
Press.

Denzau Arthur and Douglass C. North (1994): «Shakéehtal Models: Ideologies and
Institutions», in: Kyklos, vol. 47, p.3-31.

DiMaggio, Paul (1998): «The New Institutionalism8venues of Collaboration», in: Journal of
Institutional and Theoretical Economics, vol. 1p4696-705.

DiMaggio, Paul and Walter Powell (1991) (eds): THew Institutionalism in Organizational
Analysis, Chicago and London: Chicago Universitgd3t

Douglas, Mary (1986): How Institutions Think, Syuge: Syracuse University Press.

Elster, Jon (1986): «Introduction», in: Elster, Jed): Rational Choice, Cambridge: Cambridge
University Press, p. 1-33.

Elster, Jon (1989): Nuts and Bolts for the SocieleBces, Cambridge: Cambridge University
Press.

Ensminger, Jean (1998): «Anthropology and the Newtitutionalism», in Journal of
Institutional and Theoretical Economics, vol. 14774-789.

Ensminger, Jean and Jack, Knight (1997): «Chan8ojal Norms», in: Current Anthropology,
vol. 38, p. 1-24.

Ferguson, Adam (1767/1966): An Essay on the Histdr@ivil Society, Edinburgh: Edinburgh
University Press.

Friedman, Jeffrey (1996): The Rational Choice Gmreérsy, New Haven and London: Yale
University Press.

Gehlen, Arnold (1961): Anthropologische ForschuRginbek bei Hamburg: Rowohit.
I"éurtog, Iétpog (2001):Owovopia ko Aikato, Topog B', Adfva: Exddoeig Avt. N. Zdkkovia.

Greif, Avner (2006): Institutions and the Path te Modern Economy. Lessons from Medieval
Trade, Cambridge: Cambridge University Press.

Green, Donald and lan, Shapiro (1994): Pathologidational Choice Theory, New Haven and
London: Yale University Press.

Hall, Peter and David, Soskice (2001) (eds): Vasebf Capitalism, Oxford: Oxford University
Press.



22

Hall, Peter and Rosemary Taylor (1998): «PoliticBcience and the Three New
Institutionalisms», in: Karol Soltan, Eric M. Uskm and Virginia Haufler (eds): Institutions and
Social Order, Ann Arbor: University o Michigan Psep. 15-43.

Hasse, Rainmund und Georg, Kricken (2005): Neotisinalismus, 2nd rev. Edition,
Bielefeld: transcript Verlag.

Hayek, Fridrich A. von (1960): The Constitutionlaberty, London and New York: Routledge.

Hayek, Fridrich A. von (1967): Studies in PhilosgptPolitics and Economics, London:
Routledge & Kegan Paul.

Hayek, Fridrich A. von (1973/1982): Rules and Ordel. | of Law, Legislation and Liberty,
London: Routledge & Kegan Paul.

Hayek, Fridrich A. von (1976/1982): The Mirage ajctl Justice, vol. Il of Law, Legislation
and Liberty, London and New York: Routledge.

Hobbes, Thomas (1651/1991): Leviathan, Cambridgeni@idge University Press.

Hume David (1740/1978): A Treatise of Human Nat@gford: Oxford University Press.
Kirchgéssner, Gebhard (1991): Homo Oeconomicusinén: Mohr Siebeck.

Knight, Jack (1992): Institutions and Social CastfliCambridge: Cambridge University Press.

Kohlberg, Lawrence (1984), Essays on Moral Develepmvol. Il: The Psychology of Moral
Development. The Nature and Validity of Moral Stegdew York: Harper & Row.

Koppl, Roger (1992): «Invisible-Hand Explanatiom&ld&Neoclassical Economics: Toward a Post
Marginalist Economics», in: Journal of Institutibaad Theoretical Economics, vol. 148, p. 292-
313.

Lachmann, Ludwig (1963): «Wirtschaftsordnung undtg¢haftliche Institutionen» in: ORDO,
vol. 14, 1963, p. 63-72.

Lindenberg, Siegward (1998): «The Cognitive Turrnstitutional Analysis? Beyond NIE and
NIS?», in: Journal of Institutional and TheoretiEabnomics, vol. 154, p. 716-27.

