Comment on Clifford Zinnes and Omar Azfar's
“Preparatory Fiedwork for Designing Ingtitutions for SME-friendly Trade Liberdization’
By Avner Gref
Stanford Univerdty

This comment argues that Zinnes's and Azfar's proposals (henceforth ZA) can be strengthened by
recognizing thet indtitutiona andlysisisinherently context- specific and inditutiond devdopment isinherently a
historical process. Inditutiona analysisis context- specificin the sensethat it requiresidentifying the details
of the rdlevant transactions and the (often unobservable) inditutions that influence behavior in these
transactions. Andinditutiond andyssisinherently historica in the sensethat the effectiveness of aparticular
inditutiona change dependson indtitutionsinherited fromthe past. Furthermore, the effectiveness of anew
inditution in generating particular outcomes can endogenoudy change over time due to its implications.
More generdly, an economy ingtitutiona needs change over the course of adevelopment process. Hence,
anandysisamed a evauaing and designing indtitutiona changes hasto be context- specific and hasto take
into account that intervention is a process and not a one time event.*

| will elaborate on these pointswhile drawing mainly on the history of aparticular indtitution that contributed
to trade expanson during the Late Medieva Commercid Revolution. In this developmenta epoch,
gretching from the deventh to the fourteenth centuries, Mediterranean and European long-distance trade
reemerged after an extended period of decline.

During thisperiod, in many trade centers, merchantsfrom various partsof Europe, who seemed to havefew
personal and repeated relationships, entered into exchange characterized by separation between thequid
and the quo over time and space, such as credit, contracts for future ddivery, negotiable securities, and
maritime insurance.

Theability to conduct impersona exchange enhances efficiency. But wha weretheingtitutionsthat enabled
such exchangein the late medieva period? How could acreditor from one corner of Europe, for example,
trust a debtor from another corner about whom he knew little and who could avoid interacting with himin

! For an elaboration on these points, see Greif, Forthcoming.
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the future to pay his debts? Understanding the ngtitutions that enabled such impersond exchange
characterized by separation between the quid and the quo over time and space during the late medieva
period requires understanding how someone could have committed to fulfill his contractua obligationsin
such an exchange despitetheinherited contractud problemsand theingtitutiond environment thet lacked an
impartia legd system with authority over the interacting individuas.

Combining historica evidence and insghts from an overlgpping generation, repeated game with imperfect
monitoring highlightsthe inditution thet facilitated impersond exchange characterized by separation between
the quid and the quo over time and space. (Henceforth, | will refer to such exchange smply asimpersona

exchange) Thisinditution - the Community Responghbility Sysem (CRS) - functioned throughout Europe
and enabled large- scdeimpersond exchange without requiring that amerchant verify his current partner’s
past actions and dso in the absence of an impartid legd system with authority over the interacting

individuds.

At the center of the CRS were communities that were on-going organizations of overlapping merchants

cohorts and had intra-community contract enforcement ingtitutions. Central to the operation of the CRS
wasjoint-ligbility. If amember of community A, for example, had cheated amember of community B, eech
and every member of community A was hdd legdly respongble by community B for the damage. Hence,
community A had the choice of ether ceasing to trade with community B or compensating for the damage
and seeking retribution from theindividua who cheated. Thisjoint-ligbility sysemimplied that membersof
each community were endogenoudy motivated to utilize their community enforcement inditutions to
discipline a merchant member who cheated in inter-community exchange.

These community enforcement ingtitutionsincluded courts or tribuna swith coercive powersthat acted, on
the equilibrium peth, as digpensers of impartid justice.  Unlike courts-of-1aw, however, their behavior
neither reflected adherenceto principlesof justice nor incentivesprovided by athird party. Instead it wasa
reflection of the incentives generated by the operation of an inter-community reputation mechanism, which
was poss ble because of, rather than despite, the partidity of these community tribunas. The concerns of
these tribunas with the ability of their merchant members to trade in the future induced them to dispense
impartid jugtice. Findly, the CRSdtered theinformation required to sustain impersona exchange. Onthe
equilibrium path, one did not have to know the past conduct of his current partner in order to exchange,
only hispartner’ scommund filiation. Theway inwhichinter-community tradewasorganized wasaimed a
fadilitating the trandfer of this information.

This short discusson of the CRS suggests the benefits of a context-specific analys's whose point of
departure is theidentification of the particular transactions and behavior thet takes place withinthemthat is
crucid to the desred outcome - trade expandon.  In generd, in evauating and designing different
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inditutionsiit is beneficid to pay close attention to the details of the relevant transaction, the sequence of
relevant transactionsin which particular behavior hasto be induced to achieve aparticular outcome, and the
inditutions that currently influence behavior in these transactions. The importance of this starting point for
evauating the impact of various inditutiond desgnsisthat theimplications of agiven inditution depend on
the nature of the rlevant transactions and existing inditutions. Without considering such transactiona and
ingtitutiond digtinctions among various places or indudtries, for example, comparative anayss based on
survey results or quantitative andyss can be mideading.

The functioning of the CRS, for example, crucialy depended on the possible ex-pogt verifiahility of past
conduct by athird party. In the absence of such verifigbility, any eder member of community B (in the
above example) would have found it optima to claim to have been cheeted by amember of community A.
This, however, would have made any exchange impossible on the equilibrium path. Indeed, higtoricaly, the
CRS did not govern agency relationships in which past conduct could not be verified. The results of an
econometric analyss of the effectiveness of the CRS that would have lumped together these two types of
transactions would have been mideading.

