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2 DOUGLASS C. NORTH AND ROBERT PAUL THOMAS

typical of what we would call a station ary state—still shows no evidence of having
achieved continuously rising per capita income.

What follows is 2 brief summary of our knowledge—fragmentary, incomplete,
and occasionally contradictory (particularly with respect to the demographic
evidence). We should caution, to begin with, that regional variations marked
Western Europe, so that the general contours of population change and price
movements described above were not always parallel. N evertheless, general pat-
terns do emerge; and these appear to offer hard enough evidence to justify an
attempt to construct a more general theoretical model with which to interpret
this information.

Scholars generally agree that in the twelfth century Western Europe experi-
enced notable expansion both of population and of settlers moving into still good
arable land. Per capita income probably rose as output increased faster than popu-
lation. Exactly when Europe became settled and diminishing returns to further
increases in population set in is a matter of some controversy; but it appearslikely
that by the end of the twelfth century population pressure was a significant factor

. leading to changing relative prices with consequent rising rents and falling real
wages. Also a matter of some dispute is the question of when population growth
reversed itself, some scholars maintaining that the downward trend began ascarly
as the first decade of the fourteenth century, whereas others hold to the classical

----- explanationof the Black Death between 1347 and 1 351 as the turning-point. The
relative price data suggest that the former explanation is more credible: that is,
‘real wages appear to be rising and the prices of agricultural products falling, be-
ginning with the ¢arly fourteenth century. What is indisputable is that from the
middle of the century on, population fell for a substantial period of time asrecur-
rent plagues swept over Western Europe. In England the plague returned in
1360-1, 1369, and againin 1374, and regardless of the relative impact of eachitis
clear that collectively the plagues throughout the rest of the century were con-
tinually checking population growth and probably causing an actual decline

.. over a substantial period. During this disturbed time land rents were falling, real
wagcs were rising, and agricultural prices were relatively depressed.

Neither demographie data nor relative price data enable us to say exactly when

population began again to expand. Since large amounts of good land were avail-~

-able to be put into production, population could grow for some time before rela-
tive price changes reflecting diminishing returns in agriculture would signal the
onset of population pressure. Some time during the fifteenth century, therefore,
a turning-point was reached, although the abundance of available land, and
probably some increases in productivity, may for a time have maintained rising
per eapila real income in the face of a growing population; the evidence on this is
not conclusive. The classic work of Hamilton has made clear, however, that a
general rise in the price level did occur in the sixteenth century. This was accom-
panicd by a significant relative price change, with agricultural prices rising much
more rapidly than others, and by higher rents and lower real wages.

Tt would also appear that this was an era of population expansion accompanied
by significantly diminishing returns in agriculture. John U. Nef has suggested
that technological change in the latter part of this century brought about some
advance in productivity. It is doubtful whether this was of a magnitude to over-
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come diminishz'ng returns in agriculture, The more Iikely inference 1s thatj_rlr
treased Productivity served merely to damp the Malthusian checks, qﬁgxﬂg_g_a
Jazger total population oexist before theinevitable Population pressures resulfed -
ntheseventeenth century, in another crisis with population Outstripping the rate
of growth in output. If population did not absolutely decline in Western Europe
during this Century, it appears at best to have stagnated.

During this period there is clear indication that productivity change occurred
Ina number of SecCtors, the most apparent bciag&bstan tial im Tovements of pro.

i

1 ,

seventeenth century ; more impressxvcly, uncquivocal eviderice points to an im-
Provement of efficiency in ocean transportation ] cading to falling real costs in the
movement of goods. The extensive grant of Patent monopolies jn England in both
the sixteenth and the seventeenth centuries probably paid offiy, productivity jn-
creasedue toa variety of innovations brought.over from the Continent.

Another turning-point appears to have come somewhere in the latter part of
theseventeentl century—perhaps 1680 is asgood a date asany. Again, from 168g
to.the mid-cighteenth cenlury substantial population growth occurred on the
Continent. Prices remained relatively stable, and there appears to have been
SOME rising per capita rea) Income during the Period. By now, one sees indisputable
evidence of widespread improvement ip Productivity, not onlyin the form of con-
tinuing gains in lransporiation (particularly in shipping) but also as a result of
widespread ¢ angesin the character ofagriculture. These have been highlighted
In many regional studies ip agriculture, pointing, in the Cases of Provence and

Pt B

Languedoe, for &ample, to shifts fi{g viticulture and silk cultivation. Regiona]
price different isf?l:?f?fj?EI@EL{?]..,_‘C_Qlii_f?_oj'f_ﬁiﬁs_jﬁﬁiﬁ_!3_‘11:!“911@13 indicating an
cxpansion from Jocal toregional, tona tional, g,adwﬁx_a_aﬂy“t.q_iumm ational markets.
The growth was destined to extend throughout the eightcenth century, and it is
perfectly evident that the Productivity increase and expansion which were to
become watchwords of the Industrial Revolution werealready in effect. In short,

sustained growth had begunin Western Europe.

