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Abstract 
There is a dearth of theoretical literature defining institutions and identifying the channels through which institutions 
influence economic welfare. Moreover, empirical studies done on the same topic also showed a positive and 
significant impact of institutions on macroeconomic performance. However, empirics rely upon institutional 
aggregate that might measure different concept at the same time. So in order to establish which theoretical concept is 
valid on empirical ground is a challenging task. North (1981) classified institutions into to broad categories. Hence, 
different theoretical concepts can be combined into broad theoretical dimensions. This would also conform to 
various institutional indicators measuring different concepts belonging to the same dimension. This study attempt to 
classify different theoretical concepts of institutions into two broad categories based on the neoclassical theory of 
state as proposed by North. 
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1.  Introduction 
North (1990) defines institutions as “the 
rules of the game in a society” or, more 
specifically, “due to the uncertainties 
involved in human interaction; they are the 
humanly devised constraints devised to 
structure that interaction.”1

Contrary to mainstream thought that 
believed institutions can be altered through 
appropriate policies and regulations, 
classical institutional economists like 
Veblen and Mitchell emphasize that 
institutions are more entrenched and follow 

   
 These rules can be in the form of formal 
institutions like laws and regulations or 
informal ones that assimilated to culture or 
social capital (Tabellini 2005, Putnam 
1993).   
Institutions represented by cultural factors 
by Tabellini (2005), find it to be exogenous.  

1 For detail survey of varied meanings of institutions 
in political science, see Hall and Taylor (1994) or 
Powell and DiMaggio (1991) for sociological 
perspective. 

 

path dependence and are based on non 
universal micro elements like communities, 
networks and associations. They are built on 
personal relationships and social capital 
(Trust). Moreover, new institutional 
economist like North, Olson and Williamson 
also contend that competitions and political 
struggle could produce necessary change in 
institutions.  Institutional design is 
ambiguous in what would be the appropriate 
institutional settings. Schrag and Scotchmer 
(1993) traced the origin of crime and found 
that it’s not exogenous nor any link found 
for moral characters. It is endogenously 
determined by enforcement parameters of 
the society.  
However, Rodrik (2000) emphasizes that 
institutions engaged in protection of 
property rights and social insurance, 
regulation, providing macroeconomic 
stability and justice are the most crucial 
ones. He further asserts the role of 
participatory political institutions is the most 
important among them. Main contributions 
to modern institutional literature are shared 
by [Olson 1982; Baumol 1990; and North 
1990].  
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It is widely accepted fact by all quarters that 
institutions do place a huge impact on 
economic growth. According to North and 
Thomas (1973), assessment of institutions 
was not only similar to mainstream growth 
literature but through the notion of 
transaction costs.  They prove that 
institutions are the only factor that shapes 
technological adoption processes. At another 
place, North(1990, p.54) asserts that  
“The inability of societies to develop 
effective, low cost enforcement of contracts 
is the most important source of historical 
stagnation and contemporary 
underdevelopment in the third world.”  
Impact of institutions on welfare is 
phenomenal. Some institutions lowers 
transaction cost, whereas others raise the 
transaction cost through raising cost of 
obtaining information by impeding flow of 
information. 
They are simply  
“an incentive structure in an economy and 
organizations will be created to take 
advantage of the opportunities provided 
within a given institutional framework” 
North (1990).  
Tabellini (2005) asserts that its impact on 
economic development could be felt in two 
ways. “First is built social capital that is 
captured by trust (having trust in other 
people) and respect (appreciating the virtue 
of being respectful of others in one’s own 
children). Secondly it build confidence in the 
individual that is captured control (feeling 
in control of one’s life).” 
Similarly, Putnam (1993) finds that 
institutions facilitating good governance are 
based on social capital such as 
associationism, trust, and cooperation. 
Hence, feeble and corrupt governments 
would result in weak and un-civic society, 
and it would result in poverty. Weingast 
(1995) narrates the historical accounts of 
institutional change and claims that 
federalism, a self govern system with lesser 

chance of confiscation, played an impressive 
role in the economic growth of England and 
United States in 19th and 20th centuries. 
Murphy,  
However, despite the fact that the role of 
institutions in shaping economic history has 
given significant importance in theory; it 
still lacks on empirical front.  
The next section is devoted to North’s neo 
classical theory of state, incorporating 
institutional analysis into neo-classical 
theory.  

