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ABSTRACT

This article explores policy applications of ‘new institutional economics’
theory in relation to markets and economic development. It argues for
application of an analytical framework which instead of looking at institu-
tions primarily in terms of their contributions to making competitive markets
work better, sees such markets as one form of institution fulfilling exchange
and co-ordination functions in an economy. A key element in this is recog-
nition of the importance of processes of change in non-standard market
arrangements in economic development, and there are strong theoretical,
practical and historical grounds for more consistent policy in this area.

INTRODUCTION

In the last fifteen years or so, development economics has increasingly
recognized the importance of institutions in economic behaviour (see, for
example, Harriss et al., 1995; Nabli and Nugent, 1989; Poulton et al., 1998).
This has included micro-economic analysis of transaction costs and con-
tractual arrangements (such as Binswanger and Rosenzweig, 1986; Stiglitz,
1986) and recognition of the importance of institutions in processes of
economic growth (including North, 1990). This has led to increased
acknowledgement of the importance of institutions in World Bank thinking,
an example being the 2001/02 World Development Report, entitled Institu-
tions for Markets (World Bank, 2002), arguably bringing institutions into
mainstream development policy thinking. Welcome (and overdue) though
this increasing emphasis on institutions may be among policy analysts, we
argue in this article that it does not yet go far enough in its consideration
of the role of institutions in development and, consequently, that policy
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prescriptions fail to address critical constraints to development. Unfortu-
nately these shortcomings in the mainstreaming of institutionalism are most
acute when applied to problems of poor rural areas where the challenges of
poverty are greatest.

The rest of the paper is arranged in four sections. After this brief intro-
duction we explore ‘new institutional economics’ (NIE) theory in relation to
markets and economic development, and argue for a conceptual framework
which instead of looking at institutions primarily in terms of their contribu-
tions to making competitive markets work better, sees such markets as one
form of institution fulfilling exchange and co-ordination functions in an
economy. This leads to an examination of the types of institutions that
development policy should promote in different situations. The third section
of the paper puts forward three different examples that illustrate the theory.
We conclude with a brief discussion of policy implications.

For many readers, some of the arguments made here will not be new. An
important aim of the article, however, is to present and interpret these
arguments to make them more accessible to those coming from a conven-
tional neo-classical economics background, a dominant school of thought in
development policy but one where these arguments are less well known and
understood. The article therefore seeks to both challenge the application of
the more simplistic institutional assumptions of neo-classical economics to
development policy analysis, and to use and extend its own analytical tools
in this task. In this we appeal to two different intellectual communities in
development concerned with promoting poverty reducing growth. To those
sceptical of the ability of markets to deliver such growth, we argue for a
realistic understanding of their potential roles at different (particularly later)
stages in the development of societies, and hence for the need to foster their
own development. To those who argue that market development and access
are a fundamental force needed to drive growth, we offer a pragmatic
and theoretical but accessible explanation of fundamental problems of
market development in poor economies, and suggest ways that these may
be addressed.

MARKETS AS INSTITUTIONS: THEORY

Following North (1990), we define institutions as ‘rules of the game’ defin-
ing the incentives and sanctions affecting people’s behaviour. A key concept
relevant to our arguments is the distinction between the institutional envir-
onment and institutional (or contractual) arrangements (Davis and North,
1971). We interpret this as a distinction between the particular sets of rules
and structures governing particular contracts (the institutional arrange-
ments) and their context (the institutional environment — which consists
of general property rights, enforcement mechanisms and costs, expected
human behaviours, power relations, communications infrastructure and
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information flows). The institutional environment, together with particular
characteristics of the contracted goods or services and the contracting
parties, determines both the structure and terms of the institutional arrange-
ments for particular contracts or sets of contracts and the processes whereby
institutions change (Dorward, 2001; Jaffee and Morton, 1995; North, 1990;
Williamson, 1985, 1991). A key point that emerges from an examination of
institutional and economic development using these concepts is that low-
income economies are characterized by high transaction costs and risks,
weak information flows, and a weak institutional environment. Actors,
particularly those with little in the way of financial and social resources or
political leverage, then face high (all too often prohibitive) costs in accessing
information and in enforcing property rights. These costs inhibit both
market development and access to existing markets, in turn inhibiting
economic and technological development. Low levels of economic activity
can themselves lead to thin markets, inadequate co-ordination, high trans-
action costs and risks, and high unit costs for infrastructural development.
The result can easily be a ‘low level equilibrium trap’ as shown in Figure 1
(Dorward et al., 2003)." We are therefore left with critical questions about
how institutional, technological, social and economic development can
proceed, and how different stakeholders can promote development paths
that will involve and benefit the poor.

