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Abstract

A new approach to understanding social and economic development is proposed, based
on consideration of the evolution of coordination mechanisms. The work consists of two
parts. In the first part, a critical analysis of four recently proposed theories of social de-
velopment, focusing on geographical, institutional or cultural factors, is given. These
theories have greatly enriched our understanding of the evolution of society, however,
as analysis shows, none of them provides a satisfactory description of the driving forces
and mechanisms of this evolution; the main reason is rooted in their common deficien-
cy—monocausality. It is proposed to distinguish between two types of development,
catching up and leading. The basic ideas of the theory of catching up development are
presented. This approach makes it possible to explain the phenomenon of the “economic
miracle” as a result of mutually conditioned changes in culture, institutions, technological
progress and well-being in the context of interaction of competition, power and collabo-
ration mechanisms.

The second part is devoted to the theory of leading socioeconomic development. It
is shown how in Western Europe, as a result of the interaction of the above four
factors, specific forms and combinations of the three main mechanisms of coordina-
tion— competition, power and collaboration—emerged at each stage of evolution.
I emphasize the importance of ideology and the phenomenon of technical progress in
the formation of institutions of economic and political competition that contributed
to the creation of the welfare state. These changes and economic growth created
the conditions for further transformation of civil culture: increasing levels of trust,
tolerance, altruism and cosmopolitanism, expanding the planning horizon. The de-
crease in the level of coercion built into the mechanisms of power and competition
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are demonstrated as well as the expansion of the role of collaboration. A hypothesis
is advanced that the speed of this process depends on geographical factors. The idea
of the welfare world is discussed.

Keywords: inclusive institutions, extractive institutions, limited access order, open access order,
cycle of emancipation, violence, rent, power, competition, collaboration, industrial revolution,
welfare state, civic culture.

JEL classification: B4, B52, D7, H1, N4, O14, P5, P11.

Part 1. Geography, institutions, or culture?
1.1. Introduction

During the past 20 years, a new trend has become evident in the enhancement
of economic knowledge—and possibly in social sciences as a whole—namely
an increase in the number of inter- and multidisciplinary researches and the pub-
lication of some works claiming the elaboration of a general theory of socioeco-
nomic development. This trend was reflected to the greatest extent in the four
theories proposed by Diamond (1997), North, Wallis and Weingast (2009),
Acemoglu and Robinson (2012) and Welzel (2013). All these theories are based
on the results of related disciplines, however, the first and the fourth oppose each
other and the other two. Diamond insists on the primacy of geographic factors,
North, Wallis and Weingast—as well as Acemoglu and Robinson— favor a pure-
ly institutional approach, whereas Welzel attempts to show that it is civic culture,
rather than institutions, that plays a crucial role in socioeconomic development.

All four theories became widely known and gave rise to intense discussion.
Acemoglu and Robinson’s denial of the importance of geographic and cultural
factors resulted in an especially heated debate; critics also pointed out numer-
ous inaccuracies and controversies in their work (Diamond, 2012a, 2012b;
Fukuyama, 2012; Arslanov, 2016). On the other hand, some authors, while not-
ing the imperfections of the theory of inclusive and extractive institutions, con-
sider it to be a major advancement in the theory of socioeconomic development
(Zaostrovtsev, 2014; Natkhov and Polishchuk, 2017a, 2017b; Balatsky, 2017).
Balatsky and Pliskevich (2017) tried to refine the theory to make it applicable to
conditions in Russia.

According to Zaostrovtsev (2013, p. 141), giving up the “basic postulates of
the economic mainstream,” led North, Wallis and Weingast to suggest a “funda-
mentally different methodology for studying social dynamics, surpassing every-
thing that modern economic development theories can offer”. Zaostrovtsev’s ar-
ticle refers to a number of other works which discuss the North—Wallis—Weingast
theory.

The discussion between those asserting the primacy of institutional and geo-
graphic factors in explaining economic growth (though with no connection to
Diamond’s theory) is described in Kirdina (2016).

Welzel directly argues with institutional theorists, asserting that it is civic
culture, rather than institutions, that is the dominant factor in socioeconomic
development. He supports this statement with econometric calculations.
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This article consists of two parts. Part one compares the four aforementioned
works in order to identify the difficulties arising with the corresponding ap-
proaches and outlines the ways to overcome them. Our analysis shows that, de-
spite the undisputed importance of the theories under review, neither of them pro-
vides a satisfactory description of the driving forces and mechanisms for social
development. The main reason is rooted in their common deficiency, i.e. mono-
causality, the attempt to explain the rise of modern Western societies based only
on a single development factor: geography, institutions or civic culture.! The au-
thors admit, in one form or another, that they have reached the limit of explana-
tory power. Furthermore, in their recent article, Acemoglu and Robinson (2016)
tried to offset this deficiency by introducing informal norms into consideration.
However, as will be shown below, this turns out to be insufficient.

This main deficiency in the discussed theories is connected with two others.
First, it still remains unexplained why clearly imperfect institutions and civic cul-
tures were dominant in societies for thousands of years. Second, modern Western
democracies are presented as a kind of “the end of history”: no attempts have
been made to reveal tendencies of their future development.

Acemoglu and Robinson cite two examples which they believe demonstrate
the primacy of institutions over civic culture: the history of the two Koreas and
the city of Nogales, belonging partly to the U.S.A. and partly to Mexico. As
shown below, these examples represent two very specific development scenarios:
repressive evolution and the integration of a region into a more developed envi-
ronment. In both cases, the introduction of institutions inadequate for the state
of civic culture is caused by political factors. In the first scenario, we are dealing
with the forceful deterioration in the quality of institutions and, in the second,
their improvement is achieved through external support that is normally lacking
in standard situations. Thus, the statement regarding the domination of institu-
tions over the cultural development factor remains unconvincing.

In order to overcome the deficiency of the aforementioned theories, this paper
suggests distinguishing between two types of development— catching up and
leading—and viewing socioeconomic evolution in the context of the mutual
influence of the three basic mechanisms of interaction between individuals and
organizations: competition, power and collaboration. Part one describes the main
ideas of the four theories and provides their critical analysis. Further, we state
the main ideas of the suggested theory of the first type, relying on the concept of
catching up development institutions (Polterovich, 2016a, 2016b) and explaining
the “economic miracle” phenomenon as a result of interrelated changes in cul-
ture, institutions, technical progress and the level of well-being.

Part two of the paper is dedicated to the theory of leading socioeconomic de-
velopment; here we are in fact dealing with the evolution of Western societies.
We will show how specific forms and combinations of the three basic coordina-
tion mechanisms appeared under the influence of the above four factors at every
stage of evolution. We stress the significance of ideology and the phenomenon of
technical progress in shaping the institutions of economic and political competi-

! Which is all the more surprising, knowing that the authors of institutional theories, North and Acemoglu,
stressed the importance of culture in their other papers. In particular, North has written more than once about
the relevance of ideology as a factor for social change (see, e.g. North, 1990).
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tion which, in turn, stimulated the development of an ideology of social progress
and the development of the welfare state. These changes, along with economic
growth, created the conditions for further transforming civic culture: increas-
ing the levels of trust, tolerance, altruism and cosmopolitanism and extending
the planning horizon. We demonstrate a decreasing level of coercion built into
the mechanisms of power and competition and an expanding role of collabora-
tion. We put forward a hypothesis that the speed of these processes depends on
geographical factors. In conclusion, we discuss the idea of the welfare world.

Our approach relies mainly on the consideration of the processes which took
place in Western countries starting in the 14™ century and does not pretend to
provide a detailed explanation for the events which happened in any particular
state. We study only the “turning points” of evolution, omitting the develop-
ment issues of the ancient world. It should be noted, however, that the proposed
concept emphasizes the relevance of answering a question that has been posed
more than once by researchers: “Why was the ideology of technical progress
neglected by the elites of ancient states, and why were innovations often rejected
by the rulers?”

1.2. Why is Eurasia ahead of other continents: the role of geographic factors

It should be noted that Diamond, an advocate of the dominating role of geo-
graphic factors, sets out a narrower task for himself than other authors. He at-
tempts to explain why Eurasia (which the author deems to include North Africa,
due to their close ties) outstripped other continents in development and gave birth
to modern civilization. In this context, he identified Eurasia’s four advantages
over other continents.