3. The Neoclassical Theory of  State 
Douglas North (1981), in his book 
“Structure and Change in Economic 
History,” outlines a theory of state or 
institutions, explaining how state achieves a 
balance in giving property rights and 
extracting rents. Named as neo classical 
theory of state, it highlights shortcoming in 
neo classical analysis and propose a theory 
to plug in the gaps still left open in the neo 
classical world. 
The first short-coming highlighted was that 
neo classical theory assumes private return 
to individuals, and social return are equated, 
and as a result, individuals capture all the 
benefits. That would only be the case in 
presence of perfect property rights (or zero 
transaction costs.) In the presence of perfect 
property right, neo classical model holds, 
and there is no need for institutions except 
for self regulating markets, and adjustment 
occur through the change in margins due the 
change in relative prices. This change 
redirects factors of production into their 
most profitable uses without friction, 
instantaneously in responses to alterations in 
benefits and costs by maximizing 
individuals. However, in real world, as 
Smith’s specialization sets in, one cannot 
find matching expansion of the markets. 
Presence of markets requires the property 
rights must be exclusive, measurable and 
enforceable. Besides, since goods are 
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specialized, cost to measure its dimension 
and of enforcing its terms of exchange, are 
huge. Exclusivity of property rights is based 
on the measurement of the underlying 
goods. When these cost are high, some of its 
characteristics that might carry an economic 
value, would not be measured. This would 
result in difference between its social and 
private costs. Consequently, the difference 
between private returns and social returns 
widen, especially the private returns of 
ideas, and their applications, or other 
technological development, is too small as 
compared to their social benefits. Hence all 
the property rights are not secured, and there 
are transaction costs involved. Economies, 
in presence of transaction cost, would 
relatively under price the socially efficient 
goods, diverting economies to less efficient 
sectors. In order to ward off this problem, 
people devise rules of constraint in human 
actions in the form of law and enforcement, 
to somewhat reduce the transaction costs. 
These constraints would carry a cost to the 
group on which it is imposed upon. As 
perfect measurement of individual 
performance in the group is too costly, they 
are replaced by imperfect monitoring 
devices levying costs impersonally and 
equally. In this case, as North (1981) puts it:  
“Rational individuals will not incur the 
costs of participating in large group action 
when the individual benefits can still be 
received by being a free-rider.” 
Individuals will disobey if benefits of 
disobeying are more that its costs. 
Moreover, enforcement could also be 
imperfect, as the agents of the enforcement 
authority might have conflicting self-
interests. 
This would render property rights 
enforcement ineffective. Its implications are 
huge and could result in non-viability of any 
state: the neo-classical theory is deficient in 
explaining the world with transaction costs. 
It is equally deficient in explaining overall 