II

An explanation of this demograg}ﬁc, price, and productivity behaviour can be
summarized as foliows. Before the middle of the twelfi}, century growth in popu-
lation led to new colonization ang settlement, and output grew as rapidly and
probably more rapidly thap Population, sg that per capisa income increased. The
HIge to colonize and set]e new areas would develop when relative overpopula-
tion and diminishing returns in anp exasting settlement led to a falling ofF in well-
being. This Process could be slowed down by farming the 1ven settlemer:_;_n@_ge
Entf;gﬁi_ve}}i, _!;rmqg__;xgﬁpwgpgiz_g_zjgg‘c_gg_gigucd lo_grow it would ultimately induce

=i —

beople to move gyt 1nto new “frontier” lands. The Spread of population through
Western Europe produced a owerful inducement to txpand tradesince different
parts ol Europe hag different resource endowments and, with different densities
of Population, ajsg different factor jjro;:aortions_ To take but two examples, vitj-
cuj‘turc,_\i:}_s;p_q_\_l;sﬁg&j&@g_glg{ggWgu’r:ns and fine wine incrcasingly in demand

throughout mostof Europe. 'I_‘j}_g_fg;:sul_t_y:xs an expansion ofthe wine tra de. Many-
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+»+ - facturing——in particular of wool cloth—developed in the more densely settled

areas and the cloth trade grew. Thus, interregional trade was 2 natural conse-
quence of the differential factor endowments concomitant with the spread of
settlement in Europe as a consequence of population growth. i
However, as Europe became settled and population.continued to Increase,
generally diminishing returns set in, real wages fell, and'ultimately as the stand-

ard oflife declined the population became increasinigly susceptible to famine and
disease. The result was the disastrous events of he fourteenth century with the

bottom of the cycle reached some timein the filteenth century and the whole pat-
tern started all over again at that point. However, the second cycle is consider-
ably dampened compared to the first, not only because settlement moves beyond
the {rontiers of Europe to the New World thereby easing the population pressure
but also, more particularly, because an accelerating rate of increase in produc-
tivity now permits rapidly expanding -output to ameliorate the diminishing
returns in agriculture; the trough of the second cycle is consequently far less
devastating. Indeed, by the time a third cycle of population expansion begins,
productivity increase has become built into the system, and output continues to
grow more rapidly than population. _
The inception of this sustained increase in productivity can be accounted for
only by a theory ofinstitutional change, and this is to be developed in the follow-
ing scction of this essay; but the pattern of population change, relative price .
movements, and the growth of interregional trade can be explained in terms of a

strictly economic model which we shall call 2 Malthusian s aplé-thesis model.

While this model oversimplifies the evolution of Western Europe that we wish to
dlescribe, the addition of complicating factors (such as some rate of technological
change) does not appear to affect adversely its explanatory power.

"The model consists of two s%ctors, a non-agricultural sector subject to constant

returns to scale and an agricultural sector subject to diminishing returns as popu-

lationin any givenarea of settlement continues to grow. However, aslong as there
exists available empty land of equal quality, the build-up of population and con-
sequent diminishing returns in the settled areas can be relieved by colonization
and settlement of new Jand. T hi¢ factor endowments of arcas as population grows
thus become increasingly differentiated. In old settled areas, labour and capital
(both physical and human) are relatively abundant, leading to the expansion of
the non-agricultural sector. In the newly settled areas, differential resource pat-
terns (from varied climates, soils, etc.) produce varied agricultural and mining
output and the gains from trade are increasingly enhanced. The consequent
specialization and interregional trade will themselves result in productivity in-
Crease, but cannot account for the sustained growth of productivity needed to
break out of the Malthusian trap when all the available land becomes settled and
gencral diminishing returns set in. In order to break out of the Malthusian cycle,
institutional changes must occur which by incentive direct man’sefforts towards
technological change and sustained productivity growth.
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I

Economic institutions, and specifically property rights, are generally considered
by economists as parameters;but for the study of long-term economic growth they
are clearly variables, historically subject to fundamental change. The nature of
existing economic institutions channels the behaviour of individuals within the

system and, in the process, determines whether the aggregate result is to be
economic grow fﬁ;gﬁfﬁ'ﬁféﬁij_&};_&?@ AN

Before we proceed farther, 2 definition is needed. Common usage of the term
“institution” defies precise meaning sinceit has variously referred toan organiza-
tion (such as a bank), to thelegal rules that govern the economic relations be.
tween people (private property), to a person or position (king or monarch}, and
sometimes to a particular docurnent (the Magna Charta). For our purposes, we
shall define an “institution” or an institutional arrangement (which is a more
accurately descriptive term) asan arrangement between economic units that de-
fi : i ways bywhich these units can Co-operale or compete.

As in the more familiar case of the introduction of a new product or process,

£conomic i-nstitutions*are innovated because it appears profitable for individuals

arrangements. "The essential requirement for initiating an institution’(or a pro-
duct) is that the discounted expected gainsexceed the expected costs of the under-
taking; only when this condition is met would we expect to ind attempts being
made to alter the existing structure of institutions and property rights within a
society. We shall explore successively the n: Lture of _potential gains and potential

costs insuch innovation, and then discuss the cconomic forces that would alter the

ratio of these costs and gains througl time.

Potential profit from a number of general sources can be captured by insti-
tutional innovation, whether of a voluntaiy sort or undertaken by use of the co-
Creive powers of government. Fo accomplish voluntary organizational change, a
group of individuals may choose to place themselves under a common set of rules
governing their behaviour. Since each member retains the right to withdraw, the
organization will exist only solong as itserves the interests of the group. Partner-
ships, corporations, and co-operatives are examples of such organization. Differ-
ing fundamentally are organizations under government aegis, since in this case
the force or coercion of governmeant may be exerted to require specific perform-
ance and the individual may no longer withdraw from membership and the co-
ercive consequences of the policies. .