1. Out of the 14 species of domestic animals existing today, 13 species origi-
nated from ancestors that only inhabited Eurasia. South America was the only
habitat for the predecessor of the llama and alpaca, whereas in North America,
Australia and sub-Sahara Africa, there were no animals fit for domestication.
Eurasia was also richer in farmable plants than other continents. This is why
Eurasia has considerably surpassed the other continents in the development of
agriculture and, accordingly, in the transition from nomadic to sedentary life.

Due to developing agriculture, Europeans acquired immunity to the germs car-
ried by domestic animals. Following the discovery of America, millions of its na-
tives died from epidemics that arose from contact with the Europeans. Diamond
believes this factor contributed to the success of the conquerors even more than
their firearms.

2. Eurasia is aligned from east to west, rather than north to south like America
and Africa. The less significant regional climatic differences facilitated the spread
of new agricultural technologies and housekeeping methods. As Africa and espe-
cially America stretch along a north-south axis and are divided by geographic and
environmental barriers, diffusion occurred at a much slower pace.

3. The diffusion between Eurasia and sub-Sahara Africa took place under
relatively favorable conditions, while America and Australia were isolated from
the other continents.

4. Eurasia was far ahead of other continents in terms of area and total popula-
tion. This encouraged the emergence and spreading of innovations.
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Diamond’s arguments appear convincing, but his theory fails to touch upon
the driving forces and mechanisms behind the development of the Western civili-
zation in modern and contemporary history.

1.3. Causes of wealth and poverty. extractive and inclusive institutions

According to the Acemoglu—Robinson (AR) theory, the economic success or
failure of a system depends on whether extractive or inclusive institutions domi-
nate in it.

Inclusive institutions “allow and encourage participation by the great mass of
people in economic activities that make best use of their talents and skills and
that enable individuals to make the choices they wish. To be inclusive, economic
institutions must feature secure private property, an unbiased system of law, and
a provision of public services that provides a level playing field in which people
can exchange and contract; it also must permit the entry of new businesses and al-
low people to choose their careers” (Acemoglu and Robinson, 2012, pp. 74-75).
“We call such institutions, which have opposite properties to those we call in-
clusive, extractive economic institutions—extractive because such institutions
are designed to extract incomes and wealth from one subset of society to benefit
a different subset” (Acemoglu and Robinson, 2012, p. 76).

Extractive institutions are so common in history because they can ensure
a relatively high level of well-being for all citizens, while redistributing most
of the income in favor of the elite, which is therefore interested in support-
ing those institutions. Growth under extractive institutions requires, first of
all, that the state is politically centralized. When this is achieved, the govern-
ment or the elite controlling it usually receives powerful incentives to invest
in the economy and develop it on one’s own or to create conditions for others
to do so, since economic expansion increases the rent extracted by the elite
through extractive institutions. To this end, the elite may even attempt to re-
produce certain attributes of inclusive institutions and markets (Acemoglu and
Robinson, 2012, p. 149).

“By their very nature, extractive institutions do not foster creative destruction
and generate at best only a limited amount of technological progress. The growth
they engender thus lasts for only so long” (Acemoglu and Robinson, 2012,
p. 150). The authors cite a number of examples supporting this statement.

The Roman Emperor Vespasian (69-79 AD) rejected a method that greatly
reduced the costs of lifting columns up the Capitoline Hill. Vespasian rewarded
the inventor but said, “Just let me feed my people a little.” In 1589, Englishman
William Lee invented a stocking frame knitting machine and asked Queen
Elizabeth I for a patent. Elizabeth refused, saying, “This would rob the people
of their work.” She was concerned that if part of her subjects lost their jobs, this
would lead to instability which might threaten her power. The authors note that
her reaction illustrates the main idea of the book: extractive institutions prevent
the development of Schumpeterian competition and, accordingly, the implemen-
tation of innovations.

According to the AR theory, the differences amongst the trajectories of eco-
nomic development followed by different countries resulted from the complex
interrelation between institutional drift (gradual change of institutions) and
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accidental turning points.> As an example of such a “point,” the authors cited

the plague epidemics of 1346, which led to a workforce shortage. This resulted

in greater bargaining power for workers, their wages in Western Europe began to
grow and an inclusive labor market emerged.

Inclusive institutions create a positive feedback loop: their strengthening
results in a more efficient distribution of resources, technical innovations and
greater activity by individuals, thereby encouraging the further improvement of
these institutions. However, to the fundamental question, “What can be done to
kick-start or perhaps just facilitate the process of empowerment and thus the de-
velopment of inclusive political institutions?”, the authors do not give an answer
declaring: “The honest answer of course is that there is no recipe for building
such institutions” (Acemoglu and Robinson, 2012, p. 460). “History, as we have
seen, is littered with examples of reform movements that succumbed to the iron
law of oligarchy and replaced one set of extractive institutions with even more
pernicious ones” (Acemoglu and Robinson, 2012, p. 457). This happened in
England in 1688, in France in 1789 and in Japan during the Meiji Restoration and
in many other countries. “Nasser vowed to build a modern egalitarian society in
Egypt, but this led only to Hosni Mubarak’s corrupt regime.... Robert Mugabe
was viewed by many as a freedom fighter ousting Ian Smith’s racist and highly
extractive Rhodesian regime. But Zimbabwe’s institutions became no less extrac-
tive, and its economic performance has been even worse than before indepen-
dence” (Acemoglu and Robinson, 2012, p. 458).

Nevertheless, the authors point out “some obvious factors that would make
the process of empowerment more likely to get off the ground” (Acemoglu and
Robinson, 2012, p. 460):

o the existence of a certain level of centralization of governmental authority, so
that the success of public movements challenging the existing regime does not
lead to immediate anarchy;

¢ the existence of deeply rooted political institutions ensuring a certain degree of
pluralism;

o the existence of the institutions of civil society that could coordinate protests
by the population, so that the opposition movement would be hard to suppress.
I do not believe that this list answers the question about the mechanism for

transitioning to inclusive institutions. In essence, this is a statement that, in order

to facilitate the transition, it would be useful to have institutions featuring the in-
clusive property, at least to some extent.

The Acemoglu—Robinson theory is very similar to the theory of social orders by
North—Wallis—Weingast (NWW), published slightly earlier, so that F. Fukuyama
essentially says that the AR theory lacks originality (Fukuyama, 2012).

1.4. The theory of social orders

In the NWW theory, the role of extractive and inclusive institutions is played
by institutional models of social organization called social orders. The authors
differentiate between limited access orders (LAO) and open access orders

(OAO). They believe that resolving the problem of violence is the main line of

2 The concept greatly resembles the Hegelian theory of transition from quantity to quality.
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socioeconomic development: “This book lays out a set of concepts that show how
societies have used the control of political, economic, religious, and educational
activities to limit and contain violence over the last ten thousand years” (North
et al., 2009, Preface, p. xi).

The limited access order is typical for so-called natural states. It is character-
ized by a political system not based on general agreement between citizens, by
the existence of a relatively low number of organizations controlled mostly by
the elite, and by the dominance of social relations organized through personal
connections. Institutions in LAOs reflect a belief that not all people were created
equal; correspondingly, social hierarchies and privilege systems take shape;
laws are applied selectively; ownership rights are not protected (North et al.,
2009, p. 12). As a rule, LAO economies exhibit slow growth and are susceptible
to shocks.

“From the viewpoint of modern open access societies, patron—client networks
appear inherently corrupt. Everything is personal. Whom an individual knows
and who they are matter more than what they do. Such an attitude toward natural
states, seemingly justified from the viewpoint of an open access society, misses
the role that personality, personal relationships, and patronage networks play
in containing violence within a natural state: personal relationships and rent-
creation provide the incentive systems that contain violence and allow collabo-
ration in a natural state. The inherently personal nature of all relationships in
a natural state expresses the fundamental logic underlying the limited access
social order... Limited access identifies privileges, creates rents, and provides
credibility to personal relationships throughout the society” (North et al., 2009,
pp- 37-38).

The statements above are fundamentally important for the theory of social or-
ders. This is accentuated in another work with a somewhat extended list of authors:
“Our approach to rents differs significantly from the literature that emphasizes
rentseeking... and directly-unproductive policies...” (North et al., 2013, p. 5).

The elites play a special role in LAOs. “The natural state reduces the problem
of endemic violence through the formation of a dominant coalition whose mem-
bers possess special privileges” (North et al., 2009, p. 18).

