Notes on the comparative institutional approach

Simon Smelt

The nature, role and importance of institutions

The nature and importance of institutions
Institutions shape and constrain human interaction.  Broadly, institutions consist of:

· Formal rules - constitutions, laws, regulations, contracts

· Informal rules and the rules of the game - norms, understandings, routines

· Formal and informal means of enforcement - social pressures, contract law, the wish to preserve a reputation or keep doing business

Institutions are important for the following reasons:

· Policy change is change in institutions

· Conventional economics predicts that wealth should be much more evenly spread among nations than it is. The huge disparities in wealth which are observed are thought to be consequences of the quality of their institutions

· This is not to say that material wealth is the only criterion we should use - it has the advantage (or disadvantage) of being quite of lot easier to measure than other criteria for a society’s success, and it does seem to be linked to some other criteria, such as the quality of health care, sanitation, nutrition, and education a society can provide

· Whatever our criteria for what we value in society, the design of institutions is likely to be relevant to achieving this.

(Further reading is contained in the article by North in the reading list)

The comparative institutional approach

This approach to policy is the common-sense one of comparing the available alternatives, “warts and all”. It differs from a traditional economic approach where: (i) institutions, especially market institutions, are compared with a “frictionless” alternative (i.e. no costs of contracting); (ii) the result is called “market failure” if there is a difference; and (iii) government has an implied role in dealing with any such difference. 

The comparative institutional approach challenges the framing of policy questions as “free markets” versus “government intervention”. Markets themselves only operate as they do in any particular country because of its particular legal and moral framework. The legal framework, at least, is a product of the government.

The comparative institutional approach stresses that private arrangements in firms or in contracts may sometimes find ways of dealing with so-called “market failure”. For example, if the actions of one party to a contract harm or benefit another, this is likely to be taken into account in the terms of the contract.

This approach operates off the premise that different institutions differ in their ability to handle many of the basic difficulties of human interaction. The types of interaction that are relevant can be classified as those of conflict, cooperation and coordination, and the next section expands on these. A later section will examine the sources of the difficulties in interaction under the headings of information, motivation, credible commitment and skills and capabilities. The preferred institution (read “policy”) will be that which, on balance, handles these difficulties best.

Institutions structure human interaction
Institutions shape and constrain human interaction. In particular, they are involved in regulating matters of conflict, cooperation and coordination:

Conflict

· The reduction of conflict is the aim of much law - e.g. laws against fraud or violent behaviour to persons or property

· The resolution of conflict is also a common aim - e.g. recourse to the legal system or to private arbitration

· Less conflict is not necessarily better - e.g. preserving democracy, basic freedoms, market competition

· Conflict which is allowed or encouraged, such as market competition, is often constrained within tight bounds (not allowing burning down factories, laws against predatory pricing)

Cooperation

· The supporting of cooperation is the aim of much law - e.g. contract law, the Companies Act, the Incorporated Societies Act, the state and its spending and taxing 

· Cooperation involves a new set of potential conflicts - those to do with dividing up the gains and risks of cooperative ventures

· Cooperation often doesn’t get off the ground or founders because of these conflicts

· Many of the institutions supporting cooperation are to do with how these conflicts can be lessened or resolved

· Where cooperation is ongoing, the wish to continue the relationship and to preserve a reputation are powerful sources of support for cooperation and deterrence against exploiting such relationships

· Cooperation is not necessarily good - criminal gangs or conspiracies to defraud, for example

· The specialisation and division of tasks in an economy is an important way in which we cooperate

· Part of conventional economics which is concerned with these problems is game theory. Its predictions are that cooperation should be very difficult to sustain in practice, which is not what we observe.

Coordination

· Common ways of coordinating activity are laws, prices, budgets and strategies

· Much of conventional economics is concerned with the problems of coordination, especially coordination by a market system

· Central agencies are largely concerned with coordination questions

· Many coordination questions have to do with the degree of centralisation or decentralisation of decision making, and with ways in which decentralised decisions can be coordinated (more on this below)

Factors relevant to institutional design

In addressing matters of conflict, cooperation and coordination, institutions differ in their ability to handle problems to do with the following factors:

· information of many kinds

· motivation (including incentives, but also other motivational factors)

· credible commitment - the credibility of promises and threats

· the individual skills and organisational capabilities which can be brought to bear.

The choice of institutions, such as policy choice, must take into account the advantages and disadvantages of different institutions in this regard.