Potential benefits that historically have induced Institutional innovations and
thereby dctually 1aised the productivity of society result from (1) economies of -
scale, and (2) reduction of transa ctions costs, which can best be viewed as the
costs of operating an economic system. The latter in turn can be separated into

1 The intellectual origins of the theory set out in this section can be traced to W. F. Baumeol, Welfar:
Eeonamics and the Theery of the State (Cambrs dge, Mass,, 1g952); Anthony Downs, A4n Economie Theory of
Democracy {New York, 1957); J. Buchanan and G. Tullock, The Calerlus of Consent {Ann Arbor, Michigan,
1962); Farold Demsetz, “Towards a Theory of Property Rights’, dmerican Economic Review {Procecdings,
May 1967); Kenneth Arrow, ‘Political and Economic Evaluation of Social Effects and Externalities’,

Universities National Burcau Conference on the Economics of Public Outpaut {(unpublished, cited by per-
mission of the author),
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the costs of externalities, of information, and of risk. Both the realization of econo-

mies of scale and the reduction of transactions costs have been significant sources
of profit to groups undertaking institutional rearrangement.

Economies of scale are essentially a technological phenomenon and reflect the
fact that the most efficient (Towest cost per unit) output may entail a size that re-
quires more complex organization than the single proprietor. The growth of
chartered companies, jeint-stock companies, the corporation, and the legal pro-
vision oflimited liability provide classic examples of how institutions and property
rights were created to permit individuals to capture the profitsinherent in econo-
mies of scale. Such organizations were first sanctioned by government, then later
became voluntary, within a set of property rights designed to allow businesses to
organize on a large scale. : A

Among the transactions costs mentioned above, externalities have received the
most attention. By an externality we mean thatsome of the benefits (orcosts) ina
transaction accrue to other.than the directly participating parties. In modern
times we think of the downstream benefits of a dam, or, historically, of pirates and
privateers preying upon commerce, as familiar examples. An even more s gni-
ficant historical example is the inability of an entrepreneur to capture the gains
from an innovation without the legal protection of intellectual property. In each
case, the profits to the potential dam-builder, trading merchant, or innovating
cntreprencur are lower than they could be by appropriate institutional rearrange-
ment. A change in tax structure or property ownership could permit the dam-
builder to capture downstream benefits. A naval force could wipe out pirates,
thereby seeing that merchants rather than pirates reaped the gains from trade,
and an enforceable patent law would see that an innovator captured the gains
from his innovation. The internalization of an externality by reorganizing pro-

pertyri ghts, institutionalinnovationor the policing of markets not only will raise
the private profitability of the activity but, as in the case of economies of scale,
will also improve the efficiency and output of the society by equating the private
and social profitability of an activity.

A less explored aspect of transactions costs is that of organizing and improving
the flow of relevant economic imformation, yet this has historically been a major
area of institutional innovation,

Ifthere were no costs to acquiring information then pricesin all markets would
differ only by transport costs. In fact, information is costly and the widespread
existence of purely local markets reflected in good part simply the lack of infor-
mation about profitable trading opportunitics in more distant areas. The de-
velopment of such information meant that merchants would send their products
to the markets where net price differentials (1.e. prices adjusted for transport
costs) were highest; thus the development of institutions to increase the flow of
information increased the merchants’ profits. The development of the whole net-
work of trading institutions—merchants, brokers, factors, supercargoes, carly
cxchanges in coffee houses, stock and commodity exchanges—were all directed
basically to this end. Eventually, it beecame profitable to produce and sell this
information in such forms as price currents or trade association journals. Like
the two previous sources of institutional innovation, these were not only privately
profitable to the merchant and entrepreneur but by arbitraging markets were a
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transactions can be made—is yet another cost limiting the extent of transactions.
The possibility of very high losses on'an individual transaciion will inhibit such
enterprises even though when averaged out over a sufficient number of under-
takings the average rate of return may be very high indeed. The creation of insti-

er rates of return without the risk of disastrous consequences when an
individual venture failed, The early share-partnership in shipping and frade, the
Joint-stock com pany, and insurance associations (such as Lloyd’s of London) were
created precisely to capture the profits from such high-risk ventures. Since the

high potential profits mirrored the social rate of return, the development of such

institutions to spread risk also I‘ednto.__r_odpctivi;g increase. We should note in

passing that many institational Hinovations were created both to increase infor-
mation and to spread risks (many types of financial mstitutions, futures markets,
e ) U Meetemae Vo

CATRZL &

219% The above types of innovation are associated with institutional change which

also improves the efficiency of the economy. Yet, quite clearly, thisis not the onl

tutional arrangements may also be created, either by voluntary groups or by the
govemment, which are designed to capture gains for individual groups at the ex-
pense of others (or, in short, to redistribute income) .1 We may conceive of any
groupwhich is organized to contro] supply effectively as being able to redistribute
Incomein its favour. The guild system may provide.one example; or we can note
variousattempts through coercive power of government to undertake such activi-
ties: typical are the several attempts to fix wages following the era of the Black
Deathor, to take a different example, the Poll Tax of 13811in England.

Institutional arrangements are not costless to create, The cost offorming both
voluntary and Sovernmental associations varies directly with the numbers in-
volved; the greater the numbé; that must be brought into agreement, the greater
arc the costs incurred. 2 Since voluntary organization presumably also implies the
privilege of voluntary withdrawal, such organization must in effect exist under a
unanimity rule.3

However, in éonsidering organization by government one must look carefully
1t the potential costs. Until a more sophisticated theory of the state is devcloped
by political scientists, we can onlﬁr'spccify at discrete points in time the structure
of political power and dccision—making rather than provide a dynamic theory of
political change. In & democracy the costs of effecting a particular policy will
typically be those of 6btaining the support of 51 per cent of the populace under
majority rule. But when we go backintime to explore the issues that con cernusin
this essay, decision riles ywith respect to political change are more difficult to as-

