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Preface
 

This study challenges traditional economic thinking, which has, ex­

plained economic growth in terms of resources, technologies, and 
human preferences. Noting that economists have not been able to fully 
account for economic growth, the editors, Vincem Ostrom, David 
Feeny, and Harmut Picht, argue that a fourth component-institu­
tions-is the critical missing link. As the thirteen authors demonstrate, 
the influence of institutions is considerable: establishing the basic rules 

governing all public and private actions from individual property rights 
to the ways in which communities deal with public goods, and affecting 
distribution of income, efficiency of resource allocation, and the devel­
opment of human resources. 

A strong and thought-provoking case is made for considering the 

role of institutions in economic development. The editors of the book 
have collected a series of important papers addressing both a theoretical 

and a practical dimension of institutional choice. We hope that this 
volume will stimulate increasing numbers of scholars to delve into these 
issues. 

This is an executive summary of the original book published by 
ICEG. 

Nicols Ardito-Barletta 
General Director 

International Center for 
Economic Growth 

Panama City, Panama 
August 1989 



Executive Summary
 

This book reexamines the institutional foundations and political ar­
rangements of developing countries, attempts to demonstrate how the 
process of public choice can expand or diminish private choice, and 
contends that in all circumstances the political process will structure 
private choices through its influence on key economic institutions. 

Institutions structure economic forces and play an impor­
tant iole in expanding human choice-a fundamental goal 
of economic development. Institutions affect choice by in­
fluencing the availability of information and resources, by 
shaping incentives, and by establishing the basic rules of 
social transactions. Institutional innovation contributes to 
development by providing more efficient ways of organiz­
ing economic activity. 

" 	An important distinction is made between market institu­
tions for exchange of goods and services and political insti­
tutions for pursuit of common interests. Political develop­
ment, the growth of democracy, and self-government come 
not from wealth, equality, or other empirical conditions, but 
from the nature of constitutional rules, which encourage 
free association to solve common problems. 

* 	 In clarifying the relationship between participation and de­
velopment, it is important to note that much development 
effort fails because it does not provide for local participa­
tion. Local (or "traditional") communities have not 
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survived for generations without evolving mechanisms for 
solving the social and economic problems that commonly 
confront the;m, and community organizations are more dy­
namic than centralized, large-sca!e hierarchies. There are 
certain cultural requisites for "group formation," and where 
these are missing-in ethnically diverse and poorly inte­
grated economies, for example-the most effective organi­
zations are likely to be small ones located at the community 
level. Many writers have found the erosion of local institu­
tions to be caused by the spread of' the market economy. 
This book, however, finds that a hierarchical constitutional 
tradition exploited by elites is a more important cause. 

Economic institutions-or any other kind of institution­
are a form of "public good" that structures exchange; thus 
the constitutional order also determines the character of the 
market economy. Regimes designed to maximize poFtical 
control and rent seeking by the few may greatly irihibit 
opportunities for institutional innovation by individuals 
striving to capture personal opportunities for increased effi­
ciencies and growth. 

The problem of "getting prices right" to reduce scarcity or 
to achieve some other objective is not a regulatory issue, 
but is actually a matter of selecting the appropriate institu­
tions. Market institutions depend on a publicly determined 
set of rules and rights that have their basis in the bonds and 
values of the political community. 

The key problems facing the developing world today are 
sustainability and efficiency. Sustainability refers to the in­
ability of developing countries to maintain the investments 
that have been made. As far as efficiency is concerned, the 
return on resources invested is unfortunately low in com­
parison with the needs. The articles in this volume offer 
various findings useful in approaching these problems. 
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" 	Much development effort is misdirected because of mis­
diagnosis. 

* 	In developing countries the government sector has grown 
very rapidly in a context of considerable concentration of 
political power. Consequently, the institutions of represen­
tation and control are frequently urtable to keep pace with 
the capacity of political and military elites to dominate eco­
nomic choices. 

* The development goal has been incorrectly stated as one of 
expanding the private sector, rather than of developing 
market institutions. A private sector dominated by an auto­
cratic regime is not conducive to free enterprise in a com­
petitive market economy. 



Rethinking Institutional
 
Analysis and Development
 

Only recently have we begun to understand in any systematic way how 

economic forces interact with the institutional and political arrange­
ments at work in any society. This study is concerned with how those 

institutional and political arrangements affect economic development. 
We had previously acquired a growing appreciation of how prices 

and markets shape economic development. Prices guide the allocation 

of resources in a society: the goods and services produced, how they are 

produced, and how they are distributed. If the price system works effec­

tively, the allocation of resources will approximate the aggregate prefer­

ences of the community. Similarly, an effective price system will signal 
growing inefficiency in the economy and reward innovation and reallo­

cation of resources to reduce those inefficiencies. 
We are now finding that institutional structure is important because 

of its role in expanding human choice, which is a fundamental goal of 

economic development. To be sure, there are other sources that serve to 

expand human choice. Economic growth per se constitutes a significant 

expansion of human choice through the expansion of the resource base 

and the accumulation of capital. Improvements in human capital (edu­

cation, technology, and health), which "empower" individuals, also ex­
pand choice. But institutional structure is a third component. 

Institutions affect huma, choice by influencing the availability of 

information and resources, by shaping incentives, and by establishing 
the basic rules of social transactions. Institutional innovation contributes 
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to development by providing more elficient ways of organizing eco­
nomic activity, ways that often lead to fundamental restructuring of an 
economy. 