stability in spite of the tendency to become a 
free-rider. Individuals obey even when their 
cost and benefit analysis would advise them 
otherwise. Therefore, these gaps in neo 
classical model are addressed by North’s 
neoclassical theory of state, focusing on as 
to how and at what level, these property 
rights are enforced. Specifically, it attempts 
to explain that, despite a possible failure to 
achieve sustainable economic growth, why a 
nation enforces ineffective property rights.  
North defines state as   
“An organization with a comparative 
advantage in violence, extending over a 
geographic area whose boundaries are 
determined by its power to tax constituents.”  
Property rights are defined by North as:  
“..the right to exclude and can be specified 
and enforced by state that has a 
comparative advantage in violence.” Hence, 
he asserts that  
“Ultimately it is the state that is responsible 
for the efficiency of the property rights 
structure, which causes growth or 
stagnation or economic decline.” 
The behavior of state in enforcement of 
property rights can be analyzed in two 
theories: a contract theory and a predatory or 
exploitation theory. Contract theory explains 
the development of efficient property rights. 
Predatory theory deal with rents imposed by 
group of people in power, using state as an 
agency, to maximize their incomes 
regardless of the welfare of the society at 
large. 
The model 
North outlines three characteristics of a 
utility-maximizing ruler (a simplified 
version of state.) 
 “First, the state trades a group of services, 
which we shall call protection and justice, 
for revenue. Since there are economies of 
scale in providing these services, total 
income in the society is higher as a result of 
an organization specializing in these 
services than it would be if each individual 
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in society protected his own property. 
Second, the state attempts to act like a 
discriminating monopolist, separating each 
group of constituents and devising property 
rights for each so as to maximize state 
revenue. And third, the state is constrained 
by the opportunity cost of its constituents 
since there always are potential rivals to 
provide the same set of services.”  
Here, rivals are other potential rulers in the 
form of individuals or states. Hence, the 
monopoly powers are limited by the 
closeness of other substitutes to the ruler. 
North further specifies two objectives of the 
state as follows: 
“one, to specify the fundamental rules of 
competition and cooperation which will 
provide a structure of property rights (that 
is, specify the ownership structure in both 
factor and product markets) for maximizing 
the rents accruing to the ruler;  
two, within the framework of the first 
objective, to reduce transaction costs in 
order to foster maximum output of the 
society and, therefore, increase tax revenues 
accruing to the state.” The provisions of 
public goods such as justice and law that 
outline the bases of rules of exchange, made 
to lower contract enforcement costs, are 
institutions fulfilling the second objective. 
These institutions have economies of scale, 
hence most effective if enforced from the 
highest level.  
There are three important implications of 
these objectives:  
To fulfill the first objective, specify rural 
property rights that maximize the monopoly 
rents. This would lead to separate 
specification of property rights for different 
sections of society depending upon their 
production function. However, these rents 
would be influenced by the extent of rivalry 
from other potential rivals to monopolist. 
The closer the substitute, the greater the 
bargaining power of the segments, and the 
higher opportunity cost to monopoly. Hence, 

the specification of property rights would 
also depend upon the opportunity cost of 
each segment. Those with higher 
opportunity cost would have more 
bargaining powers. This would also lead to 
unequal distribution of services that lower 
transaction cost. Accordingly, now they are 
no more a public goods. This would result 
not only in monopolistic rents at expense of 
growth and intense rivalry between the rural 
and the potential rulers over a segment, but 
would also create rents for that segment at 
the expense of the segments with lower 
opportunity costs. 
The implication of the second objective is 
not too good to the ruler. Efficient property 
rights (that made the private rate of return 
approach the social rate) may lead to higher 
income for the society but lower earnings 
for the monopolist as it carries as the cost of 
monitoring, and collecting taxes are 
considerably higher than these costs in 
inefficient property rights. 
 As North puts it:   
“The costs of measuring the dimensions of 
the inputs and outputs will dictate the 
various property rights structure for the 
diverse sectors of the economy, which 
therefore will be dependent on the state of 
the technology of measurement. Common 
property resources have persisted where the 
costs of measuring the dimensions of the 
resources have outweighed the benefits.” 
However, as markets got more efficient, it 
would also alter the relative price and the 
opportunity cost and could lead to rivalry to 
capture its rents from other monopolists. 
Moreover, for enforcement of property 
rights, it requires services of agents to whom 
some monopoly powers of ruler are 
delegated to. However, the agents’ self 
interest could not be the same as the rulers 
and constraints - imposed by the ruler to his 
agents to prevent divergence - might not be 
perfect. This would cause transfer of some 
of ruler’s rents to his agents. Implication of 
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these two objectives would develop about 
the tendency of ruler to devise the property 
rights structure that will maximize the rents. 
In words of North,  
“state...will encourage and specify efficient 
property rights only to the extent that they 
are consistent with the wealth-maximizing 
objectives of those who run the state.”  
The ruler’s action would then be in conflict 
with those measures leading to sustainable 
growth. Hence, growth is a source of 
inherently destabilizing of ruler. However, 
North later asserts that  
“If, however, growth is destabilizing, so is 
no growth, when a political-economic unit 
exists in a world of competing political-
economic units. Relatively inefficient 
property rights threaten the survival of a 
state in the context of more efficient 
neighbors, and the ruler faces the choice of 
extinction or of modifying the fundamental 
ownership structure to enable the society to 
reduce transaction costs and raise the rate 
of growth.” 
This stance implies that ruler’s sustainable 
survival is only possible if there is no 
change in opportunity cost of segments with 
the state or the relative strength of its 
competitors. However, in real world, 
persistent inefficient property rights exist, 
which suggests that segments would not be 
able to take benefits of their higher 
opportunity costs. Its reason is quite similar 
to the stability in neo classical economics 
despite a higher transaction cost. The private 
benefits of revolt might not be equal to its 
group benefits. So, the free rider problem 
would turn people less willing to participate 
in a large group activity, thus, a revolt might 
not happen unless its private returns are 
greater than its private costs. Low voter 
turnout in many current democracies is 
importantly due to free rider problem. 
Therefore, any form of institutional change 
can only come from the part of ruler, since 
he has no free rider problem. 