Information and institutional design
Information is critical to: decisions to transact; ex ante contract specification; contract monitoring and enforcement. 

The information of the interacting parties

General and particular information

Questions of the degree of centralisation are common in organisational design. The best locus for a decision depends on which actors have the best information relevant to that decision and on the motivation, including the incentives, of alternative decision makers. 

It is useful to distinguish between general and particular information. General information includes such things as scientific or legal knowledge. Particular information consists of the many, often changing, details that bear on any decision - our own current needs  and tastes and the state of our finances when we make  consumption decisions, for example, or the many little details relevant to the day-to-day running of a farm, factory or shop.

Where particular information is important for good decisions, decision makers “on the spot” have clear advantages. In other words, decentralisation of decisions finds much of its rationale in such factors. One such method of decentralising decisions is the system of private property.

Decentralisation involves a coordination problem, however. There is a coordination mechanism which is often available - the price system - which incorporates into prices the many particulars. The price system has particular advantages in terms of rapid adaptation to change. (See the article by Hayek in the reading list).

The importance of particular information bears on many other questions of institutional design. For example, it is relevant to the degree of discretion given to the court system in a particular case rather than tying matters down by “black letter” law, where “one size fits all for all time”.

Good general information is also vital to good decisions. For example, it is preferable to have a good idea of the link between particular outputs and the outcomes they are meant to achieve. This is information that the scientific method can bear on, but its limitations need also to be born in mind, and are expanded on below.

Measurement difficulty 

Many questions and their solutions have to do with measuring things. Examples can be divided into those of: measuring behaviour, measuring attributes and measuring external factors.

Examples of measuring behaviour are the output of a worker or an organisation, the behaviour of an insured person in taking actions bearing on the risks being insured or whether particular laws or contractual arrangements are being complied with. The accountancy profession is involved in measurement or valuation of many kinds of behaviour or performance. Difficulties in measurement affect the incentives for people to perform in various ways. This problem has the general name of “moral hazard” or “agency problems”, and will be explored in the section on motivation.

Examples of measuring attributes are the quality of a product, the attributes of a candidate for a job or for an insurance contract or the likely reliability of a prospective business partner. Difficulties in these sorts of measurement also lead to incentive difficulties that come under the general heading of “adverse selection”, and will also be examined in the section on motivation.

An example of measuring circumstances is assessing damages in an insurance claim. Difficulties in this area can be the basis for deception of various kinds; e.g. if the terms of a contract allow for the payment of costs plus a margin, there is the difficulty of determining whether the costs claimed are the true costs or have been padded.

Bias and noise in measures

There are two kinds of imperfection in a measure:

· “noise”: when the amount and type of error is not systematic or predictable;

· “bias”: when the error in the measure is systematic and predictable. 

The total error in a measure commonly contains both factors.

A very common type of bias is towards factors that are easy to  measure and away from factors which are difficult to measure. One example of this is the concentration of the NZ reforms on outputs rather than outcomes (except in the case of the Reserve Bank Act, in which the target is an easily measured outcome - the rate of inflation).

Motivation and institutional design

Sources of motivation

One model of motivation distinguishes three sources:

· security (material incentives aim to affect this)

· stimulation (for example, the interest of a job)

· identity (in a job context this would include dignity, a sense of self-worth, fair treatment, mana, reliance on ethical standards or emotional attachments)

Another model distinguishes extrinsic and intrinsic sources of motivation. Intrinsic sources are closely linked to the factors under “identity” above.

Experimental work and common experience suggest that the strongest sources of motivation are those arising from stimulation and identity. They also suggest that we respond differently to rewards and penalties, rewards being more effective than penalties. Research also suggests that the use of material rewards can undermine intrinsic sources of motivation. Thus, while the incentive features of institutions are important, all of the ways in which institutional design might affect motivation need to be kept in mind.

The distribution of risk and the resultant incentives

Different institutional arrangements spread risks (favourable and unfavourable) differently and involve different incentives. For example, consider three alternative types of contract that are found between an owner of farming land and another person:

· the other person can rent the land and run a farming business

· the owner can hire the other person as an employee and run a farming business

· they can have a share contract between them for a farming venture.

Providing the businesses prosper, this involves three different distributions of business risk. All the risk falls on the other person in the first case, all on the land owner in the second case and some on each party in the third case. Where a party is bearing none of the business risk, they have fewer incentives to take actions that are beneficial to the business. In the first case, the other person needs to monitor that the land-owner is seeing to the upkeep of the property to the extent agreed in the contract. In the second case, the land-owner needs to monitor the effort of the employee. In the third case their incentives are more aligned, although each has incentives to free ride to an extent on the efforts of the other.