One important approach to follow in addressing these questions is to
consider the political economy processes of institutional change. North
provides an historical perspective on the influence of different paths of
institutional change on economic development (Davis and North, 1971;
North, 1990, 1995; North and Weingast, 1989). Institutional change is
explained in terms of responses of powerful groups to changes in relative
prices, technologies and transaction costs. These groups respond by modi-
fying institutions in ways that they perceive to be in their interests, and in
different countries the same sets of changes in relative prices and in transac-
tions technology may stimulate radically different types of institutional
change. Much depends upon (a) the perception by different groups of

1. The concept of a ‘low level equilibrium’ trap has a history in the development economics
literature going back to Rosenstein-Rodan (1943) who had the insight that at early stages
of development the market may not succeed in co-ordinating the activities needed to
ensure development, because of the implications of spill-overs (externalities). Hoff (2001)
describes modern versions of the low level equilibrium trap, where development fails to
occur, despite a few positive individual changes in technology, institutions and prices. Less
in line with the sense in which the term is used in this paper, Nelson (1956) advances a
theory of the low level equilibrium trap which explains stagnation largely in terms of
resource constraints, savings behaviour and the state of technology. Nevertheless he
concludes that even if production techniques are not improved and there is no crash
investment programme, the trap may be escaped if social and political conditions become
more favourable.
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Figure 1. Institutions and the Low Level Equilibrium Trap
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possible opportunities and threats posed to their interests by alternative
paths of institutional change or stagnation, and (b) their political effect-
iveness (locally, nationally and internationally) in influencing the paths
and pace of institutional change. Institutional change can take a broad
‘anti-development’ form (structuring transactions to create rents), or a
‘pro-development’ form (structuring transactions to reduce costs and
thus promote trade and investment). There is a strong path dependency
in these processes, as initial conditions play an important role in determin-
ing both the relative perceptions and power of different groups on the
one hand, and the institutional and technological options that they face on
the other.

In addition to considering the processes of institutional change, we also
need to look at the fypes of institutional change that may be required if
economies and communities are to climb out of the ‘low level equilibrium
trap’ described above. The emphasis of the current dominant policy
consensus (as outlined, for example, in IFAD, 2001; World Bank, 2000,
2002) is largely on the institutional environment (lacking formal attention
to institutional arrangements), through government and civil society action
to improve communications, property rights, the macro-economic environ-
ment, and access to information to support competitive markets. Although
these are very important and eminently worthy of policy attention, never-
theless if the institutional analysis stops there its principal outcome is a
growing list of often unrealistic demands on governments. In consequence,
the liberalization agenda of the 1990s that emphasized and tried to escape
the serious problems of state failure in market interventions has again run
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up against the buffers of significant state failure — but now these failures
are in providing the institutional support required for privatized competitive
markets to become effective in the challenging conditions where poverty is
most intractable.

Chaudhry (1993) provides a further twist to the problem of state
failure. He argues that in ‘late developers’ (poor economies) the weak-
ness of the state bureaucracy means that it does not have the
capacity either to gather information or to act on it to regulate private
sector development in key economic sectors to meet its own goals —
which in a reasonably stable polity would involve expansion of the
private sector tax base (a process which we loosely describe as ‘rent
farming’), delivery of critical goods and services to politically influential
(or potentially influential) stakeholder groups, and the widening of prof-
itable participation in the market economy beyond foreign and ethnic
minority ownership. Left to itself, a stable and weak but rational state
bureaucracy overcomes its weaknesses in regulating private sector devel-
opment by engaging directly in key economic sectors itself, simultan-
eously controlling growth, participation and information in those
sectors.” Liberalization policies limit or prevent the state from following
this course of action, but, together with processes of globalization, they
also undermine the state’s already limited ability to pursue its objectives
through private sector development, as it loses even the potential use of
regulatory mechanisms to extend local participation in the economy.’> A
further element in Chaudhry’s analysis is the influence of large aid flows
which, in the absence of economic growth, become the major potential
source of rents for the state and the patronage around it — and there-
fore ‘aid farming’ becomes more important than ‘rent farming’.

Taking Chaudhry’s analysis of the state’s interests (or lack of interest) in
private sector development in liberalized late developers together with our
earlier analysis of the lack of incentives for the private sector to invest in
development suggests a particularly nasty combination of two mutually
reinforcing vicious circles or traps: the ‘low level equilibrium trap’ and
what we term the ‘aid and rent raiding trap’. The latter involves a shift in
bureaucratic incentives from rent farming to ‘aid and rent raiding’ and may
be particularly damaging when increases in political instability (as a result of

2. Effective engagement generates wider benefits or ‘spill-overs’ in the economy as private
investors benefit from state-supported, broad-based growth that pushes against the low
level equilibrium trap and increases the coverage and reliability of economic information
in the economy.

3. Even without liberalization policies, the processes of globalization tend to undermine
states’ ability to intervene in national markets due to the increasing permeability of
national borders — for example due to improved telecommunications and roads
connecting small landlocked ‘late developers’ in Africa.
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state failures and/or external interventions) also shift ruling politicians’
incentives from rent farming to rent raiding.*

How can we move beyond this impasse? We focus our attention more on
addressing problems of the low level equilibrium trap, touching only lightly
on the generally complementary implications of this analysis for the actions
to escape from the ‘aid and rent raiding trap’. Fundamentally, institutional
analysis needs to be taken forward in a number of ways, to be made more
prominent, and to integrate analysis of political, bureaucratic and economic
development.