Students of development have long becn concerned with institu­
tional arrangements and how they influence the rights of' individuals 
and communities to exercise choice. A significant Iocus of this literature 
has been the detrimental impact of development on the choices of' the 
small rural communities that were the bedrock of the "traditional" order. 
Much of the early sociological and anthropological literature Iocused on 
how the emergence of worldwide markets and the national state tended 
to destroy the efficacy of' the local community. The local communities 
seemed powerless in the f'ace of' these enormous national and interna­
tional thrces. Furthermore, it was argued, the normative t'oundations of' 
those national institutions, and their power, were at odds with those of 
the traditional society. As those institutions grew in strength, they un­
dermined the values of' reciprocity and ascriptive status on which these 
communities were organized, it was argued. Thus, the local communi­
ties began to lose even their ability to manage their own local affairs. It 
seemed to matcer little whether the community prospered or became 
poorer in the modernizing piocess: the results were the same. 

This perception gave rise to two dif!*erent schools of*thought in the 
development literature. One placed emphasis on restoring to the local 
community a degrce of' control over its own fate. This has been var­
iously described as "community development," "decentralization," or 
"local participation." The second approach was to advance the new 
nation-state as the appropriate vehicle lbr restoring social control over 
the economy and the direction of change. Drawing on local adaptations 
of European socialism, this approach emphasized state capitalism, ex­
tensive regulation of the economy, and comprehensive planning. Nei­
ther of these solutions has been entirely successt'ul, however. Both the 
national- and local-level institutions are characterized by inefficiency 
and exploitation. 

In short, the existing institutional context has neither the broad­
based participation of the population of* he Third World in the processes 
of choice, nor an institutional environment in which resources are allo­
cated in socially ef'ficient ways that facilitate development. Our purpose 
is to examine the requirements for increasing participation and 
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efficiency in social choices, after a thorough reexamination of the insti­

tutional foundations of developing countries. 
Another role of institutional analysis in economic development lies 

in addressing the problem of "getting the prices right," which is impor­

tant for a number of reasons. Even in the most effective of market 

systems, there is potential fbr "market failure." Market failure may 

result from the character of the goods in question (i.e., public goods), 

externalities, inadequate information or asymmetries of information, or 

high transaction costs. 
Getting the prices right is also important because, as they grow in 

size and power, governments can cause distortions in the price structure 

through the impact of their authority and budgets. This is not to say that 

the effects of public policy are inevitably negative, but that, insofar as 

those policies are determined by noninarket forces, they have great 

potential for becoming increasingly distorting in the absence of careful 

monitoring and control of policy measures. 
While all economic institutions-capital markets, contract systems, 

property rights, etc.-order economic transactions by rules, they can 

contribute to deviations from pure market efficiency. Almost any insti­

tution engenders the germ of price distortion because of the inertia 

inherent in any established order. For example, institutionalized pro­

perty rights may need significant alteration before new technologies can 

have a broad impact on productivity. Biotechnology and information 

systems are recent instances. 

The role of' institutional analysis in getting the prices right is espe­

cially important because fundamental price distortions are introduced 

by the constitutional order that forms the basic structure of the political 

economy. This occurs as the constitutional order dctenines the "repre­

sentativeness" and "accountability- of those who exercise public au­

thority, and also establishes the basic law governing the resolution of 

conflict among diverse groups, institutions, and individuals. Perhaps 

most importantly for the study of development, the constitutional order 

shapes the rate and direction of institutional change within the polity. 

This study explores the impact of institutions and political arrange­

ments on development. It illustrates how some institutional arrange­

ments exacerbate market distortions and inefficiencies while others fa­

cilitate structural change and development. The insights, offered serve to 
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elucidate strategies that will improve the efficiency of institutional 
choices. 

The Chalhkaige of Institutional Analysis: 
Some Issues and Approaches 

The authors focus onl the identification and consequences of conditions 
that encourage the free association of individuals in pursuit of their 
common interests. An important distinction is made between market 
institutions, in which individuals and groups meet to enter into the 
exchange of goods and services, and political institutions, in which 
individuals associate to pursue common benefits. 

The authors share a normative position, common in classical Greek 
philosophy, that the individual is only truly "free" or fully "developed" 
wheh he is "self-governed." The authors do not address the social­
psychological literature, which raise!; questions about the existence of a 
generic human thirst for freedom. Rather, like the Greek philosophers, 
they take the position that human beings have a capacity for freedom 
that can either be nurtured (leading to self-fulfillment) or constrained 
(leading to slavery). The focus of attention, therefore, becomes social 
conditions and their impact on this desired self-fulfillment. This norma­
tive position leads them to seek circumstances in the developing world 
that truly promotc self-govcrnance. Instead, however, they find hierar­
chy with few checks, regimes that severely limit or discourage free 
association and experiments in self-governance, and powerful tenden­
cies at work that concentrate power and authority. 

One essay draws on Alexis de Tocqueville's argument that the prev­
alence of free association, which he found in North America, rested on 
the equality of conditions and the abundant resource base there. How­
ever, as with earlier attempts to correlate democracy and development, 
the empirical case here is difficult to validate. Thus, the ASEAN states, 
which have witnessed rapid growth and a significant reduction in pov­
erty associated with that growth, have not been noteworthy for the 
growth of democracy. This leads to a conclusion, similar to Tocque­
ville's; the cause lies as much with the "spirit of the people" as with 
empirical conditions. 
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The general line of argument in the study lies in a different direc­

tion, however. It is not wealth, equality, or other empirical conditions, 

per se, that create the conditions of self-governance. Political develop­

ment is not derivative from economic conditions, as has be,-n argued 

fairly systematically in the social science literature for the past twenty 

years, but derives from the nature of the constitutional rules that govern 

collective action. The bedrock of self-governance, it is argued, is the 

capacity to experiment with various forms of association in order to 

solve common problems and pursue common goals. Individuals must 

be free to associate and to set the terms of that association. They must 

have the rights to appropriate the benefits of that association. They must 

be able, in extremis, to enforce the rules of that association. The consti­

tution and the state can assist them in this by lending the authority of the 

state to encourage innovation and association. Or,at the other extreme, 

the state can monopolize authority, initiative, and resources. 

