
ECON7560
Dr Cameron Murray


Week 6: Institutions

Recap
• Trade is one of the five key elements of globalisation. 


• Gravity model is a simple way to predict the data, but 
long terms trends seem to defy it.


• Ricardo’s comparative advantage, and the H-O model 
show why is can be mutually beneficial to trade in the 
short term (though empirical evidence is not strong).


• Economies of scale undermine basic findings of these 
models and justify industry protection (infant industry).

What is globalisation?
• trade interdependencies (i.e. international trade a % 

of GDP).


• cross-ownership of financial assets (international 
ownership of property, bonds, equities etc).


• formal institutions that play a role in regulating human 
society (World Bank, IMF, etc).


• culture exchange (e.g. US entertainment culture).


• migration.

Seeking causality

• Looking up the causal chain.


• If high rates of capital investment cause high growth, 
what causes high rates of capital investment?


• Mostly sticking to a ‘factors of production’ approach and 
looking to unpack A (technology, the residual). 


• Maybe it is our common sets of rules, our institutions, that 
cause (or jointly cause) certain inputs to growth.  
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Football’s institutions

• …they consist of formal written rules as well as typically 
unwritten codes of conduct that underlie and 
supplement formal rules, such as not deliberately injuring 
a key player on the opposing team. And as this analogy 
would imply, the rules and informal codes are 
sometimes violated and punishment is enacted. 
Therefore, an essential part of the functioning of 
institutions is the costliness of ascertaining violations 
and the severity of punishment. 

Efficient cooperation 
• “If A raises cattle and B corn, both may improve their 

welfare by exchanging cattle for corn. . . . [However], the 
choices facing A and B are not merely to trade or not, as 
implicitly suggested. A can choose to steal B’s corn, 
rather than give up his cattle for it; B may do likewise. . . . 
In an anarchic environment, the independent choices 
of both individuals can be expected to lead both to 
adopt the dominant stealing strategy.” 
- Mueller, D. 1989. Public Choice II pp9-10


• “The Grab-What-You-Can World”

http://www.demos.org/blog/1/29/14/what-world-following-non-aggression-principle-looks 

Institutions = productivity

• If you want to stick to the ‘factors of growth approach’ 
you can think of institutions as a type of ‘social 
technology’ in A. 


• There is no inconsistency thinking like this, but we can 
basically ignore the ‘A-K-L’ factors of production 
approach if we like. 


• The main gift of institutions is that they stop wasteful 
competition — time is not spent fighting over resources, 
but rather is directed towards productive investment. 

Formal institutions
• Courts, police, prisons.


• Political structure - senate, houses of parliament, elections.


• Money (think about Bitcoin), consumer laws, minimum 
standards.


• Company structures, bodies corporate.


• Traffic rules. Mapping, weather forecasting etc.


• Clubs and societies. 

Informal
• Shake hands with the right


• Wear clothes (men wear pants)


• Standard weights and measures (feet and inches, 
pounds, metrication)


• Marriage is a bit of a mix (some formal written constraints, 
but mostly informal).


• Other ideas of unwritten customs that help cooperation? 
(easy to notice when travelling abroad)

Metrication

• Common system of measurement and weights had been 
sought by publicly-minded scientists and officials in 
England and France through 17th century.


• “until 1841, the rail companies had all used different-sized 
screw threads, causing predictable frustration”


• Standardisation works as an economic institution, 
facilitating cooperation and avoiding wasting resource on 
conflicts. 



https://www.wired.com/2010/11/1110mars-climate-observer-report/ 

Example
• Guides would hassle tourists around the entrance, making it 

an unattractive place to visit, reducing visitor numbers. 

• Accredited guide system set up. First 12 let inside gates 
each day at 7am. Hourly block fixed prices. No pressure to 
haggle.

• Dozens of guides begin lining up the night before and 
sleeping outside the gate, wasting their time, and creating a 
poor image of the area. 

• Lottery system started. 7am each morning, all in attendance 
get a ticket. First 12 drawn get access for the day.
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Elinor Ostrom

• People find a way to manage resources fairly over time — 
institutions develop by trial and error. 


• Tragedy of the commons was never thus. Commons’ 
always involved an institutions (set of common rules) for 
access. Only “open access regimes” — essentially the 
wild west of no rules — suffered this tragedy. 


• What are the common features of successful institutions?

http://wtf.tw/ref/ostrom_1990.pdf 

Tragedy of the commons Leviathan solution

• “if ruin is to be avoided in a crowded world, people must 
be responsive to a coercive force outside their individual 
psyches, a 'Leviathan,' to use Hobbes's term”


• With perfect monitoring and enforcement of a 2 unit 
penalty for defecting, can turn Hardin’s game to one 
where mutual cooperation is the dominant strategy. 



