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Week 2 

The economy and its institutional 

background 

This lecture reveals the institutional settings of economic activities. Two questions 

will be discussed based on the seminal work of Avner Greif: 

• How do economic structures, cultural aspects, social mechanisms, private actions 

and public institutions shape the interactions and payoffs of economic actors? 

• What factors do constrain public actors to use their power to appropriate the benefit 

of economic activities that became available due to the presence of this power? 

The cultural, economic and political condition of prosperity can be discussed reviewing 

these two questions. 

Literature 

Grief, Avner (2005) Commitment, Coercion and Markets: The Nature and Dynamics of 

Institutions supporting exchange In Menard, Claude; Shirley, Mary M (2005) Handbook 

of New Institutional Economics Springer, Dordrecht 
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Greif: Commitment, Coercion and Markets: 

The Nature and Dynamics of Institutions 

supporting exchange 

Avner Greif (2005): Commitment, Coercion and Markets: The Nature and Dynamics of 

Institutions supporting exchange  

Handbook of New Institutional Economics 

Introduction 

• Contract enforcement institutions (CEI) – determine the range of transactions in 

which individuals can commit to keep their contractual obligations; facilitates 

credible commitment to fulfill contractual obligations – necessary for sequential 

transactions. 

• Coercion Constraining Institutions (CCI) – constrain those with coercive power 

from abusing others’ property rights 

– Penalizing deviator – definition of breach, information about offence, incentive to 

penalize, feasibility of sufficient penalty 

– Dynamics of market-supporting institutions 

– Game theory – what is the equilibrium 

– Additional questions: how an equilibrium emerges – values, path dependence 



 

4 

 

Old and New Institutionalism 

• Distinction and inter-relationships between organic CEI (unintended, 

unforeseeable) designed private or public CEI (intentional, conscious design; 

imposed by economic agents or by the state) – Old Institutionalism   

• Inter-relationships between dynamics of market-supporting and political institutions 

- New Institutionalism 

Contract-Enforcement Institutions 

• The extent of the market – the degree of voluntary exchange – is determined 

by its supporting CEIs.  

• The effectiveness of CEIs depends on mitigating the same problems of making the 

threat of sanctions (or rewards) credible.  

– Appropriate information regarding past conduct  

– Incentives to neither shrink their duty nor abuse their power 

– Share expectations regarding what behavior constitutes a breach  

– Common knowledge that the above conditions are met. 

Grouping of CEIs 

• Organic (spontaneous) institutions emerge as unintended and unforeseeable 

results of the pursuits of individual interests. 

• Designed (pragmatic) reflect intentional and conscious desing and possibly the 

coordinated responses of many individuals (it roughly corresponds to North’s 

informal and formal institutions). 
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• Private order institutions rely mainly on economic and social sanctions imposed 

by economic agents. 

• Public order institutions rely mainly on sanctions imposed by the state. 

Organic, Private-Order CEIs 

• Likely to emerge when  

– Economic agents face to prospect of beneficial, ongoing exchange.  

– Breaching (breaking) a contract is (actually or statistically) observable.  

– The effectiveness of reputation based deterrence increases as the value of future 

relationships become higher.  

– More likely to emerge when the parties are locked into their relationships: the 

market is thin and it is costly to find a new partner wit whom to exchange. 

• Agents are motivated to test new partners in exchange to discover their 

types – building relationship by gradual increase of traded amount – necessary 

sunk cost of interaction increases the cost of breach. 

• Bilateral mechanism provide limited and often costly contract enforcement – it is 

effective when quality is easy to verify or in credit relations. 

• Organic, multilateral reputation institutions – more behavior can be monitored, 

better information circulated, higher sanctions would be imposed on those who 

cheat. 

• Reasons to participate in a multilateral punishment  

• In moral hazard situations, the expectation that others will sanction an individual 

can be enough to motivate punishment because punishment by others reduces the 

ability to perform and reduce loss due to breach  

• In adverse selection situations, past cheating reveals bad types who will cheat 

again.  

• Individuals participate in multilateral punishment according to an internalized sense 

of fairness among members of social structure. 



 

6 

 

• Often symbiotic relationships with social structures, norms and cultural beliefs. 