But a population learns self-governance by practicing it, motivated 

by common problems and on terms found mutually agreeable. Under 

this approach local groups are the source of innovation, of lower-level 

rules, and of an existential appreciation of democracy. The sources of a 
"spirit of democracy" are essentially local and at the community level. 

Two observations are impoltant here. First, this approach does not argue 

that "small is beautiful." As societies grow in scale and complexity, the 

scale of problems grows, transaction costs increase, and externalities 

multiply. In conscquence, secondary or tertiary levels of association 

must evolve to deal with the society's needs. Second. this approach does 

not suggest that anarchy ik,the solution. Public, even national, authority 

is essential to establish ind maintain the constitutional rules and deal 

with the largest-scale pioblems. But by implication, and consistently 

with the "mass society" literature of the 1950s and 1960s, if the com­

munity base is lost, the mass scale becomes inherently unstable. 

This is essentially an American "pluralist" model of political devel­

opment. It does not deny the importance of the development of the 

central nation-state; clearly, the emerging nations confront problems of 

national proportions. But it does suggest that it' the institutions of the 

nation-state are developed at the expense of' diverse and relatively au­

tonomous local institutional change, the culture of democracy cannot be 

expected to emerge. One does not have to believe that all societies are 
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"ready" for large-scale democracy-certainly (he Greek philosophers 
did not believe that. Nor does one have to believe that the "modern" 
forms of association are inh,:rently different from 'traditional" forns, as 
did Ferdinaiud Tow;lics, with his distinction between Gemeinschaft 
(community) and Geseiscitaj? (society), and the olhcr classic writers on 
the sociology of developmnent in Europe. In tact, the authors of this 
sudy seem to agree that one is well advised to build on formls of 
association known and understood by the local cu!ltre. 

The aulhors have revived a set of questions thai were eagerly pur­
sued twenty years ago by Martin Lipsct, Gabriel Almond, Reinhard
 
Bendix, RalU Dalbrndlorf, and others, concerning 
 the relationship of 
political participation, group association, and dcmocratic values to the 
developmenl of' nInldern society. But a number of issues ;tiill remain to 
be settled. B. R. Anbedkar was surely not the first to point out, in lle 
irllluniens OvCi" untottchability in India, t1at tihe local communily was 
not a f'oll ()I liberal alld humanitaian idealIs, let alone of' equity. Theo­
doie lowi has argued forelly that the evils of abrogating public 
aut'horily to "private group'; can be as great as the evils of excessive 
concCntration of pibl ic power. Finall Iy, although there is a:11ple micro­
level evidence, soni presented in this volume, that local communities 
have a remarkable capacity to solve 'development" problems, the evi­
dence is less convincing alt the n ci'o level. 

)avid Feeny develops a framework for making a bridge between 
the sCveral contributions inl this volulme that focus on "constitutional" 
issues and the more gencral development literature. lie builds this 
framework by bringing clarity and order to two critical components of' 
the political economy of institutional change. The first component 
builds on the growing literanure on "rent seeking," showing how power 
can alter economic rewards and incentives. Thanks to this component, it 
becomes possib'e to searchIfor institutional rules that shape these incen­
!ives in ways that also increase ,veraill economic efficiency and growth. 
The second component suggests the importance of' providing a constitu­
tional order that encourages institltionail innovation and differentiation 
and is, threfore, consistent wilh rapid economic dCveloplent. 

Vincent Ostrom argues that the logical requirement for some t'oml 
of public authority does not automatically lead one to conclude that a 
"Leviathan," or supreme sovereign, is essential to civil society. Rather, 
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it is important to recognize that the development of the nation-state and 
its administrative apparatus in the developing world, to which interna­
tional donors have contributed. is liaught with opportunities for rent 
seeking, exploitation, and !,r:uiny. Four key sets of institutions (rules) 
can serve to restrain tioae tendencies: freedom of association; the right 
to property and free economic exchange- due process of law; and the 
capacity (d communities to invest in "public goods" in a way that 
establishes some relationship between supply and demand. It is the key 
function of governance, he argues, to make the rules that govern these 
four processes. The rules should specify process, not content. They 
should be open and visible, not cryptic. Above all, political develop­
ment must be viewed as a process that expands power--that is, expands 
society's capacity to identify and mobilize resources to solve prob­
lems-rather than concentrating it. 

Nothing in this argument will alter the tendency of men to seek and 
exploit power. But insofar as the establishment of constitutional regimes 
is frequently an act of collective will that embodies the aspirations and 
assumptions of the founders, it can correct a fatal and critical miscon­
ception engendered by the nation-building literature. All civil society 
rests on stability, predictability, and order. However, it is essential to 
recognize that these requisites can be achieved as effectively-perhaps 
more effectively--by the stable and orderly evolution of the rules as by 
the concentration of power. 

Sombat Chantorlvong chronicles the single-minded strengthcning 
of the state bureaucracy in developing countries, drawing heavily on 
Tocqueville to argue that democracy rests on three foundations: equality 
of conditions, laws. and the "spirit of the people." But the most critical 
contribution, according to the author's study of Tocqueville, comes 
from the experience of self-governance itself. The power oflthe author's 
argument rests in his demonstration that it is indeed possible to make a 
constitutional compact in which prosperity (based on sound macro poli­
cies) and social services (provided by the government) are exchanged 
for the concentration of power in the hands of the elite. Furthermore, it 
is possible to succeed. It'denmocracy is to be defended, it must be 
defended in its own right-not as a cause of general economic develop­
ment. Similarly, although one may find socioeconomic conditions that 
encourage free association, as have authors from Tocqueville to 
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Dahrendorf, the most important cause is a constitutional and legal order 
that permits and encourages it. 

