1
bb


                         VIII International Economics Conference

                        “Political Stability and Economic Freedom” 

               Universidad Peruna de Ciencias Aplicades, Lima, Peru, 7-8 June 2010.

                     INSTITUTIONS AND ECONOMIC DEVELOPMENT:

                                                 A Black Box?

                                                        By

                                                  Deepak Lal

     James Coleman Professor Emeritus of International Development Studies, 
                               University of California, Los Angeles 

                                                      And 

                            Professor Emeritus of Political Economy,

                                  University College London

Email: dlal@ucla.edu                                                                    May 2010

                    INSTITUTIONS AND ECONOMIC DEVELOPMENT

                                                   A Black Box?

                                                          By

                                                   Deepak Lal
INTRODUCTION
Institutions have become the new deux et machine in explaining economic development. Though there role in determining economic outcomes remains important, much of the recent discussion by the young, in trying to put theoretical and econometric flesh on Douglas North’s hypotheses, I will argue, is incoherent and deeply unpersuasive. 

But, before I come to this task I need to provide my own explanations for: ‘what are institutions?’, ‘how do they emerge?’, and what are their effects, if any, on long run economic performance. In doing this I will be relying on various assertions which are based on my own work, in particular the framework for understanding ‘culture’ which I developed in my Unintended Consequences,
 and in the empirical historical comparative study of    developing countries from the 1950s to end 1980s that Hla Myint and I conducted for the World Bank and which was published as our book titled The Political Economy of Poverty Equity and Growth: A Comparative study. 
This is done in the first part of the paper. The second part contains a critique of the recent writings on the subject.
                                                           I

INSTITUTIONS, CULTURE, ECONOMIC PERFORMANCE

Institutions
Institutions broadly defined consist of informal constraints like cultural norms, or the more purposive formal ones embodied in particular organizational structures –including formal rules embodied in, for instance, the common law, which forms a spontaneous order in Hayek’s sense as having evolved without any conscious design- which constrain human behavior.

But as soon as we start talking about constraining human behavior, we are acknowledging that there is some basic human nature to be constrained. It would take me too far afield to discuss what we now know about human nature particularly as a result of the findings of evolutionary psychologists, neuro-scientists and geneticists
. But if as a first cut we accept the economists’ model of Homo economicus, which assumes that human beings are motivated purely by self-interest, then the function of institutions is to constrain such self=seeking behavior. 

This immediately points to another significant feature and reason for the existence of institutions. If Robinson Crusoe was alone on his island, he would have no reason to constrain his basic human nature. It is only with the arrival of Man Friday that some constraints on both him and Crusoe might be necessary for them to co-operate  and thereby increase their mutual gains-by specializing in tasks in which they have a comparative advantage- over what they could each have derived from their own efforts on two separate autarkic island. This leads to the notion of transactions costs- a concept even more slippery that of institutions. 

Matthews (1986) in his presidential address to the Royal Economic Society noted that the recent economics of institutions had four approaches: institutions seen as systems of property rights laid down by law, moral conventions or norms, types of contract and authority relations. The common feature of these approaches “is the concept of institutions as sets of rights and obligations affecting people in their economic lives”. The reason that there is a close relationship between institutions and transactions costs is that, as Matthews puts it. “to a large extent transactions costs are costs of relations between people”, and institutions are par excellence ways of controlling the interactions between people.

Culture
But this in turn makes them part of the equally slippery notion of ‘culture’. I have found a definition due to ecologists, as the most helpful in defining the amorphous concept of ‘culture’. They claim that the human animal is unique, as its intelligence gives it the ability to adapt through learning to a new environment, without mutating into a new species. It learns new ways of surviving in the changed environment and fixes them by social custom. This ecological notion fits well with the economists’ notion of equilibrium. This is a state where self seeking agents learn nothing new so that their behavior becomes routine. This is close to the ecologists notion of social custom fixing a particular human niche. When the environment changes this equilibrium is disturbed, and agents have to abandon their past theories as they are systematically falsified. To survive they need to learn through a process of trial and error to adapt to the new environment, leading to a new social equilibrium in which their expectations in the widest sense are not falsified. This equilibrium need not be unique or optimal or the result of any rational deliberate rationalist plan. But it will be stable until the environmental parameters are altered. 

In these changing social equilibria, I distinguish between two sets of beliefs: those related to making a living-material beliefs- and those related to understanding humankind’s place in the world and how they view their lives, in Plato’s words “How one should live”- which are cosmological beliefs. There is considerable cross cultural evidence that material beliefs are more malleable than cosmological ones. Material beliefs can alter rapidly with changes in the material environment. There is greater hysteresis in cosmological beliefs. Cross cultural evidence shows that rather than the environment it is the language group which influences these world views. This is because linguistic affiliation means that a particular society shares a common origin which determines their world views, becoming part and parcel of the language.

Material Beliefs of Eurasian Agrarian civilizations
There was great commonality in the material beliefs of the ancient Eurasian agrarian civilizations, as they faced two common threats to their highly productive form of settled agriculture based on the plough and riverine irrigation. The first was due to these civilizations being sandwiched between two great areas of nomadic pastoralism: the Steppes of the north and the deserts of the Arabian peninsula. These nomads mounted continual raids on the richer sedentary civilizations. To counter this threat, all these civilizations had to develop a specialized non productive warrior class, leading to the common form of social stratification between wielders of the plough, the sword, and (with the need to provide a buttress of cosmological beliefs to justify the resulting inequalities) the guardians of the book. 