“In a natural state, each of the nonmilitary elites either controls or enjoys privi-
leged access to a vital function like religion, production, community allocation
of resources, justice, trade, or education. Because the positions, privileges, and
rents of the individual elites in the dominant coalition depend on the limited entry
enforced by the continued existence of the regime, all elites have incentives to
support and help maintain the coalition” (North et al., 2009, pp. 19-20).

“Because elites know that violence will reduce their own rents, they have in-
centives not to fight. Furthermore, each elite understands that other elites face
similar incentives. In this way, the political system of a natural state manipulates
the economic system to produce rents that then secure political order” (North
et al., 2009, p. 18). The authors stress that the elite is a partnership rather than
a contract-based organization: interactions within it are based on arrangements
aligned with incentives, rather than on a contract enforced by a third party.

3 The term is not defined in the paper. The context suggests that natural states are those whose institutional
systems are limited access orders.
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“Among the most valuable sources of elite rents is the privilege of forming
organizations that the state will support. By devising ways to support contractual
organizations and then extending the privilege of forming those organizations to
their members, the dominant coalition creates a way to generate and distribute
rents within the coalition... The ability of elites to organize cooperative behavior
under the aegis of the state enhances the elite return from society’s productive
resources— land, labor, capital, and organizations” (North et al., 2009, p. 20).

OAO s are characterized by impersonal social interactions, the supremacy of
law, protection of ownership rights and no limitations on economic, political,
religious or educational activities. Unlike LAOs, the creation of organizations for
an indefinite term in OAOs requires no approval from the government, thereby
shaping a strong and dynamic civil society. The state ensures social security, sup-
ports education and infrastructure. Economic and political competition is well-
developed (North et al., 2009, pp. 12, 22, 114).

Control over violence in an OAO is ensured by the consolidation of law en-
forcement agencies and by their subordination to the political system, which
includes a number of institutions and incentives limiting illegitimate violence;
a party or political group only retains power if widely supported by the public.
Open access guarantees that the government is changed if control over armed
forces is abused (North et al., 2009, pp. 22, 170).

The authors found a total of 25 modern states with an OAQO. Unlike a LAO,
an economy under an OAO develops more sustainably. Individuals and organiza-
tions in an open access society also strive to earn rents, but impersonal economic
and political competition (according to Schumpeter) results in their erosion
(North et al., 2009, pp. xii, 23).

The authors propose a typology of natural states depending on their ability
to support organizations. A fragile state has no such ability and the state itself
is unstable. A basic state can support only state-owned organizations. A mature
state is also able to support a wide range of elite organizations not directly under
its control.

The transition from a fragile natural state to a basic state is considered using
the examples of the Aztec (1430) and Carolingian (750) empires whose evolu-
tions turned out to be similar in many respects. The history of France and England
in the 16™, 17%, and 18™ centuries is an illustration of the transition from a basic
natural to a mature state.

When considering the issue of transition from LAO to OAOQO, the theory of
social orders suggests distinguishing ... two development problems that are nor-
mally conflated... the second problem involves the transition of societies from
limited access orders LAOs to OAOs, but the first challenge involves the develop-
ment of LAO societies toward forms of social organization that enable more eco-
nomic output, reduced violence, stable political outcomes, and greater individual
well being”, still staying in limited access order (North et al., 2013, p. 2).

A transition from LAO to OAO consists of two stages. The first involves creat-
ing institutions that ensure the possibility of impersonal relations within the elite.
In the second stage, the dominant coalition comes to the conclusion that it is inter-
ested in expanding its impersonal relations beyond itself. A successful transition
requires that the three following threshold conditions are met: 1) the supremacy
of law for the elites; 2) the existence of public and private organizations created



354 V. Polterovich / Russian Journal of Economics 4 (2018) 346—385

for an indefinite term; 3) consolidated political control over the armed forces, so
that civilians make decisions on funding and declaring war. Once the threshold
conditions are met, the transition from LAO to OAO will take around 50 years. In
Great Britain and in the U.S., it occurred between 1800 and 1850. A faster transi-
tion was observed in Spain after 1975 (North et al., 2009, pp. 26-27).

A transition from LAO to OAO by directly borrowing institutions is unfeasible.
After abolishing existing rents, a society with high crime levels would often ap-
pear instead of a competitive market economy, where rent-seeking plays an even
greater role. “Policies from open access orders—universal, impersonal rights
and rule of law; open access to markets; and greater political freedoms—reduce
the natural state’s ability to control violence. These changes therefore threaten to
make people worse off, not better off.” (North et al., 2009, p. 264). The explosive
development of the Mafia in Russia during the 1990s is a compelling illustration
of the correctness of this statement.

For the medium-term development of LAOs, it is important whether rents can
encourage education and the growth of production potential. The positive influ-
ence of rents on production (aside from preventing violence) has been observed
in many countries: in Chile, South Korea, sometimes in Mexico, Bangladesh
and India (see North et al., 2013, p. 13). An obvious example is state support
for large firms during “economic miracle” periods, particularly the chaebols in
South Korea.“In Korea, even though the chaebols concentrated the control of
the industrial economy in a few hands and benefited from government protec-
tion of their oligopoly position, they did accumulate capital, improve their tech-
nology, and succeed in competitive international markets. Later the government
was able to trim back the special economic privileges it gave to the chaebols...”
(North et al., 2013, p. 15). “Natural states are not sick. Natural states have their
own logic; they are not dysfunctional” (North et al., 2009, p. 269).

This leads to an important conclusion: “For concrete policy applications,
helping LAOs to make their organizations more durable and rule-based is
usually more useful for development than trying directly to promote the ap-
pearance of fully open economic and political competition in societies where
threats of violence perpetuate limited access arrangements” (North et al., 2013,
p- 19). This is none other than a sharp criticism of international organizations,
i.e. the IMF, World Bank and the policies of developed countries, especially
the U.S., who have tried and are still trying to directly impose Western institu-
tions on developing countries. Moreover, this is the main difference between
the NWW theory and the AR theory; in fact, this statement points to a funda-
mental flaw in the latter.

1.5. Socioeconomic development as an emancipation cycle

In his monograph, which received prestigious awards, Welzel (2013) suggests
a general theory of economic development as an emancipation cycle. According
to his theory, the growth of intellectual, communicative and material resources
leads to the formation of common emancipative values that result in collective ac-
tions. As a consequence, the government is forced to guarantee freedoms, thereby
asserting human rights. This frees up the creative abilities of people, promoting
technical progress, which leads to growth in resources,and the cycle closes.
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The author constructs an emancipative values index (EVI) based on 12 indica-
tors that are divided into four groups. Group one consists of respondent answers
to the question whether they consider independence, imagination and obedience
to be desirable qualities for children. The second group of questions finds out
how acceptable the respondents consider divorce, abortion and homosexual-
ity. The third group of indicators identifies respondent attitudes towards gender
equality. Finally, the fourth group reflects whether the respondents value the abili-
ty to express their opinion. Welzel built the EVI for 95 countries representing over
90% of the world’s population. Using the index, he conducted numerous econo-
metric calculations demonstrating the existence of the emancipation cycle and, in
the author’s opinion, disproving the theory of Acemoglu—Robinson, according to
which inclusive institutions play a decisive role in social development.*

1.6. Comparison and critical analysis of the theories

Diamond’s theory reveals reasons for Eurasia’s leadership, but does not explain
the differences in development levels between different regions and countries on
a single continent. Moreover, it does not address the mechanisms which enabled
the spatial diffusion of knowledge and technology; to answer it, we would have to
turn to the study of the culture and institutions of ancient and medieval societies.

Acemoglu and Robinson consciously ignore the role of culture and reform
methods, referring to the experience of the two Koreas and the city of Nogales.
We will delve into these examples below. At this point, we will only note that,
without the idea of consistency between transitional institutions and culture, it is
difficult to explain why the “iron law of oligarchy” had no effect in “economic
miracle” countries and why extractive Chinese institutions have not prevented
China from growing rapidly for almost 30 years.

Four years after the publication of the monograph on inclusive institutions,
the article by Acemoglu and Robinson (2016) was published, where the authors
took a considerable step towards responding to their critics. At the same time,
they argued with the popular point of view by which elites play an important
role in transitioning to inclusive institutions. Acemoglu and Robinson attempted
to prove that social norms and informal institutions are of crucial significance;
reformers only need to fix those institutions in legislation.