This theory outlines two sets of institutions 
that state enforces on its constituency. The 
first is to lower transaction costs and 
facilitate economic growth. These 
institutions, like law and justice, protect 
property rights, enforce contract and exhibit 
increasing return to scale. The other set is 
related predatory institutions that create to 
extract rents by those having regulatory 
powers. These rents favor specific predatory 
groups in expense to society, and can lead to 
diversion of resources from production to 
predatory activities as groups tend to attain 
bargaining position to make the property 
rights devised in their favor at expense of 
others. And the ruler will choose among the 
two with the objective to maximize his 
income. 
This theory specifies a state having 
predatory origin as it is viewed as a 
predatory group attacking and exploiting its 
constituency. However, state can be a result 
of the common needs of the constituency –a 
contract origin. The second view advocates 
the existence of the state is to specify and 
enforce common property rights resulting 
from specialization and division of labor. 
Hence state’s existence comes out of a need 
to reduce transaction costs that are the major 
benefit of organizing state. However, these 
benefits come at a cost, and this cost is in 
form of imperfect measurement, leading to 
free rider problems that would reduce the 
viability of the state itself. Therefore, the 
efficient size of state would be where the 
marginal benefits of lower transaction cost 
would be equal to the marginal costs of 
imperfect measurement. 

4. Similar outcome proposed in other 
theories 
Shleifer and Vishny (1994) showed that 
Occupational choice between innovative 
sectors and predatory sectors would depend 
upon their relative returns to talent. 
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 In countries where rent seeking has a higher 
reward for talent like in law sectors, 
institutions would grow less as compared to 
countries rewarding high in innovative 
sectors like engineering. A similar study 
conducted by Acemoglu (1995) proves that 
rent-seeking activities create a negative 
externality on productive activities. Hence 
agents’ relative reward structure is 
endogenously determined by rent seeking, 
causing multiple equilibriums, and could let 
the economy trap in low level steady state 
equilibrium. In an interesting study, 
Grossman and Kim (1996) based on inter 
temporal general equilibrium model, with a 
predator and a prey dynasties, incorporated 
institutions in standard growth model. Each 
dynasty has a choice to allocate inherited 
wealth in consumption, production or 
defense and offence. Productive allocation 
would lead to more wealth but would, at the 
same time, increase the risk of confiscation 
of wealth by predators. The choice of prey 
would be based upon the predator’s current 
wealth. If it is smaller than the prey, then 
prey chooses production and deter predation. 
However, wealth redistribution takes place 
overtime as predator eats prey resources, the 
risk of expropriation increases to resource 
allocation in defence. Overtime, all the 
wealth would be spent in this regard. Inter 
temporal effect would be similar and prey 
would continue to allocate wealth to defence 
even though their property is secure and 
production became preferable. This way, 
they accumulate capital more slowly than 
their previous generations. Magee, Brock 
and Young (1989) explore the potential of 
well organized rent seeking groups to 
exploit poorly-organized groups by 
influencing irrational state through lobbying. 
Political parties respond to such efforts 
increasing its relative benefits. The result 
would be that the whole economy being 
captured in unproductive lobbying activities 
thereby creating an economic black hole.  