These social features provide the initial conditions for the rise of the economic 

situations. 

Social structures 

• Individualistic searching for reliable business partners can also lead to the 

formation of a social structure in the form of a business network or an ‘old boys’ 

network.  

• An economy can therefore end up segregated in the sense that exchange, beyond 

spot exchange, is conducted among members of groups based on non-economic 

attributes such as religious sects, lineages, etc. 

• Maghribis: commitment was achieved based on multilateral reputation mechanism 

within a business network by an institution that can be referred to as a coalition. 

Optimal size of an organic CEI 

• The optimal size of an organic CEI with multilateral punishment is theoretically 

linked to the speed of information transmission. The actual number of individuals 

governed by the institution reflects either the original social group around which the 

institution emerged, or individualistic search for worthy partners. In either case, the 

size may be not optimal.  

• In the presence of adverse selection, organic CEIs based on multilateral 

punishment can be welfare-reducing as they lower the incentives among 

non-members to search for worthy partners. Moreover, organic CEIs based on 

multilateral punishment reduce incentives to create institutions that would foster 

impersonal exchange and support the needs of a dynamic economy. More 

generally, the relative efficiency of organic CEIs declines as populations and 

markets grow. These institutions are relation based and hence entail low fixed 

costs but high and rising marginal costs. 
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Public Order CEIs: the legal and regulatory 

systems 

• Coordinate behavior through laws and regulations. 

• Collect and process information using various formal procedures and 

bureaucratic organizations. 

• Deter contractual breaches by threatening legal and regulatory sanctions.  

– They rely on the authority of the state. The legal system constitutes a third party that 

alters the costs of a contractual breach, enabling parties to commit a contractual 

performance in cases in which contracts will not be self-enforcing based on the 

value of future relationships. 

– The public order institutions that support modern markets require high fixed costs. 

Once established, the marginal cost of enforcement – and hence exchange 

relationships – is low and constant. 

Factors that lessen the effectiveness of the 

legal system 

• The legal system rarely provides costless, perfect, objective, impartial contract 

enforcement. Factors that lessen the effectiveness of the legal system:  

• Verification of past actions is often costly  

• States have a limited geographical scope while laws and regulations may be 

designed to achieve various policy objectives other than securing rights.  

• Budget constraints and administrative capacity imply that legal proceedings may be 

time consuming.  

• Direct legal costs, such as legal fees, and indirect costs, such as opportunity cost 
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of time, are often high.  

• Economic agents’ strategic responses to the incentives implied by laws and 

regulations can limit their effectiveness.  

• There is the need to mitigate the associated agency problem: decision makers 

within public institutions, such as judges, policemen, and regulators, have to be 

provided with the incentive to use their power to protect rather than abuse property 

rights or otherwise reduce property-rights security. 

• The difficulty of providing appropriate incentives to judges and regulators often 

reflects their concern about their personal safety following an un unfavorable 

judgement. Making judges and regulators free of political control and relying 

relatively more on regulations rather than laws are ways of mitigating these 

problems. Yet, relaxing the ability to discipline judges can lead to more corruption. 

Similarly, regulatory agencies can be established to propagate the policy of 

legislators beyond these legislators’ term rather than promoting welfare 

Factors that strengthen the effectiveness  

• Organic CEIs are more efficient when  

– information is known but not verifiable,  

– the speed of resolving contractual disputes is important,  

– the issues are too complex for the court to grasp at a low cost or when the issues 

require particular knowledge that the court lacks.  

– Public-order institutions are ineffective due to corruption or budgetary constraints, 

the relative profitability of private-order institutions increases. Indeed, the informal 

sector is disproportionally larger in developing economies and countries in 

transition. 

• When effective public-order institutions exist, economic agents can respond to their 

limitations for fostering contract enforcement by appropriately structuring their 

contractual relationships, property-rights distribution, and organizational forms.  
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Designed, Private-Order Institutions 

• Intentionally established by economic agents in response to profit opportunities 

entailed by improving contract enforcement beyond what is possible otherwise. 

They are based on the expected responses of economic agents. They are 

established either by the interacting parties (e.g. business associations) or by a 

third party (e.g., the stock exchange and credit rating companies). 