In a similar way, the intensity of policing in a particular district will affect the risk of property owners being burgled. A lower intensity of policing may lead to a greater tendency for people to buy stout locks, install alarms and keep dogs. The availability of insurance might reduce such a tendency. If the insurance was tied to the taking of such precautions, there would likely be an increase in the tendency again, but if it was known that the insurance company never checked up on such things, the tendency would be reduced. In each case, a different distribution of risk is involved, and different incentives follow.

Remember that institutions consist of rules and their enforcement. Note that the first case considered above stressed different rules applied to a farming situation, while the second stressed differences in the enforcement of the rules, both by the police and by the insurance company.

Incentive features of measurement difficulty

Often, one of the parties to a transaction has much better information than the other, for example about their own performance, or the attributes of the good or service they are to provide, or about exogenous factors.  Such problems of information are often included under the heading of “asymmetric information”.

Difficulties in measuring performance

We noted that the difficulties in measuring performance or behaviour of individuals or organisations give rise to a set of problems known as “agency problems” (or in some cases “moral hazard”). If an employer or an insurance agency has an interest in controlling the behaviour or a worker or an insured person, they can monitor their behaviour, and link incentives to measured performance. However, if this measurement is difficult, the incentives may give rise to behaviour that is different from that intended. This is especially so:

· the more biased are the measures

· the stronger are the associated incentives

In the case of insurance, features of the contract may try to control this problem. Many insurance contracts include co-insurance, for example - requiring the insured person to bear part of the risk themselves.

The ease or difficulty of measuring performance is likely to be a major determinant of institutional arrangements in labour markets. (see the reading by Ouchi in the references given). Where performance is easy to measure, one finds more contracts for piece work or for commission - i.e. related to output. These are included in what Ouchi calls a “market” mode. Where performance is more difficult to measure, the contracts are for inputs - wage contracts. Ouchi calls this mode “bureaucracy”. He points out that motivation also  matters  if the “bureaucratic” mode is to work - more “goal congruence” is called for between employer and employee. When output is very difficult to measure, a third mode called the “clan” comes into its own, putting much emphasis on encouraging “goal congruence”.

Baker, Jensen and Murphy (see reading list) looked at the arrangements that are actually found in labour markets, as distinct from those that are predicted by agency theory. They found these lay much more emphasis than the agency theorists expected on matters such as “culture” and “fairness”. This can be understood in the light of Ouchi’s emphasis on “goal congruence”.

Difficulties in measuring attributes

Another set of “asymmetric information” problems, called “adverse selection” arises from the measurement of attributes, for example of workers applying for a job, or of the quality of used cars.

In the used car case, if it is hard enough for buyers to determine quality, it can be shown that “the bad will drive out the good”. This will lead to attempts to cut down the cost of measurement, or the importance of measurement, such as branding (Toyota’s “Blue Ribbon” used cars) and guarantees. Independent measurement agencies (such as the AA) will also be part of the scene. (Further reading is contained in the article by Barzel in the reading list).

In insurance markets, different insurance contracts are often offered which provide incentives for insured people to choose a contract which best suits their own risk attributes, such as high, medium and low fixed annual charges associated with low, medium and high amounts of co-insurance.

In labour markets, difficulties in measuring the attributes of workers presenting for jobs give rise to a number of practices: references are asked for; qualifications and experience are examined; there is an interview process, often combined with testing of some kind; there is often a period of probation on a reduced rate of pay.

Bias in measurement can also be a feature here, with occasionally perverse consequences. For instance, if you have to have certain qualifications to even get an interview, there are strong incentives to get qualifications for signalling purposes, irrespective of whether they are actually valuable.

Credible commitment and institutional design

The nature and sources of credible commitment problems

Problems of credible commitment are those of the credibility of threats and promises, such as threats to punish the infringement of the law or of a contract and promises to perform a contract.

At least two parties are involved in a credible commitment - the person making the commitment and the person to whom the commitment is made. Problems of credible commitment arise in at least the following circumstances:

· when the parties are exchanging at a distance in space, for example in international trade

· when performance by one or both parties is distant in time, such as when work is paid for after it is completed - long term agreements are especially problematic in this regard

· when one or both parties are tied to the relationship in some way, for example, by having invested in ways which are of value chiefly in the context of a continuing relationship (specific assets). The essence of such situations is that they are costly to exit

· when performance by one or both parties is difficult to monitor or measure

Long-term relationships

Long-term contracts are a frequent response to relationships in which the parties have a lot to lose from the breakdown of the relationship for a long period of  time. These relationships are often characterised by investments in long-lived, specific assets. Many relationships in the labour market are of this type. In these circumstances, competition does not closely constrain the parties - there is a situation of so-called “bilateral monopoly”, where each side is partly tied to the other.