In another entrepreneurial study, Baumol 
(1993) asserts that entrepreneurs could 
increase technologies adoption, innovation 
and enable sustainable growth. However, 
they sometime tend to misallocate like end 
mergers and acquisitions or lawsuit that 
could increase their profits without being 
productive. Hence institutional arrangement 
altering the incentive structure is needed for 
better utilizing entrepreneurial resources. At 
another place, Baumol (1990) points out that 
only those firms survive that have 
informational asymmetries over their 
competitors and the firms’ choice between 
technological innovations, rent seeking and 
organized crime would depend upon the 
relative gains from these asymmetries. 
Strong institutions decrease the 
informational asymmetries from rent 
seeking and organized crime, hence only 
venue for survival is creating such 
asymmetries through innovation. 
An interesting study by Acemoglu and 
Verdier, (1998) points out that there are cost 
of enforcement. In perfect enforcement, the 
costs out-weigh the benefits, hence it may be 
optimal to have an intermediate level of 
enforcement and allowing some corruption. 
Society faces a trade-off between investing 
in production or regulation However, an 
interesting picture arises when past level of 
property rights determines the present level 
of productivities, that in turn determine the 
future level of property rights. This would 
make initial low property rights countries 
fall in ‘low property right-low investment 
trap’ as their initial low level of property 
right makes them unproductive.  Presently 
as they invest less in human capital, there 
would be lesser potential benefits from 
future improvements in property rights, 
resulting in voting out those future 
improvements. Resultantly, developing 
countries may opt for less effective property 
rights.  
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4.1 Theories Explaining Institutions of 
Contract Origin 
North gives theoretical foundation of 
institutions and proposes two brands of 
institutions following Contract theory and 
Predatory theory. Institutions based on 
Contract theory provide legal framework for 
honoring contracts that increase threat of 
dishonoring, hence reducing transaction 
cost. In this way, better written and enforced 
contracts improve productive efficiency of 
businesses and society as a whole. Different 
contributions to literature like (Coase 1937, 
1960; Williamson 1975, 1985; Grossman 
and Hart 1986; Hart and Moore 1990; and 
Hart 1995; Olson 1982, 2000) explain 
institutions in line with contract theory. 
Coase (1937) explored the emergence of 
firms in his seminal work “The Nature of the 
Firm,” in which he explains why an 
entrepreneur seeks to hire people instead of 
outsource his tasks. Explaining firms as 
contracting institutions then reduce 
transaction costs that are present when using 
markets. Coase (1960) later argued that in 
absence of transaction cost, efficient 
distribution of resources could come about 
just by markets and no institutions require at 
all. Williamson (1975) also advocates the 
importance of transaction costs, as a 
fundamental unit of analysis. He expands 
the concept of institutions versus markets 
incorporating bounded rationality and 
opportunism. He spells out conditions under 
which institutions are more suited. These 
include: 1) Bounded Rationality in 
conditions of uncertainty and complexity, 
where the decision tree is not clear, 2) 
Higher risks of opportunism when property 
rights are not perfectly defined, would lead 
to problems of free riders (opportunists). 
Institutions having monitoring and conflict 
resolution mechanisms are better suited than 
markets, in curtailment of this kind of 
behavior. 3) Opportunism can also occur in 
case of asymmetric information. Here 