Mantzavinos, C. (2001): Individuals, Institutiongnd Markets, Cambridge: Cambridge
University Press.

Mantzavinos, C. (2005): Naturalistic Hermeneut€ambridge: Cambridge University Press.

Mantzavinos, C., Douglass, North and Syed, Sha#i§04): «Learning, Institutions and
Economic Performance», in Perspectives on Poliials,2, p. 75-84.

March, James (1999): The Pursuit of Organizatitmalligence, Oxford: Blackwell Publishers.



23
Moe, Terry (2005): «Power and Political Institutsen in: Perspectives on Politics, vol. 3, p. 215-
233.
Mueller, Dennis (2003): Public Choice Ill, Cambredgcambridge University Press.

Nee, Victor and Mary, Brinton (1998) (eds): The Nimstitutionalism in Sociology, New York:
Russell Sage Foundation.

North, Douglass (1981): Structure and Change imBouoc History, New York: W.W. Norton.

North, Douglass (1990): Institutions, Institution&hange and Economic Performance,
Cambridge: Cambridge University Press.

North, Douglass (1994): «Economic Performance ftino@ime», in : American Economic
Review, vol. 84, p. 359-68.

North, Douglass (2005): Understanding the Procédsconomic Change, Princeton: Princeton
University Press.

Olson, Mancur (1996): «Big Bills Left on the SiddlwaNhy Some Nations Are Rich and Other
Poor», in: Journal of Economic Perspective, vol.dl(3-24.

Ostrom, Elinor (1990): Governing the Commons: Thel&tion of Institutions for Collective
Action, Cambridge: Cambridge University Press.

Ostrom, Elinor (2005): Understanding Institutioriiversity, Princeton: Princeton University
Press.

Parsons, Talcott (1975): «Social Structure andywmbolic Media of Exchange», in: Peter M.
Blau (ed.): Approaches to the Study of Social St p. 94-120, New York and London: Free
Press.

Popper Karl (1957): The Poverty of Historicism, don: Routledge.

Riker, William (1990): «Political Science and Rat& Choice», in: Alt, James E. and Kenneth,
A. Shepsle (eds.): Perspectives on Positive PalitiEconomy, Cambridge: Cambridge
University Press, p. 163-181.

Schumpeter, Joseph A. (1908): Das Wesen und derptidhaalt der theoretischen
Nationalbkonomie, Berlin: Duncker & Humblot.

Smith, Adam (1776/1976): An Inquiry into the Natuaed Causes of the Wealth of Nations,
Edwin Cannan (ed.), Chicago: Chicago UniversitysBre

Suchanek, Andreas (1994): Okonomischer Ansatz iedrétische Integration, Tiibingen: Mohr
Siebeck.

Ullimann-Margalit, Edna (1978): «Invisible-Hand Eaphtions» in: Synthese, vol. 39, p. 263-
291.



24

Vanberg, Viktor (1975): Die zwei Soziologien, Tugen: Mohr Siebeck.

Vanberg, Viktor (1992): «Innovation, Cultural Evoan and Economic Growth», in: Ulrich Witt
(ed.): Explaining Process and Change. ApproacheSvtdutionary Economics, pp. 105-121,
Ann Arbor: Michigan University Press.

Vanberg, Viktor (1994): «Cultural Evaluation, Callre Learning and Constitutional Design»,
in: David Reisman (ed): Economic Thought and RsitiTheory, Boston, Dordrecht and
London: Kluwer, p. 171-204.

Watkins, John (1953): «Ideal Types and HistoricalplBnation», in: Feigl, Herbert and
Brodbeck, May (eds.): Readings in the Philosophypaknce, New York: Appleton —Century-
Crofts, Educational Division, Meredith Corporatipn723-743.

Weber, Max (1919/1994): Politik als Beruf, Tubing&ohr Siebeck.

Williamson, Oliver (1985): The Economic Institut®nf Capitalism, New York: Free Press.

Williamson, Oliver (1996): The Mechanisms of Gowamne, Oxford: Oxford University Press.