The second common feature was the abundance of land in all these civilizations. With the need to feed the non productive soldiers and priests, some method was needed to tie labour down to land and extract a surplus. For as Evesy Domar
 showed ages ago, free labor, free land and a non-working upper class can not  coexist: only two of the three can. With the necessity of having a soldiery to fight nomadic incursions, and a stable labor supply required for the labor intensive agriculture on which their prosperity depended, all these civilizations found means to coercively tie labour down to land.
      

The differences in cosmological beliefs, which also determined the political habits of these ancient civilizations, were formed by the geography of the areas in which these civilizations arose. In Braudels’ evocative phrase in la longue duree  ‘mountains not monarchs come first’. 

 Moreover, whereas material beliefs can alter quite rapidly as the material environment changes, there is much greater hysteresis in cosmological beliefs which are determined by the language group in which the particular culture or civilization evolved.

The distinction between material and cosmological beliefs translates into two distinct types of transactions costs. The first are those associated with the efficiency of exchange, which relate to the cost of finding potential trading partners, relating to material beliefs. The second are concerned with policing opportunistic behavior by economic agents and enforcing the executions of promises and agreements. These relate more to cosmological beliefs.

Given this framework I would like to tell the story of the evolution and civilizational variations in three major institutions: the market (or capitalism), the family and the state.

Human Nature
Our starting point must be what we know of human nature. Evolutionary anthropologists and psychologists maintain that human nature was set during the period of evolution ending with the Stone Age. Since then there has not been sufficient time for any further evolution. This human nature appears darker than Rousseau’s and brighter than Hobbes’s characterization of it. It is closer to Hume’s view that “there is some benevolence, however small…some particle of the dove kneaded into our frame, along with the elements of the wolf and serpent”. For even in the hunter gatherer Stone age society the supremely egostistical human animal would have found some form of co-operation (‘reciprocal altruism’) useful, with the incentives for free riding in the repeated prisoner’s dilemma (PD)game with one’s fellows being curtailed by the policy of ‘tit for tat’.

But with the growth of settled agriculture this would be insufficient to curtail cheating and lying because of the larger number of one shot PD games now available. To prevent the resulting dissipation of the mutual gains from co-operation, all the ancient Eurasian agrarian civilizations internalized restraints on such anti-social action through moral codes that were part of their ‘religion’- which were more ways of life as they did not necessarily depend on a belief on God.

The universal moral emotions of shame and guilt were the means by which these moral codes embodied in cultural traditions (forming part of cosmological beliefs) were internalized in the socialization process during infancy.

The basic human instinct to trade and barter was also part of this ‘human nature;. Its major embodiments in the agrarian civilizations were the merchants and traders who were needed to move the agricultural surplus from the villages to the cities. These were the capitalists, who used various instruments – markets, bills of exchange, banks etc- to further their trade. These capitalists and their instruments have existed since at least 2000 BC in all the ancient Eurasian civilizations, as testified by Mesopotamian tablets of the Karum. But capitalists property rights remained insecure. It was only when they were finally protected from the predations of the State, that the institution of capitalism arose in one part of Eurasia in the 11th century.
 I have argued in Unintended Consequences that this was due to two Papal revolutions. A brief account of this emergence of capitalism is as follows. 

The Rise of Capitalism
Merchant capitalists were a necessary 'evil' in all the ancient agrarian civilizations because of the social stratification which emerged for the reason given earlier. Because of their trading activities many of them became very rich. But their wealth was insecure, being subject to periodic raids by the predatory State. Nor was this predation unpopular. For being risk takers and novelty seekers, these capitalists were seen as a danger to the settled ways of stable agrarian societies. They were looked down upon, and not found socially acceptable by the inhabitants of these sedentary agrarian civilizations.  

It was the 11th century legal Papal revolution of Pope Gregory VII which provided a framework to protect the property of these merchant traders. It created the Church-State, and all the modern institutions of capitalism. Through its Cannon Law, enforced on recalcitrant Princes by the threat of excommunication, the Church-State protected property throughout Christendom from the predation of individual states. This made the    property rights of capitalists secure, and gave them their head. This creation of all the legal and institutional requirements of a market economy eventually put the West on a different economic trajectory from its Eurasian peers. It created the institutions of capitalism which allowed capitalists to indulge in the 'creative destruction' which Joseph Schumpeter saw as the hall mark of capitalism.
               

This 11th century Papal legal revolution was precipitated by an earlier Papal family revolution in the 6th century, which also introduced what became a unique feature of the cosmological beliefs of the West compared with the other Eurasian civilizations- individualism. The rise of individualism in turn led to the Scientific Revolution, the Renaissance flowering, and with the institution of capitalism after the 11th century Papal legal revolution, to the slow rise of the West. The Promethean growth engendered by the associated Industrial Revolution, then began to end the West's age-old structural poverty.

These twin Papal revolutions arose because of the unintended consequences of the Church's search for bequests -- a trait that goes back to its earliest days.  From its inception it had grown as a temporal power through gifts and donations -- particularly from rich widows.  So much so that, in July 370 the Emperor Valentinian had addressed a ruling to the Pope that male clerics and unmarried ascetics should not hang around the houses of women and widows, and try to worm themselves and their churches into their bequests at the expense of the women's families and blood relations.
  Thus from its very beginnings the Church was in the race for inheritances.  In this respect, the early Church's extolling of virginity and preventing second marriages helped it to create more single women who would leave bequests to the Church.