institutions are successful as information is 
sharing equally among all the members. As 
Williamson (1985, Pg 13) puts it, “if market 
players are uncertain about the outcomes, 
but they believe in the fairness of the parties 
to contract, the market mechanism would be 
adequate to deal with all the contingencies 
since the players would share equitably in 
the profits. However, we understand that 
such a behavioral assumption would be 
wrong since opportunism and bounded 
rationality are common behavioral traits.” 
Hart and Moore (1990) explain the 
effectiveness of contracting institutions in 
terms of investment and resource allocation 
as they are influenced by cost of contracting. 
In case of complete and costless contracting 
(drafting a suitable contract specifying the 
participants’ rights and obligations under 
every conceivable circumstance), as 
assumed in neo classical theories, ownership 
structure does not matter. However, in real 
world a number of outcomes are 
unforeseeable and even if they are accounted 
for, it would be costly. Grossman and Hart 
(1986) further elaborates that in absence of 
perfect contracting, where there is a long list 
of rights over assets, all rights not written in 
an agreement and the residual rights are also 
thought to be purchased by the purchaser. 
Hence, the seller loses those rights. 
However, the price paid by the purchaser is 
only of the rights written in contracts. This 
makes the seller worse-off ex-post causing 
the seller to under invest and purchaser to 
overinvest. A relation specific investment 
(with little or no value outside the relation) 
is hard to achieve in real world, and 
sometimes, the unforeseen outcomes take 
the bulk of ex post surplus. This would deter 
ex-ante investment resulting in 
inefficiencies.  
Olson (1982) calls institutions as collective 
good. He contends that:  
"the larger the number of individuals or 
firms that would benefit from a collective 
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good, the smaller the share of the gains from 
action in the group interest that will accrue 
to the individual or firm that undertakes the 
action. Thus, in the absence of selective 
incentives, the incentive for group action 
diminishes as group size increases, so that 
large groups are less able to act in their 
common interest than small ones."  
In that case, if economy is set free, resources 
would be diverted into regulation and 
administration, at expense to production, 
and it would result in comparatively larger 
portion of GDP going to lawyers and 
government. 
Olson (1965) explored the economies of the 
production of public goods like defense, law 
and order. He emphasizes that government 
is best poised to produce public goods, 
however large private groups can also 
provide public goods apart from 
government, taxing the members some other 
ways. However, Olson (1965) indicates that   
“though small groups can act to further 
their interest much more easily than large 
ones, they will tend to devote too few 
resources to the satisfaction of their 
common interests, and that there is a 
surprising tendency for the lesser members 
of the small group to exploit the greater 
members by making them bear a 
disproportionate share of the burden of any 
group action.” 
Olson (2000) at another place, puts the 
blame of poverty and economic performance 
to mis-governance or expropriation, and 
favors "market-augmenting government" 
securing property rights and guaranteeing 
impartial enforcement of contracts. 
Gould and Gruben (1996) specifically focus 
on the impact of institutions enforcing 
intellectual property rights (IPR) protections 
on economic growth. They find IPR 
protection reduce imitation probability, 
increasing its rewards. However, it could 
also decrease competition making 
innovation difficult. They argue that 

imperfect protection. as compared to perfect 
protection, is more suited for growth. In 
another study, Cozzi (2001) proves that 
lower protection of property rights inhibits 
inventions as it would result in spillover 
effect before inventor can reap its rents. This 
could cause other to spend time searching 
for others’ inventions rather making their 
own. 
Olson (1993) created a model showing that 
any form of government is better than 
anarchy. He asserts that  
“Under anarchy, uncoordinated competitive 
theft by ‘roving bandits’ destroys the 
incentive to invest and produce, leaving 
little for either the population or the bandits. 
Both can be better off if a bandit sets himself 
up as a dictator—a ‘stationary bandit’ who 
monopolizes and rationalizes theft in the 
form of taxes.”   
In that case, he could benefit from taxes that 
increase in proportion to increase in 
productivity. Hence it’s his interest to 
provide public goods that influence growth, 
but if he feels he is likely to be surpassed by 
others, then he confiscates those assets that 
value more than their expected rents that he 
could collect. 
 