Iransactions costs will prebably abso redistribute income within the cconomy, but this efTect is a by-
product of the pri miary objective. On the other hand, institutional innovations designed primarily to re-
distribute income wil] generally not raise socicty’s oulput and will usually lower it,

2 T'hisvery bricfliscussion of the costs oforganization isamplified in Buchanan and Tullock, op. cit.ch.B.

* T'his means that the participant must viewy the cost of withdrawal as exceeding the cost of the policy
with which he disagrees.
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certain. This is not to deny that changes could be effected in political policy at
some particular cost. The most obvious methed that comes to mind is the bribing
of kings and princes who were notoriously hungry for funds to run their govern-
ments. Historically, we observe many innovational changes accomplished by the.
use of discreet bribery, sometimes in the guise of loans. But for these earlier forms
of political change we do not yet possess even the embryo of a general theory such
as we are beginning to achieve for changes occurring under a political demo-
cracy.! Therefore, so far we must conclude that decision rules must have varied
widely over time, and we are unable at this point to specify them accurately. We
must simply assume the ability of groups in society through time to modify det”
cision rules or to modify the political process. £

We should note an additional cost incurred in the political process but absent

" in the voluntary system: once agreement has been reached to pass a law, all citi-

zens become subject to that law whether they approve of it or not. These are.the.
costs of coercive agreement. For example, when the peasants of feudal Europe
entered into the manorial system—providing labour services in exchange for
“protection and justice”—they were from that point on subject to the coercive
authority of the lord and had'not the right to dissolve the bond even though the
mnitial benefits might have long ago ceased to exist. The familiar story of the pro-
tracted death of feudalism aptly illustrates the potentidl cast of a cocrcive agree-
ment. The extension of the authority of government always has potential costsin
terms ofits coercive power being utilized in ways that may injure even those mem-
bers of society who may originally have promoted the extension of government

authority. A
What will decide whether groups choose voluntary rather than governmental
means of implementing institutional innovation ? The answer must be the relative
benefits and costs of the alterpative methods, and our briefoutline above suggests
some of the benefits and costs that miight exist. We may note that the social costs
appearto be greaterin general for governmental organization; but weshould also
realize that in many instances the benefits will be still greater. The most obvious
reason for this is the coercive power which permits government to undertake
policies even though they may be strongly objected to by a part of the society. Co-
ercive power is exerted through the capacity to collect taxes, to enact regulatory
legislation, and to institute eminent domain proceedings. The relative benefits
and costs will be particularly influenced by the degree of development of govern-
ment “infrastructure” as compared to the degree of development of the market.
The era of “mercantilism” represents a period when the government structure
was relatively well developed and the markets were small, fragmented, and often
monopolized. Merchants and entrepreneurs turned to government to open up
markets, to break down local monopolies, and to provide naval and military pro-
tection for trade; in short, to undertake the institutional innovations cssential

"to internalizing extcrnalities and reducing transactions costs.

So far our exploration of the basis for institutional innovation has not explained
why such innovation tends to occur. But we must remember that presumably ex-

! Evenlor political democracies the theory is tentativeand aJong way from satisfactory; Buchanan and
Tullack, op. cit. and Downs, op. cit. have made a beginning tewards exploring aspects of this part of the
problem,
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ternalities or transactions costs exist at any given moment because no group in
society judges it profitable to internalize the externality or to arbitrage out the
market imperfections associated with other forms of transactions costs. Equili-
brium among economic institutions exists when the costs of change (to the indi-
vidual or group) exceed potential benefits. Therefore, to induce institutional in-
novation, some disequilibrium rnust occur in the system that adds weight to the
profit side in the judgement of the decision-making individuals or groups, i.e. the
perceived benefits must have risen, the costs fallen, or both.

Several factors appear to have created disequilibrium in the social structure of
the Western world. The ones that we will subsequently focus on in this essz‘{y are:
(1) long-run changes inrelative product and factor prices, (2) changes in the size
of the market, and (3) changes in the decision rules of government.2

labour altered the profitability of “owning™ one versus the other and destroyed
the basic raiser d’étre of feudalism. Rising agricultural | pricesincreased the valye of
land and made it profitable to develop exclusive ownership of land (i.e. develop

pressures for institutional change worked in the opposite direction, Changes in
relative prices also led to an expanded basis for interregional trade and caused
other changes, to be elaborated in Section 1v below (pp. 10— 6).

The increasing size of the market has historically weighed heavily as a force for
institutional innovation. Transactions costs tend to be subject to economies of
scale. The cost of getting additional information about prices may be independent
of the size of the market mvolved, and a larger potential market makes it worth
while to acquire informationgwhich would have been unprofitable in a very
small market. This would appear to be true with respect both to Improving in-
formation and to reducing externalities in such cases as the policing of piracy or
brigandage.

For example, the cost of establishing a resident factor in a foreign port is ap-
proximately the same whether trade with that arca is of a value of £1,000 or
A1 million annually. The reductiop in costs through better information on prices
and quantities may not be worth whilein the first case, but is more likely to be so
in the second. Similarly; when trade with the West Indies was small, the costs of
eliminating piracy were simply too greatrelative to the benefits to be undertaken e
but atsome point, thc-—ipcrcascd volume of trade warranted the expenditure: 7 T¢AY