Considering the emergence of the Athenian democracy, the authors wrote:
“Though reforms were legislated by Solon and Cleisthenes, they were institution-
alizing and codifying a political equilibrium that already existed...” (Acemoglu
and Robinson, 2016, p. 9).> Meanwhile, shortly after the Solon reform, Pisistratus’
tyranny was established in Athens, and it required more than 50 years to return
to democracy within the framework of another administrative system built by
Cleisthenes. This situation is very close to the path followed by many countries
as a result of premature attempts to implement democratic institutions and indi-
cates that the Solon reforms were inadequate for the mass culture. It should also
be noted that only 15% of Athenian population had voting rights. The participa-
tion of citizens in politics and administration was paid for largely with the labor of

4 For a more complete overview of Welzel’s theory, see Polterovich (2017d).
5 References cited are from to the web version of the article.
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slaves and metics, as well as with taxes collected from subordinate cities (Rhodes,
1998). Thus, within the framework of the dichotomy adopted by Acemoglu and
Robinson, Athenian institutions can definitely be called extractive.

Moreover, there are sufficient grounds for questioning the efficiency of vot-
ing institutions, which call for a direct expression of will concerning issues that
require professional competence. Athens had no regular education system, so
the majority of citizens were most likely illiterate. They would inevitably fall
victim to skilful demagogues. Rhodes (1998) and Ober (2015) cite facts con-
firming this statement. Rhodes wrote: “This administrative system was appar-
ently unprofessional and inefficient. Its ultimate task more likely consisted in
demonstrating loyalty than skill: every loyal citizen had to play his own role in
the system. It was “fair” not in that it executed decisions made by the citizens, but
in the very fact of their involvement in the process” (Rhodes, 1998, p. 47). This
explains why, despite the numerous experiments, democracy achieved full scale
and stability only in the 20" century, after reaching mass literacy and building
modern systems of government administration.

The greatest methodological deficiency of the AR theory, unnoticed by its
critics, is that the inclusivity of institutions— freedom of competition and its le-
gal protection—does not exclude the exploitation of one part of the society by
the other. In a sense, inclusive institutions may also be extractive at the same
time. The dichotomy and unclear definitions of the main concepts significantly
limit the explanatory power of the Acemoglu—Robinson theory.

The NWW theory explains the long-term evolution of institutions in human
communities on a more detailed and deeper level. It may seem that the con-
cepts of limited access orders and the extractive institutions coincide in content.
However, this is not entirely true: the former is focused on the limited participa-
tion of the population in decision-making and on the level of coercion (violence),
while the latter is focused on rent extraction. Due to this nuance, in the frame-
work of the North—Wallis—Weingast theory, it became possible, in principle,
to differentiate the role of rent extraction, depending on the development stage.
However, this approach has not been sufficiently elaborated and, in most conside-
rations, limited access orders and extractive institutions are indeed synonymous.

The NWW theory appears incomplete in a number of other important aspects
as well. It remains unclear what exactly prevents the achievement of threshold
conditions in most countries and whether they are sufficient for a transition to
OAO. To answer this question, we need to include the evolution of civic culture
in the consideration. However, the NWW theory, not unlike the AR theory, does
not really take cultural factors into account.

Both open access orders and inclusive institutions in the AR theory are pre-
sented as the pinnacle of development, as a kind of “the end of history.” This
conclusion results from the fact that the main concepts are “rough” and not
fully elaborated. In the NWW theory, violence is viewed as physical action (or
the threat thereof) contrary to the law or resulting from a “repressive” regime.
However, access (participation) is in fact considered on a binary scale: it is as-
sumed that “free” competition automatically ensures “access.” Meanwhile, open
access orders practised capital punishment for bankruptcy and incarceration for
price collusion. What are they, if not forms of violence? And can market access
be considered free, if a loss in competition is likely to lead to pauperism?



V. Polterovich / Russian Journal of Economics 4 (2018) 346—385 357

Modern OAOs also rely on violence to a considerable extent. The fact that it is
impersonal does not mean that it is “fair” and “efficient.” The rules of the game
themselves may create privileges for a given group of participants. In the simplest
scenario, “perfectly neutral” rules mean that the winner is the one who is the stron-
gest at the moment. However, this effectively limits access, for the weaker. Thus,
impersonality does not ensure genuinely free access, and it would be more reason-
able to call modern OAOs as impersonal access orders (IAO).

At the same time, as many examples show, the involvement of the general
public in the political process hardly guarantees an efficient and “non-violent”
nature of decision-making. As society develops, violence (and, more generally,
coercion) becomes costlier due to cultural changes, i.e. the increased social costs
of human suffering and individual moral costs. This is why IAOs should develop,
becoming orders of general collaboration. In the second part of the paper, we will
attempt to elaborate on this idea.

The idea of the dominant role of institutions in the socioeconomic develop-
ment process seemingly arises due to the fact that formal institutional changes
are introduced through respective laws, the execution of which may be supported
by coercion. In any case, Acemoglu and Robinson, referring to the example of
the two Koreas, could have used this argument.

This path of repressive evolution has been observed elsewhere besides North
Korea. However, even in this case, the role of civic culture must not be under-
estimated: the cultural parameters of the elite determine the structure of the in-
stitutions which it imposes upon a society. If an institutional reform involves
increasing the level of coercion and this level can be maintained by the elite,
then the new institutional system can exist long enough and deform mass culture
so that it becomes adequate for the existing institutions. The threat of violence
forces people to adapt to the existing rules. Dissidents become isolated or elimi-
nated. Behavior that is compliant with the law gradually becomes the norm; civic
culture adapts to the institutions, temporarily contributing to their stability.

It should be emphasized, however, that excessive reliance on violence, while
suppressing the initiative of citizens, leads to their passive resistance, prevents
the growth of resources at the country’s disposal and, ultimately, results in internal
conflicts and a loss of competitiveness with other countries. As soon as the elite,
while changing the institutions, sets the objective for a country’s development, it
faces the impossibility of ensuring their efficient functioning through violence.
If the reform program does not take into account respective constraints in re-
sources, technology, institutions and culture, then legally implemented institu-
tions become dysfunctional (Polterovich, 2007). Thus, in order to explain social
evolution, all of these factors need to be taken into consideration.

Another example of development where a dominant role seems to be played
by institutions is found in integration, i.e. where a region is legally integrated into
a more advanced institutional environment. An example, which plays a perhaps
decisive role in the arguments by Acemoglu and Robinson, is joining the north-
ern part of Nogales, a city populated mostly by Mexicans, to the United States.

The two parts of Nogales were officially divided by a wall and assigned to
different countries in 1918. Evidently, over 100 years, significant differences
should have gradually developed not only in the level of well-being of their citi-
zens, but also in the civic culture, since each of the two resulting cities developed
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under the dominant influence of its respective country. The present-day website
for the American Nogales® names six prominent businessmen who have made
significant contributions to the city’s economic development. None of them was
native Mexicans and only one of them lived in Mexico for some time. In build-
ing their businesses in Nogales, they all relied on their connections with business
communities in other U.S. cities. It would be natural to assume that American
Nogales actively borrowed educational programs, technology and cultural norms
from more advanced U.S. regions. Both the Arizonian and federal government
provided financial support to the city in various forms.”

Transformational costs, which could have turned out to be excessively high
due to cultural and other factors and thus hinder the adaptation of more advanced
institutions, were covered at the expense of external sources. In the vast majority
of situations, the opportunities for reformers to use those resources are highly
limited. Accordingly, the potential for evolution through integration does not
prove the dominant role of institutions.

Welzel’s theory presents the development process (with insignificant qualifica-
tions) as if technical progress and the growth of common resources alone activate
the values of freedoms, which, in turn, is enough to accelerate technical progress
and increase common resources. The mechanisms realizing these relationships
are not considered. The author does point out this flaw in his theory, but believes
it too difficult to overcome (see Welzel, 2013, pp. 281-282).

This approach is partly justified by the fact that econometric methods (Welzel’s
basic instrument) in principle do not produce strict evidence of any causality.
However, the paper lacks a respective qualitative analysis. Moreover, the author
deprives himself of the opportunity to perform such an analysis by consider-
ing institutions as a result, rather than the cause of development (Welzel, 2013,
p- 14). Welzel believes this statement to be confirmed by calculations showing
that the human rights indicator, which he built, depends on the level of emanci-
pative values, whereas backward influence is not revealed statistically or is too
weak. Thus, the Acemoglu and Robinson (2016) theory of the decisive role of
inclusive institutions in socioeconomic development is disproven (Welzel, 2013,
p- 169).