4.2 Theories Explaining Institutions of 
Predatory Origin 
Predatory theory that regards institutions 
erected by state, with purpose of collecting 
monopolistic rents, serve powerful segments 
of society in power to influence the state, in 
expropriation and earning predatory rents. 
The promotion of rent seeking activities by 
power players of the state, would cause the 
entrepreneurs of their constituents with 
higher opportunity cost to bargain and seek 
rents from those who have low opportunity 
cost. Hence society’s resources are diverted 
from productive to rent seeking activities 
leading to inefficient resource distribution 
and decrease in welfare. (Baumol 1990; 
Jones 1981; De Long and Shleifer 1993) 
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attempted to formalize institutions based on 
predatory theory. Baumol (1990) elaborates 
the impact of predatory institutions on 
economic activities and asserts that the 
allocation of activities by entrepreneurs, 
both productive like innovations as well as 
unproductive like rent seeking, would 
depend upon their relative payoffs. For 
instance, Japan has fewer layers than other, 
hence low resources devoted to rent seeking. 
In another study, De Long and Shleifer 
(1993) finding the evidence of predatory 
institutions in tax policies – regarded as ex-
propriatory - assert that these policies are 
less friendly in autocratic government as 
compared to ‘non-autocratic or merchant- 
controlled’ governments. Baumol (1990) 
points out that information asymmetry 
through rent seeking or organized crime is 
curbed through strong institutions--so only 
venue left for competition and dominance is 
through innovation. Hence in the setting of 
effective enforcement, these asymmetries 
will lead to innovation as the only venue left 
to earn information rents.  As shown earlier, 
the rent-seeking (behaviour) is defined as 
“the socially costly pursuit of wealth 
transfers” (Tollison 1997). Hence, its 
consequences on society are negative as a 
rent seeker benefits at the expense of others. 
Rent seekers can also influence government 
regulation. However this has conflicting 
view. Some view regulation as a helping 
hand (Pigou 1938). Other views are based 
on political economics advocating that rent-
seeker in government would mould these 
regulations in their favour, extracting rents 
(Shleifer and Vishny 1998). 
 
5. Institutions and Social Technologies 
The term “social technologies” are those 
routines or program of recipe that structure 
human interaction and behavior with each 
other as well as to environment. It shapes 
the decision making processes (North and 
Wallis 1994; Boserup 1996  and Day and 

