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Abstract

The paper examines some developments in insti@itienonomics with the
experience of market transition. The analysis cordithe role of institutions
and institutional economics in economic sciencesalsense, transition has
challenged institutional economics itself, pointirtg its weaknesses in
explaining the process and offering suitable advieea result, several areas of
research have developed, focusing on the divessity complementarity of
institutions and their impact on macroeconomic @antince. The article takes
stock of the attempts of the two principal instiingl approaches, new
institutional economics and evolutionary institatdism, to thoroughly explain
the process of institutional evolution. The currstate of research in this area
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is an accumulation of evidence and partial hypa@heslevant to interrelations
between formal and informal rules and organizatishsdied from the point of
view of both diachronic relations (impact of thgaeies of the past, on the one
hand, and adaptations, on the other) and synchrekitions (complementarity
vs. conflict between the three elements). A coesistheory of institutional
change taking into account the experience of ttimmsihas yet to be
formulated.
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dependence
JEL Classification B52, D23, D72

Introduction

The experience of transition has confirmed the ingwe of institutions and
their adaptation to a specific socioeconomic systatirectly, it revealed the
importance of institutional economics among ecomostiences despite the
overwhelming domination of mainstream economics.

The objective of this article is developed in thfelel. First, it demonstrates

how calls for a normative outcome of institutiom&glonomics, emerging from

the policies of market transition, underlined thgortance of the institutional

approach as a branch of economics. Second, the papes the directions in

which the positive research of institutional ecomsmdeveloped under the
influence of the transition experience. Third, #récle takes stock of research
on institutional change and offers a comprehensivdel of this process.

Throughout the article, institutions are understasdules shaping the behavior
of economic agents (as in (North, 1990, p. 3))odktinto account authors
dealing with institutional economics defined mostly research focusing on
institutions. Currently, two branches of institutéd economics can be singled
out, new institutional economics and traditional,exolutionary, institutional
economics. The borderline between these two appesais unclear. It seems
that the features that best differentiate them rductionism (individual
behavior as underpinning the social phenomena wed)land the attitude to
innovation in institutional change (Hodgson, 19@8,6). New institutional
economics (e.g. Williamson, 1985) predominatelyeselon reductionism and
avoids references to innovation and change, conttar evolutionary



institutional economics. Nevertheless, a clear lygp of institutional research
is less and less possible as proponents of bottoagipes increasingly using
similar methods (with “old” institutionalists se&ing for the underpinnings of
global phenomena in the behavior of individualsd arew institutionalists

giving up their initial rigorously static attitude)

The article is structured as follows. Section 2spras the initial attitude
towards institutions under transition and the sghbset rise in the importance
of institutional issues. Further, the broadenirgdfiof research in institutional
economics is described, especially in respectgtititional differentiation and
the efficiency of institutions. Section 3 takescitof the different theoretical
lines of reasoning on institutional change. To prdheir relevance, some
empirical findings involving the particularities tife evolution of institutions in
the real-world experiment of transition are quoteihout aspiring to offer a
comprehensive survey of the abundant literatureti®@e4 proposes models of
institutional change based on both theoretical antpirical findings from
Section 3. The concluding section summarizes thgaoh of the transition
experience on the position of institutional econmsmand on the development
of its positive research, especially researchimsttutional change.

Institutional economics and itsimportance as confirmed by transition

To convert central planning into a market econonmgsven unprecedented
historical undertaking that had to be designed eawied out by the state’s
administration rather than evolving “from the battaip.” Nevertheless, the
quality and impact of the desired institutional mga was not the principal
concern of the transition’s architects. One of ftemasons was a deep
disequilibrium in centrally planned economies a thme. Thus the principal
concern was stabilization policy. Another reasors wee influence of principal
lending bodies tied to the American economic wqilIF and the World
Bank) that did not pay attention to the subtletedsdifferent institutional
frameworks and cultural legacies, recommendingaadstrd set of supposedly
rational institutions of general application. Thet of institutions, known as the
“Washington Consensus,” was initially formulatedr fhatin American
economies and contained the following recommendat{@Villiamson, 2003):

- introduce fiscal (budgetary) discipline,
- channel budgetary expenditures mostly to growtprotection of the poorest,

- introduce fiscal reform so as to broaden theafidoase while reducing
marginal rates,

- introduce the rate of exchange assuring competigéss,



- liberalize interest rates,

- liberalize foreign exchange,

- liberalize the inflow of foreign direct investnten
- privatize,

- deregulate, reduce the barriers of entry and exit
- put in order and protect property rights.

It was discovered only after some time that sudetawas ill-adapted to the
different historical and social backgrounds of undiuial countries, to both the
least developed and those undergoing transition.

The transition in Poland as the first country unelgperiment was introduced
under the influence of the “Washington Consens&&rénd, 2000). From the
perspective of a country that had been centraiyppéd during the previous 40
years, this set of recommendations was too geaellacked many essential
institutions. It was not aimed at creating an tnsitbnal system for a market
economy out of nothing, but to assume their extsteand the eventual need to
enhance them. It was thus only partly adapted@émtreds of the transition to a
market economy.