First, we need to recognize an inherent contradiction in the dominant
policy consensus discussed above, between the broader conceptual frame-
work which emphasizes neo-classical competitive markets and an import-
ant, pragmatic thread that runs through conventional development
wisdom, calling for support for bottom-up non-market organizations (pro-
ducer groups, Community Based Organizations, microfinance groups, and
common property resource management groups, for example). These are
not parts of a competitive market structure, but they can work well. Policy
analysis needs a conceptual framework which incorporates these insights
from development praxis to provide a wider NIE understanding of the role
of non-market institutions beyond narrow applications to the management
of conventional common property resources and public goods. This can be
achieved by deploying a broader conceptualization which starts from the
point that markets are institutions (and hence part of the process of institu-
tional development). This in turn leads to two practical policy conclusions:
first, that competitive neo-classical markets should be seen as only one set of
institutional arrangements (albeit very important and often effective) by
which resources, production and consumption are allocated, co-ordinated
and exchanged in an economy; second, that economic development
entails the emergence of appropriate transaction-enabling and cost-reducing
institutional arrangements as well as improvements in the institutional
environment. These points merit further consideration.

We do not deny the many advantages, and frequent efficiency and effect-
iveness, of competitive neo-classical style markets in performing allocation,
co-ordination and exchange. However, the conditions under which markets
are efficient are quite restrictive even for resources, goods and services with
private property characteristics (requiring, for example, a well-developed
institutional environment for information flows, property rights enforce-
ment, and low-cost, low-risk exchange of clearly-defined and standard
goods and services). Even in the most developed economies a very substan-
tial proportion of transactions are not conducted in competitive markets but

4. The concepts of aid and rent farming and raiding draw heavily on Olsen’s distinction
between stationary and mobile bandits (Olsen, 2000). There is perhaps little distinction
between aid farming and renting.
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instead are conducted within firms and in long-term relationships between
firms (see, for example, Coase, 1992; Hall and Soskice, 2001; Williamson,
1985, 1991). Globally, the proportion and amount of transactions occurring
within firms (and therefore through non-market arrangements) is growing as
two-thirds of world trade is either within, or associated with, transnational
corporations (TNCs) (United Nations, 1999 cited by Yusuf, 2001). For
transactions within developing countries (with much lower densities, smaller
scales of economic activity, smaller transaction sizes and a less developed
infrastructural and institutional environment) these conditions are much
more restrictive. Under these circumstances, alternative sets of (non-market)
institutional arrangements may perform better, and indeed neo-classical
competitive markets may not perform at all.

Figure 2 (adapted from Dorward et al., 1998) provides a simple repre-
sentation of this view of economic development (with regard to resources,
goods and services with private property characteristics). The basic postu-
late is that technology and the institutional environment are two key,

Figure 2. Technological and Institutional Development and
Market Forms
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interacting and endogenous elements in economic development. Highly
productive technologies require intensive and effective mechanisms for com-
plex co-ordination and exchange, to allow investment in and operation of
different specialized activities. These mechanisms in turn require an effective
institutional environment. Economic development is therefore shown in
Figure 2 as a movement from the southwest to the northeast, with comple-
mentary progress in institutional and technological development.

Simplistic and highly stylized though it may be, this representation yields
useful insights. First, it helps us to conceptualize a mapping of different
combinations of institutional and technological development, and to ask
how the exchange and co-ordination mechanisms for particular technologies
may be provided in specific institutional contexts. A poorly developed or
weak institutional environment cannot support highly advanced technolo-
gies, and therefore in the southeast of the diagram we encounter market
failure. In the northwest corner, however, high levels of development in the
institutional environment should allow effective competitive markets to
support relatively simple technologies.” Along the southwest to northeast
diagonal there is a zone of ambiguity: the institutional environment may be
insufficiently developed to support the competitive markets required for the
co-ordination and exchange necessary for particular technologies. Market
failure is not, however, the only alternative to well-functioning competitive
markets. Where the institutional environment is not sufficiently developed
to support these markets, actors will often develop specific arrangements for
co-ordination and exchange. These may be non-competitive or non-market
arrangements but may operate more effectively and efficiently than liberal-
ized competitive markets. There is, therefore, no a priori reason for expect-
ing an optimal development path (that is, movement from the southwest to
the northeast) to be restricted to situations with ‘all necessary markets
effective’: it is much more likely to move through a mix of effective and
ineffective competitive markets with non-market institutional arrangements.
At certain (earlier) stages of development a mix with strong elements of
non-market co-ordination will prove more effective. As elaborated later,
this is mainly because, at the early stages of development, market participa-
tion is inhibited by diseconomies of scale plus the thinness (or absence) of
reliable players at critical points within supply chains.

This leads on to questions about optimal (or at least viable) paths and
processes for an economy, community or industry to move in a northeast-
erly direction. Such a path can (in principle) be identified if we superimpose
onto Figure 2 sets of isoquant and isocost (or possibility) curves mapping
out the returns and costs for different technological development and

5. As noted earlier, our analysis is focused on resources, goods and services with private
property characteristics. The difficulties with markets for public goods are widely
recognized.
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