Elinor Ostrom picks a particular developmental problem, manage­
ment of the "commons," to explore the issue of the role of changing 
associational fornis in economic development. Contrary to much of the 
game-theory literature and other well-known arguments on the subject, 
Ostrom argues that the stark choice between privatization and dictator­
ship is not a necessary outcome of the dilemma of the commons. 
Rather, a review of the case studies reveals that people learn from their 
mistakes over time, even showing great ingenuity in crafting new insti­
tutional forms for resolving dilemmas. Secondly, the solutions are di­
verse, involving different combinations of technological advance, man­
agement procedures, adjudicative institutions, property rights, etc. In 
other words, even in the "worst case" of common property with enor­
mous externalities, local ingenuity prevails over central dictates across a 
wide diversity of cultures. 

Even more to the point, Ostrom argue,, that development projects 
and development administration, like game theory, deal with the static 
case of how to play most effectively wi!hin the rules. What is required, 
she concludes, is a '*constitutional" level of 'inalysis that permits us to 
modify the rules in order to foster better learning, institutional innova­
tion, and problem solving at the local level. 

Ronald Oakerson develops dhe case for the small, primary social 
unit as the source of experience in self-governance. It is in these settings 
that individuals learn about tile interaction of self-interest and recipro­
city that is the basis of political development. Because citizens first 
confront the problems associated with social change in the small, pri­
mary social Unit, it is here that we find a great capacity for innovation 
and entreprcneurship in dealing with those problems. While Oakerson 
does not develop this poinl in order to make a case for the utility of free 
association to economic development (as does the literature on deceni­
tralization, participaion, and development), such an argument is clearly 
engendered here. The constitutional order rests on rules of' association 
and on the rules that govern changes in them. The management of 
development generally oper,!'.,swithin the existing institutional rules, 
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and this is the familiar arena for most development projects. But the 

most dynamic aspect of development is when the rules are exploited to 

formulate new institutional forms, or when the rules themselves evolve. 

David Feeny develops the framework for institutional change that 

was briefly discussed above. Feeny argues that entrepreneurs, motivated 

by changing factor prices, develop new institutional arrangements that 

provide increased organizational efficiency and reallocate costs and 

benefits. However, institutional change is shaped by the society's power 

structure, which may inhibit innovation in order to protect elite inter­

ests. Feeny's recognition that political power influences the direction of 

economic change is hardly new. However, his attempt to bring power 

and economic development together within a single framework through 

the vehicle of institutional analysis represents a major advance in devel­

opment theory. 
Feeny points out that institutional change has the potential to alter both 

the distribution of' income a d the efficiency of resource use within the 

economy. There is ample evidence in the development literature of institu­

tional changes that accomplish the flonner but not the latter and, in conse­

quence, have little developmental impact. Yet income and its effects are a 

motivating force for innovation. Tle practical problem in development is 

to provide an environment in which incentives to innovatc are channeled in 

socially useful ways that improve economic efficiency. 

Fecny argues that the denlanud for institutional change is generated 

by the growing inefficiencies in the economy (indicated by price shifts), 

changing technology, the character of the market (including size), and 

the "constitutional" order (which shapes the way in which individuals 

and groups can assert and defend their respective interests). The "sup­

ply" of' institutional change, in turn, also rests on the "coiitutional" 

order insofar as it tolerates or constrains innovation in the rules govern­

ing association and changes in the distribution of costs and benefits. 

Feeny recognizes that the supply of institutional change depends on the 
"cost" of institutional design and the knowledge base that informs the 

search for alternatives. In short, market forces, shaped by an institu­

tional policy environment represented by the "constitutional" order, 

drive institutional innovation. 
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Institutions and Development in Less Developed Countries 

Institutional changes foster economic development at the local level. It 
is important to clarify the relationship between participation and devel­
opment, because it has remained murky in the literature. It seems evi­
dent, for example, that technological change or a sound structural ad­
justment program can produce significant economic development with­
out increasing democratization. Nevertheless, there is a broad variety of 
literature that argues that development projects frequently fail without 
provision for "real" local participation. 

The first point stressed by this literature is that local (or "tradi­
tional") communities have not survived for generations without evolv­
ing mechanisms for solving the social and economic problems that 
commonly confront them. Not surprisingly, therefore, these communi­
ties evince remarkable energy, ingenuity, and effectiveness in dealing 
with the collective challenges of development, when given an opportu­
nity to do so. This adaptive capacity has been attributed to several 
sources. 

One source of adaptation commonly referred to is the indigenous 
culture. In generations of adapting to the local environment, perhaps 
through trial and error, communities have evolved effective techniques 
of dealing with common problems. Knowledge of these techniques is 
social "capital," which is available to assist development if the opportu­
nity arises. 

There is, however, a second level of explanation that forms a recur­
ring pattern in the "decentralization" literature, namely, that ,ommunity 
organizations-being inherently simpler, less hierarchical, and "closer" 
to the problem-are more dynamic than centralized, large-scale hierar­
chies. This represents a direct rejection of the Weberian assumption that 
bureaucracy should be the epitome of efficient and rational organization 
in human society. 