There are grounds to believe Welzel’s conclusion regarding the insignificant
role of institutions to be a consequence of his methodology. The author’s emanci-
pative values index does not directly incorporate the vital characteristics of civic
culture, such as generalized trust or the level of corruption. Although the author
shows that the EVI correlates with other cultural indicators, this may have been
insufficient for an adequate assessment of the effect that institutions have on cul-
ture. In addition, the EVI reflects comparatively recent changes in civic culture
and therefore can hardly be used to characterize development prior to the second
half of the 20™ century.

At the same time, as an argument against the Acemoglu and Robinson ap-
proach, Welzel’s conclusion is not unfounded. Indeed, those authors assert an

6 http://nogalesusa.com/heritage/nogales-families/

7 See, e.g. https://evogov.s3.amazonaws.com/media/81/media/15861.pdf and http://www.azplanningcenter.
com/Nogales/Files/2010_08 20-000-ExecutiveSummary_IntroductionAndOverview.pdf, where it is stated
directly that “the problems of Nogales (Arizona) are addressed at the federal, state, and local levels...” (p. 3).
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intricate connection between inclusivity (the participation of large population
groups in economic activity) and protected private property, an impartial judicial
system and equal opportunities for all citizens to participate in economic activity
(Acemoglu and Robinson, 2012, pp. 74-75). In this context, it would be quite
reasonable to measure the quality of institutions through the human rights index.
However, the numerous attempts at shock democratization of backward countries
have shown that expanding human rights under conditions of poor civic culture
most often results in the intensification of rent extraction processes, falling output
and, consequently, a return to authoritarianism. Thus, civic culture is, above all
else, a pre-requisite for expanding human rights, while the reverse effect is quite
likely to be weaker. However, Welzel’s theory also fails to examine the internal
causes of social evolution and, in particular, the question of what can be done to
improve civic culture under “poor” institutions.

To answer this question, we will consider two different types of development.
The first is commonly called catching up development. These are countries with
arelatively low level of well-being and low quality institutions and civic culture.
The objective for these states is to converge with developed countries. Few have
managed to succeed, but their experience is especially valuable. The success of
catching up development is called an “economic miracle.” Striking examples in-
clude the East Asian tigers, post-war France, Spain in the 1960s and Ireland in
the 1990s. China and Malaysia have recently demonstrated rapid and sustainable
economic growth. Extensive literature is dedicated to the study of “economic
miracles.” Below we summarize and make certain additions to Polterovich
(2016a, 2016b), demonstrating that changes in institutions and culture need to be
coordinated in order to achieve success.

The other type of development is characteristic of leaders, which include
Great Britain and its “offshore areas” —the United States, Canada, Australia,
New Zealand, as well as continental Western Europe. The difference between
the two types is conventional to a certain degree. Almost all countries had to
catch up in different periods, therefore, for example, France and Spain should
be attributed to different types in different periods. Part II of this paper studies
leading development.

Before turning to the issue of catching up development, it is useful to clarify
how the terms “institution” and “civic culture” are futher understood. It is well
known that there are significant discrepancies herein (see, e.g. review in Alesina
and Giuliano, 2015). Our formulations below are close to those used in literature
and, of course, do not pretend to be precise.

In a system with multiple interacting agents, we call an institution a set of
norms (behavior rules for those agents) forming a certain whole. The norms may
be formal or informal. Compliance with the norms is maintained through positive
and/or negative incentives but is also affected by the characteristics of the agents.
Norms and incentives only constrain their behavior to a certain extent, but do not
conclusively define it. Therefore, an institution “transferred” from one environ-
ment to another may become dysfunctional.

A group of agents acting within the framework of an institution to achieve
common goals is called an organization. A term like “firm,” “stock exchange,”
“agency” etc. can be a reference to an institution or organization of a certain

type.
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Quite often, governance strategies are not classified as institutions due to their
relatively short-term nature. This distinction does not appear to be convincing,
especially where a certain type of policy is characteristic of a sufficiently long
stage of development.

Behavior mechanism is determined by a combination of respective norms, in-
centives and characteristics of the acting agents. A mechanism can evolve even if
the formal rules remain unchanged.

The concepts of competition, power and collaboration, relevant for further dis-
cussion, are considered in Polterovich (2017b). We will not dwell on them here.

We understand the term “civic culture” as a set of attitudes of a typical indi-
vidual to other individuals, social groups and institutions, of his expectations,
wordviews and values, as well as of his sociopsychological characteristics de-
termining his functioning within various institutions. In the processes of socio-
economic development, an important role is played by such elements of civic
culture, measured by surveys and experiments, as generalized trust, tolerance,
the value of freedom of choice, the length of individual planning horizons etc.

1.7. Catching up development: the connection between culture and institutions

As noted above, Welzel’s conclusion regarding the primacy of civic culture
over institutions is based on the fact that his index of emancipative values served
as a relevant determinant of the human rights index, whereas no reverse effect
has been established. However, the human rights index is hardly an exhaustive
characteristic of an institutional system. In order to study the mutual influence
of institutions and culture in developing countries, one needs to distinguish be-
tween institutions of human rights and political freedoms (IPF), institutions of
a competitive market (ICM) and institutions of catching up development (ICD)
(Polterovich, 2016b). IPFs more or less ensure the equality of all citizens be-
fore the law, the right to elect and be elected, the freedom to receive information,
express opinion, travel, establish political parties and public organizations etc.
ICMs are responsible for the freedom of competition, property protection, restric-
tions on corruption, lobbying and monopolies.

However, as shown by numerous studies, attempts to “directly” improve IPFs
and ICMs by passing legislation have not succeeded, primarily due to cultural
constraints. The population of many developing countries is characterized by (see
Polterovich, 2007, Section 6.9): disrespect towards the law, which leads to surges
in corruption and rent-seeking if freedoms are expanded; paternalism and short-
radius collectivism; manipulability; low levels of institutional and interpersonal
trust; short planning horizons; low governance culture and authoritarian thinking
style by the rulers. Numerous attempts of shock therapy (abrupt changes of eco-
nomic and political institutions) in developing countries have usually resulted in
falling output, deteriorating cultural characteristics and a return to authoritarian
methods of governance.

The comparatively rare cases of “economic miracle” are associated with gra-
dualist reforms which used catching up development institutions as interim ones
(Polterovich, 2007, pp. 55, 136); they are able to function in a relatively back-
ward cultural environment. ICDs include the corporatist system of governance,
the general development agency, indicative planning, a national innovation sys-
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tem orientated towards technology borrowing and coupled with active industrial
policy, mechanisms for maintaining an undervalued exchange rate, progressive
personal income tax etc. While initiating economic growth, they simultaneously
accelerate the evolution of civic culture, creating conditions for improving IPFs,
ICMs and ICDs themselves (Polterovich, 2016a, 2016b).

Let us consider why it is that the ICDs provide effective tools which enable
entirely different backward countries to catch up with advanced economies
within 15 to 25 years. Solving a task like that requires realizing the “advantage
of backwardness” (A. Gerschenkron), i.e. the opportunity to borrow technolo-
gies and governance methods that have proven to be effective in other count-
ries. Technology borrowing by individual firms will inevitably face serious con-
straints, such as the lack of suitable raw materials, equipment or demand for new
products. To use the backwardness advantage, large-scale modernization projects
are needed which affect different vertices of the production graph. This leads to
the need for planning. However, as practice shows, effective plans cannot be “im-
posed from above.” Their development and implementation requires positive col-
laboration (Polterovich, 2017b) with all main social groups. Their actions need to
be coordinated, not suppressing but, on the contrary, encouraging initiative while
simultaneously controlling rent extraction opportunities. ICDs can solve these
tasks by complementing each other.

The political regimes in Southeast Asian countries and in the majority of other
“economic miracle” countries took into account the paternalist expectations of
their populations. The decisive role belonged to the state. However, the gover-
nance system was based on corporatist principles, which required close inter-
action between government authorities, business associations and trade unions,
as well as taking consumer interests into account, conducting inequality reduc-
tion policies and targeting government officials at all levels towards ensuring
economic growth under a sufficient degree of decentralization. Explicit and im-
plicit agreements between workers and employers mitigated class conflicts, while
strengthening institutional and interpersonal trust.