Part of the problem of long-term contracts is that it is not practical to write into the contract responses to all the contingencies that might occur, especially if these are unforeseen. What is needed from the parties is some way of adapting to change that preserves a fair share of the gains from cooperating for both parties. If this is not done, people will not enter into such long-term arrangements in which they have a lot to lose from the risks involved in failing to make such adaptations. 

These risks sometimes lead to:

· vertical integration: including the contracting partners within a single firm;

· “relational contracting”: where adaptation to the satisfaction of both parties is the core of the relationship.

Ways of strengthening credible commitment

· Third party enforcement: A common source of credible commitment is recourse to a third party such as the courts. This can include recourse to social pressure.

· “Exchanging hostages”: If one party makes an investment that involves costs of entry from the relationship, one response is for the other party to put something at risk also, for example by making an offsetting investment that is specific to the relationship. (See the article by Williamson in the reading list)

· The gains from continuation of the relationship: Most contracts, most of the time, are performed by the parties, even in jurisdictions where there is little recourse to third parties such as the courts. The reason is partly the wish for continuation of profitable relationships.

· Reputations: Another reason why most contracts are performed most of the time is the effect of non-performance on the reputations or reneging parties.

Credible commitment by the state and how it can be strengthened

There are two reasons why credible commitment by a democratic state is difficult. The first is democracy, which makes it difficult for one government to commit on behalf of a future government of some other persuasion (democracy aids commitment in other ways, however, for example by reducing the risks of outright tyranny). The second is the sheer power of a state, which means that it is not subject to the effective coercive power of a third party enforcement agency such as the courts. 

The following are some of the ways in which this problem is addressed:

· Transparency: A lot of the reforms in New Zealand, starting with the Official Information Act, have had the effect of increasing the transparency of government actions. A recent example of this is the Fiscal Responsibility Act. 

· Independence: Making some agents or agencies independent of the government, such as the State Services Commissioner, the Judiciary, the Reserve Bank and so on, is a way of strengthening commitment by “tying the hands” of politicians when there is a problem of political interference (which can undermine commitment)

· International competition and open borders: International competition in trade and finance, and borders which are open to people and to capital, are a brake on government actions that are tyrannical or unwise.

Skills and capabilities and institutional design
Individual skills

In thinking about policy alternatives, it is important to take into account the likely individual skills available under the different alternatives. For example, some alternatives may allow higher rates of pay than others for key people, which is likely to mean that they can make use of better qualified people. Or, someone putting forward a particular alternative, for example a contracting out of certain services, may be taking it for granted that contracting skills are available in the organisation concerned, or can be readily acquired at the going rate of  pay.

Some institutional alternatives acknowledge that some of the key decision makers lack certain skills. In a number of business law jurisdictions around the world, for example, there is a so-called “business judgement rule” which means that the courts do not try to second-guess business judgements. This is partly a matter of the risk of their not being aware of the full particulars of the case, but also acknowledges that judges may not have business skills.

Features of public sector management systems may also pose difficulties in this respect. For example, those who are assessing a chief executive need to have at least equivalent skills if they are to make sensible judgements. If they do not, the risk of mis-judgement is high, no matter how good the information and motivation of those concerned.

Organisational capabilities

Organisational capabilities take time to build up, and are resistant to change. They consist to a large extent of the interacting set of routine ways the various parts of an organisation go about their business. They are generally not understood in their entirety - they are just “the way we do things around here”. They are highly resistant to change, and may survive major changes in policy and negate many things that policy is trying to achieve. The quality of top management is a key factor in the overall capabilities of an organisation, which makes it important that, for example, pay and conditions are such as to attract and retain good candidates and encourage their development.

Competition in the private sector helps “weed out” really dysfunctional ways of doing business. There is often no such error correction mechanism in the core public sector.

POLICY MAKING
Much of the above applies not only to the subjects of policy analysis but directly to policy makers and the process of policy making.

The information needed for policy making

The information needed to identify the problem

Often research and investigation is needed to establish that there is a problem and what its nature is. It is useful to distinguish between data and the interpretation of that data, as expanded on below. 