A third argument has been made from time to time that cuts across 
those above. One might argue with Ralf Dahrendorf that there are cer­
tain ecological and cultural requisites for "group formation." Where 
these are missing-in ethnically diverse and poorly integrated econo­
mies, for example-the most effective organizations are likely to be 
small ones located at the community level. 
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At the operational level the distinctions among these arguments are 

probably not important, as they tend to converge on fairly common 

prescriptions for project desiga. However, for those interested in the 

analysis of institutional change, the distinctions are significant. An ex­

ample of the vitality and utility of "traditional" institutions for develop­

ment involves Hindu society. The institutions referred to are not 

community-level organizations but the principles of caste that constitute 

the very structure of Hindu society. What is seen in caste is the cultural 

capacity for large-scale organization that could rival class as the founda­

tion for political and economic action. It is also advisable to recall the 

argument that not all adaptations of"traditional" community institutions 

prove to be viable development tools. Some, indeed, are pathological. 

Nevertheless, the overall point is well taken: human communities are 

indeed generally highly adaptive in the right environme;,t. 

There has been a tendency to view institutional innovation and 

change at the local level as -adqptive." Cultures have evolved their insti­

tutional capital as they have responded to environmental challenges in 

order to survive. There is little in most of' the "participation" literature to 

suggest that human institutions may evolve in order to pursue human 

definitions of the "good, the advantageous, and the just." But if participa­

tion is not a process of choice, then it is simply good management to be 

evaluated on efficiency grounds. This study, then, is important since it 

puts local participation in the constitutional context of expanding human 

choice, to which project design and implementation are secondary. 

The arguments presented here make a strong case for building on 

"traditional" organizational forms. This is good advice for the project 

officer, who has limited control over his environment. It is also good 

advice at the constitutional level of institutional change. For example, in 

the Bhagavad Gita, Mohandas Gandhi found a vital part of traditional 

Hindu culture: a formula for selfless nonviolence that fired a nationalist 

movement. His predecessors had found in the same text an equally 

powerful foInula for communal violence. Inboth cases, the culture had 

provided a recognizable metaphor for action and change. Much of the 

anthropological literature has tended to view institutional change as an 

exceedingly slow process and culture as the source of continuity rather 

than a source of innovation. But this is not necessarily the case. 

Institutional and cultural change may be rapid, for example, if 



20 RETHINKING INSTITUTIONAL ANALYSIS 

conditions change rapidly and dramatically, if incentives for innovation 
are strong, and if opportunities for learing new organizational and 
cognitive forms are afforded. It is important to view culture as a basis 
for expanding choice, not limiting it. 

As we search local communities for evidence of community initia­
tive, it is not surprising that we find institutional arrangements that 
exploit both hierarchy and reciprocity. Nor is it unusual for larger-scale 
institutions to be built on these community-level building blocks. For 
example, many national-level political organizations are simply an ag­
gregate of local f:ictional traditions. What is uncommon in simpler rural 
communities, Karl Polanyi argued, is the presence of market institutions 
governing such basic economic interactions as contract and property. In 
fact, the disruptive impact of market forces on traditional communities 
has fascinated Western observers of economic change sinect the nine­
teenth century. It is clear that national elites throughout the Third World 
have attempted to reduce the impact of market forces on local institu­
tions, frequently with disastrous economic consequences. 

We find, then. contrasting explanations for the erosion of local in sti­
tutions. Karl Polanyi, much of the anthropological tradition, and many 
nationalisi leaders in the Third World have found the "collapse" of local 
institutions engendered in the spread of the market economy. This study, 
in contrast, finds much of the explanation in a hierarchical constitu­
tional tradition exp:oited by "pred;tory elites." In fact, the two explana­
tions are not mutually exclusive. Both the market and a centralized 
political order pernmit -predatory elites" to create private opportunities 
for profit that are beyond the control of local communities and existing 
institutions. Nor are "traditional" institutions immune from corruption. 
In fact, as Susan Wynne suggests, many of these local institutions were 
merely older versions of similarly predatory strategies. Thus the charac­
ter and contribution of local institutions depends to a great extent on the 
character of the broader regime within which they exist. The role of 
focal institutions will depend on such factors as the strength of market 
forces, the vertical distribution of authority, the character of intermedi­
ate institutions, and the broad constitutional norns that govern the for­
mation of associations. 

James Roumasset and Sumner J. La Croix make an important con­
tribution to ins;titutional analysis by arguing forcefully that the perfor­
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mance of institutions cannot be deduced a priori from their structure or, 

one might add, from their consistency with the historical traditions and 

culture of the society. Rather, institutions-old and new-must be eval­

uated in the context of the "political economy" environment in which 

they appear and by whether, with'] that environment, they serve to 

increase or decrease efliciency and promote growth. 
Susan Wynne reviews the "stock of cognitive resources" upon 

which African nations can draw to fashion development institutions. 

Exploring the traditions of the Kgalagadi of Botswana, she finds a fairly 

recent evolution of more "'consensual" relationships within certain 

groups, replacing the hierarchy of the past. She attributes this institu­

tional innovation to the migration of some communities into the arid 

desert of western Kweneng, where coping with the harsh environment 

engendered a more flexible set of social arrangements. Another contrib­

uting factor was the appearance of employment opportunities in South 

Africa for the young men, giving them greater independence. There are 

undoubtedly tensions in these local communities. Wynne stresses auton­

omy and the concomitant freedom of experimentation that it affords the 

community as major contributors to successful community problem 
solving. 

Amos Sawyer illustrates the close relationship existing between 

participation and development within local communities in Liberia, 

with participation serving both is a goal and as a means of develop­
ment. Citing the experience of the Putu Development Association, he 

demonstrates the importance of local self-organization in achieving de­
velopment objectives. The PuLtu Development Association rested on the 

idaptation of recognized indigenous organizational principles that had 

been used in the past to manage communal land and settle disputes. 

