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What are institutions?

ǒ A numberof formal (laws) and informal rulesof behavior

(relevant norms, customs, etc.) whichsupport the

coordinationor relationshipsbetweenindividuals

ǒ A country'sinstitutionsinclude:

ǒ The legal system, the politicalandthe socialsystemŸ affect

the economicgrowth

ǒ Others such asroad traffic regulations, antitrust law, andso 

on are very important institutions
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üFromHabits to Institutions

(Hodgson, 1998)

ÁRightConvention ŸăRight-Hand-Driveò

ÁActions Ÿ Imitation

ÁInstitution Ÿ Road Traffic Regulation

Individual

Institution

InformationActions

The Origins of Institutions
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üInstitutions : (The World Bank, 2002)

ŹRisk from information asymmetry

ŹTransaction costs

ŷEffectivity from Marktet transactions

ŷCompetition

üCategories of Institutions

(1)ăGrabber-friendlyò 

(2)ăProducer-friendlyò

(Mehlum, Moene, andTorvik, 2006) Quelle: The World Bank, 2002
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What is Institutional Economics?

· Institutional Economics dealswith:

ǒ Implicit and explicit rules

ǒ Their incarnationin organizations

ǒ Their impacton the behaviorof individuals

ǒ Their appearanceand disappearance

ǒ Significanceof Institutions:

Factorsof production, whichconventionaleconomicsblamefor 

growth, can'tunfoldtheir effectivenesswhenthe societyôs

institutions, valuesand control limits them.
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What is New Institutional Economics (NIE)?

ǒ Proponentsof this approacharguethat economicgrowth

theory is not sufficientwithout a considerationof 

institutions.

ǒ Accordingto themnational institutionsare quite significant

for economicgrowth anddevelopment.

ǒ Thus, the actualcauseof low economicgrowth is the failure

to establisheconomicrulesthat promote sustainablegrowth.

ǒ Evaluation of the determinantsof institutionsand their

developmentover time and explanationof their impacton 

economicperformance, efficiencyand distribution.
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Why is it called"New"?

ǒ Distinction betweenthe "old" institutionalizedschool(Thorsten 

Bunde Veblen, John CommonsandWesley Mitchell) andNIE.

ǒ NIE is workingwithin the frameworkof neoclassicaleconomy, 

but it loosens someof the assumptionsandrelatesinstitutionsas

a additional condition(Ronald Coase,OliverWilliamson and

Douglas North)
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"Old" InstitutionalizedSchools

ǒ The old schoolassumedthat institutionshavesignificantimpact

on economicbehavior.
o But lacked theoreticalfoundations, with only little analyticalrigor beingpossible.

· Considerationsoutside the neoclassicaleconomicswithout

quantitative theory, andthusno reliablegeneralizationsfor

derivingreasonablepolicyadvice

ǒ The neoclassicaleconomicsignoredthe role of institutions.

o It was assumedthat economicagentsoperatein a vacuum

Lecture Development Economics by Prof. Dr. Awudu Abdulai



Gerald W. Scully, 1995

·ăNeoclassicaleconomiststakethe institutionalframeworkof a 

societyasirrelevant to the theory. By implication, if you plunk

down a unit of capitalin Zaire or in Cuba, it shouldhavethe 

same incrementaleffecton output asin Hong Kong or Costa 

Rica. But experienceshowsthat it doesnot. A major contributor

to the differencein economicoutcomesis in the differencein the 

institutionseachnationchooses.ò
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NIE: Economicactivitiesareembeddedin a 

frameworkof institutions, formal andinformal

ĂOldñ 

Institutionalized

schools

neoclassical

economics
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Differentiation of neoclassicaleconomics

·Through the New InstitutionalEconomics, unrealisticassumptionsof 
neoclassicaleconomicscanbe realxed:

ǒ perfectinformation

ǒ no transactioncosts

ǒ perfectrationality

ǒ asymmetricinformation,

ǒ transactioncosts,

ǒ boundedrationality

ǒ uncertainty
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Approaches of the New Institutional Economics

·There are three complementaryapproaches:

o Property rightstheory

o The principal-agent theory (Information asymmetry)

o Transaction cost theory: all actionsin a marketeconomycomeat a 

cost

¶Definition of transactioncosts: coststhat haveto be expendedto make

market transactions.

o Costsof locatingand  selectinga buyeror seller.

o Costsof obtaininginformationaboutthe goodor service

o Costsof negotiatinga contract

o Costsof control and enforcementof a contract
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The New Institutional Economics

Coase (1988): ăWithout the conceptof transactioncosts, 
whichis largelyabsent from current economictheory, it
is my contentionthat it is impossibleto understandthe 
workingof the economicsystem, to analysemanyof its
problemsin a usefulway, or to havea basisfor 
determiningpolicyò.

¶ At the initiation, negotiationandsettlementof
transactionsoccur so-calledtransactioncosts

¶ Companies strive to save transactioncosts

¶ The limits of the firm are due to the nature and 
extent of the transaction costs

Å The Nature of the Firm 

(transaction cost)

Å The Problem of Social    

Cost (property rights)
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Transaction Cost Economics

·TCE combinesthe conceptsof bounded

rationalityandopportunisticbehavior

(informationasymmetry) to explaincontract and

ownershipstructuresof companies

·Continuum of organizationalform, whichlargely

dependson the levelof transactioncosts

·Dependingon the levelof transactioncosts, the 

exchangeof goodsis marketbased(horizontal) or

within a company(vertically)
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Market HierarchyModel (Wikipedia)

Increasinga company(insourcing) is alwayseconomicalif the transactioncosts

of the marketarehigherthanthe internal transactioncosts.

If the internal transactioncostsarehigherthanthe externaltransactioncosts, then

a reduction(outsourcing) occurs.



Transaction costs

ǒ Transaction costsare not a marginal 

phenomenonof economiclife, they

constitutea bigpart of all economic

activities.

ǒ ăThe inabilityof societiesto developan 

effectiveandlow-cost enforcementof

contractsis the most important sourcefor 

both historicalstagnationand

contemporaryunderdevelopmentin the 

Third World. "
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Transaction Cost Economics

Douglas North:

ǒ Institutions that developto reducethe transaction costs, are the 

keyto economicperformance.

ǒ Not all institutions are efficient.

ǒ The governmentis crucialto the design of property rightsand 

enforcingcontracts
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Significance of Transaction Costs

ǒ North estimatesthat about50% of western industrializedcountries' 

GNP account on transaction costs.

ǒ Every businessor governmentalactivity, whichallowsthe reductionof

transaction costs, is of greateconomicimportance.

ǒ Organizational innovations(in the sense of new transaction costs

savingstandards, rules, intermediation, leadershipforms, coordination

patterns) are just asimportant astechnicalinventivenessfor 

development.

ǒ The reductionof transaction costsis thusthe most important driving

force for the developmentandthe transformationof institutions, in 

turn, affectalso the technologicalchange.
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How important are property rights?

·Reliable and enforceable property rights are essential for an 

efficient economy with free market entry.

·Property rights lead to an increased use of capital and an increase 

in income

·Reliable increase ownership FDI (Foreign Direct Investment).

·It comes to an increase in trading volume and increased 

technology transfer
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