• Often have features similar to those of public-order institutions, such formal 

procedures to resolve disputes and impose fines.  

• The organizations and rules central to designed CEIs increase the disciplinary 

impact of economic sanctions by  

– changing the information structure,  

– providing coordination, and  

– more generally by altering the strategic interaction among the economic agents. 

Some forms of them 

• Information intermediaries (auditing firms, credit reporting firms, the Better 

Business Bureau, credit rating firms, the Consumer Report, and business 

associations.) They reduce the cost of acquiring information regarding an economic 

agent’s past conduct; improve information quality, increase the speed of its 

circulation; improve monitoring, etc. 

• Contract enforcement fostering by altering the structure of the interactions 

among the economic agents, particularly by replacing infrequent interactions 

among any two economic agents with frequent interaction with the organization. 

For example credit card company, Exchanges, Escrow companies, large retailers. 

• Reputation aggregators. The organization is structured in away that reputational 

consideration makes it credible that it will monitor and discipline its constituting 

members. 
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Costs of Designed Private-Order CEIs 

• The credible threat by an organization to discipline its members, increases the 

value of membership, as each member can attract more trade. This higher value, in 

turn, provides the organization with an effective disciplinary device in the form of 

exclusion. High fixed cost  

– in initially setting up an institution:,  

– acquisition of organizational capacity (such as storing information),  

– specifying and making common knowledge rules and processes (regarding 

membership, filing a complaint, and sanctions),  

– generating awareness of the new organization, 

– creating the belief that it can support contract enforcement in a way that is 

beneficial to its customers.  

• Once established, however, designed CEIs exhibit low marginal cost. 

Learning from market’s feedback 

• The organization (or the individuals who control it) can gain from abusing the 

information and power at their disposal. Such behavior is likely to be punished 

eventually by customers who take their business elsewhere. The threat of losing 

future business to discipline the organization, however, means that its profits need 

to be sufficiently high. The cost of designed private and public CEIs can also by 

higher than technologically warranted because they are often natural monopoly and 

hence, ignoring other factors, would not change marginal cost for their services.  

• Relative to public order institutions, designed ones are likely to be better able to 

learn from the market’s feedback, diversify their products, rely on tacit knowledge 

and statistical measures of performance, provide faster service and be more cost 

effective than a legal system. 
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Designed CEIs 

• Designed CEIs substituted for the public-order CEIs in past economies to a 

larger extent than in modern ones as the latter were relatively undeveloped and 

the state had limited administrative capacity. (Although historically the distinction 

between private and public was less sharp than in modern time). 

• Community Responsibility System (CRS) was a designed system (although 

perhaps with organic roots dating back to the sixth century) with explicit rules and 

an organization that built on the fact that merchants were members of particular 

communes that had intra-commune contract-enforcement institutions. It provided 

contract enforcement in inter-community impersonal exchange despite 

• Designed CEIs: banks, credit cooperatives, credit card companies, consumer 

groups, escrow companies, trading companies, wholesalers, chain stores, hotel 

chains, banks, trade associations, unions, trading companies, trade and industry 

associations, stock exchanges, clearinghouses, credit rating agencies, credit 

bureaus, and better business bureaus. Their operation is reflected in brand 

names, copyrights, audits, guarantees, accreditations, etc. 

Organic or designed CEIs?  

• Designed institutions are often established in response and reduce the cost 

of using public-order institutions.  Public-order institutions are often required to 

prevent designed CEIs from using their economic power to curtail rather than 

expand exchange and efficiency. Many designed institutions are completely 

private-order, others critically depend on complementary public-order institutions. 

The hybrid institutions combine elements of private and public-order and/or 

combine economic, social, and coercion sanctions. CRS, Medieval guilds, 

organized crime   

• More reliance on organic CEIs, is optimal in relatively small and static economies 
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and when there is less to gain from impersonal exchange.  

• More reliance on public-order and designed CEIs is optimal in relatively large, 

dynamics economies with much to gain from impersonal exchange.  

Public-order or designed institutions? 

• Public-order institutions are more important in industrial economies in which 

complexity is relatively low and transactions relatively large. In this case, the court 

can relatively easily verify past actions and the threat of a law suit is credible given 

the sums involved.  