Successful as a local initiative, the association nevertheless foundered 

because of government opposition. Both the '*constitutional" environ­

ment and the lack of effective intennediate institutions for the settle­

ment of external disputes proved the undoing of the organization. The 

author concludes: "The survival of local units of' collective action de­

pends upon their being nested in a larger system of federated authority 

relationships." The chapter also touches on the importance of political 

exchange, such as community support lor national elites in exchange for 
local autonomy, in establishing local autonomy. 
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Sawyer also examines the Liberian movement toward autocracy, 
and finds it to be characteristic of postcolonial Africa. The origins of 
this tendency lie in the precolonial traditions, the centralized character 
of colonial authority, the decolonialization process itself, and the in­
tegrative strategies of the nationalist regimes. Curiously, although these 
experiences differ greatly among African regimes, the political conse­
quences appear to be similar. 

Before the establishment of Liberia, the indigenous population was 
organized into diverse ethnic communities, in an environment into 
which the slave trade had introduced a high level of conflict and insta­
bility. With the repatriation of American slaves and the establishmenit of 
the new constitution, a strongly centralized political order was superim­
posed. Within this constitutional order, power steadily gravitated toward 
the presidency, a development that culminated in the personal rule of 
President Tubman (1944-1971). What has resulted is a predatory re­
gime in which personal power is unrestrained by law. 

The story of Liberia raises challenging questions about the sources 
of' such autocratic tendencies in Africa. Does it simply reconfirm an 
argument that ethnic diversity does not necessarily replicate the precon­
ditions of the American pluralist political tradition'? Did the repatriated 
slaves simply replicate an exploitative colonial political order? Did halt­
ing economic growth inhibit the economic and political integrution of 
the country, leaving the national leadership unchecked by countervail­
ing political forces'? In any case, the emergence of national political 
power in Liberia, a:; is frequently the case elsewhere, has been funda­
mentally destructive of local autonomy and initiative. 

Roumasset and La Croix make their analysis based on an explora­
tion of current conceptual problems concerning institutional change in 
the context of nineteenth-century Hawaii. At the most general level, the 
authors challenge current thinking in economics, which argues that in­
stitutional change-in this case the intervention of public authority to 
establish political rights in property-is a direct consequence of chang­
ing market conditions. Rather, they assert that political change must be 
viewed as an autonomous process, although it may well respond to the 
same forces that are acting on the market. 

They make a second, equally important argument that the efficiency 
of alternative institutional arrangements cannot be deduced a priori 
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from their structure. Rather, the performance of any such arrangements 

is an empirical question that will depend on a variety of factors, includ­

ing both their structure and their interaction with their political and 

market environments. Specifically, they argue that private property can­

not automatically be assumed to be more efficient than common pro­

perty; it depends upon the particular environment. Further, because po­

litical and economic change are related but autonomous, it cannot be 

taken for granted that rent-seeking behavior is always contrary to in­

creased efficiency and growth. It may well be the case that, in the right 

circumstances, the efforts of the powerful to alter institutional arrange­

ments to permit themselves to capture more rents may move institutions 

in more efficient directions. 
Their argument complements Feeny's above-mentioned discussion. 

In effect, Roumasset and La Croix assert that political and institutional 

changes are not an automatic consequence of changes in factor prices. 

Political and institutional changes, as Feeny argues, have costs and risks 

associated with the shifts in power, income shares, and institutional 

rights engendered by the changes. One must understand why political 

entrepreneurs would take those risks and pay the costs. There is a tradi­

tion in political science that posits that political entrepreneurs are driven 

by the desire for "power" in the same way that economic entrepreneurs 

are driven by the desire for wealth. In certain circumstances this may be 

sufficieni to explain the emergence of a centralized state, increased tax 

demands, and other autonomous changes in the political economy, as 

Roumasset and La Croix suggest. It is equally plausible however, that 

the economic gains from rent seeking will be sufficient to induce eco­

nomic entrepreneurs to become political entrepreneurs. 

Market Institutions and Contingent Considerations 

At the most basic level, the market system is considered to rest on 

society's fundamental values, namely, the ones that define property 

rights, the right to associate and organize for economic gain, and the 

limits placed on individual choice. The market is perceived as an 

institutional arrangement that maximizes the individual's ability to order 

his consumption preferences and to pursue them freely. Consequently, 
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market institutions rest on a fundamental conviction regarding the 
individual's capacity for instrumental rationality. In addition, with the 
exception of problems that center on a variety of "market failures," the 
market will provide the most efficient means of allocating consumption 
and the factors of' production in order to assure that the society's re­
sources are used to maximize the aggregate satisfaction. 

In economics, much of the discussion of "public choice" has cen­
tered on public interventions that compensate for instances of "market 
failure." Market failure may rest in information asymmetries, or gaps, 
that inhibit rational choice on the individual's part. Failure may also rest 
on the character of the goods in question; "public goods," for example, 
are difficult to price and supply through market mechanisms. Goods 
that are characterized by large "externalities" also present difficulties. 

But the discussion in this study goes beyond this traditional focus of 
"public choice." In doing so, it invites an exploration of the institutional 
foundations of the market economy itself. What are the factors that 
permit and encourage institutional change within the market economy? 
How do various definitions of institutional rules (or rights) influence the 
performance and outcomes of market institutions? 

In a brief essay he prepared for the Agency for International Devel­
opment, Lowi listed the "institutional requisites" of a market economy. 
Among them were: ( I) law and order, (2) a stable currency, (3) property 
law and property rights, (4) contract law, (5) laws governing exchange, 
(6) regulations for the conveyance of' public domain to private hands, 
(7) provision of public goods, (8) provision and regulation of' human 
capital (labor), and (9) pooling of' risk. Several of these are discussed in 
greater depth in this book. There is a growing recognition in the devel­
opment literature of the contribution of improved market institutions to 
the efficient use of development resources. The variety and complexity 
of the institutional underpinnings of an effective market economy are 
less frequently recognized, however. But as John Taylor indicates, an 
understanding is needed of how the foundations of the political commu­
nity interact with the foundations of a market economy. 