Ch;mgcs in decision rules of thegovernment are a factor which can be referred

" While changes in factor prices resulting from population growth and changes in decision rules of
govermment are exogenous, changes in market size are partly endogenous (from population growth and
relative price changes) and Partly exogenous (from political and military actions). Other forces which
produced disequilibrium were changes in the norms of behaviour—such as the willingness of the popu-
lace to accept private property—and innovatiens. The acceleration of innovation is endogenous to
our nodel, bat some innovatijon would and did oceur even in the ahsence of institutions which enabled
the innavater to capture a Jarge share of the benefits of the innovation. They were gencrally confined to
chance discoveries op innovation that involved few search costs or risks, The pace of such innovative
Activity was 50 slow that the tonsequent preductivity increase was subsequently swamped by population
growth. The inireduction of the three-feld system isa typical case in point. '




10 DOUGLASS C. NORTH AND ROBERT PAUL TIIOMAS

to only briefly—at least in this essay. But, clearly, these must play a large partin
any overall examination of the evolution of the Western world. The relative
power of the crown, of feudal lords, and of the towns—and changesin their rela-
tive power over time—were in fact changes in decision rules which basically
altered the costs of calling on government to implement economic policy. At pre-
sent, we simply lack any body of theory to explain these changes.
It should now be evident that we are talking about two different levels of in-
stitutions. There are the fundamental institutions that specify.the basic “ground
Qimles” such as the underlying “constitutional” basis of property rights and basic
~ idecision rules with respect to political decision-making, and then there are the
-, secondary institutional arrangements which may be created without alterin g the
' basicinstitutions. The fundamental institutions may bespecified in a constitution
or may exist by legal precedent or perhaps only by custom. Sometimes the ways
in which these fundamental institutions can be changed are specified, as in the
rules for amendment of a formal constitution, but more often they arc not. The
innovation of secondary institutional arrangements may sometimes take place
withoutany political or legal change, but othersrequire political implementation.
Historically, many secondary institutional developments have been entirely con-
sistent with existing basic institutions; but the implications of others have been
in conflict with the status quo of property rights or of political decision rules. As
such secondary innovations take place, political pressures accumulate to induce
a reorganization of the fundamental institutions.
As already emphasized, institutional innovation docs not necessarily Tead to
growth. Someinstitutional changes lead to the redisttibution ofincomeand actu-

ally rcduce_gg@lftif%c history of ancient civilizations as well as of most under-
developed economies today bears witness that it has often been more profitable
for entreprencurs to develop'nstitutions to redistribute income than to innovate
productivity-raising institutions. The essential key to our essay is that cumulative
changes in secondary institutional arrangements ultimately Jed to a restructuring
offundamentalinstitutionsin Western Europe over thisperiod, in such a way that
individuals in the society were now encouraged to stri¥e ToT greater productivity
in_their economic undertakings. New incentives had arisen in the form of in-
creased private profitability of innovation and improvement in the quality of
factors of production. To put it more specifically, while the'social rate of return
oninnovation and capital formation (both human and physical) had always been
high, changes in organization and property rights increasingly brought the pri-
vate rate of return accruing to individuals and groups nearer the social rate of
return. Growing efficiency was the inevitable result.

In'S

The implications of the preceding sections are that basic cconomic cha nges have
created a potential for profitable opportunities which could be realized by thein-
novation of economic institutions. In this section, we shall explore these implica-
tions in what must, of necessity, be no more than a brie[sketch. Our primary ob-
jective is to iilustrate the promise of this model. The illustrations will mainly be
drawn from English experience.
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While our model has implications for the way in which feudal institutions
evolved, we here examine only the way in which they declined and were fe-
placed. The basiceconomiccha racteristics of the medieval world before 1100 Were-
these: (1)} abundant land was available for colonization and settlement, of ap-
proximately equal quality to that already settled ; (2) labour was relatively the
sciftéfactor of production; (3) of the small volume of trade, most was confined to
localexchange of goods and services: what long-distance trade existed was based
cssentially on differentials of resource endowments between regions, occasionally
including differentials in specialized human capital mvestments; (4) the rate of
Imnovative activity appears to have been very low.

The force which upset this tconomy was population change. The fundamental
institutions of feudalism had developed because of the scarcity of labour rela tive
to land, which made it imperative to capture from labour the rents not existing
froma ubiquitous supply ofland.} Population pressure undermined the econornic
basis for the institutional organization of feudalism by reversing the relationship
of prices as a result of diminishing returns and by expanding the size of markets.
Increases in population relative to a fixed supply of good Jand led to ag ricultural

prices rising relative fétnon-agricu!turziprices; this in turn inerfased th of
land and decreased réal wa ¢s as the output per labourer fell. {7 L popEla-

i:xpandmg trade. The result was that landlords now found it to -‘3}%%' interest to
commute labourdues to Paymentsin kind and in cash, and to lease the demesne
landsin return for rent. ‘ _

On the other side of the scale the rising value of land also produced a basic dis-
‘equilibrium in the medieval world, Land nowoflered vastly higher returns if only
they could be Captured by individuals: a continuous pressure arose to eliminate
common-property use of land and to achieve private exclusive ownership. The
c;}(:}_qg_x}}_ﬁ@_g_x_;cnlf:nt, undoubtedly the most dramatic of the institutional changes
induced by this relative pricechange, resulted in a reorganization of property
to permit exclusive ownership, Voluntary enclosures date from precisely this
Pperod. '