• Designed CEIs are relatively more important in complex, consumer- and service-

oriented economies in which actions are difficult to verify ex-post and the sums are 

relatively small. 

Coercion constraining institutions 

• In small social units, such as tribes, communities, and clans, the use of coercive 

power to capture another’s property is likely to be effectively curtailed by the 

density of personal, social, and economic ties and the relative even distribution of 

coercive power. 

• Effective CCIs make violence economically productive as it is used to protect 

property rights from abuses, such as expropriation by the state, the ravages of a 

civil war, and large-scale military raids. They secure property rights by 

discouraging those who can acquire coercive power to abuse rights from doing so, 

and by motivating those who have coercive power — rulers, the elite, states — to 

protect rights. These CCIs rely on  

– balancing one’s coercive power with either the coercive power of others,  

– their ability to inflict economic sanctions on one who abuses rights.  

– CCIs deter abuse of rights by creating the shared beliefs that attempting to do so 

will lead to a costly retaliation. 
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State and CCIs 

• There is no one-to-one correspondence between states and CCIs.  

1. Countervailing coercive power can constrain the state. A balance of coercive 

powers within a polity can limit the abuse of rights.  

2. The costs and benefits to a ruler from abusing rights depend on the state’s 

administration’s capacity to gain information regarding assets that can be 

captured, capturing them, and transforming the proceedings into goods and 

services beneficial to the ruler. If the state’s administration is controlled by the 

asset holders, abusing their rights can undermine, rather than foster a ruler’s 

welfare. The capacity of, and control over the state’s administrative can be 

structured in a way that the ruler can either credibly commit not to abuse rights or 

is deterred from doing so. 

3. Various technological and institutional factors limit a ruler’s grabbing hand. 

Economic agents can respond to expropriation by economically sanctioning the 

ruler. For example, withdrawing original owner’s complementary human capital, 

or moving away. 

• CCIs are based on either countervailing coercive or economic powers. The 

expected responses of those with coercive and economic powers influence one’s 

decision regarding abusing their assets. Protection is afforded, however, only to 

those who can retaliate. 
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No ruler: mutual deterrence among social 

units   

• When there is no ruler, there are equilibria in which each agent sufficiently 

invests in coercive power to deter the other from raiding him. Theoretically, 

such a ‘mutual deterrence’ equilibrium is more likely to exist  

– the more the agents value the future;  

– the higher the cost of raiding;  

– the more the military technology favors defense;  

– the higher is the share of the products lost due to a raid;  

–and when the agents also gain from economic cooperation (e.g., trading or 

joint production that they can lose following a raid). 

• Tribal societies provide the classic example of polities without a ruler but such 

polities even exist in urban settings. 

Make me a king 

• Assume that a ruler can use his coercive ability, after paying a fixed cost, to 

capture assets. In the equilibria in which property rights are secured each 

economic agent is deterred from raiding by the military ability of the others, but in 

addition, he is also deterred by the threat of the ruler retaliating against one who 

raided.  

• The ruler is motivated to retaliate by the expectation that as long as he does so and 

refrains from abusing rights, the agents will pay him taxes. There are two distortion 

factors:  

•  If the relative coercive power of the ruler is not sufficiently high, in and of itself, to 

deter the economic agents from raiding each other, each of them will invest in 
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acquiring coercive ability.  

•  Although taxation is socially beneficial as it motivates the ruler not to abuse rights, 

it causes the economic agents to consume more leisure than in the first-best 

allocation. 

A ruler with an independent coercive power 

• The podest`a’s military strength was such that the threat of him possibly joining 

forces with a clan that was attacked deterred each of Genoa’s main clans from 

instigating an attack. Yet, the podest`a was too weak to become a dictator and 

abuse rights given the strength of Genoa’s clans and its population. The podest`a 

was promised a high wage at the end of his term, but because he was weaker 

than each clan, if one clan took control of the city, there would be no reason to 

reward the podest`a. Hence he was motivated to act against a transgressor 

because otherwise his payoff would be lower. However, it was imperative to 

insure the podest`a, as well as the soldiers who came with him, had to leave the 

city at the end of his term and not return for several years. A podest`a’s son could 

not replace him in office. 