Similarly, the efficiency contribution of the CRS reflects the broader inditutional context and how it
complemented the CRS. It shows the absence of other, dternative inditutions, such as an impartia
European legd system covering dl countries and the existence of other indtitutions, such asintra-community
contract enforcement inditutions and inditutions implying a high cogt for living in one’s community. An
attempt to eva uate the fficiency contribution of the CRSwithout controlling for theseinditutiona aspectsof
the Stuation would be mideading. Evauating the effectiveness of variousingtitutionsrequires recognition of
the particular atributes of the transactions under consideration and their inter-dependence on other
inditutions.

More generdly, thewefare contribution of introducing variousrulesand organizations, such asjoint- ligality
or information: sharing organizations, crucidly depends on the context. For example, in the community of
the Maghribi traders who operated in the Mudim Mediterranean during the late medieva period,

information was shared and any overseas agent who cheated a merchant was ostracized by dl the other
merchants. (Greif 1993.) In contrast, when organizations for information sharing were introduced among
manufacturers in various contemporary Sub- Saharan countries, individuas provided fase information by
failing to report those who cheated them.

Arguably, this distinction reflects contextua differences. The detalls of the Stuation were not the samein
both cases. The Maghribi traders operated in competitive markets and in rdatively large commercia

centerswhere many other agents operated. Hence, these traderswere not competing with each other - one
trader’ s gain was not the other’ sloss- and ceasing to operate through aparticular agent was barely cosly,
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if a dl. Thiswas not the case among the African manufacturers who competed with each other in local
markets. Assgting your riva by heping him avoid a supplier who cheated you in the past wasthus costly.

Smilarly, the optimdity of particular rules for punishing a cheater, even if it is sustained as a Nash
equilibrium outcome, critically depends on the context. Among the Maghribi traders, for example, al
merchants ceased trading with an agent who chegated one of them. Among the American merchants who
operated in Mexican California, thiswas not the case. (Clay 1997.) Merchants reduced, but not to zero,
the amount of their trade with an agent who had cheated once. They ceased trading with an agent only after
a second incident of cheating. This digtinct punishment strategy reflects the distinct contexts. Among the
Maghribis, agents were perfect subgtitutes for each other and hence ceasing to trade with some agent was
not particularly costlly. Agents for the American merchants, however, settled in a particular Mexican
community and had aloca monopoly in that location. Different agents were not substitutes for each other
there and initid punishment, therefore, did not entall cutting trade relationships with that agent.

The evauation and design of new indtitutions can aso benefit from paying more attention to the fact that
inditutional dynamics is a higorica process in which pagt indtitutions influence the rate and direction of
ingructiond change. Consider the CRS. Whileitsoriginsare not reflected in the historica records, it was
built on afoundation of exigting ingtitutions to which new eements were added to create anew inditution.
The CRS was devel oped from the existence of communities, intra-community contract respongbility, and
thelegd principle of incorporation. The ahility to implement anew ingtitution and itsimpact on aparticular
economy depends on the ingtitutions inherited from the past.

The decline of the CRS reflects other manifestations of the nature of indtitutional dynamics as a historica
process. During the thirteenth century, the CRS was on decline and was gradudly replaced by other
inditutions. Why did the CRS decline? Its declineillugtrates that inditutionad design should take into
account that over timetheinditutionitself may lead to changesthat can undermineits economic benefitsand
paliticd viability.

The CRSworsened the moral hazard problem associated with credit financing.  Thejoint-ligbility reduced
lenders incentivesto check the creditworthiness of their borrowers. The assurance that one’ scommunity
would bail him out when necessary reduced the motivation to check the creditworthiness of a particular
borrower. This, mogt likely, encouraged loans for commercia ventures that should not have been
undertaken. Such loansreduced the economic efficiency of the CRS. Imperfect monitoring by communities
- that i's, genuine disagreements over whether or not cheeting had occurred - implied aperiodic breakdown
of trade. Themoreloansthat were not repaid, the moreit waslikely that such disagreements would occur
and trade would cesse.
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Apart from reducing the economic efficiency of the CRS, theimplications of thissystem dso undermined its
intra-community political support. Rich merchants, for example, found themsel vesbenfiting lessfrom the
system than those who were poorer. Richer merchants could have traded based on their own reputations
but they were the anes who bore most of the system’'s costs. When a poor merchant was unable or
unwilling to fulfill his contractud obligations, the rich merchants suffered more from the resulting trade
disturbance or they had to pay compensation. Endogenous differentiation in the initially homogenous
communities reduced politica support for the system.

Ironicdly, it was the same welfare enhancing processes that the CRS fostered - processesthrough which
trade expanded and merchants' communitiesgrew in size, number, and economic and socid heterogeneity -
that reduced its economic efficiency and intra-community political viability. Yet, the &bility of various
communitiesto replace the CRS with an dternative indtitution depended on their politica environment. In
England and France the political systems contributed to atransition to a system based on Individud Legd
Responsbility and contract enforcement provided by the state. But this was not the case in politicaly
fragmented Itdy and Germany. In Germany, for example, the CRS was replaced by a system based on
hiring mercenaries, following a disputed default accusation, to force the borrower’s community to
compensate for the damage. This system seems to have been much less efficient than the ones that
prevailed in England or France.

This process of decline highlights another mgor condgderation in desgning inditutions to advance
development. The nature of the ingtitutions required to enhance welfare change as development - brought
about by past inditutions - proceeds. Once again, the gppropriateingitutiona design should be madewhile
taking the context - stage of development - into account. Furthermore, thisimpliesthe need for forecasting
and preparation for the indtitutiona requirement once the current ingtitutions are no longer sufficient.

In sum: evauating the influence of particular inditutiona change and designing new inditutions requires
context- gpecific andys's and recognition of the historicity of ingtitutions.
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