Poland’s initial transition program, referred to @ “Balcerowicz Plan,”
called for rapid stabilization and the introductiof a minimum “reform
package” comprising liberalization, privatizationdathe introduction of basic
market-economy institutions and organizations. phasing of the changes,
especially privatization and the creation of marketes, received little
consideration, which was actually not surprisingegi the speed at which the
program was prepared. The Balcerowicz Plan in alzoare with the standard
economic theory paid little attention to institutso The “Big Bang” theory of
the time called for swiftest possible passage thinoai “valley of tears,” while
irreversibly cutting out the influence of the irgst groups of the past and thus
reducing the risk of stepping back (Sachs and hipt®90), (Lipton, Sachs,
Fischer and Kornai, 1990). In a sense, it was ymesl that other
complementary market institutions would emergehgntselves in due time, in
some undefined manner, and would begin to fundtistantaneously.

In this early period, there was little discussienta the appropriateness of the
standard neoclassical theory as groundwork to toeess of transition to a
market economy. A notable exception was a studyMuyrell (1991a)
questioning the framework of neoclassical economigqdaining why a market
economy performed better than a centrally planystesn. He made use of the
then-recent findings on asymmetric information #biing efficient equilibrium



based barely on price information) and on variouarket inefficiencies

resulting from bounded rationality (such as effitieentry and exit, and
optimum product differentiation). Murrell concludéuat loosening constraints
was not sufficient for a successful functioningroérkets and called for the
creation of adequate institutions.

In an early institutional contribution to transiioPelikan (1995) recommended
the fastest possible privatization of state-ownedterprises. This
recommendation was built on his assumption of aequal distribution of
competence (especially managerial skills) amongespcAccording to his
theoretical analysis, the capitalist system isdvesiited to concentrating capital
under the control of more rational individuals.amore recent paper (Pelikan,
2007), this argument is combined with a recommeaodathat governments
create suitable institutions to enforce the ratibywaf companies.

A few years later, various analyses by economisis$ fecessarily those in the
field of institutional economics) on the outcomdsthe transition recognized
the role of institutions and the speed and sequehtieeir introduction, as well

as the role of the state. In Poland, which wasfitse country in the region to

embark on a transition to a market economy, thérultton of the old system

was much more successful than the creation of apmeperly working system.

As a result, before long, the country faced a desgession and persisting
unemployment that attracted critical comments friocal economists. Their

assessments and normative proposals were cleatrpinned by their diverse
theoretical backgrounds.

Wilkin (1995) underlined the necessity of introchgiformal rules to a market
economy prior to privatization. He called for adwal adaptive introduction of
institutional reform under the supervision of statéiministration. He pointed
out that a potential socioeconomic conflict wouldianger reforms by pitting

some social groups against each other: those mgfétom the loss of their

wealth, security and importance, versus businegdpemd the nascent middle
class interested in speeding up change.

Hockuba (1995) expressed an opinion that informarket-economy rules
should emerge slowly by themselves. Questioning ldgitimacy of the
“constructivist” creation of formal institutionsehadvocated a reduced role of
the state, limited to an initial package of reforare privatization. He thus
called for early privatization prior to the stabdtion of market institutions. In
Hockuba’s opinion, this should promote a spontasemyeation of appropriate
informal rules at the grassroots level.

Balcerowicz (1999) held a similar view on the neéededuce the role of the
state; however he used quite different argumeh&sdanger of “rent-seeking”



interest groups hoping to benefit from broad reguidadministrative powers.
He only permitted a subsidiary role of the statecieating basic rules and
ensuring order and security, regardless of theahaontents of these “basic
rules” and the method of bringing them into action.

After some time, Kolodko (1999) made a comprehensiccount of the
principal weaknesses of the early institutions.geeted to the weaknesses of
the organizational infrastructure necessary forftimetioning of markets. This
especially involved legal, judicial and fiscal sysis as well as the
shortcomings of financial intermediation ill-suitéal the needs of a privatized
economy. He also noted the absence of both govetamneand
nongovernmental organizations to promote compaetiiod support the market.
He argued that the weakness of corporate governarce largely due to
deficient institutions and inadequate organizations

The first Privatization Act was adopted in Polandl990. At the time, a major
part of the Civil Code still dated back to 1964 amas not adapted to market
economy conditions. As there was an urgent need bfgic regulations

concerning the functioning of commercial companiee, Commercial Code of
1934 was revived (it was still in force, but wag osed in practice due to the
absence of commercial companies under central pighnCompanies, both

those privatized and those privately owned fromatetr, lacked a clear
framework for their functioning, especially in tesrof their cooperation with

other businesses.

In most countries under transition, this eventugltgduced a deep recession
and a surge of unemployment (Kornai, 1993). Moreothee destruction of the
previous economic system was not followed by theation of new, highly
performing networks, especially as far as innovati® concerned (Berend,
2000). Hopes for a substantial spillover effecthe inflow of foreign direct
investment were only partly fulfilled. In many casenultinational companies
established enclaves of development (Krifa and \éimen 1998) referred to as
“cathedrals in the desert”. Contrary to expectajothe performance of
privatized companies was adversely affected by dersicontrol over
governance (Aoki, 1995). In all these cases, utitihal inadequacy was noted.

Those unexpected difficulties in the introductior standard” market
institutions in different transition economies rake the importance of
institutional economics and confronted institutibreconomists with an
unexpected challenge. They had to take a stanch@romgoing institutional
changes, even if these changes, exogenous rateretidogenous in origin,
did not conform to the assumptions of their redears unified normative



theory on how to construct successful market ecgnioistitutions was lacking
(Murrell, 1991b, p.5).