Furthermore, neither the economy nor market institutions are stag­
nant. Markets are not simply established for all time. As the economy 
grows in complexity and sophistication, the evolution of market institu­
tions must follow. Economic forces themselves "induce" institutional 
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change through the increasing costs associated with increasingly ineffi­

cient and outdated institutional arrangements. In such circumstances, 

the potential gains to both individuals and society from such innovation 

become very large. These concerns predominantly involve the process 

of technological change, but also touch on such fundamental economic 

institutions as property and contract. Hartmut Picht's search for alterna­

tives to public monopolies in the supply of currency, bears directly on 

this question. 
Louis De Alessi explores the implications of Adam Smith's obser­

vations that individuals respond in predictable ways to opportunities for 

gain, and that the process of economic exchange is fundamental to 

society. Starting with certain basic principles of economic exchange, De 

Alessi then explores how, for example. different systems of property 

rights may alter the character of those exchanges. 
Among many possible systems of exchange, the market system is 

deemed efficient because it permits individuals maximum freedom to 

pursue individualized preferences. In fact, De Alessi comments, in a 

market system the welfare of individuals is closely related to the conse­

quences of their own decisions. The market then allocates resources and 

production according to those principles. The function of government is 

to define rights (such as rights to property) and protect them. The mar­

ket system also performs a second order of functions in that, beyond the 

regulation of production and consumption, it also determines the future 

of the economy by directing investment-that is, by allocating capital 

and risk. De Alessi also discusses "market failure" and the role of 

government in alleviating it. The problem of "getting prices right" in an 

economy is not a regulatory problem but an institutional one, namely, 

establishing the set of rules and rights that governs the process of indi­

vidual choice. 
John Taylor further explores the market as a social institution. 

Whereas De Alessi argued that market institutions depend on a publicly 

determined set of rules and rights, Taylor suggests that these rights must 

have their basis in the bonds and values of the political community. The 

key to a system of exchange lies not in the ability of the government to 

enforce institutionalized rights but in the community's recognition and 

acceptance of those rights. Ultimately, he suggests, economic exchange 

is not an exchange of goods but of rights over those goods. The key 
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community values that support market exchange are reciprocity and 
voluntarism in the exchange. 

Vincent Ostrom discusses the interrelationship between markets 
and public authority. He discusses economic institutions-or any other 
kind of institution-as a form of "public good" that facilitates ex­
change. In consequence, the constitutional order, which regulates the 
application of public authority and creates the nonnative context for the 
establishment of economic institutions, determines in large measure the 
character of the market economy. Although Ostrom criticizes Polanyi's 
concept of an autonomous market as a logical impossibility, there is 
much in common between Ostrom's and Polanyi's views. Polanyi de­
scribes an environment in which rapid demographic and economic 
change has destroyed the foundations of "community." The scale and 
complexity of the emerging nation-state and the emerging national 
economy effectively remove these processes from community control, 
Polanyi argues. The processes and tle consequences that Polanyi de­
scribes in Europe resemble the conditions Ostrom describes in the mod­
cm developing world. Furthermore, Polanyi argues, market forces 
themselves are poorly understood by the same elites that benefit from 
them-hence the appearance of the Poor Laws in England. Europe was 
forced, Polanyi implies, to correct this situation by reintegrating its 
populace into tile political community-presumably, as Reinhard 
Bendix suggested, hy the concept of "citizenship" and, as Karl Deutsch 
has argued, through the force of' nationalism. Britain and America ef­
fected this change through liberal political and economic institutions; 
continental Europe effected it through other constitutional traditions. 

Ostrom suggests that the institutions of political control in the Third 
World have permitted political elites to exploit market forces for their 
benefit. In addition, these political economies have not been able to find 
effective institutional alternatives to tile market nor to counteract the 
effects of bad policy environments on their growth rates. Ostrom makes 
a powerful case that regimes designed to maximize political control and 
rent seeking by the few are unlikely to afford opportunities for institu­
tional experimentation by individuals striving to resolve their own eco­
nomic problems and to capture personal opportunities for increased 
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efficiencies and growth. In short, the constitutional order may greatly 

inhibit the "institutional innovation" that Ruttan seeks. 
Hartmut Picht explores institutional solutions to a common problem 

of economic policy: unstable currency. The origins of Picht's inquiry lie 

in the critical role that a stable currency plays in social exchange gener­

ally, and in a market economy in particular. Picht explores suggestions 

that have been made in recent years to "privatize" currency, that is, to 

eliminate the governmental monopoly on currency systems, and to in­

troduce a competitive system of privately supplied currencies as a way 

to reduce the scope for bad gove nment policy. In a careful institutional 
analysis, Picht argues that the institational requirements for a successful 

competitive market in currencies are unlikely to appear in the current 
international setting. 

Picht also suggests (as Milton Friedman has) that a "constitutional" 

provision for automatic adjustment of the money supply, based on the 

impact of productivity advances on prices, will produce analogous ef­

fects at lower institutional cost. He suggests that it may be possible to 

establish effective property rights in specialized "units of account" that 
would permit privatization and differentiation of this key function of 

currency. 
Picht's discussion of institutional options for managing currency sys­

tems is interesting as a way of addressing currency problems. Conceptu­

ally, however, it has a broader significance. First, his analysis suggests 
the necessity, as economies grow in size and complexity, for greater 
differentiation, specialization, and sophistication in key economic institu­

tions. Second, it demonstrates how rigorous institutional analysis can 
suggest changes in rules and rights, perhaps at the constitutional level, 

that can encourage this prccess of differentiation. This suggests an im­
portant relationship between economic change and institutional change. 