Indicative planning played a vital role in the administration and consolida-
tion process. P. Masse, who created the world’s first such planning system in
post-war France, wrote: “The Plan is worked out through a concerted effort by
representatives of economic and social forces: civil servants, management (ag-
ricultural, industrial, commercial), trade unionists, and workers. This collabora-
tion makes for more coherent forecasting and decisions, and it creates a feeling
of togetherness which is favourable for the implementation of the Plan” (Masse,
1965, p. 265).

A number of collaboration institutions acting in the countries of catching up
development relied on collectivism and successfully overcame difficulties aris-
ing due to the short radius of interpersonal trust and the imperfections of mar-
ket institutions. They include the main bank system and the lifelong employ-
ment system in post-war Japan and other Southeast Asian countries, township
and village enterprises in China in the 1980s and building and loan associations
(Bausparkassen) in West Germany and Austria after World War II. As well-being
improved, so did civic culture, while the role of the state diminished gradually;
the ICDs were losing their significance, giving way to institutions of economic
and political competition.
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The ICD concept answers the question raised in North et al. (2013, p. 2), on
which we have mentioned earlier: “How remaining in a limited access order to
improve social organization in order to increase output, reduce violence, ensure
a stable political system and improve the individual well-being of citizens?”
Reformers should introduce institutions capable of initiating and maintaining
economic growth under cultural and other constraints, while weakening them,
ensuring the potential for future institutional transformations.® An important and
understudied question is why do the vast majority of developing countries fail to
follow the strategy which, as noted above, could lead them to success? The ques-
tion is partly answered in Polterovich (2014, 2017a).

1.8. Final remarks

The AR and NWW institutional theories discussed above offer no satisfac-
tory explanation for the social development process. It remains unclear why ex-
tractive institutions (limited access orders) have dominated throughout almost
the entire human history and what were the causes and mechanisms by which
they gave way to inclusive institutions (open access orders) in the 20" century.
Welzel’s theory of the emancipation cycle also contains no analysis of causal
connections, leaving unaddressed the mechanisms which drive the evolution of
civic culture; his main development indicator (the emancipative values index)
could hardly serve as an informative characteristic of societies before World War
II. Moreover, all of these theories treat modern competitive society as the pin-
nacle of civilization, without even trying to identify any trends for future socio-
economic evolution.

The objective of the general theory of socioeconomic development is to ex-
plain the structure and alterations of the organization of human communities,
including the spheres of foreign and domestic political and economic interac-
tions. Our analysis demonstrated that the attempts to address this task, based
on considering only geographic or institutional or cultural factors, do not lead
to success. Moreover, as noted above, studying development only by character-
izing the degree of involvement of the general public in the political process
is unproductive, since the involvement may signify an exhausting political or
economic struggle as well as a constructive dialogue. We need a better differen-
tiated analysis of the evolution of interaction mechanisms between individuals
and their communities.

The development trajectories of various countries differ greatly even within
Western civilization. Identifying general patterns requires a rather abstract level
of analysis. In the second part of this paper, I will attempt to investigate how
the interrelation within the three main mechanisms of coordination (competition,
power and collaboration) changed in the process of evolution.

Unlike the authors of monocausal theories, I believe it is necessary—in or-
der to explain socioeconomic development—to consider the mutual influence
of institutions, civic culture, technical progress and levels of well-being; it is
also advisable to take geographic factors into account. The idea of North—Wallis—

8 In terms of the reform theory, the issue is to build promising institutional trajectories (see Polterovich, 2007,
Ch. 7 and Section 4.7). The ICD concept is discussed in more detail in Polterovich (2016b).
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Weingast regarding the reduction of the role of violence, which, in our opinion,
not only acts as an attribute of power but also of competition, will be expanded.
During the past 100 years, both of these mechanisms have been giving way to
institutions of positive collaboration in developed countries (Polterovich, 2015,
2017b). It would be natural to encourage this trend further, realizing that it has no
satisfactory alternative.

Part 2. Evolution of coordination mechanisms
2.1. Introductory notes

Part two of the article is dedicated to leading development; here we are in fact
dealing with the evolution of Western societies. We will show how, as a result of
mutually caused changes in culture, institutions, technical progress and the level
of well-being, specific forms and combinations of the three main coordination
mechanisms emerged at every stage of evolution. We stress the significance of
ideology and the phenomenon of technical progress in shaping the institutions of
economic and political competition, which, in turn, contributed to the develop-
ment of an ideology of social progress and the formation of the welfare state.
These changes, along with economic growth, created the conditions for further
transforming civic culture: increasing the levels of trust, tolerance, altruism and
cosmopolitanism and extending the planning horizon. We demonstrate a decreas-
ing level of coercion built into the mechanisms of power and competition and an
expansion of the role of collaboration. We put forward a hypothesis that the speed
of these processes depends on geographical factors. In conclusion, we discuss
the idea of the welfare world.

By investigating the mutual influence of coordination institutions on the econo-
my and the culture, we gain the opportunity to explain the process of socioeco-
nomic evolution, abstracting from the specifics of particular countries. Of course,
applying this pattern to the history of each country will require specification and
elaboration. However, the main driving forces for development and the causal
connections examined below are invariants of different modifications of leading
socioeconomic development.

The development of the approach applied here (“philosophy of collaboration™)
began in the articles (Polterovich, 2015, 2017b, 2017c), mostly based on materials
from the 19™ and 20" centuries. The time range in this paper has been expanded
considerably. Realizing my plan, I rely on the works of Fukuyama (2011, 2014)
and Mokyr (2005, 2016) that emphasize the role of culture in the development of
the state and stress the significance of the idea of technical progress.

2.2. War, civic culture and the formation of power mechanisms

The four main types of human societies are usually distinguished as: band,
tribe, chiefdom and state (Diamond, 1997).

Bands of human species (10-50 persons) were engaged in gathering in an
era when other forms of human communities did not yet exist. Historically, col-
laboration became the first coordination mechanism. This mechanism was set
genetically and based on the natural altruism of parents towards their children.
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According to the Hamilton law and numerous studies, kinship altruism also ap-
plies to distant relatives, although the level of altruism diminishes with the degree
of kinship (Birch and Okasha, 2015). Genetic predisposition provided the foun-
dation for expanding collaboration—the formation of tribes and then chiefdoms.
The most primitive form of civic culture, which included trust towards relatives
and suspicion towards outsiders, was a natural consequence of biological evolu-
tion, based on the awareness of kinship relationships. As the size of communities
increased, relationships became increasingly harder to identify. As a solution to
this task, an initial form of religious consciousness appeared, i.e. a cult of ances-
tors that cemented the society.

The formation of larger and structurally more complex communities took
place under the influence of four main factors: the threat of attack, limited re-
sources, the will to collaborate and changes in resource production technology.
Technological changes—animals domestication and the development of agricul-
ture—encouraged the emergence of land ownership. It had to be protected; at
the same time, an opportunity appeared to increase consumption through expand-
ing land plots. Carneiro (2002, pp. 90-91) names two main tasks of chiefdoms:
capturing prisoners of war to be used as slaves and seizing territories to force
new subjects to pay tribute and provide warriors in case of war. Chiefs relied
on violence and a hierarchy of administrators. In chiefdom administration algo-
rithms, kinship also played a key role. Kinship remained the source of behavioral
altruism and, consequently, a genetically set will for short-radius collaboration.
Collaboration ensured the survivability of communities in the processes of exter-
nal competition.

Often, collaborative mechanisms are built into competitive mechanisms, so
that the complete destruction of the enemy contradicts the interests of the op-
ponents. In this concrete case, we are talking about another factor of genetic
nature — exogamy, which necessitated the exchange of women between groups.
Such exchanges could serve as a conflict resolution mechanism (Fukuyama,
2011, pp. 54-55). In addition, it was an incentive for groups to unite.

Thus, the two very important coordination mechanisms— collaboration and
external competition—are of genetic origin. Mechanisms of power emerged as
a result of the need to fight competitors, relying on vertical coordination. Civic
culture originated from genetically set behavioral norms, instincts, while ensur-
ing an understanding of the advisability of the power hierarchy and, consequent-
ly, a certain degree of voluntary participation in power mechanisms. Thus, they
relied not only on coercion but also on the willingness to collaborate.

A conclusion suggests itself that, at the dawn of civilization, the development
of human communities was far from being consistent with Welzel’s emancipa-
tion cycle. The most important elements of culture—trust towards relatives, exo-
gamy —were set genetically and the improvement of institutions resulted not so
much from the growth of resources but under the influence of their scarcity.