It is thus not surprising that the comments andmaoendations of institutional
economists were rather general. Roland (2000)cizétd the “Washington
consensus” as instrumental and mechanical. He drggainst the thesis that
the introduction of the suggested institutions €oh®n the experiences of
developed countries) would automatically ensurespedty. Much as other
institutional economists, he underlined the faglttthe consequences of the
introduced institutions could not be determinedapse it was difficult to
assess interferences among various institutionfrnal institutions were
particularly important as they could disable thactioning of the reforms if
these infringed upon some of the previously regekbctles. Such a situation
could endanger the social order. He called foep-stise approach and even a
temporary use of transitional institutions.

Institutional economists also urged the introductiof institutions and
organizations to ensure a smooth functioning ofrtfaeket, and especially the
fulfillment of contracts (Murrell 2005). To this énbesides a set of legal
regulations, a properly functioning police forcedawell-developed court,
banking and insurance systems are necessary, ingladsound information
system to supply data about potential partnerserailivation and privatization
should not be launched before these institutiorss established because
otherwise the market may be dominated by netwodetdaor even illegal
(mafia-like) forms of cooperatiorRelikan (2007) vigorously advocated rapid
privatization (for better use of competencies), abing the requirement of
sufficiently effective institutions preserving thegionality drive of companies.

It has been discovered that, while formal institng can be quickly introduced,
the adjustment of companies takes much more tirdevaay be distorted by an
excessive attachment to the rules of the previgagesm (Murrell, 2005). Thus
an essential problem of transition is the emergesic@mew informal rules

capable of supporting the market, building trustl gmomoting respect for
business obligations.

Problems raised by transition exposed the numesmad&knesses of institutional
economics from the perspective of positive resedtote of the problems was
the diversity of institutions and the need to stwdyious institutional systems
and their impact on performance. With time, theiéssf convergence began to
be examined in terms of models emerging in posisttion countries. This
involved the convergence of these new models bdtth negard to one another
and in reference to already existing models. Adisth fields of research visibly
progressed under transition.



The multiplicity of market economies was anotheoljpem related to the
introduction of market institutions in transitioncanomies. Difficulties

encountered during the enforcement of Anglo-Saype-tinstitutions in

transition countries were sometimes attributedhi® diversity of the viable

configurations of institutions in various marketoaomies. Aoki (2001, pp.
376-393) described a number of coherent institatianodels (as the “real
world” ones: Anglo-Saxon, German, Japanese and semerging models
potentially generated by ICT and globalization). kAgerceives them as
constituting some kind of equilibrium in the gametveen historically and
nationally conditioned agents. The stability of ddemodels is ensured by
diachronic and synchronic complementarities. Néwedess, as Aoki

underlines, the globalization of trade and the wheiming impact of ICT may

promote the convergence of these institutional nsode

Fifteen years after the start of transition, a tjoasmay be asked about the
degree of convergence or dissimilarity of the titéams economies, both with
regard to one another and compared to the institatimodels of developed
economies. Besides some general factors that ichplmilarity in the desired
market economy model (mostly imitation imposed bg tMF and World
Bank, and, for Central and Eastern European castthe necessity to adopt
the acquis communaitairef the European Union), there was a number of
factors that clearly contributed to the differetia of these models. These
included the diversity of the initial conditionsdahistorical aspects, national
policy choices as to the transition project (théimpfor a particular imitated
model included), and social specificities influemgi further adaptation
(Chavance and Magnin, 1997). Currently, at leastethgroups of countries
should be distinguished, namely Central Europe, temmunity of
Independent States, and Asian countries (China\4atham). These three
groups display different and persisting institutibrcharacteristics as to the
scope and rigidity of newly introduced rules togethvith the pace of their
introduction and the strictness of enforcement, ho@t and outcomes of
privatization, types of ownership, organization&iusture of the economy
together with the coordinating role of networks #&Zance, 2002). The
diversity of the acquired institutional featuresaltestifies to the existing
divergence (different in each group of countries)campared to any of the
developed market-economy models. It is an opentigueshether a particular
post-socialist market economy model (or models) stdbilize or if some of
them fully converge to the already existing modeikich is the most probable
option for all or some Central European countries)jke some other models
(in particular Asian economies).



Besides the general observation that institutioesewneeded, a question was
put forward about the impact of (specific) instibuis on growth, particularly in
transition economies.

A survey by Danny Rodrik (2000), conducted on a @anof 100 countries
belonging to different socioeconomic systems, rkdkathe impact of

democratic institutions on the positive featuresgodwth such as stability,
resistance to crisis and protection against exeedssicome differences. The
most significant institutions were stable properights and institutions
regulating the market (including the state’s inggrion capacity). Institutions
ensuring conflict management in a broader senger(ile of law, along with

the political representation of different sociabgps and trade union activity)
were important as well. Finally, Rodrik found thelevance of institutions
assuring macroeconomic stability and those assusbpgial security in

conformity with the culture and customs of a giesaintry, to stable growth.