This process of inhibiting a family from retaining its property and promoting its alienation accelerated with the answers that Pope Gregory I gave to some questions that the first Archbishop of Canterbury, Augustine, had sent in 597 concerning his new charges.  Four of these nine questions concerned issues related to sex and marriage.  Gregory's answers overturned the traditional Mediterranean and Middle Eastern patterns of legal and customary practices in the domestic domain.  The traditional system was concerned with the provision of an heir to inherit family property, and allowed marriage to close kin, marriages to close affines or widows of close kin, the transfer of children by adoption, and finally concubinage, which is a form of secondary union.  Gregory banned all four practices.  There was for instance, no adoption of children allowed in England until the 19th century.  There was no basis for these injunctions in Scripture, Roman law or the existing customs in the areas that were Christianized.

This Papal family revolution made the Church unbelievably rich.  Demographers have estimated that the net effect of the prohibitions on traditional methods to deal with childlessness was to leave 40 percent of families with no immediate male heirs.  The Church became the chief beneficiary of the resulting bequests.  Its accumulation was phenomenal.  In France, for instance, it is estimated that one third of productive land was in ecclesiastical hands by the end of the 7th century!

But this accumulation also drew predators from within and without the Church to deprive it of its acquired property.  It was to deal with this denudation that Pope Gregory VII instigated his Papal revolution in 1075, by putting the power of God -- through the spiritual weapon of excommunication -- above that of Caesar's.  With the Church then entering into the realm of the world, the new Church-State also created the whole administrative and legal paraphernalia which we associate with a modern economy.
 This provided the essential institutional infrastructure for the Western dynamic that was to lead to Promethean growth.  Thus Pope Gregory VII's Papal revolution lifted the lid on the basic human instinct to “truck and barter”, and in time to a change in the traditional Eurasian pattern of material beliefs with their suspicion of markets and merchants.  This in time led to modern economic growth.

The Western Family Revolution, Westernization and Modernization
But the first Papal Revolution of Gregory the Great also led to a change in the traditional Eurasian family patterns which were based on various forms of “joint families” and family values.  This essentially removed the lid placed on the other opportunistic basic instincts by the shame based moral codes of Eurasia.  To counter the potential threat this posed to its way of making a living by way of settled agriculture, the Church created a fierce guilt culture in which the concept of Original Sin was paramount, and morality was underwritten by the belief in the Christian God.
 Its pervasive teaching against sex and the associated guilt it engendered provided the necessary antidote to the animal passions that would otherwise have been unleashed by the Church’s self-interested overthrowing of the traditional Eurasian system of marriage. But once the Christian God died with the scientific and Darwinian revolutions, these restraints built on Original Sin were finally removed. The family- as most Eurasian civilizations have known it -became sick in the West, as the Western humanoids reverted to the family practices of their hunter-gatherer ancestors.  

The Promethean intensive growth which led to the eventual rise of the West was due to the scientific and technological advances in Western Europe promoted by its unique individualism, which allowed this region to harness a new source of energy to fuel the economy- fossil fuels.
 Unlike land, which had been the traditional source of all the energy utilized- mechanical, heat, proto-industrial- which being limited was subject to diminishing returns as population expanded, the unlimited energy stored in fossil fuels  allowed first the Western end of Eurasia and then its new outposts in the Americas, to escape from this age old constraint on intensive growth.  The rise in per capita incomes this permitted, in these increasingly fossil fuel intensive economies, allowed them to banish the age old scourge of structural poverty. It also provided the means for them to create sea faring empires which defeated and traumatized the other great Eurasian civilizations.

These wounded civilizations all faced a common problem. They all wanted to acquire the West’s weapons to prevent their continuing and future subjugation, but without losing their traditional souls. There were 3 responses. The first response was that of the clam: to eschew both modernization and Westernization. This was Gandhi’s response and of the current Islamists. The second, which was the most common was to reconcile modernity with tradition through adopting some form of socialism. For socialism has two strands. The first is that of the Enlightenment promoting modernization. The second is provided by the Romantic revolt against the Enlightenment represented by the younger Marx and English socialists like William Morris. Russia and China adopted the harder version of this in the form of Communism, India under Nehru the gentler Fabian version. The third response was that of the Japanese when Commodore Perry’s black ships appeared on the coast near Yokohama. It was to modernize without Westernizing.

Modernization essentially involves adopting the institutions of capitalism created by Gregory VII’s papal legal revolution. But, in its ascent, this materialist change in the West’s cultural beliefs was also intimately conjoined with the change in its cosmological beliefs- promoting individualism, love marriages and the independence of the young- following Gregory the Great’s Papal family revolution. This Westernization (change in cosmological beliefs, particularly concerning the family) is what has most concerned the cultural nationalists of the Rest. With the failure of the two alternative roads and the recent recognition by India and China with their embrace of globalization that the only sensible response is that followed by the Japanese, they can modernize without Westernizing. The only ancient civilization still reluctant to recognize this remains political Islam.  

Political Habits                            

An obvious question following from the above discussion is why do countries have the political forms we observe? A second and related question is whether, apart from the market, other Western 'habits of the heart', in particular democracy, needs to be engendered to aid development and redress poverty. 