A ruler with a conditional coercive power 

• Venice – doge was strong on-the-equilibriumpath (that is, as long as he did not 

abuse rights or failed to punish those who did) but was weak off-the-equilibrium-

path (that is, after he abused rights or reneged on punishing those who did). The 

Doge was made a magistrate, elected for life and responsible for establishing 

social order and providing public goods. Coercive power remained highly 

diffused among the prominent clans and families of Venice which were 

represented in a general council. 
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Balancing coercive power with economic 

power 

• Two groups of institutions 

– First, institutions based on an inherent limit in the ability to gain economically 

from one’s coercive power, 

– Second, institutions based on the need for administrative capacity to gain from 

abusing rights and effectively rule. 

CCIs based on the limited reach of the 

ruler’s grabbing hand 

• Confiscation of an asset can reduce its value due to complementarities between it 

and other assets, human capital, and expertise. If this reduction is high enough, 

providing a stream of rent to those with coercive power would be more profitable to 

them than capturing the asset.  

• Abuses can also be deterred by the expectation that the economic agents will 

shift their activities following an abuse in a manner that would be costly to the 

abuser. 

• Deterrence is enhanced by the mobility of assets, complementarities with other 

assets that cannot be captured, and the ability of the economic agents to overcome 

the collective action and free-rider problems associated with collectively responding 

to abuses. 



 

17 

 

CCIs based on the state’s administrative 

structure 

• The (limitedly) absent state 

• By not creating an effective administration to govern a particular economic sphere, 

a ruler can commit not to abuse rights in that sphere because limited administration 

increases his cost of confiscation. When a ruler stands to gain less from abuse, 

property is more secure. Security increases  

– with the cost and time it takes to establish an administration with the capacity to 

abuse rights at low cost.  

– the more the agents are able to consume, transfer, or hide their assets after 

observing the initial stages of establishing a more effective administration. 

Delegation of state administration to asset holders 

• When the state depends on financing or tax collection provided by the asset 

holders to sustain its courts or maintain its army, the cost of withdrawing services 

can be high. 

Self-governance 

• Property rights are even more secure when delegation is done in the context of 

giving the asset holders an autonomy. 

The origin and dynamics of CCIs and 

political institutions 

For a particular CCI to prevail the relevant actors should share the beliefs that the 

related strategies will be followed. They should share beliefs regarding what action 

constitutes an abuse and what the consequences of doing so will be.  
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Which set of shared beliefs, out of the many that are generically possible as an 

equilibrium outcome, will prevail reflects initial conditions, such as  

• the initial distribution of wealth,  

• military might,  

• and coordinating mechanisms.  

• Non-economic and potentially temporary factors, such as cultural heritage, the 

legitimacy and interest of coordinating organizations, and charismatic leaders 

• Once a particular CCI establishes itself as an equilibrium outcome each actor’s 

unilateral ability to change it is limited. 

• CCIs change in response  

– to exogenous changes in factors rending them equilibria,  

– unexpected consequences,  

– strategic innovations,  

– external threats,  

– and mutual gains. 

Path dependence 

• The distribution of military and economic resources, shared beliefs, social 

structures, cognitive structures, and organizations that were part of the previous 

CCIs constitute part of the initial conditions in processes of institutional change. 

Hence new CCIs include institutional elements inherited from previous ones.  

• The set of feasible, consensual, institutional changes is also limited by the 

need to insure that each actor who can ex-ante block the change will not do so. 

This requires that those who will, ex-post, have more coercive or economic power 

commit not to use this power to make others worse off. Changes that otherwise 

would be Pareto-improving would not feasible without such commitment. For 

these changes to be agreed upon, those who will have less power should 

nevertheless expect to be better off by having a smaller share in a larger pie or by 
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ex-ante devising ex-post safeguards, which take into account the ex-post new 

distribution of powers. 

• Why do rulers, as was common in pre-modern Europe, allow for representative 

organizations whose members are not hand-picked by them although such 

bodies provide an arena for revealing and coordinating opposition to the 

ruler? 