Economic forces and economic analysis may reveal growing inefficien­

cies in an economy and, in consequence, there are opportunities for 

economic gains from institutional "innovation." The analytic tools for 
exploring and understanding such institutional innovation, however, de­

mand the capacity to deal effectively with the interaction of rules (even 
at the constitutional level) and the performance of markets. 
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ThW Continuing Challenge 

The key problems facing the developing world today are sustainability 
and efficiency. St iainability refers to the inability of developing coun­
tries to maintain tile investments that have been made. This can be seen 
in virtually every sector. The Green Revolution (development of high­
yield Lybrid cereals and other improvements) represented a remarkable 
breakthrough in Asian agriculture. But there is now serious concern 
about the :ibility of Asian research systems to stay alcad of pests and 
diseases and to su~stain the growth ratcs that have occurred over the past 
two decadeS. RuLal road systems. irrigat ion canalS, an1d other infrastruc­
ture deteriorate for lack of maintenince. Malaria. thotghit to be near 
eradication in SoothiAsia, iS rcsurgInt aain in the Himalayan toothills. 
The sustainhlility problcnllallnn1I be blamed al a. lpreoccupation with 
artil-ac!s rather than human capitail, instilutions, and systems. Training 
and laiaelltllI ,\syems haVe hec a Lontial l 'uis of'dcvelopment 

efforts. U.S. development efforts, IbOr example, have stressed long-term 

comitllllllIs to instituLio0 bu ilid iniuniversities, local goverrments, 
and the key dCClopment Ministries. 

Efficiency is the other mi jor concern. In Asia, for example, econo­
mies have continued to gl'o. except when interrupted by human disas­
lers. Ilowever, Ihe ret urn onl resources invested ii fllotul1nltely low ill 

conparison with tile ieeds. Children start school, but do not mtay long 
enough to emerge literate. Bad policy diiects capital into inefficient 
uses. Water is carried through irrigeation s\stelms at enornols cost and 
then mnitch is lost through leakage or \'isted through improper cuItiva­

tion Iechniquties-oftell rcsulling in growing salination. 
This is not to suggest that there is neither growlh nor good news. 

For example, world-class science has emergcd in Asia. Also, most 
Asian economies have weathered the vagaries of shi fting oil prices and 
maintained steady. if nodest. .roMwlh rites wi thout flling into debt 

traps. Nevertlheless. it is reasonable to conclude [fhat neilher the public 
nor the private sector in much of the dCvcloping world ha, developed 
inst itutional arraneements that allocate resources efficient ly. Further­
more, the "rowilg national wealth and the expar :ling choices are both 
concentraled in relatively few hands. 
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What do the approaches presented in this 1 :]ume have to offer in 

the context of these problems'? The principal firuings are: 

1. Much development effort is misdirected because of mis­
diagnosis. For example, many of the efforts directed to­
ward institutional development locus on training and in­
teral managemeit systems. Yet this is likely to be inef­
fective if rent seeking drives incentives in detrimental di­

rections. We need to understand and undertake manage­
ment improvements in the context of changing incentives. 

2. While there are remarkal le exceptions. the environment 
for institutional experimentation and innovation is poor 
throughout the developing world. Attempts by the com­
munities to provide their own public goods frequently fal­
ter from te opposition of national elites or the lack of a 
legal environment that perniits initiative. It is vital to un­
derstand that sovereignty is not a zero-sum game, and that 

variety in the organization of public authority is both pos­
sible and productive. 

3. Although the public sector in developing countries is not 
large by the standards of developed ones, it is clear that 
the government sector has grown very rapidly in a context 

of considrable concentration of political power. Conse­

quently, ,he instilutions of representation and control are 
frequently unable to keep pace with the capacity ol' politi­

cal and military elites to affect economic choices at both 
the macro and micro levels. Furthermore, the influence of 
the elites is not illegal in any sense of the term. Without 
any expectation of major constitutional changes, it may 

nevertheless be possible to suggest incremental changes 
that will shift power in the direction of greater, rather than 
less, rowth and economic efficiencv. 

4. In the face of imomcntous changes in the Asian economies 
over the past twenty years, markets have been very slow 
to react fbr a varicty of reasons. For example, there has 



30 RETHINKING INSTITUTIONAL ANALYSIS 

been a shift from subsistence to predominantly commer­
cial agriculture within this period. Yet the marketing 
structures for key inputs and for intermediate-term capital 
have frequently not res i x'ed. Iii the face of rising bud­
get deficits and foreign exchange shortages, several coun­
tries in Asia are engaged actively in the privatization of 
public sector enterprises and in trade liberalization. Yet 
there is real concern that the indigenous capital market 
will be unable to keep up with this structural change in the 
economy. It is reasonable to argue that, in many of these 
countries, public authority has not been directed toward 
improving market institutions and market efficiency. Even 
more recently, the development goal has been stated as 
one of expanding the private sector, rather than of devel­
oping market institutions. We need to understand clearly 
the character of the public functions andi policies that en­
courage expansion and innovation in a market economy. 

This book represents a self-conscious attempt to look at the process 
of development as the interaction of public and private choice. It at­
tempts to demonstrate how the process of public choice can expand or 
diminish private choice. It contends, furthermore, that in all circum­
stances the political process will structure private choices through its 
influence on key economic institutions. The methodologies presented in 
this volume can illuminate these interactions. Through this improved 
knowledge, we can aspire to improved policy and improved institu­
tional innovation. 
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