Cosmological beliefs are of importance for the polity.  No matter how tyrannical and predatory the State, it must command some general acceptance of its legitimacy by the general populace. For the ancient 'State' this general acceptance of its right to rule and the political form which is considered legitimate depends upon ancient political habits. To understand these political habits and hence the feasibility of different political forms we need to look at the history and cosmological beliefs of the people.
China and India

I also argued in Unintended Consequences, that the political habits of different cultures were formed as much by the geography of the territory where the relevant culture was formed, than by any ideology. Thus, China in its origins in the relatively compact Yellow river valley, constantly threatened by the nomadic barbarians from the steppes to its north, developed a tightly controlled bureaucratic authoritarianism as its distinctive polity, which has continued for millennia to our day. 
By contrast, Hindu civilization developed in the vast Indo-Gangetic plain, protected to a greater extent by the Himalayas from the predation of barbarians to the North. As I argued in The Hindu Equilibrium,
 this geographical feature (together with the need to tie down the then scarce labour to land) accounts for the traditional Indian polity, which was notable for its endemic political instability amongst numerous feuding monarchies, and its distinctive social system embodied in the institution of caste. The latter, by making war the trade of professionals, saved the mass of the population from being inducted into the deadly disputes of its changing rulers. While the tradition of paying a certain customary share of the village output as revenue to the current overlord meant that, any victor had little incentive to disturb the daily business of his newly acquired subjects. The democratic practices gradually introduced by the British fitted these ancient habits like a glove. The ballot box has replaced the battlefield for the hurly-burly of continuing 'aristocratic' conflict. Whilst the populace accepts, with a weary resignation that, its rulers will- through various forms of 'rent-seeking'- take a certain share of output to feather their own nests.
The Americas 

By contrast, consider the Americas.  Both North and Latin America shared similar resource endowments, with an abundance of land and scarcity of labour. Whereas much of development economics is concerned with the development of labour surplus economies of relevance for Asia, it is the economics of land abundant, labour scarce economies which is relevant for the New World. A seminal essay by Domar (1970) provides the necessary theoretical framework. He cogently argues that in a land abundant economy, free labour, free land and a non-working upper class cannot coexist. Any two can but not all three.
Thus consider the case where land and labor are the only two factors of production. Land is so abundant that there are no diminishing returns to labor, whose marginal and average product are the same. If employers seek to hire labor, they will have to pay a wage equal to this common marginal and average product of labor, leaving no surplus rents from land for the employer. Hence the agrarian form that will emerge is family labor based farms, as any form of hired labor or tenancy will be unprofitable and landlords- who have to depend on one or the other- cannot exist. A government, by taxing this independent peasantry through direct or indirect taxes, could support a non-working class of retainers; but the latter or an independent nobility of landlords could not support themselves from land rents- as none would be available. Economic expansion based on an independent yeomanry was the form that North American development and its agrarian structure took in the colonial period.  

Next, suppose the government wants to create an independent class of landowners and grants the chosen few sole rights of ownership to land. If the peasants are free to move, competition amongst landlords will drive the rural wage up to the marginal product of labor which is close or equal to its average product because of the abundance of land. There will be little or no surplus left for the landlords. In order to provide this surplus some means will have to be found to restrict or abolish the peasant's freedom to move. Various forms of tying labor down to land- serfdom, slavery and the caste-system- emerged in the great agrarian civilizations. They created a landowning class which derived a rent not from land but from the peasants by expropriating a large part of their income above a subsistence level.

Finally, as the labor force expands from natural increase and/or migration and land becomes scarce relative to labor, diminishing returns to labor appear with the the marginal product of labour being less than the average. This allows landlords to obtain the rents from land, and an assured labor supply to work it through hired labour paid its marginal product, or else through various forms of tenancy. 

The land abundant US sub-continent was gradually tamed by the gradual westward spread of the family farm. In Latin America "a society of small farmers failed to take shape. Spain could not export many, and in America the lure of mines, the possibilities of large scale, preemptive acquisition of land, and the opportunities for exploiting Indian and African labour militated against such a design" 

Equally important were the differing ecological conditions for agriculture in North and South America. In the North, unlike the tropical parts of the Americas, grains were the most suitable crops for cultivation. These have constant returns to scale in their production, unlike plantation crops like sugar which have increasing returns to scale. The same is true, to a lesser extent, of tobacco and coffee.
 Where climatic conditions in the Americas were suitable for cultivating tropical crops, the use of coerced labor had enormous cost advantages over free labor, which led to great social and economic differentiation in society with large inequalities of income and wealth.  

By contrast, given its factor endowments (including the climate), in most of the U.S. (except for the South) the family farm became the backbone of the colonial economy and a society with fairly egalitarian mores could develop. That these factor endowments (including the climate) rather than the cosmological cultural differences between the Protestant North and Catholic South were responsible for the development of these different types of societies in the Americas is illustrated by the case of the Puritan colony of Providence Island, which developed the Caribbean and Latin American pattern of land ownership and settlement rather than the North American one of its co-religionists.
            

These cosmological cultural differences were however vital in the different polities that were established in the areas of Iberian and Anglo-Saxon colonisation. Morse (1964) argues that, Spain after the reconquest (from the Moors) was a patrimonial state in which feudalism never developed fully. It was a centralizing state without the decentralization of rights of the manorial system. 

The patrimonial rather than feudal states that Latin America inherited were further distinguished by their Catholic lineage. Whereas in the Protestant colonies- as Luther succinctly expressed in his "Open Letter to the Christian Nobility"- the duty of Christians who found themselves in a land populated by pagans "was not to convert the pagans but to elect their own religious leaders. The American Indians were to be tamed or exterminated. Moreover, the idea of salvation of one's neighbor never enters the Calvinist ethic because only divine grace, not human action, can save man. As the intermediaries between the individual conscience and God are suppressed, the evangelizing mission of Christianity disappears." 