A survey of studies of institutional changes aneirtimpact on the growth of
transition economies has yielded inconclusive tes(Wojtyna, 2002). This
was chiefly due to a large number of institutiadifjculty of measurement and
many non-institutional factors influencing growthhe general conclusions
could be formulated in the following way:

- Transition countries (CIS included) are so défgiated from an institutional
point of view that they cannot be treated as a lgemous group,

- Differences in growth depend more heavily on ge8 adopted than on the
type of institutions,

- Factors that substantially influence performameude the rule of law,
efficiency of the judiciary, police and public cat#nce in these institutions,

- Early completion of crucial reforms (privatizaticand liberalization) was
decisive to the pace of further institutional chesg

- The quality of governance, human capital and ipudainfidence have recently
deteriorated in the Czech Republic, Poland and Hopnglelayed institutional
reform may endanger further growth in transitionreamies.

Recent research by Hodgson (2006) throws new tighhe impact of different
institutions on economic performance. First of dalie hypothesis on the
relevance of features currently perceived as tharpiof effectiveness has not
been approved. Econometric research has confirmestatistically significant
impact of property rights, corruption, economicelity, taxation and civil
liberties on growth. On the contrary, the geneyglet of culture of a given
society (belonging to the zone of Western Chrissiau) has been found highly



relevant, with a positive impact. Interestinglyhmt fractionalization and the
level of democracy were significant, but with a atdge impact. If in the case
of ethnic fractionalization (a potential source adnflict) the hypothesis is
relatively acceptable, the negative impact of deaoe on growth needs more
attention in line with the sad conclusion of a pailin that transformational
societies cannot be governed democratically. Adogrdto Hodgson's
interpretation, democracy removed repressive caimstr on mafia and ethnic-
based links as well as activities that tend to data over general rules and
impersonal norms necessary for cooperation in aemmocharket economy. The
significant role of Western Christian tradition iopposition to the
insignificance of the quality of (mostly formal)asidard institutions seems to
stress the role of informal and deeply rooted Isaditautonomy, responsibility
and entrepreneurship as more important than foymatroduced and often
deficiently enforced rules. Nevertheless, Hodgsdinidings raise a problem
for institutional economics.

The problem of institutional change asrevealed by transition

One of the reasons why institutional advice hasibargely inconclusive as to
how institutions should be reformed is the absarf@ commonly agreed upon
theory of institutional evolution. Market transiticonstituted a challenge for
the two principal institutional approaches: the rigstitutional economics and
the “old” evolutionary institutionalism (Lissowsk2004a). The rapid change of
the institutional framework was quite irrelevanthe former, which assumed a
stable (and rational) framework and applied conmpagastatistics to examine
governance institutions and organizational formsemgimg within this
framework> The latter, which assumed that a gradual changénfofmal
institutions, would lead to a change of generaladaales, was also unable to
cope with rapid top-down institutional changes.

Down below | describe some principal hypothese®liing the process of
institutional evolution as analyzed by various aush those within institutional
economics and those outside this field (as lontheg followed the definition
of institutions applied in institutional economicd)avoid classifying these
authors into specific fields of research becauseesiones this is extremely
difficult. Besides, in my opinion, with respect tlee evolution of institutions,
the hypotheses involved often converge, even if tnethors disagree on other
matters. | rather try to classify the hypothesesaiyng into account the source

' With the notable exception of the works of Douglagorth, which focus on the history of
economies, in particular their institutional evabat



of evolution (be it individual agents or their irdetions, or trends at the level
of society as a whole) and their continuous/comtimignature. As different
authors expressed different opinions at differeages of their research, their
names are sometimes quoted several times.

A. The first group of authors argues that the sewfinstitutional change is a
step-wise change of informal rulemostly for endogenous reasons. This view
was expressed by North and Aoki as well as HayalcoAding to Douglass
North (1990, 1993), the Ileading author on instimgl evolution
(“appropriated” by both New Institutional Economicsand “old”
institutionalists), the process of institutionabaolge is endogenous and gradual.
Their main vehicles are incremental changes offin& institutions implied by
changes in prices and preferences and gradualiytiresin an evolution of
written, formal rules. Another driver of gradualaciye is interference between
the existing institutional framework and organieaa8 operating under this
framework. The activity of these organizationshaed by rules, but they can
incrementally exert an influence on these rulethendesired direction. Even if
North allows for the possibility of rapid changdsarmal institutions, implied
by revolutions, wars or natural disasters, theyaiaman exception to the
general rule of evolution. Thus the launch of agdigon to the market, driven
by political forces and not by the bottom-up evigatof informal institutions,
was not the one studied in North’s principal model.

A similar, though more radical, assumption was aelbpy Hayek (as pointed
out by Chavance (2007)). The principal driver of tthange of law (codified
rules) is a slow cultural evolution of informal esl approved by group
selection. Formal rules are beneficial only if thase compatible with the
spontaneously generated order. Thus the top-dowmenaf change of formal
rules is seen mostly as a potential source of desor

If, in the model of Aoki (2001), the forces drivingstitutional evolution are

essentially the same as those indicted by Nor#h,ntlechanism of change is
more developed and clearly based on bottom-up né@agoThe very definition

of an institution is different, being an equivaleot shared beliefs, thus
embracing both informal and formal rules to therdegthey are commonly
accepted and followed. Institutions understoodhis tvay enable a reliable
prediction of the actions other agents will prolyatalke in a given situation.