• Although delegation, self-governance, independent military organizations, and 

large-scale, private-order institutions endanger rulers, they nevertheless will 

establish or tolerate them when their benefits are high relative to the risk they 

imply. This is more likely to be the case when  

– the ruler’s budget constraint is binding;  

– the ruler’s legitimacy is high and hence the risk of revolt is low 

– the organization can be abolished at will (as was true regarding the Merchant 

Guild); and  

– the institution provides services that are important for the ruler’s control 

The dynamics of market-supporting 

institution and the implied dynamics of 

markets and political institutions 

• Public-order and designed CEIs that reveal wealth to those with coercive power will 

only be utilized if the CCIs are such that revelation of wealth does not undermine 

property rights security.  

• Conversely, rulers will permit designed, large-scale CEIs only if the CCIs are such 

that they either cannot prevent their establishment or these institutions do not 

undermine their control. 

• The same CCIs that are conducive to the emergence of wealth-revealing public 
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and designed CEIs, and hence to market expansion, are also conducive to the 

emergence of political institutions in which the commercial sector will be 

represented and have influence. 

The demand for public-order and designed 

CCIs   

• Ceteris paribus, initial social structures and cultural features influence which, 

among the many possible organic CEIs, will emerge, become an integral part of 

these institutions, and be reproduced by them. 

• The more communalist a society is in the initial stages of market development, the 

more, ceteris paribus, its organic CEIs will be based on each intra-group’s 

economic and social sanctions among its members. The society will be more 

‘segregated:’ each individual will interact socially and economically mainly with 

members of his group. Organic CEIs and their underlying cultural and social 

foundations, will lead to their mutual reinforcement. Organic CEIs that reflect 

communalism and imply segregation generate relatively weak demand for public-

order and designed CEIs. 

• CEIs that reflect individualism and imply integration implies relatively weak ability 

of each group to discipline its members. Such CEIs therefore generate a relatively 

strong demand for public-order and designed CEIs. 
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The supply of public-order and designed, 

private-order CCIs 

• Public-order institutions can be effectively supplied only if revealing wealth to 

those with coercive power does not undermine the effectiveness of the CCIs 

and hence the security of property rights. If this is not the case, even if public-order 

CEIs are established, they will be underutilized. 

• An absent state has a limited ability to provide wealth-revealing, public-order 

CEIs without undermining property rights’ security.  

– Delegating the state’s administration to those in need for wealth-revealing, 

public-order CEIs entails a greater ability to effectively supply them.  

– Self-governance by those in need for wealth-revealing, public-order CEIs entails 

an even greater ability to provide such institutions, particularly on the local level.  

• A ruler with independent coercive power is able to more effectively provide public-

order institutions although his ability is limited because revealing wealth increases 

the ruler’s ability to gain from abusing rights.  

• A ruler whose conditional coercive power is provided by those in need for 

wealth-revealing public-order CEIs is able to even more effectively provide these 

institutions.  

• Different initial combinations of organic CEIs and CCIs therefore imply 

distinct institutional dynamics. 

Market extension and political development 

• The CCIs fostering the supply of wealth revealing, designed and public-order CEIs 

also aid the development of political institutions in which the commercial sector has 

voice and influence. 
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• Chinese state interfered much less than the European states in the operation of the 

market. 

• The polity under the European Feudal system was one in which a ruler was a 

coordinator of coercive power, who was further constrained by the self-governance 

of its subordinated units, feudal lords and cities alike.  

Concluding comments 

• The same factors, such as communalism and segregation that led developing 

economies on distinct institutional trajectories may still prevail, implying that their 

institutional needs are distinct from those that were developed in the West. 

Indeed, contemporary social psychologists have found that most of the developing 

countries are communalist, whereas the developed West is individualist. 

• Market expansion, economic growth and the development of more costly contract 

enforcement institutions in the West has been a process rather than an event. 

The attempt to duplicate these costly institutions in poor economies may very well 

be like placing the wagon in front of the horses. resources. The creation of a 

western-style state with extensive administrative capacity and representative 

bodies in other parts of the world has been done in a different context. It therefore 

led, more often than not, to limited market expansion, crony capitalism, a high 

concentration of wealth among the politically well-connected, corruption, and 

predatory states. 

• What matters to market expansion, and therefore to economic growth, are the 

details of the institutions that secure rights. 