By contrast, evangelism was the public justification given for the Conquest and for the Spanish and Portuguese domination of Latin America. New Spain, even more than its parent state, adopted the neo-Thomism developed by Suarez and his disciples as part of the Catholic Church's revitalisation during the Counter-Reformation. This provided an ideological justification for the patrimonial state. Society is considered to be a hierarchical system in which every person and group "serves the purpose of a general and universal order that transcends them" 
This hierarchy is part of a universal and natural order and not the product of any social contract. The sovereign is responsible to God not to society, even though his authority originates in the people. "Neo-Thomism was a philosophy destined to offer a logical and rational justification of the Christian revelation. In turn the teaching and defense of the Christian revelation formed the basis of the Spanish empire. Religious orthodoxy was the foundation of the political system"
. Its economic correlate was corporatism.
This political and economic system was par excellence an 'enterprise ' association as delineated by Oakeshott (1993). By contrast, the Protestant colonies were relatively indifferent to religious orthodoxy. In the previously cited work, Luther maintained that, in the colonies, if a group of Christians had no priest or bishop amongst them they should elect one of themselves as a priest and this election would not only legitimize their authority but also consecrate it 
As Paz notes "nothing similar exists in all of Catholic tradition"
.

Thus in the Protestant North, a pluralist society developed, with the view that " the world is composed not of one highly differentiated society for which certain common forms, acts, and ceremonies are a needed binding force, but of a multitude of unrelated societies, each of them a congregation of similar persons which in finite time and place and ordered by the declarative terms of a compact rather than by common symbolic observances" 
This allowed the notion of the State as a civil association in Oakeshott's terms to develop, with the State as the umpire between many competing interests. This difference in cosmological beliefs explains the observation by political scientists that :" politically, North Americans confine their feuds primarily to selecting officials and debating public policies, but in Latin America feuds are more fundamental...democrats, authoritarians, and communists ..all insist they know what is best for themselves and their neighbors"
. This "universalism" of the neo Thomist tradition was further strengthened by the attempt of the Jesuits in Latin America (and in other parts of the world) to promote a religious syncretism which would lead to a "unification of diverse civilizations and cultures..under the sign of Rome"
 
 This fundamentalist universalism also provides, in my view, an explanation for the continent wide swings in political and economic fashions over the last two hundred years.
 In the post war era, the pronouncements of the Economic Commission of Latin America (ECLA) have been accorded the status of gospel truth. When it advocated dirigisme, it became the policy for most of Latin America. When, in the early 1990’s, ECLA endorsed economic liberalism, that became the new gospel. More than other parts of the world, therefore, a universalist ideology matters in Latin America. This seems to be very much part of the story of the wild swings in ideology and policy to be found in many Latin American countries to this day. Instead, therefore, of searching as political economists do in other Western societies for the changing equilibrium of interest groups, in Latin America one needs to explain how these intellectual swings of 'fashion' take place, as they are rather like religious conversions- Menem in Argentina and Cardoso (and including Lula) in Brazil being outstanding examples.                  

This penchant for universalist ideological beliefs has also meant that there is a continuing dissonance between the Latin American social reality of the extreme inequalities which are the result of its ecological and political heritage and its Christian cosmological beliefs emphasising equality- which it of course shares with the North. There is no such Northern dissonance as both for ecological and political reasons a uniquely egalitarian social and political society developed there. 

Homo Aequalis vs Homo Hierarchicus

In this context it is worth noting the important difference between the cosmological beliefs of what became the Christian West and the other ancient agrarian civilisations of Eurasia. Nearly all of these believed in some form of hierarchical social order, which for instance in Hindu India - with its belief in reincarnation- was rationalised as resulting from the system of ‘just deserts’ for one's deeds in the past life.  By contrast, alone among the Eurasian civilisations, the Semitic ones (though least so the Jewish) emphasized the equality of men's souls in the eyes of their monotheistic Deities. Dumont
 has rightly characterised the resulting profound divide between the societies of Homo Aequalis which believe all men are born equal (as the philosophes, and the American constitution proclaim) and those of Homo Hierarchicus which believe no such thing. 

This matters for the polity. With the rise of Demos, those societies infected by egalitarianism have a greater propensity for the populism which damages economic performance than the hierarchical societies. If as in Europe the granting of democratic rights can be phased in with the growing economic and social equality that modern growth helps to promote, then the political effects of the dissonance between an unequal social reality and egalitarian cosmological beliefs can be avoided. 
In the colonial and 19th century patrimonial states of Latin America, this dissonance was avoided by restricting the polity- in effect to the property owning classes. But if, as in this century, while still in the early stages of modern growth, the polity is expanded by incorporating the "dangerous classes", through an extension of democratic rights to the whole populace, then this dissonance can, as it has, lead to political cycles of democratic populism followed by authoritarian repression as the distributional consequences of the populist phase are found unacceptable by the Haves. By contrast, hierarchical societies can more easily maintain majoritarian democracies, however corrupt and economically inefficient- as the notable example of India shows- despite continuing social and economic inequalities. Thus, as many Latin American commentators
 have noted, the historic and continuing inequalities of Latin America make democracy insecure, largely- I would argue- because of the dissonance between 'society' and 'cosmology' noted above.
Sub Saharan Africa