Together with other elements (private knowledgé,o$epossible choices and
inference rules), the existing institutions shape subjective models of the
game that individual agents are engaged in. Difsation due to either

external or internal conditions may destabilizeividial game models, leading
the parties to take new, previously unpracticetbast



If marginal dissatisfaction and the alternativeiche of agents do not play an
important role in the overall institutional settinthe number of agents
concerned attains a “critical mass.” The generghatve equilibrium may be

affected, together with the value of institutioms their role of assuring a
credible prediction of future actions. After a tuldnt period of different

competing perceptions, a new pattern of activitied shared beliefs on their
subject should stabilize.

B. While the previously described process was @&boup model (from the
level of individuals to that of society), there alsohypotheses of a top-down
drive, or one that takes place in the oppositedion. North, in the same book
(1990), emphasizes the influence of the adoptedndobrrules for the
development of an adequate informal framework aiateeither broadening or
adapting them to specific situations. The opposéeporal and logical
direction was permitted: that from formal to infahtules. As a consequence,
as underlined by Fiori (2002), incoherence, contipetior even conflict may
take place between slowly changing informal halitel potentially rapid
formal changes, its results defying predictiontiis case, informal rules may
impede the execution of formal rules, and thisatibn may result in their
administrative prohibition. The study of such aqass is highly relevant to
transition countries.

C. Many authors note thatystem-wise features and interactions between
agents have a substantial impact on institutionabletion One feature of
institutions that has a special impact on evoluti®rtheir complementarity.
Aoki (2001) distinguishes synchronic and diachron@mplementarity, the
former focusing on static interrelations betweestifations, the latter clearly
implying an incremental path of historical changésmplementary institutions
support one another making for a stable and, somsti inert, system. This
stability is reinforced by organizations createdtiom basis of these institutions
as well as organizations that draw benefits fromrdang from institutions.
Complementarity increases the cost (financial,ds® political) of modifying
institutions because they cannot be modified seplgra

Complementarity is one of the core notions of theoty ofrégulation (Boyer,
1995, p. 329-331). This theory has a much broadeus on the dynamics of
transformation and the permanence of productiore @frthe elements of this
dynamic is the mode of regulation defined as “thgtine way in which a set of
decentralized decisions made by individual andectiVe agents (or actors) are
adjusted reciprocally” (Billaudot, 1995, p. 141sfitutions (institutional
forms, according to the terminology of this theoayg one of the factors that
influence the behavior of agents (other factorsluge compromise, the
outcome of negotiations between agents, and theevalystems). Thus



institutional coherence is necessary for the adjast of decentralized actions.
Under this theory, mechanisms leading to the comefdarity of institutions

include their co-evolution and mutual adjustmerdgid¢al links between

institutions, adjustment to some principal domimgtrules, and subordination
to the general paradigms of development (Boyer,51%%. 330-331). The
theory ofrégulationalso explores the process of institutional chaiogewing

a major socioeconomic crisis. In this process, fidarlines the role of
interrelations between institutions and organizedjo the impact of

compromises and conflicts of interests, strategehdvior and political

intervention.

D. The next group of hypotheses calls for takevance of continuity (history)
modified by contingencies (meaningful events or sqaalities) The
complementarity of institutions is seen as onehef teasons why institutional
change is overwhelmingly incremental and path déeen(North, 1997). In
particular, the authors supporting an evolutionapproach emphasized the
appropriateness of path dependency and the impabedegacies of the past.
The path dependency thesis also suggested a pibgsifmionfirmed by
empirical studies) of the differentiation of thetinaal paths of institutional
evolution (Chavance, 2002; Chavance and Magnin719khis could also be
due to differences in their initial economic anctiab situation, as well as
differences in the policies adopted and in the fxdaof political forces -the
impact of the Solidarity movement on Polish evdming a leading example
(Nielsen, 2006).

North formulated some observations that may applynbdern societies in

general: weaker informal norms strengthen the émfbe of events (versus
history) and the change of formal rules. Such #&hisal acceleration brings

about an acceleration of institutional change.etrdases the role of routines
and weakens their coordinating and stabilizing capaFrom a theoretical

point of view, it supports an anti-gradualist hyipetis of institutional change.

Various transition studies paid special attentian the role of informal

institutions, which lagged behind the new formanfiework and entered into
potential conflict with it. This could produce difent outcomes. According to
Fiori (2002, p. 1039), conflict “stresses the rofecontingencies in the process
of institutional change: the more the rules conflibe more contingencies can
determine the result of the process, and the hespast (embodied in informal
rules) is able to condition the direction of chaideéus the path contingency
(rather than path dependency) thesis has beenedplitransition economies
(Nielsen, 2006). Undeniably, the contingenciesuesgiion included the role of
Solidarity in Poland, the European Union accessibtihe countries of Eastern
and Central Europe, the involvement of the IMF ahd World Bank in



transition, as well as the impact of the persoiealiand decisions of individuals
such as Mikhail Gorbachev, Lech Wsd, Vaclav Havel, Leszek Balcerowicz
and Vaclav Klaus.

E. Another hypothesis focuses ohanges in society-wide attitudeBenzau

and North (1994) in their collective paper pointeddiscontinuous changes in
mental models defined as representations of theldwand a source of
institutional change. The evolution of these modslwusually of the path-
dependent type, built on learning and past expeeieBut at times sudden
reorganizations of these models may take placeingahe way for a rapid
change of corresponding institutions as punctuateguilibria. Such

reorganizations may be enabled by the previousiptiored acceleration of
time and triggered by historical events (or remainly potential in their

absence), but the process of how they appear haman explained.