• Each September, a list of eligible fishers is prepares, consisting of all 
licensed fishers in Alanya, regardless of co-op membership 


• Within the area normally used by Alanya fishers, all usable fishing locations 
are named and listed. These sites are spaced so that the nets set in one 
site will not block the fish that should be available at the adjacent sites. 


• These named fishing locations and their assignments are in effect from 
September to May. 


• In September, the eligible fishers draw lots and are assigned to the named 
fishing locations. 


• From September to January, each day each fisher moves east to the next 
location. After January, the fishers move west. This gives the fishers equal 
opportunity at the stocks that migrate from east to west between 
September and January and reverse their migration through the area from 
January to May.

Ostrom, E. 1990. Governing the Commons. p19

• All other fishers can expect that the assigned fisher will at 
the spot bright and early. Consequently, an effort to cheat 
on the system by traveling to a good spot on a day when 
one is assigned to a poor spot has little chance of 
remaining undetected. 


• Cheating on the system will observed by the very fishers 
who have rights to be in the best spots and will be willing 
to defend the rights using physical means if necessary.


• Their rights will supported by everyone else in the system. 

Ostrom, E. 1990. Governing the Commons. p20



Private property
• A solution that takes away cooperative problems from 

common pool resources. 


• In our example we split the pasture and let individuals 
play a game against nature rather than each other. 


• BUT - cannot easily be done with non- 
stationary resources (air, water, fish)


•  
 

China’s private property
• Basic description of the common property regime vs the 

new one in agricultural China (NPR podcast).


• Grain output increased to 90,000 kilograms in 1979, over six 
times as much as the previous year. The per capita income 
of Xiaogang climbed to 400 yuan from 22 yuan.  
 
 
 
 
 
 

Time to think

• Think about your own life and work. What institutions do 
you employ to increase efficiency?


• Use one of your examples and explain how the institution 
is self-reinforcing rather than self-destructive?

My example
• Driving on the right side of the road may be a 

(conventional) regularity of behavior that people follow 
because it is (almost always) optimal for each individual to 
drive on the right given the expectations that others will 
do so. 


• A law making driving on the right a legal requirement 
supported by a credible threat of punishment, reinforces 
this behavior. People will drive on the right in more 
situations than before. For a self-enforcing institution to 
perpetuate over time, it has to be (weakly self-)reinforced. 

https://web.stanford.edu/class/polisci210/papers/greif.pdf 

1. Define clear group boundaries.


2. Match rules governing use of common goods to local needs and conditions.


3. Ensure that those affected by the rules can participate in modifying the rules.


4. Make sure the rule-making rights of community members are respected by 
outside authorities.


5. Develop a system, carried out by community members, for monitoring 
members’ behaviour.


6. Use graduated sanctions for rule violators.


7. Provide accessible, low-cost means for dispute resolution.


8. Build responsibility for governing the common resource in nested tiers from 
the lowest level up to the entire interconnected system.

Acemoglu & Robinson

• Introduced the idea of “institutions as the fundamental 
cause of long run growth”


• Common theme is that allocation of political (de jure) and 
economic (de facto) power can lead to extractive of 
inclusive institutions. 


• More of a high-level view, rather than a nitty-gritty 
‘evolved-from-local-conditions’ view.

https://economics.mit.edu/files/4469 



http://economics.mit.edu/files/4469 http://www.slate.com/blogs/moneybox/2012/04/03/
extractive_institutions_are_they_really_why_nations_fail_.html 

http://whynationsfail.com/blog/2014/9/23/taxation-vs-expropriation.html 

Natural resources

• Many economists believe the ‘easy but volatile money’ 
and monopolistic characteristics from natural resources 
promote dysfunctional ‘extractive’ institutions — The 
Resource Curse. 


• Norway vs Australian v PNG energy resources.


• Typically because it is hard for a ‘broad coalition’ of 
common people to have a direct interest in the resource.

https://static.treasury.gov.au/uploads/sites/1/2017/06/R2016-001_Propser-Australia.pdf 



More examples

• Finance and banking - oft cited, little evidence


• Democracy - not really


• A lot of 

National institutions

https://www.hoover.org/sites/default/files/research/docs/17105-bordo-siklos.pdf 

Evidence
• Much harder to come by than neat theoretical stories.


• All institutions are different, even if they have the same 
name. “Unbiased court system” — what is that exactly?


• How do you add up many institutions across different 
parts of society?


• Often use surveys of ‘perceptions’, such as Transparency 
International’s Corruption Perceptions Index — “To what 
extent are public officeholders prevented from abusing 
their position for private interests?”

Endogeneity

• Some good institutions cause other good institutions 
(institutional complementarity). 