The role of kinship relationships gradually becomes weaker as the state
emerges and develops. The rules for power formation, the functioning of armed
forces, law enforcement agencies and courts are formalized and depersonalized,
becoming laws.

The need for professional administrators and war commanders leads to
the emergence of an elite. The elite had to be educated, trained and therefore
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already freed from physical labor. The elite material needs are satisfied at the ex-
pense of other members of the society which it serves and which is not rich
enough to provide educational services to all of its members. In natural states,
limited access orders are not only not dysfunctional, as North and his co-authors
wrote; they are necessary. Power in a poor society should inevitably rely on
extractive institutions. Inclusive institutions (open access orders), which domi-
nated as collaborative mechanisms in the initial development stages, are losing
their significance, being relocated to the lower, communal levels of the power
hierarchy.

C.Tilly, one of the founders of the modern theory of the origin of the state, wrote
that “war made the state, and the state made war.” Citing these words, Fukuyama
noted that Tilly had relied on the history of Europe; however, this conclusion
also applies to China (Fukuyama, 2011, p. 94). There are doubts with respect to
Latin America and certain other regions, since large-scale armed conflicts were
unusual for them. However, in all cases, external political competition (a threat of
war, in particular) became the most important motivation for the organizational
progress, the formation of power mechanisms (Thies, 2012).

Power would require too high a cost and could not be stable relying on
violence alone. Its second most important pillar was ideology, which shaped
an appropriate type of civic culture aimed at collaboration. Carneiro wrote:
“Ideology... may eventually become an elaborate, coherent, and compelling
system of beliefs and practices... this ideology may in time penetrate so deeply
in a chiefdom’s traditions as to obscure and belie its true roots. The ruthless con-
quests of a military despot may, in a few generations, become transmogrified
into a peaceful and benevolent joining of willing peoples by an ancient leader
who, if not a god himself, was at least guided by a divine hand” (Carneiro,
2002, pp. 92-93).

Religion, shaped around a cult of ancestors, played an enormous role in form-
ing a single society and cooperative behavior. Fukuyama stressed this: “In large
groups, it becomes harder and harder to monitor the individual contributions of
members; free riding and other forms of opportunistic behavior become much
more common. Religion solves this collective action problem by presenting re-
wards and punishments that greatly reinforce the gains from collaboration in
the here and now. If I believe that my tribe’s chief is just another fellow like me
following his own self-interests, I may or may not decide to obey his authori-
ty. But if I believe that the chief can command the spirits of dead ancestors
to reward or punish me, I will be much more likely to respect his word. My
sense of shame is potentially much greater if [ believe I am being observed by
a dead ancestor who might see into my real motives better than a live kinsman”
(Fukuyama, 2011, p. 37).

It is no accident that, in early states, a religious elite was formed along
with the military elite:® religious rites required knowledge and, accordingly,
time costs incompatible with the independent satisfaction of material needs.
The extractive nature of institutions was an essential condition for survival of

° North, Wallis and Weingast wrote about the Aztec state: “The combination of religion, education, and politics
created a dominant coalition with a strong identity, clear shared beliefs with strong educational roots, and
limited access” (North et al., 2009, p. 57).
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states and still remains an inevitable consequence of the existence of power
mechanisms.'”

Along with religion, secular customs also carried high significance. As an ex-
ample, Carneiro cites the tax payment holiday practised on Fiji Islands, which
was accompanied by songs and dance and culminated with a feast at the King’s
invitation (Carneiro, 2002, p. 94).

Society’s internal organization changed as a result of external competition.
Cultural changes ensured the stability of new institutions and created opportuni-
ties for their further improvements. External competition—war and its constant
threat— acted as the most important factor for technological change. This is what
the authors of A History of Science and Technology wrote: “The process of form-
ing kingdoms and empires involves warfare in nearly all cases. Thus, military
technology is often at the forefront of change. War chariots preceded carts used
for hauling goods by hundreds of years. Copper, bronze, and iron were employed
in battle axes and arrowheads well before they became common as the tips of
plows or in needles” (Bunch and Hellemans, 2004, p. 4).

Since their inception, the protection of subjects and conquering new territo-
ries were the basic functions of chiefdoms and then states. However, the need to
maintain administration bodies, the military and religious elite forced govern-
ments to take care of the economy as well. Up until the 12 and 13 century,
they limited themselves to creating infrastructure and constructing irrigation
structures. The development of industry was included on the list of the most im-
portant tasks for European states following the invention of firearms. According
to A. Gabor, “an unprecedented arms race” began in the 14™ century. “In order to
participate effectively in the attendant inter-state rivalry, monarchs had to create
their indigenous weapon industries or supply the necessary weaponry other-
wise... Apart from paying and feeding the troops, arms production and ship-
building constituted the most burdensome challenge for early modern states...”
(Gabor, 2005, p. 2).

In Chang (2003), it was noted that in the 14" century, English monarchs used
apolicy of taxes, duties and trade barriers to stimulate domestic production. Since
the beginning of the 16™ century and, especially, in the 17" century, the ideas of
mercantilism became widespread in England and France. The governments of
these countries made extensive use of tariffs, subsidies and direct bans on imports
to support a positive trade balance and stimulate domestic industry. The logic of
this policy was a continuation of war logic: benefits had to be gained at the ex-
pense of trade partners.

At the same time, domestic economic policy was aimed at hindering com-
petition. Through guilds, rules were established that prohibited setting prices
for products below a certain level. Advertising of manufactured goods was con-
sidered a violation of ethical norms. In addition, multiple trade barriers were
imposed within each state’s territory: fees for entry to cities, passage through
bridges, the right to trade etc. (Kulisher, 1922; Ogilvie, 2014).

Medieval restrictions on competition are usually deemed to have played
a negative role, hindering development. This is not evident, however. Price fixing

10° Another thing is that at a certain development stage, “the degree of extractivity” of political and economic
institutions begin to decrease (see below).
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prevented price wars, which, given small market sizes, could have negative con-
sequences. Tariffs on the movement of goods were possibly the most effective
method for tax collection given the lack of a reliable accounting for taxpayers and
production and consumption volumes.

War ceased to be a dominating factor in economic policy as a result of the for-
mation of another, more effective mechanism for increasing public resources, i.e.
the innovation economy. For this to happen, the ideology of the “golden age,”
orientated towards maintaining the existing norms and customs, had to give way
to the ideology of social progress.

2.3. The idea of progress and the shaping of competitive
economic mechanisms

As historical experience shows, armed confrontation between several states
in a limited territory could result in two types of equilibrium: the formation
of a united empire spanning the entire territory or the co-existence of those
states constantly threatening each other and fighting each other from time to
time. Being stable within a limited time frame, both types of equilibrium were
prone to characteristic long-running transformations. In the first scenario, we
see the activation of the struggle between the elites and the general public for
resources that were not growing in quantity. Palace coups and civil conflicts
exhausted the resource base, while the lack of clear development goals led to
rejecting innovations and the decay of the ruling class. As a result, the em-
pire became easy prey for unexpected conquerors. This pattern has been in
place throughout all human history. Examples include the Roman Empire and
the Qing empire.

For example, between the 1670s and the 1760s, China fought only offensive
wars and had no strong opponents. By the middle of the 18" century, Hongli,
an emperor of the Qing Dynasty, “perceived himself to be king of the world”
(Nepomnin, 2005, p. 132). He pursued a policy of isolating China, focusing on
traditional values and suppressing innovation. This caused an imbalance to ac-
cumulate between the growing population characteristic of peaceful periods and
the potential of the economy. In the 1770s, a sequence of local riots took place
and in 1796, the Peasant War broke out which lasted for 8 years and “became
the breaking point in the buildup of the Qing empire’s crisis” (Nepomnin, 2005,
p. 364). By the end of the 19" century, the empire became divided into areas of
influence between Western European powers and Russia.