Finally, consider sub-Saharan Africa, where the largest number of the world's failed states, and today’s world poor are to be found. Though the four horsemen of the Apocalyspse have ravaged Africa, they are as Easterly has noted they are still rare occurrences (see  his Table 2). The major point to be noted about African states is their artificiality. They are the result of the 19th century colonial scramble for Africa. These artificially created states have neither the ancient homogenous tribal identity of a state with a loose association, with tribal chiefs providing the necessary governance. Nor have they succeeded in behaving like imperial states, which historically have provided a means of welding a multitude of ethnic and religious groups into a functioning state. 
I have elsewhere 
distinguished two major types of Imperial state: the genuinely multi-ethnic states such as the Austro-Hungarian and Ottoman empires, which were mainly concerned with maintaining their Pax over a certain geographic space with no attempt to change or homogenize the 'habits of the heart' of their constituent communities. The other, the homogenizing empire is best illustrated by the Chinese who created a fictitious homogenized Han identity out of the ethnically diverse people they incorporated. In our day the best example is the USA, which has created a homogenized American identity through its 'melting pot' of diverse races and cultures. Then there are the 'nation states' of the Renaissance princes, the UK, France and Spain which used mercantilist devices to incorporate different groups into a 'nation'. 
It is this last model that the African elites seemed to be following after independence, and with their charismatic leadership there seemed some hope that they might have succeeded. But, given their resource endowments, the inevitable politicisation of rents in States with continuing tribal and other ethnic rivalries, has led to civil wars. In fact there seems to be an emerging statistical law about civil wars, which shows that there is an inverted U shaped relationship between ethno-linguistic fragmentation in a State and the risk of civil war, the most homogenous (with every group with its own State) and the most fragmented (as in a multi-ethnic empire) being at least risk of civil war.
 In this case the idea that constitutions and democratic forms could provide a corset to contain the bloody conflicts to capture the State and the booty that affords, is laughable. Much better to either reconvene a new Congress of Berlin- run by Africans- to recreate tribally homogenous states, which as the shining example of Botswana shows, could prosper, or else hope that some African state will establish a multi-ethnic Empire and its PAX over much of the continent!

The Polity and Economic Performance
In Lal-Myint (1996) we found it useful to categorise countries by a five-fold classification of polities and a three fold classification of economies based on factor proportions. The latter were countries which compared with the world endowment of capital, labor and land were classified as 'labor abundant', 'land abundant' and 'intermediate'. This allows an application of the three-factor trade theoretic framework of Krueger (1977), and Leamer (1984, 1987) to yield a rich menu of alternative efficient development paths and the implied patterns of changes in the functional distribution of income (between the three factors of production: land, labour and capital), as with capital accumulation and population growth the factor endowments of the relevant countries change over time. 
The Polity

The five fold classification of the polity distinguished between the objectives of the government and the constraints on its activities. On the latter, two basic types were distinguished: the autonomous and the factional state. In the former the State subserves its own ends. In the latter it serves the interests of the ‘factions’ who succeed in capturing the State. 
Further subdivisions amongst these two broad groups based on differing objectives can be made. Amongst autonomous States, the first is the benevolent Platonic Guardian State of the ‘public economics’ textbooks, seeking to maximize some social welfare function, The second is the predatory state, whose self-seeking can take either the form of the absolutist state seeking to maximize net revenue for the sovereign's use or the bureaucratic state maximizing public employment.

A State is needed to provide the classical public goods of defense and justice. For their provision it needs a monopoly of coercive violence (including the power to tax) in its territory. It is therefore best viewed as a natural monopoly providing these public goods. Being as self -regarding as its citizens (except for the Platonic Guardian version) the autonomous state's public goods cum tax equilibrium, which yields the net rents it can obtain from its natural monopoly, will depend upon the extent to which its natural monopoly is contestable from internal and external rivals. The greater the barriers to entry, the greater the net revenue the state can garner for its own purposes. But even if this contestability is very low, there will be a further constraint on the autonomous state's ability to levy confiscatory taxes. Particularly in developing countries, where a subsistence rural sector and an untaxable 'informal' urban sector are common, as the net of tax income decreases, at some stage the 'prey' will exit the taxed sector and melt into the bush (as happened for example in Tanzania and Ghana in the 1960s and 1970s). While this puts an upper bound on the tax rate even when the state's natural monopoly is not contestable, in practice depending upon geography, military technology, and the internal legitimacy of its rulers, the maximum tax rate will be much lower, and will depend on this degree of contestability.
Of the three types of autonomous states, the Platonic Guardian one provides the optimal level of public goods at least cost. The predatory state tax cum public goods equilibrium will be with a net revenue maximizing tax rate (determined by the degree of contestability) and the provision of less than the ideal amount of public goods in the absolutist version, and an over provision in the bureaucrat maximizing version.