The question is relevant if such a rapid changmeiital models actually took
place and if it triggered institutional change e tcountries under transition.
This question is even more pertinent in the contéxnother theory based on
the assumption on social cognition.

The problem of social cognition and its impact astitutional change in the
countries undergoing rapid institutional changes wtudied by Henisz and
Zelner (2005). They found that in the case of diticmous changes, the
problem of vulnerability of new (“emergent”) ingtitons is particularly

relevant. Initially, they do not enjoy sufficienbgnitive legitimacy and, for a
prevailing part of society, they enter into cortfligith established informal

norms. Together with objective uncertainty aboutirttoutcomes and even
consistency it exposes them to a high politicdd aserosion. They become the
subject of a struggle between those benefiting ftbem (initially weak and

objectively needing some organized structure pngskir their sustainability)

and those losing out and potentially pressing fairtreversal. Thus, in this
case, the game between interest groups cannot biledv The weaker

participants of the game may also try to win thppsut of the general public,
which is essentially uninterested, by convincinthexi a positive or negative
impact of these institutions on everyone’s situatid his opens the way to
media campaigns, lobbying and even manipulatich@public.

F. The previous description of the struggle for ttwgnitive legitimacy of
institutions clearly shows the role of meaningfoftén collective) agents, this
time of interest groups. The last type of hypotkeskinstitutional evolution
underlines thestructuring role of influential agents and negoiteits between

2 This reasoning bears some similarities to Aokitsdel of “cognitive equilibria.”



them In his papers written in the middle of 1990s, tNateveloped a model of
institutional change that underlines the role ofamizations (and interest
groups) as well as their learning and perceptisedan beliefs and a path of
change depending on institutional incentives. N¢itt95, 1997) insists that
there is a continuous interaction between instihngiand organizations (e.g.
enterprises) in the process of institutional charegel growth whereby

organizations are forced to invest in knowledge kieep abreast of the
competition. North also argues that the institudlorframework creates

incentives for the most rewarding ways of develgpskills. Nevertheless,

activities undertaken by organizations also depamdheir perception of pay-

offs and, in this respect, they are constrainec¢dyure and local conditions.

To some degree, this capacity depends on politmadlitions (especially on the
willingness to favor impersonal exchanges and thenaess of the economy).
This feature may strongly differentiate the resgsnsf organizations to similar
situations and the overall performance. Negotiatidsetween agents in
structuring emerging institutions are also impadriarthe theory of regulation.

The following questions should be asked in reseanhtransition, in the
specific context of the radical changes of formatitutions:

- What was the scope of conflict between formal amfdrmal rules
after the initial institutional change and its auttes (the pace of the
emergence of new informal rules adjusted to themé&brframework,
modification of formal rules, path-contingent ewibi)?

- What was the role of agents in the transformatifangitutions?

- What was the speed of change in mental modelsjippsnabled by
historical acceleration, and did that influencditnsonal changes?

- To what extent did the insufficient cognitive légiacy influence
secondary institutional changes? What was the itgfanterest groups on
these changes?

Authors analyzing cases of transition to a markenemy from an institutional
point of view underline the importance of instituis on the results of
transition® However, their conclusions are mostly negativeytrefute several
hypotheses and confirm the failure of forecastsjirectly proving the lack of
an institutional theory suited to the revolutiongoyr “constructivist” or else
“supply-driven” a la Murrell) introduction of ingtitions (Chavance, 2002).

3 The account of the research is obviously far frcomplete. | mostly relied on the studies of
authors coming from transition countries or thosghwa good understanding of the local
conditions.



The importance of the legacies of the past intar@ewith the newly introduced
institutions was confirmed in various areas of riest, including industrial
ownership (Chavance and Magnin, 1997; Nosova anteBa2006), (R&c
and Cvijanow, 2005) and real estate ownership (Lissowska, 206Ha3).
These legacies mostly disabled newly introducediti®nal frameworks,
sometimes enforcing backward adjustments. Contitigerwere of importance
in some cases in resolving conflicts between foramal informal rules (partly
confirming the thesis of Fiori).

A number of research contributions confirmed théewance of different

complementarities (or rather the negative impact thie lack of

complementarity). This issue was much more probabteharmful than in the
case of the step-wise shaping of the instituti@yatem in the now-developed
economies because of the “constructivist” transitioproject. The

(dis)complementarities described by the authorsceomed the following

levels:

- Formal institutions with regard to one another

- Formal institutions with regard to informal instions
- Formal rules and their enforcement

- Institutions and the functioning of organizations

The most general account of the impact of the tEckomplementarity on the
deficiencies of the Russian institutional systenrmes from Aoki (2001 ch.
10.3) and Mesnard (2000). The lack of complementastitutions and
deficient industrial structures are indicated ie fatter as the cause for the
“lock-in" of corporate governance. The importanéeomplementarity may be
one of the reasons of the positive impact of thengal structure” of society
(Western Christianism in Hodgson’s model) agairtst fnsignificance of
separate institutions.