Population pressure also exerted significant eflect on the non-agricultural sec-
tors of the cconomy. Because it was unevenly felt throughout Western Europe,
and not felt at all'in Eastern Europe, the result was to differentiate increasingly
the relative factor endowments oldifferent regions and'this, in turn, led to greater
reason for trade, However, potential profits from trade were obstructed by high
lransactions costs due to lack of information about potential markets and to the
existence of piracyand brigandage on a widespread scale. Not surprisingly, mer-
chant groups now undertook congerted action to recluce these costs. The develop-
ment ofxncrchant-tmﬁsfng groups, the establishment of resident factors in differ-
ent Cities to increase information flows, and a drive gg_g}ig}i_r}g_t_g_@_rw;g(}_gggmpjura cy
on major trade routes during this period were al] E!esigned to enablemerchants to
capture the ever-growi ngsg

ainsinherent in long-distance trade. Deposit banking,

! Trof Evsey Domar, in an vnpublished essay which he has been kind enough to show us, constructs a
modelwhich explains the perpetuation ofserfdom in Eastern Euwrope (incontrast to itsdemise in Western
Europe) in terms of a gentry having the ability to appropriate “rents™ from Iabour when tand js ubiqui-
tous. In contrast, in Western Europe, when land becormnces searce, the geniry can appropriate the returns
from land. This explination is consistent wily our more general model,
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insurance, and predecessors of the corporation were Just three examples of insti-
tutional arrangements developed to reduce information costs and risks during the
perniod. A

"The expansion of trade led to two other significant institutional consequences.
(1) Formal contracts came to replace the earlier informal agreements, as the size
of the market made trade relationships more impersonal; the rise of contractual
obligation was an important step in the development of property rights. (2)
Existing political administrative units were increasingly inadequate to meet the
needs of expanding trade which required a wider scope of fiscal policies, policing
protection, and information; consequently, larger political-units grew up or con-
solidated to keep pace with the growing market size.

As discussed in the preceding sections, we do not knew exactly when a check in
population growth tended to counter these processes. However, the effects of the
long decline in population were striking. Relative prices reversed. Land now
relativcly more abundant became less valuable; labour became more scarce and,
as a consequence of competition between lords to acquire labour, more dear. To
recapture the lossin rents from the now more valuable labour; the lordsattem pted
to use their political power to reimpose feudal obligations. Peasants and labourers,
on the other hand, saw freedom from these obligations as a chance to capture
more fully the returns of their own labour, which had now risen strikingly in

-.terms of real wages.

Our model, in these circumstances, would predict a period of rising social ten-
sion and of conflict between these groups, requiring an exploration of the struc-
ture and distribution of political power of the times to foresee its resolution. To the
extent that the political power resided with the Jord, he would be able to re-
impose feudal obligations; togthe extent that it was more widely diffused among
diverse political intcrests, he might be less able to capture again the rents from
labour.

With respect to the non-agricultural sector of the economy, the decline in
populationserved toreduce the aggregate volume of trade in two ways: it afTected
both the total size of the market and the difference between regions in Europe.
Thus, in a world of high tmnsa@ﬁ:}hs costs, 1t reduced the bases for trade. While
it is true that per capila income increased\drid the distribution of income shifted in
[avour of the working classes (which would result in a shift in the composition of
demands}, it would be surprising if the income elasticity of demand for imports
would be sufficient to overcome the forces making for a declinein trade. A further
trade-reducing factor would be the higher transactions costs associated with de-
clining volume. In the first section, we sketched how merchants found it profit-
able to reduce transactions costs by stationing factors in a distant city to acquire
mformation about prices and possible trading opportunities; as the volume of
trade shrank, this was no longer expedient.! Information flows dried upand trade
volume was further reduced. It is thus not surprising that economic historians
have found depression (for them meaning a decreased total volume of economic

1 The Hanseatic League developed in this period not only to consolidate information seurces, but par-
ticularly s a defensive “institution’” to perpetuate the dominance of these northern European eitics in the
face of declining trade and scverc competition from outsiders. Qur model would predict that in periods of
contracling markets the institutions which would develop would be redistributive in character {such as

faulds),
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activity) even in the midst of this world where higher per capita income would pre-

sumably have followed therelatively increased real wagethat peasantand worker
must have been experiencing.
With the advent of the sixteenth century the changing pattern of relative prices

wages and in the value of labour tolled the final and ultimate demise of feudal
obligations (since labour became relatively Jess valuable), it equally rang in the
effective rise and-fundamental inst; tutionalization of privatc-propcrty ownership
As a consequence of rising land values, The enclosures taking place at this time

response to an exp‘anding demand for raw wool and the second to increases In
local demands for foodstuffs by the growing urban areas. The sixteenth-centy

enclosure movement was most extensx_vc_ag_}“}le_hlg_hfan_d regions ofEngl_a_r}d be-
cause the returns to enclosures were higher there than in the arable regions, for
two reasons. First; the areas suited to pasture had a lower population density than

did the more arable ones; hence, in terms of our model, fewer people had to reach

increase in the price of wool would have caused individyals holding Iand in com-
mon to use it inefliciently by each attempting to pasture more sheep. The cost to
the individual of pasturing another sheep on the common approached zero, but
the cost to society of everyone doing so was clearly positive. The common would
tend to become overgrazed and the tota) output of wool would actually decline—
providing a classic example of an externality associated with common-property
resources. Individuals @Iﬂﬁg_wﬁgjnclose the common could avoid this
occurrence by enclosing areas and denying accesstoall others. The extinguishing

of the rights of the comm on allowed the few owners tg increase their private out-

put {(and that of society), at the cost of Eé'iéd;1é_é;gimﬁ::m&7§1c common, who
were obviously worse ofl However] since the Pasture was now more efficiently
used, the costs and benefits tosociety were brought closer in line with those accru-
ing to the individual, B :

The arable land areas of southern England were slower to yieldto enclosure.
The cost ofachieving agreement 1o the process was obviously higher where many
PErsons were involved. Also, pofential external diseconomjes in these areas were
lessoncrousthan in the grazing areas. For one thing, the problems attendant on a
common-property résource were Jess pressing, sincé here individuals farmed their
own sirips and captured the benefits dircctly ; it was only en Iand held fallow or
between crops and.on the wastelands that com mon rights existecl. Additionally,
the reclamation ofswamp and wastelands may wellhave provided a Jess expensive
alternative for expanding output than would the undertaking of arable enclosure
during the sixteenth and seventeenth centuries, In any event, the complete en-
closure ofarable lands had to await the use of the coercive power of government
in the cighteenth cc‘ri{‘ury as ameans of reducing its cost.