The factional state by contrast has no objectives of its own but subserves those of whoever is successful in its capture. Two major types can be distinguished- the oligarchic state and a majoritarian democracy. The former limits the polity and hence the contestants to the state's capture, while the latter extends the polity to the adult population. As is well known from the median voter theorem, the 'predator' in a majoritarian democracy will be the median voter with their well-documented 'middle class' capture of the unavoidable transfer states that result, in both developed and developing countries. Moreover, the tax rate will be the revenue maximizing one based on the so-called Ramsey tax rule
, as in the case of the autonomous predatory state, while the provision of public goods will be close to that of its bureaucrat maximizing version (with pure public goods being supplemented with 'merit good' provision).
Resource Endowments      
In Lal-Myint we also found that the initial resource endowment was more important in explaining divergent policy regimes and outcomes than the polity.
 Thus, the labor abundant countries (eg. Korea, Singapore, Taiwan, Malta), irrespective of their polities had the easiest policy-making task. For them the standard economist’s policy prescription (based on the two-factor Hechsher-Ohlin model) of initially developing labor-intensive industries and then moving up the ladder of comparative advantage is easy to follow. First, this policy leads to politically desirable factor price movements. With wages rising as capital is accumulated, there is unlikely to be political resistance from the bulk of the population in factional states which realize the country's comparative advantage. While all types of autonomous state will also find that even their predatory ends are better served by undertaking the development of their only resource- the human- on which their revenues and prosperity depend.  The major task of government is to provide an adequate infrastructure to reduce the transactions costs of the relatively small-scale organizational units which will predominate in the earlier stages of their development. Second, if the country is small, the limited size of the domestic market makes reliance on foreign trade inevitable. Also, there is unlikely to be vertical import substitution when the ubiquitous dirigiste impulse leads to some departures from free trade. This means that when a switch to free trade is made there will not be lobbies preventing competitive imports of intermediate inputs. The political costs of rectifying past mistakes are, therefore, likely to be lower than in the land-abundant or intermediate group of countries. Third, their incremental comparative advantage is readily apparent to economic agents in both the private and public sectors. It is thus easier to pick 'industrial winners' and the consequences of picking losers or policies which stimulate them are more immediately apparent- as with Singapore's ill judged attempt to jump a few rungs on the ladder of comparative advantage through an artificial raising of  wages in the 1980's.

The comparative advantage of land and natural resource abundant countries is also likely to be clearer than for the intermediate group, but more difficult to realize than for the labor-abundant group of countries. This is for two reasons. First, with a higher supply price of labor than the labor-abundant countries, due to their more favorable land-labor ratios and abundant natural resources, their incremental comparative advantage is likely to lie on the relatively capital-intensive rungs of the ladder of comparative advantage. Public promotion may be required because of the ensuing lumpiness of investments, and the need to develop scarce skills and absorb complex imported technology. The dangers of 'bureaucratic failure' endemic to such promotion may then lead to a failure to realize their economic potential. Second, if the rate of capital accumulation is not high enough, then with growing labor forces, their efficient development path could contain declining real wage segments. If the polity is subject to factional democratic pressures, this 'equilibrium' time path of real wages could lead to political pressures to resist the requisite real wage adjustments by turning inward. The polity could be at odds with the economy, with political cycles of economic repression (during factional 'populist' political phases) followed by liberalization (during autonomous political periods). Third, given the political imperative of avoiding the 'falling wage' segments of their development paths, such countries have attempted 'big push' development programs, often financed by foreign borrowing. This big push has often pushed them into a fiscal and debt crisis and thence a growth crisis. Finally, given the rents available from the natural resources, the inevitable politicisation of their disbursement leads to 'transfer states' which inevitably bear harder on the revenue generating sector when terms of trade decline, while raising entitlements when they improve. Thus natural resources may prove a 'precious bane' leading to polities which tend to kill the goose that laid the golden eggs.

Finally, the intermediate resource endowment group, have the most difficult task in terms of development policy. Their incremental comparative advantage is more opaque, so 'mistakes' are not so easily recognized or rectified, particularly by the public sector, which in the absence of any bankruptcy constraint resists the exit of inefficient firms. Secondly this group is also more likely to face situations in which the polity is at odds with the pursuit of their comparative advantage. Two of the largest developing countries - India and China- fall into this category 

We found no evidence from our comparative study that any particular form of government was particularly conducive or harmful for economic performance. Nevertheless, a number of cross-sectional statistical studies claim to have found a relationship between democracy and development
. But the statistical proxies used for the political variables in these studies do not inspire much confidence, which are further plagued by the econometric problem of identification. 

                                                         II
INSTITUTIONAL ECONMETRICS
As I have argued in the previous part, we need to see how the material and cosmological beliefs have evolved in different cultures if we are to understand institutional change. But in much of the recent statistical development literature relying on cross=country regressions, ‘institutions’ are a black box. 
Colonialism

To see how vacuous the results are consider just one recent example. A recent article by Luis Angeles
 purports to have established empirically that, colonialism is the major explanation behind the differing inequality among nations. Income inequality was higher in colonies where European settlers were a larger share of the population (as in Africa and Latin America) without being a majority (as in what he calls 'New Europe': Australia, Canada New Zealand and the United States). Two questions arise which I deal with in turn.

The first is, assuming that Luis Angeles is right, so what? Does this mean that colonialism was bad for the Third World? As he himself recognizes, even if colonialism resulted in highly unequal societies where European settlers were a large minority of the population, this does not imply that they had poorer growth records, nor that the poor majority of the population was less well-off in absolute terms than in what he terms 'Peasant Economies', where the European settlers were either absent or a small minority. But, surely apart from those dogmatic egalitarians who would cheerfully trade off growth and/ or the reduction of absolute poverty  for their supreme value , equality, most people would be happy to look upon colonialism as being beneficial if it had raised growth rates and reduced absolute poverty irrespective what it did to the Gini coefficient. So Angeles provides no reasons for taking a jaundiced view of the economic record of empires and colonialism in general, judging by their effects on the well being of the majority of the population in their dominions.