• Good institutions are usually correlated with each other 
(Denmark vs just about anywhere).



https://dash.harvard.edu/bitstream/handle/1/27867242/w10568.pdf 

Global institutions
• League of Nations (post WWI) (don’t forget nations as well!)


• IMF and World Bank (post WWII)


• World Trade Organisation and OECD


• Antarctic Treaty System


• Trade blocks: NAFTA – North America, EU – European Union 
ASEAN – South East Asia, MERCOSUR – some countries in 
South America.


• United Nations (incl. International Maritime Organization etc)

https://www.brookings.edu/research/is-globalizations-second-wave-about-to-break/ 
https://ourworldindata.org/international-trade 

• First Wave institutions 

• League of Nations (42 founding member states after WWI)


• International Labor Organization first conference 1919


• International Committee on Intellectual Cooperation (precursor to 
United Nations Educational, Scientific and Cultural Organization - 
very much an institution to facilitate cultural globalisation)


• Ostrom on a global scale — these institutions were designed to 
facilitate cooperation over military competition generally. 



Second wave
• Post WWII - the creation of an array of cooperative global 

institutions helps shape the Second Wave of globalisation. 


• Bretton Woods conference and agreement to create global 
financial institutions (International Bank for Reconstruction 
and Development (IBRD) and the International Monetary 
Fund (IMF).)


• United Nations succeeded League of Nations—web of 
activities such as International Organization for 
Standardization (ISO)


• General Agreement on Tariffs and Trade.

Bretton Woods
• Unbalanced trade was one of the key issues - an open 

access regime of global trade rather than a managed 
commons. 


• Basic idea was to implement a common institution 
where countries would agree to adjust currency exchange 
rates when they began to realise trade surpluses. 


• It would also offer a type of ‘insurance’ to countries that 
could not meet their foreign payment obligations. 


• Created global institutions of IMF and World Bank.
https://www.federalreservehistory.org/essays/bretton_woods_created 

Why a global clearing 
house?

• “an International Clearing Union, based on international 
bank money, called (let us say) bancor, fixed (but not 
unalterably) in terms of gold and accepted as the 
equivalent of gold by the British Commonwealth and the 
United States and all members of the Union for the 
purpose of settling international balances.” 

1. “[...] an instrument of international currency to make bilateral arrangements 
superfluous, 


2. an orderly method of determining foreign exchange values, 


3. a quantum of international currency that is subject to deliberate expansion 
and contraction, 


4. a stabilizing mechanism to exert pressure on countries whose 
payments tend to become unbalanced,  

5. starting off every country after the war with a stock of reserves appropriate 
to its importance in world commerce, 


6. a central institution to support other international institutions, 


7. a means of reassurance that methods of restriction and discrimination will 
be unnecessary." 

http://www.econ.jku.at/
members%5CLandesmann%5Cfiles%5CWS08%5C239339%5CDiplomarbeit_Klaffenboeck_

zentrale_kapitel.pdf 

https://wiiw.ac.at/do-trade-imbalances-affect-economic-growth--n-279.html 

https://voxeu.org/article/global-dimension-banking-crises 

http://www.ats.aq/documents/ats/treaty_original.pdf 



Antarctica
• Antarctic Treaty System (decided in 1959 meeting, 

implemented in 1961, modified ad hoc). 


• Similar to a pre-globalisation treaty - no central 
organisation with its own headquarters etc like WTO and 
UN (has a secretariat administer meetings, store 
documents etc). 


• My prediction: likely that in the next 20yrs a new 
institution will be established.


• Will it be extractive or inclusive?
http://www.fresheconomicthinking.com/2018/03/who-really-owns-antarctica.html 

Space
• UN Office for Outer Space Affairs (UNOOSA) 

- Convention on International Liability for Damage Caused by 
Space Objects


• International Telecommunication Union (manages use of 
radio frequency in space)


• International Committee on Global Navigation Satellite 
Systems (ICG)


• Agreement Governing the Activities of States on the Moon 
and Other Celestial Bodies (agreed in 1979, entered force in 
1984)

http://www.unoosa.org/pdf/gares/ARES_34_68E.pdf 

• How does the rise of global institutions and global 
cooperation mean for national-level institutions? 
- For example, the Bretton Woods system ensured that 
smaller countries could balance trade and have loans 
assured)


• There is an interaction - some people lose from 
globalisation, others win. 


• Because people aren’t as mobile as goods (not all goods, 
but tradable goods) then we have asymmetric effects. 

Readings for Wk 7

• Hausmann, Hidalgo et al. (2014). The Atlas of Economic 
Complexity: Mapping paths to prosperity. https://
atlas.media.mit.edu/static/pdf/atlas/
AtlasOfEconomicComplexity_Part_I.pdf 