Walter 1987).   This was later formalized by 
Nelson and Sampat (2001) that when these 
routines are imposed on societies through 
formal or informal arrangement like laws or 
norms, they are made ‘the rules of the 
game’, hence institutionalized. Nelson 
(2007) points out  
“Societies clearly have a degree of control 
over institutions like the formal structure of 
laws, and formal organizational designs and 
designated authority relationships.”   
Pelikan (2003) distinguishes social 
technology and institution in similar terms 
as “rules-routines”- a recipe of outcomes, 
and “rules-constraints”- rules of outcomes. 
So in language of  Pelikan, Institutionalized 
social technology are those rule 
routines(technology) that are imposed by 
society or government in the form of rules 
constraints.  
North and Thomas (1973) argue that 
efficient institutions promoting innovation 
and curbing rent seeking opportunities are 
the key to economic growth and prosperity. 
They further argue about the contracting 
institutions enforcing property rights as  
“property rights are classic public goods 
because: (1) once a more efficient set of 
property rights is discovered the marginal 
cost of copying it is low (compared to the 
cost of discovering and developing it); (2) it 
is prohibitively expensive to prevent other 
political jurisdictions from emulating a 
more efficient set of property rights 
regardless of whether they contributed to 
their construction; (3) and finally, the idea 
of a set of property rights, like all ideas, is 
non-rival -- we can all consume the same 
idea and the stock of the idea is not 
diminished.”  
However, because it’s a public good, there 
gives rise to externality and problem of free 
riders, so there might be underinvestment. 
On a slightly different note, Hall and Jones 
(1999) explain institutions as a social control 
against diversions in the following words: 
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 “Social control of diversion has two 
benefits. First, in a society free of diversion, 
productive units are rewarded by the full 
amount of their production, and where there 
is diversion; on the other hand, it acts like a 
tax on output. Second, where social control 
of diversion is effective, individual units do 
not need to invest resources in avoiding 
diversion. In many cases, social control is 
much cheaper than private avoidance. 
Social control act as a threat of punishment, 
which itself is free and the only resources 
required are those needed to make this 
threat credible.” 
Hence, institutions can be described as 
‘institutionalized social technologies’. 
Accordingly, two sets of institutions 
identified in the previous discussion can be 
named as  Risk reducing technology and 
Anti-rent seeking technology respectively 
Risk-reducing technologies refers to 
increased risk of expropriation and 
confiscation of property rights would cause 
diversion of resources from productive 
activities to private arrangement in 
protecting their rights that can be avoided by 
properly institutionalizing Risk reducing 
social technologies. In other word, by 
institutionalizing Risk-reducing social 
technologies does not mean collectively 
hiring guards by society proves to be 
cheaper, it rather  means that no guards are 
required in the first place. In terms of 
empirical studies, the indicators pertaining 
pertaining to property rights, law and order, 
and policy stability etc can be covered under 
this concept.  For theoretical models of weak 
risk reducing institutions, see  (Murphy, 
Shleifer and Vishny, 1991; Schrag and 
Scotchmer, 1993; Acemoglu, 1995; 
Ljungqvist and Sargent, 1995; and 
Grossman and Kim, 1996).  
The second, and perhaps more important 
dimension of Institutionalized social 
technology, is Anti Rent seeking social 
technology.  This in contrast to “creative 

destruction” where innovation leads to 
productive rents, rent seeking diverts 
entrepreneurial efforts and resources from 
increase in productivity through innovation 
to unproductive predatory activities by 
thriving on other people’s resources as well 
as protection against diversion and 
expropriation. This is termed as “destructive 
creations” by Mehlum et al. (2003). A vast 
literature can be found linking 
entrepreneurship, rent seeking and growth 
(Murphy, Shleifer and Vishny, 1991; 
Baumol, 1990, 1993; Acemoglu, 1995; 
Acemoglu and Verdier, 1998 ). On the 
empirical front, these rents can be divided 
into the 1) institutional rents, which cover 
institutional indicators elated to regulatory 
quality, corruption, and ease of doing 
business. And 2) Political Rents that covers 
indicators pertaining to political 
competition, civil rights and freedom to 
raise voice.  

6. Conclusion. 
This study defines, explains and builds upon 
different theories on institutions. 
Specifically, it covered in detail, the neo 
classical theory of state by Douglas North as 
he differentiates between growth enhancing 
contracting institutions based on contract 
theory and growth reducing predatory theory 
institutions erected to extract monopolistic 
rents with the aim to maximize ruler’s 
income. This theory fills in the gap left in 
neo classical world of zero transaction cost 
and costless enforceability of property 
rights. However, free rider phenomenon in 
new classical school is used here to explain 
stability in spite of a huge tendency of 
economic destabilization after accounting 
transaction costs. It also covers the 
subsequent contributions made following 
this theory.  
In the later part, literature review of the 
theoretical contributions of instructions is 
undertaken, that are formalized into two 
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discrete groups based on neoclassical theory 
of state. Finally, theoretical contributions 
related to how they impact growth and 
welfare are reviewed.  This review will not 
only provide an understanding of how 
institutions are viewed in economic models, 
but also how they impact growth. The 
theoretical work seems to be well developed 
and elaborative; however, there still are gaps 
on empirical front. 
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