The second question is whether Angles' thesis is persuasive?  I don't think so. From a long term historical and comparative perspective there are two major sources of the unequal social and economic systems which arose in the Third World, outlined in Part 1 : the need for a specialized non-producing warrior class to defend the Eurasian civilizations against nomadic predators, and thence the need to tie labour down to land when land was abundant and labour was scarce to secure an agrarian surplus for these warriors (and priests).  Various coercive institutions to perform this task resulted.

By contrast, in Angeles' classificatory schema, his countries of 'New Europe' were the ones which did did not face this perpetual military threat, being protected by vast oceans, and so did not need a non-productive warrior class. Moreover, the temperate agriculture they practiced allowed the free peasantry to expand their family farms without any social stratification. These countries did not need to have any coerced labor to make a living and could maintain equal societies. 

Angeles 'Settler colonies' on the other hand, in Africa and Latin America, whilst also having no need for a separate military class to protect them from the barbarians, had another structural source of inequalities: their abundant natural resources, whose exploitation was labor intensive. These countries faced the same problem as the Eurasian agrarian economies of coercing scarce labor to exploit these natural resources, but not necessarily to support a military class. However, as these natural resources (unlike the abundant land in Eurasia) yielded massive natural rents, which would accrue to whoever succeeded in setting up a system of coerced labor, great inequalities were bound to be generated in these ways of making a living, and coercive military power would be sought to fight civil wars to capture these rents. Whether those acquiring these rents and using coerced labor to work their plantations and mines were indigenous or colonialists, then becomes moot. We would need to have Gini coefficients for the Aztec, Mayan or Inca empires to show that colonialism worsened Latin America's 'natural' inequalities arising from its factor endowments. It is this 'bane of natural resources' which continues to perpetuate income inequality in these countries, even after throwing off the colonial yoke. 
Legal Origins
Another more telling example of the dubious conclusions of a highly influential research program is provided by a series of papers by Andrei Shleifer and various associates, about the legal origins of differences in financial origins and their effects on economic development.
 Relying on cross country regressions using instrumental variables, they argue that, the countries which adopted the common law legal tradition of Britain protected finance sufficiently to allow investors to flourish, whereas the alternative Continental or French system did not. 

Kenneth Dam
 the distinguished legal scholar has denounced these views, as being inaccurate in portraying how different legal systems work, how laws developed historically, and how government power is allocated in various legal traditions. To give just one example: the ‘legal origins’ school assumes that the British transplanted their legal system, particularly the jury system as a key anti-statist institution, to their colonies. But Dam points out that the jury system is an American institution not a common law one, and that the British after their unhappy experience with juries in Ireland which were unwilling to convict Irishmen for crimes against Englishmen, did not make the mistake of transferring them to India or their African colonies. A cross country regressions cannot substitute for the hard grind required to ascertain the historical origins of the differing legal traditions in the world!


Most of this institutional econometrics pays obeisance to the work of the Nobel laureate Douglass North. But this body of research seeking empirical validation of Douglas North’s recent thesis
, that institutions are exogenous determinants of long run economic performance, is highly dubious.
 For, in his earlier incarnation North
 had rightly argued that instead of being invariant to economic factors, institutions change and adapt to changing factor prices and technology. Or in terms of my classification of cultural beliefs, the institutions (like property rights) which are the major concern of these new ‘institutionalists’, and can be expected to influence long term economic performance, are part of the material beliefs of a culture, and are highly malleable.
 There is no invariant path dependence, as the later North has argued, on long run economic performance.
 

CONCLUSIONS

My conclusions can be brief. The recent academic literature claiming that, institutions are “the fundamental cause of long-run growth’ (as one influential recent survey puts it
) is deeply flawed. It is incoherent and based on implausible conjectures. It has become a black box. By contrast, a more cogent account of cultural evolution and of the major institutions of the market, family and the state can be provided by the framework briefly outlined in this paper. But there cannot be any mechanical theory linking institutions (however defined) to economic growth as the recent academic literature seems to be seeking. History, not mechanics, is the proper discipline for understanding institutions and economic performance. That is what I have sought to do in my work on culture, which hopefully provides a coherent and plausible cross-cultural and inter disciplinary account of the evolution and role of the three central institutions- the market, the family and the state- which are relevant for, but not mechanical determinants of, relative economic performance. 
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� This endogeneity of property rights was the major contribution of Demsetz’s famous paper on the origins of property rights. See Demsetz (1967). He has extended this in Demsetz (2002) to show how since the Stone Age there has been competition between private and collective ownership. It provides a succinct account within a neo-classical framework of the economic factors which have led to changing property relationships over time. It provides a rigorous, historically informed and more persuasive theory of institutional change than provided by the New Institutional Economics of Douglas North and his associates. It also fits in with my historical story outlined in Part One. Demsetz argues that specialization which reduces the relevance of compact settings (as in primitive agriculture) for resource allocation problems, whilst increasing their complexity, leads to reliance on socio-legal systems which allow dealings with strangers, The Roman empire provided this and thus enhanced the spread of private property, With its collapse Western Europe reverted to various forms of collective ownership, until in my view the 13th century legal Papal revolution recreated these socio-legal conditions in Western Christendom which provided the preconditions for the slow Rise of the West. Also see Seabright (2004) who provides an account based on socio-biology of how a band of “shy, murderous apes” used their inherited instincts to create rules and institutions which allow strangers to be treated as ‘honorary friends’ to garner the gains from specialization. But I do not find it adds much to my discussion in Unintended Consequences,        
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