The most abundant body of research concerns diftfesges and cases of
privatization with its broad consequences, esplgcial corporate governance
and coordination (Chavance and Magnin, 1997), (&sini, 2006), (R&c¢ and
Cvijanovic, 2005), (Nosova and Bartels, 2006). The thesiRalind (2000)
about the limited virtues of sole ownership changébout adequate market
institutions was fully confirmed by numerous exaegplChanges of corporate
governance after privatization were slow or clearhsatisfactory (as in the
case of insiders’ control analyzed by Aoki (1995))

An especially significant conclusion for institutal economics involves the
importance of organizations and their interrelaiovith changing institutions.



This element was taken into account by North, bubimes out in a striking
manner in the post-socialist reality, which is rintpower relations and interest
groups - some of them inherited from the past ahére born out of the new
industrial elites fighting for the legitimacy ofehinstitutional framework they
rely on (Lissowska, 2004 b; Sonin, 2003). The tealveals the relevance of
the rent-seeking theory.

Another important element is the role and consciess of the society. A
relevant observation is that of the differentiatmfnthe economic condition of
various social groups with the progress of traositiAccording to (Hausner
and Marody, 1999), for example, Polish society $ja& into three categories:
those who have benefited from transition, those Wwhwe lost out, and those
whose condition has not changed. This differemttathourishes a potential
conflict over institutions (especially as far aspdmyee protection is concerned)
and favors the creation of interest groups. Theeaihje conflict over the

advantages of transition leads to potential palitinstabilities, influencing the

institutional framework (with the notable electimuccess of post-socialist
parties in many Central European countries).

Generally, the hypothesis of the revolutionary gfegaaf mental models has not
been confirmed. Rather the above mentioned studdafsner and Marody

proves that a decisive change of mental modelddiaen place only in some
social groups. There is evidence also of the impacompanies with foreign

capital on promotion of market-related attituded bahaviors (Hardy, 2006).

The model of ingtitutional changein transition

Institutional changes taking place during transitionstituted a significant part
of my personal research. The early framework (Msd@, 1999) of
interference between the emergence of new “privateans of governance —
which broadened the scope of regulatory instititioh general application —
and the change of formal institutions was baseélements that were studied
separately by new institutional economics and thelutionary-institutional
approach. My initial objective was to find a waycmnnect both approaches.

In this approach, some elements of the static madehew institutional
economics and some dynamic elements of evolutioimatitutional economics
are applied according to a static model exhibitihg relationships between
choices concerning individual transactions and teneral institutional



environment. A model of static institutional linlesy at different levels is
shown in Figure 1, inspired by Lotter (1996).

Figure 1. Static institutional linkages - initial

INSTITUTIONAL
ENVIRONMENT
Parameters of transaction:
Asset specificity,
frequency, uncertainty
Features of agents:
TYPE OF REGULATORY Bounded rationality,
STRUCTURE opportunism
(MARKET, ORGANIZATION)

Choice of
Contract type

STOCK OF
REGULATORY
INSTITUTIONS
Contract -
governance Contract efficiency
mechanism (transaction costs)

At the level of the individual transaction, the apgch of new institutional
economics ismostly applied with its assumptions on parametersset
specificity, frequency, uncertainty) and on degisiconstraints (limited
rationality of decision making and opportunism)ttbaetermining potential
transaction costs. The chosen type of the contmhotlation (within one of the
types of the regulatory structure: market, orgaivorma hybrid structurd and
applied governance structure (within the rangenstruments practiced in a
given economy) influence the efficiency of a trastgm’s implementation. The
institutional environment (formal and informal rejja@s supposed to be stable.

On the elements of this static model are superiegposome elements of
dynamics in order to design a model of changesffdrdnt institutions, both at
the micro- and macro-level. Two types of dynamics axposed to the

4 Elements relevant to individual transactions awevefcase, while those pertaining to the
institutional environment are uppercase.

® This typology comes from new institutional econcenresearch (Wiliamson, 1985). The
relations between agents within each of them axectsired by contracts. It is also the case of
organization perceived as a nexus of treatiestfsedtle of the book edited by Williamson, Aoki
and Gustaffson, in 1989).



individual transaction. First, a change in timepafameters (asset specificity,
frequency, uncertainty) may take place for the samepeated transaction. For
example, organizational learning may change theedegf asset specificity (in
particular, human assets may become more speaifit)can limit uncertainty.
Opportunism may be better monitored and may deereasder the
requirements of reputation. Some changes, undendhtien of fundamental
transformation, are caused by the very fact of remmt conclusion and
fulfillment. They induce the change of transactioosts in time; sometimes
they enable adoption of a more adapted contrafualula and/or governance
structure. Besides, all the transactions are infled by technical and social
evolution (especially, as underlines North, by dwem in prices and
preferences).

Another kind of dynamics at the level of individuednsactions is connected to
the fact that the objective level and reasons arfgaction costs are perceived
by decision makers only subjectively and this pgtio& changes in time. In the
transaction costs theory, only the choice of atinadly better (not necessarily
the best) contractual formula and governance streds considered, and this
choice is conditioned by the range of known sohgi@nd possibly ad hoc
invention. For the reason of sub-optimality of e¢antual solutions, the field is
open to organizational learning. In this way nepety of contracts and of their
governance may emefyelt should be underlined that the parameters of
transaction (frequency, in particular) constraire thossibility of contract
improvement. Frequent, repetitive transactions ntey easily subject to
modifications, contrary to occasional transactioisansactions of highly
specific assets reveal a tendency to rigidity amuservativeness due to natural
risk aversion and the fact that (to compensatetffercost of specific assets)
those transactions are usually concluded for a fiong.