The information needs of policy design

More research is often needed into the alternatives for policy design, both in terms of the kind of policy and the parameters of that policy (such as a particular rate for a tax) and how these alternatives are likely to perform. A matter of particular importance is whether the policy is to be of a “one size fits all” nature or whether it will vary with time and place.

The information needs of policy implementation

Good policy ideas often come unstuck in the implementation phase. This is in part because the information demands of implementation tend to be greater than those of design - the detail matters. It is essential to take into account these difficulties at the design stage - they may indicate a need to modify policy design or even abandon the policy change being considered.

The information needs of policy operation

Policy often has to be sensitive to particular circumstances of time and place, leading to an ongoing need for information as an input to policy.

The information needs of policy review

It is useful to be able to assess the success or failure of a policy. If this is unlikely to be possible, then the risks are higher. It may be a good idea to test a policy in a small way before committing to it more generally.

Methodological difficulties

There are both data needs for all the above activities and the question of interpretation of the data. 

There are three principal sources of methodological difficulty, which interact. These are the data adequacy problem, the specification search problem and the identification problem.

The data adequacy problem is that of obtaining data of sufficient quality and quantity to support any conclusions that are drawn from it.

The specification search problem is enshrined in the phrase “torture the data enough and it will confess.” It refers to the problem of using up much of the information content of the data in searching for the specification of the problem that gives, in some sense, the “best fit” to the data. Many statistical studies are reported as if no information has been lost in this process, but the problem is not limited to the use of statistical methods.

The identification problem is simply that any set of data is subject to many interpretations (in theory, an infinite number), and the data itself does not help us pin down its interpretation unambiguously. Judgement thus always has to be exercised in interpreting data. 

The combination of widespread data needs and the difficulties in interpretation of the data mean that policy judgements are subject to great uncertainty.

The incentives of policy advisors

Those in the policy advice process face very diluted incentives to get things right or wrong. They are often not subject to accurate feedback on whether the policies they advised on were in fact the right or wrong ones. 

They are also subject to a number of biases arising from the nature of politics. One of these is to pay attention to politically visible risks but not to equivalent risks which are less visible - for example, those harmed by inadequately tested pharmaceuticals, are visible, but the many unknown people who are harmed by having to wait for the long testing process to take place are not. As a result, a shorter testing period than that dictated by such political concerns is likely to save more lives.

Another risk which faces the political system and those who give policy advice or administer public programmes is the danger of capture by special interests.

Institutional design and incentives

Institutional design can lessen this danger, for example by:

· The separation of policy and regulatory bodies. This may, however, lead to the policy body lacking the necessary information, and thus power, in the policy process.

· Making policies the same for all to avoid the risk of capture; e.g. the rate of GST.

· Reducing the amount of discretion that Ministers have in the administration of policy. This can work against considerations, discussed above, of making good use of particular information.

The costs of policy change

Policy change means institutional change.  Existing institutional arrangements may well reflect current patterns of information, motivation, commitment, and skills and capabilities.  Aside from transition costs, adapting these to a policy change may prove costly or difficult.  Consider, for example, the resources required for performance contracting and monitoring or the difficulty of changing norms and thus motivation.  Uncertainty as to what will result from a policy change is itself a cost of change.

Anticipating the perverse incentive effects of a policy

Policy intentions are often undermined by the apparently perverse incentive effects of a policy. Analysis of policy alternatives should try to take these into account. A simple example is that building “safer” roads may lead to increased road speeds and a smaller reduction in accidents than that expected.

Similarly, greater attempts by central agencies to improve departmental performance by controls of various kinds may take away from departmental managers some of their feelings of independence and  motivation to improve matters themselves. The literature on “locus of control” is relevant here.

summary

Institutions consist of “the rules of the game” and their enforcement. They shape the types of “game” that are “played” in different societies. They do this by regulating human interaction, especially those interactions which come under the headings of “conflict”, “cooperation” and “coordination”. They encourage some activities in a society and discourage others.

Four factors have been stressed in this paper as relevant to institutional design:

· information, both of different parties “out there” and of policy advisors

· motivation, including incentives but taking a wider view when appropriate

· credible commitment, both by the parties and by the state

· individual skills and organisational capabilities.

These factors are relevant to design because institutions differ in their ability to deal with, or to make use of, these factors satisfactorily. The test of what is satisfactory remains, of course, a matter of value judgement as well as empirical analysis.
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