Turning again 1o the non-agricultural sector, we find two basic forces making
forarea rrangementoflinstitutionsin these centuries. The first, which had alrea dy

existed in the earlier period, was the divergence in relative prices <ue to differen-

LN
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tiation of factor endowment among different regions in Europe, as well as be-
tween Eastern and Western Europe (since the eastern area lacked the pressure
and diminishing returns characteristic of Western Europe). Interregional trade
flourished as the shifting comparative advantage of different areas offered entre-
prencurs new profits. Another influence leading to substantial increases in trade
was the inflationary effect of an influx of treasure from the New World, While the
emphasis of Hamilton and subsequent economic historians has been on the re-
sultant lag of wages behind prices (a hypothesis which is supported neither by
theory nor by evidence), the real consequence of the treasure was itsimpact upon
expansion in the size of markets. The importation ofpreciousmetals into Europe
via Spain stimulated the growth of all the Western economies by increasing the
incentive to trade. The consequence of the expansion of trade was an era of sub-
stantial institutional innovation which has commeonly been described asa “‘com-
mercial revolution”. Typical of the institutional innovations were the joint-stock
company, a variety of sophisticated forms of insurance, and the development of
international financial markets—all devised in response to the profitable poten-
tial of reducing information costs or spreading risks. Convoys and naval expedi-
tions were organized to combat piracy. Cities like Cadiz; Lisbon, Bordeaux,
Rouen, Antwerp, Amsterdam, Bristol, and London gained stature as trading
centres, developing commercial and financial institutions to increase the flow of
trade. It must be emphasized at this point that the conscquence of this was a sub-
stantial increase in productivity; that the growth ofincreased information, as well
as the decline of piracy and of other obstacles to trade, lowered the cost of the
movement of goods between areas in dramatic fashion. Indeed, just as we look
upon the innovator and technological change as being the great sources of pro-
ductivity change in the period of the Industrial Revolution, we have been remiss
in not looking upon the merchant and the provision of increased information as
having performed thesame function in the era of commercial growth.

A _classic example of an institution evolved under the impetus of such newly
profitable opportunities is the joint-stock company. This arrangement not only

served to spread risk by making shares available to individual owners but it also

increased information about trade by stationing resident partners in various loca-
tions and at times even protected its participants by its.own police power.

The international financial markets which.grew up in Antwerp and Amster-
dam were also a consequence of the growing profitability of international trade.
Fxpansion and greater profits for the merchants would attend any increased
knowledge of the supply and demand for capital: These institutions performed
such a function, thereby lowering the cost of capital and expanding trade.

The expansion in the size of the market encouraged innovation in two basic
respects: the first wasa natural consequence of specialization and the division of
labour in the classic sense that Adam Smith described the process. In terms of our
model thissimply lowered the costs of discovering aninnovation. The sccond was
that the expansion in the size of the market raised the potential returns toinnova-
tion. However, as long as the innovation was freely available to be adopted by
wther entreprencurs, most of the benefits generated could not be captured by the
innovator.

The granting of monopoly privilege by the Elizabethan crown to ensure that
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inventions introduced in Western Europe might profitably be imported 1o
England wasa governmental device to encourage the adoption ofimproved tech-
niques. The way in which such monopoly grants gradually evolved into a atent
system embedded in the legal Structure of English common law jn the Statute of
Monopolies of 1 624 has been told elsewhere and Hlustrates the way in which a
cumulative set ofsecondary institutional innovationsled toa changein the funda-
mental institutional structure.1

The implications of the Statute of Monopolies far outreached the statute itself.
In an earlier period, the power of government had been the most feasible agent to
break down such barriers to trade as the threat of piracy and the proliferation of
local monopolies; the very basis of mercantilism had been a tacit banding to-
gether of government and merchants to realize profits from commercial ventyr-
ing. By the end of the sixteenth century, markets had widened and the otential
gains from expanded foreign and domestic trade had increased to the pojnt where

government intervention not only seemed unnccessary but was now actually
costly and hence unwarranted. Officially créi-tncmc-fiﬁonopolics now thwarted mer-
chantsand traders bent on captuning the growing trade. Even when the granting
-of monopolies was first Inaugurated some grants had been tossed as largesse to
court favourites (and were therefore purely redistributive in effect rather than
2 stimulation to trade). Now all monopolistic. grants became increasingly
suspect as vehicles of privilege and as devices to redistribute income by denying
free aceess to the profits inherent in expanding markets. Pressures arose to oust
the government and its monopolistic grantee groups from their entrenched
positions.

The fundamental political conflicts of the seventeenth century reflect this
resistance to oppressive influences in trade and commerce; the evolution of the
first voluntary business organization, in the form of the joint-stock company, was
a logical development. In“thi&f‘contc&gl, the crises of the seventeenth century and
the revolutionary period between 1640 and 1688 are fully consistent with the
model we have outlined.