The evolution at the level of the institutional @omment is described in the
spirit of evolutionary-institutional economics. Ireail and informal rules evolve
more or less rapidly. The range of contractual fdem and governance
structures also changes. This range may be enricheslutions invented for
individual transactions (in the process describbdva), then approved and
selected according to adaptation schemes relewattiet particular regulatory
structure. In the case of market regulation, they subject to elimination

through_the competition mechanism, in the hierarchical citme — by

obedience and informal pressures. Regulatory strestalso have their proper
selection blockages that hamper new solutions —omwiist structures in the
case of the market and inadequate rigid routinethéncase of hierarchical

® This evolution is usually overseen by the autfifew institutional economics, but it comes out
clearly from the works of North and Aoki for exarapl



organization. The change of formal rules may al& & source of new
governance solutions.

The link between the level of the individual tractsan and the institutional
framework is assured by the assumption that all dbetractual processes
(search of partners — negotiations, contract foathwuh and conclusion —
fulfillment) take place in an environment formed hyes adopted in a given
economy. Formal rules are imposed by the law afatrimal rules are based on
habits, procedures, traditions and conventions.s&hastitutions are usually
supported, on one hand, by organizations and méshanaiming at their
enforcement (judiciary), and on the other, by pulbpinion, culture and
ideology (North 1990). In a stable and coherentneowy, informal rules
usually support formal ones (enriching, complenrentand facilitating their
everyday application). The new types of contractsl dheir governance
emerging at the level of individual transactionsi@nthe stock of regulatory
institutions and in some way participate in the letton of informal
institutions. Together with the learning of new dgpof contracts, this process
fills gaps between the individual and social levels

The basic model of the overall process of institudil change at the individual
and global levels is shown in Figure 2, taking ktotthe findings of both new
institutional economics and evolutionary institagdism.

Fgure 2. Dynamic Ingtitutional Linkages- Initial
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While | find this model still generally relevantam gradually more confident
that it is necessary to enrich it with complementatements revealed by
varying situations and paths of transition. Ashe static model, which mostly
describes the determinants of choice at the lefvgidividual agents, it seems
necessary to add at least two elements:

- impact of the degree of enforcement of generalsr(l®y courts and
other judicial institutions) and of private ruldsy(social pressure and public
ostracism),

- the existing organizational structures (as an efgnoé the mezzo-
environment complementing the type of regulatorycttire — for example the
existing networks of cooperation, organizations pgupng business, and
dispute resolution systems).

Figure 1 would thus be transformed into Figure 3.

Figure 3. Static institutional linkages - reconsidered
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Experience of transition emphasized that “institnéil environment” is not
homogenous because it embraces both formal andmafanstitutions with
their conflicts and complementarities. Thus theveaht element of the model
should be split into two.

As to the description of the evolution of instituts, in light of the outcomes of
research on the path of evolution during transitieacribed above, | would add
as relevant elements:

- The consciousness society and its interrelation with formal andarmal
institutions,

- The historical determinant (“legacies of the pasincerning informal rules
and the consciousnesEsociety),

- A double link between formal and informal rulesférence in both
directions),

- A double link between interest groups togethahwgovernment and formal
institutions (taking into account the impact of ammatic institutions on the
strategies of interest groups, the emergence ofoitye between possibility to
influence norms and/or their enforcement and thengthening of interest
groups),

- Broadening of the complementarity condition ensbrg both formal and
informal institutions.

The outcome — model of institutional evolution takistock of the experience
of transition, is exhibited in Figure 4.



Figure 4. Dynamic institutional linkages - reconsidered
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The contents of Figures 3 and 4 is just an accolitite empirical findings and
partial hypotheses drawn from the experience ofsitn. Most of the
relations, and especially their configurations, uieg further research. The
outline of this model may be applied in a positresearch of a limited scope
(focusing on a specific aspect of evolution) asaanount of elements of the
background, potentially biasing the results ingniicant manner. It should be
taken into account as a warning, while introduceyv regulations to enable
reasonable predictions of their outcomes.

Conclusion

What has transition taught economics firefirst of all, it has exposed some of
the deficiencies of contemporary economics withfé$acious belief that a
market economy can be built overnight with a statidset of institutions.
Transition has clearly underlined the importancesfitutions in the real world
and the importance of institutional economics imremmic sciences. Within
institutional economics, it has intensified reskarto diversified institutional
models and the importance of different facets ohplementarity and conflict
together with performance effects defined in breadems than just by means
of transaction costs.

A principal challenge that the two approaches sfitational economics have
been confronted with was that of explaining the cpes of institutional

" Paraphrasing the title of the EACES and CRIISEAf€ence.



evolution in the case of the initially “construdst’ and then more spontaneous
change. Both new institutional economics and eumhatry institutionalism
attempted to meet this challenge, but with modesatecess. It seems that
future progress will depend on the extent to whteky are able to adopt one
from another the right research tools. For now, ieng evidence has been
accumulated and partial hypotheses have been fatedyl especially with
regard to interrelations in the “formal rules-infual rules-organizations”
triangle (with interest groups, government, andnéwvally society as a whole),
with their diachronic (legacies of the past, adaptsecondary changes) and
synchronic (complementarity vs. conflict) aspedtevertheless, a coherent
theory of institutional change embracing theseiglambservations has yet to be
formulated.
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