Itis clear that by this time substantial productivity increase was already taking
“placein the Western world. We sce it stﬁkingb(.gj{j;jgggggimi_m_casc ofshipping,
where the gains stemmed not from technological change but from the decline of

e LT il e e~ A 58

piracy (allowing a decline in cregy size) and from the growing size of markets

which reduced turn-around timc_iz_ggiﬁ;_agﬁ time for ships. All these phenomena
manilested declining™transactions costs of thé kind we have described.? A pro-
ductivity change similar to that described for shipping was also happening else-
where, particularly in-trade and commerce, where transactions costs Were mov-
Ing inversely to the growing volume of trade and commerce.

Sustained cconomijc growth in the Western world required the creation of in-
stitutions and pro erty rights that served to bring the private rate ofreturn to in-
dividual activitics more nearly in line with the social rate of return. This means

that the 5"di‘fidnﬂI’S;PCfCCPﬁQY?_Q_fb_i}_9‘_-@’_&_g_s'%if%.s__fror.rzA-r.mic,r%aking an activity

! ‘Innovation and DilTusion of Technology: A Theoretica) Framework?, by Douglass C. North, is
forthcomingin the Procecedings ol the Fourth International Congress of Econormic | Iistorinnsat Blooming-
tor, Indiana, andisto be published by the University of Indiana Press,

2 See Douglass G, North, *‘Sources of Productivity Change in Ocean Shipping, 1600~1850’, Jouraal of
Political Eeonomy, Lxxvi (1568).
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would in practice closely approximate to the benefits that society would receive
from that activity. This necessitates a set of property nghts and institutions that
ensures that the factors of production directlyreceive their economic value.

Because it lacked such provisions, the late medieval world was beset by popula-
tion growing more rapidly than output. Much of the land was held in corhmon
(and all had ill-defined property rights) ; when it became scarce, no economic in-
centive assured its efficient utilization. Labour, tied by law and by custom to a
specific activity, had neither the opportunity nor the incentive to increase jts pro-
ductivity, either by seeking its most efficient employment or by improving its
cfficiency in its existing occupation. The institu tions and legal attitudes of fewda]
Europe generally were designed to channel the en ergies of individuals away from
productivity-increasing effort.

In contrast, the English cconomy.at the end of the seventeenth century had
achieved or was in the process of creating within its social structure a set of in-
stitutions and a common law that jointly encouraged improvements in pro-
ductivity. Each factor of production was able to receive the bulk of its economic
value. Land wasin the process of passing into private hands, with the owner hav.
ing the right to exclude others from jts use and freely to alienate his property. Any
improvements made were captured by the owners, who therefore were motiva ted
to use their property to obtain the highest returns.-Labour had been freed (with
minor restrictions) to seek its best employment; what skills a2 workman developed
were his to sell as best he could, as he was nolonger subject to arbitrary exploita-
tion by some third person. The development of private property and thelegal en-
forcement of contracts reduced the externalities and risks that had becn present
in the fendal world, thereby raising the rate of return on undertaking all kinds of
economic activities. The development ofa patent system and other laws protect-
ing intellectual property (however imperfectly enforced) encouraged the growth
of innovation. In additibn €5 the patent system (which was always imperfectly
enforced) prices, bounties, and subsidies were all used to encourage innovation
and produced the same conscquences in terms of our model.

Ineffect, a cumulative series of once and for all secondary institutional arrange-
ments had gradually led to the reorganization of the fundamental institutional
structure. This basic change was clearly evidr%ncoed by the characteristics of the
property nights that had evolved: The social milien of England at the end of the
seventeenth century served to direct the individual efforts of Englishmen into
channels that increased the productivity of society, where earlier the social struc-
ture had encouraged economic activities that mainly redistributed cxisting in-
come. 1his change was a necessary prerequisite for Western man f0 escape the

vV

"The explanatory sketch outlined above suggests that the cause of the risc of the
Western world was the redirection of incentives as a consequence of the develop-
ment of institutions which made it more profitable to attempt to increase pro-
ductivity within any cconomic activity. Such institutional innovations, as we
have pointed out, are in direct contrast to those that throughout most of the his-
tory of mankind have served mainly to redistribute income. The two major
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forces making for this change in the Western world were vanatiens in relative

prices and expansion in the size of the marketl

market {orcesinherent in the coercive power of government, wecannot make any
definitive staternent about the inevitability ofsuch an outcome; presumably some
combination of political power under other circumstances could have thwarted
the pressures for productive institu ticnal changes—as they clearly have done in
other societies up to the present day. - : ,

- This point requires emphasis. There is no way to predict the outcome of con-
flicting potitical groups or coalitions, and therefore there e no certainty that
political policies which will induce productive” economic changes will be
passed. We donot havea'theory of the srate that allows us to predict the ontcome
~ of'such political conflicts, and indeed tie theory of non-zero sum games suggests
in fact that the results are indeterminate. ‘

Nevertheless, in spite of these imitations on the explanatory sketch developed
above, the implications and promuise are revolationary enough.

Unrtversity of Washinigion

I Thereare striking similarities—and diFerenc es—between thismodel and a Mardan model. In both,
the development of a systern of private-property righis was a critical ampect In unleashing the preductive
{orees of ecconomiz growth (tzpitalism in the Marxian terminology). There zre othar similarities in the
analysis of the characteristics of the feudal cconomy and the capturing of rents {surplus value) from the
labour of the serfl Both this model znd Mardar writing on theseven teenth century logk uponitasa cen-
tury of turmoil in which 2 basic restructuring of political POWEr was necessary to implement the in-
stitutionz] changes cssential 1o sconomic growth (a capitalist system}. The most critical difference is in

resources of disequilibrinum in thesysEWhich Taduced change. In the Mardian model it is technological
¢hange. Inour modelitis the changein relative prices and expansion inthesize of the markes.

Because the theory. restson response not only to market forees but also to non--
4 I 5