The second type equilibrium is much less common. Examples include
Polynesia and African countries before the arrival of Europeans; in both cases,
the opposing sides were divided by natural obstacles and the resulting equilib-
rium was upset by the invaders. Europe is a unique case in this respect. Over
a thousand years following the conquest of Rome by German tribes, this conti-
nent was shaken by endless wars. The Hundred Years’ War of 1328—1425 demon-
strated that a conflict with neighbors does not lead to the expected benefits.
Advanced European states switched partly to conquering richer, remoter territo-
ries that were less capable of resistance. The great discoveries even more clearly
demonstrated the importance of astronomical knowledge and technical devices,
especially transport vehicles.
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The arms race which began in the 14" century could lead to an absolute vic-
tory for one of the opposing sides and to the formation of an empire covering
the greater part or even all of Western Europe. In this case, the incentives for fur-
ther improvement would be lost, leading to a new recession. This did not happen,
however. To endure the long confrontation, leading European states had to make
development of the economy a high priority. The confrontation contributed to
the formation of a new culture, which ultimately resulted in a sharp acceleration
in economic growth and the shaping of an ideology of public—social and techni-
cal—progress. With the emergence of new, far cheaper methods for expanding
resources, war gradually ceased to be relevant both as a central policy tool and
a leading element of the dominant ideology. The paradigm of state interactions
and their internal organizations changed.

When considering the initial stage of this process, four historical eras are general-
ly defined: Renaissance (14"-17" century), Scientific Revolution (1543-1687),
Enlightenment (1715-1789) and Industrial Revolution (1760-1840).!!

“The European Enlightenment was a multifaceted phenomenon, much of it
concerned with the natural rights of human, concepts of religious and racial tole-
rance, political freedom, inequality, legal reform, and much else. At the deepest
level, the common denominator was the belief in the possibility and desirability
of human progress and perfectability through reason and knowledge. The mate-
rial aspect of this belief followed in the footsteps of Francis Bacon’s idea of un-
derstanding nature in order to control her. Useful knowledge became the buzz-
word of the eighteenth century” (Mokyr, 2005, p. 4).

Finding a connection between an area of knowledge and production became
a key discovery for this period. This idea, clearly formulated by D. Diderot in his
Encyclopedia, came to fruition during the Industrial Revolution, when the leading
researchers— G. Davy, J. Priestley and A. Navier—successfully combined their
research activities and inventions (Mokyr, 2005, p. 9-10). During this period,
there were established scientific societies (Society of Arts in England in 1754)
and applied educational institutions (Grandes écoles in France, Mining Academy
in Saxony, Royal Institute in England); scientific journals appeared (Journal of
Natural Philosophy, Chemistry and the Arts, 1797).

Atthe initial stages, the development of arts, scientific knowledge and enlighten-
ing ideas became possible due to the aforementioned equilibrium which had
formed in Europe. The presence of numerous ruling (king’s, prince’s etc.) courts
encouraged the shaping of a peculiar market of artists and thinkers: each ruler
tried to have famous persons amongst his subjects. Renown earned by unself-
ish labor provided an opportunity to receive material support. When the idea of
progress took roots in the consciousness of the ruling elite, researchers were now
able to compete for state-paid positions in academies and educational institutions
(Mokyr, 2016).

One should have in mind that, up until the 20™ century, no invention could be-
come widely spread in Europe without the formal approval of one or other ruler.
The Industrial Revolution may not have taken place without the tough opposition
of European states.

1 The dates are quite conventional, there is no generally accepted periodization; moreover, these processes
occurred in different countries at different times.
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Diamond wrote: “In fact, precisely because Europe was fragmented, Columbus
succeeded on his fifth try in persuading one of Europe hundreds of princes to
sponsor him... The story was the same with Europe’s cannon, electric lighting,
printing, small firecarms, and innumerable other innovations: each was at first
neglected or opposed in some parts of Europe for idiosyncratic reasons, but once
adopted in one area, it eventually spread to the rest of Europe. These conse-
quences of Europe’s disunity stand in sharp contrast to those of China’s unity”
(Diamond, 1997, p. 413). The point is that Chinese rulers, without the pressure
of external competition, driven by political intrigues, made decision after deci-
sion which hindered the development of China’s economy. As a result, the weav-
ing loom invented in the 14" century never gained expansion in China and, in
the 15" century, naval expeditions were banned, shipyards were destroyed and
the production of mechanical clocks was stopped.

J. Mokyr stressed, however, that the Industrial Revolution in Europe affected
only a thin stratum of the elite, “a few tens of thousands of clever and dexterous
mechanics and skilled craftsmen who could read blueprints, knew the proper-
ties of the materials they used, ...and had the experience to understand friction,
torque, resistance, and similar concepts. For the rest of the labor force, education
and literacy may not have mattered much and Britain’s had no advantage in it”
(Mokyr, 2005, p. 15).

The era of universal literacy in Western Europe came only by the end of
the 19'" century. However, in the elite strata of society, the idea of public progress
took root already by the middle of the 18th century.

The Industrial Revolution was accompanied by vital institutional changes. In
the late 17™ century, following the Glorious Revolution in England, patent law
began to take shape and strengthening of contract enforcement law was started.
However, as Mokyr pointed out, of no less—and possibly greater— importance
was the removal of the numerous trade restrictions characteristic of the current
regimes during the Industrial Revolution. By this time, the regimes had become
an obstacle for potential trade expansion, which was made possible by the de-
velopment of transportation vehicles, the discovery of new lands and the growth
of production. Guilds resisted liberalization, and they were supported by part of
the administrative elite, for which restrictions were a source of rent. In England,
the guilds were relatively weak; some researchers believe that this partly explains
England’s leadership in the Industrial Revolution. In France, the guilds were dis-
solved by law in 1791, and the Napoleonic Wars accelerated their liquidation in
other European countries as well. A certain effect on the outcome of the struggle
was exerted by the theory of A. Smith, who linked the ideas of economic progress
and free competition (Mokyr, 2005, pp. 19, 22).

Thus, the old inefficient institutions of collaboration, which led to the mono-
polization of local markets, were destroyed. At the beginning of the new stage,
competitive mechanisms used to become tougher and then gradually softened,
as new and more efficient collaborative mechanisms formed (Polterovich, 2015,
2017b). The most important factor in this transformation was technical progress,
which, along with trade, promoted the transformation of economic interactions
into a positive sum game.

The history of the development of the idea of progress, industrial revolution
and the creation of competitive markets convincingly illustrates the interrelation
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and interdependence of the three factors of development: culture, institutions
and the modernization of production technology, so not one of them should be
considered dominant. The ideology of technical progress, unlike the ideology of
armed confrontation, allows for the decentralization of control and coordination
of interests on the basis of mutual benefit and, consequently, the use of horizontal
collaborative mechanisms. However, for these opportunities to become a reality,
a long evolution of social consciousness and institutions was required.

The proliferation of the ideology of technical progress amongst the elite strata
of Western society did not lead to the immediate refrain from armed confronta-
tions. Over 100 years passed after the end of the Industrial Revolution before
war between Western European countries ceased to be an expected reality.'?
Napoleon and other rulers of European states, who already possessed a new tool
to improve well-being, were still prisoners of the old paradigm. This impeded
the decentralization of governance and the development of democracy. Victorious
wars were supposed to justify in the eyes of society—and possibly in his own
eyes— Napoleon’s appropriation of the emperor’s crown.

“Twenty years of almost uninterrupted wars (beginning from 1792) complete-
ly drained France. Its direct irrecoverable losses amounted to around 1 million
people. The country was tired of war. Young people evaded military service under
any pretext, including self-injury” (Chubaryan and Mirzekhanov, 2014. p. 117).
The role of the economy in the France’s governmental policy grew over time. For
example, “Napoleon III, to a greater extent than his predecessors on the French
throne, understood the importance of economic progress. He surrounded him-
self with prominent economists and entrepreneurs... His government lifted re-
strictions on share capital activity..., signed a free trade treaty with Great Britain
(1860), completed the large-scale reconstruction of Paris... Dramatic transforma-
tions occurred in transport vehicles: the country became covered with a dense
network of railroads... In the 50s and 60s, France achieved the highest rates
of economic growth during the entire century. Moreover, the ‘locomotive’ of
the French economy was modern, large, machine-driven industry... At the same
time, the main support for the Bonapartist dictatorship was the top of the French
army. Napoleon III, actively using the armed forces to achieve foreign political
goals, completely quenched its thirst for victories, ranks, and awards” (Chubaryan
and Mirzekhanov, 2014, p. 123).

2.4. Development of institutions of political competition

Throughout the greater part of human history, the main task of organized hu-
man communities—tribes, chiefdoms and states—was to capture the wealth
and territories of others while protecting your own. Solving this task required
a hierarchical organization of society, an ideology ensuring vertical collabora-
tion between its members and the presence of an elite to command armies and to
introduce the ideology into the general public’s mind.

The elite inevitably had to be served by the rest of the society, but the level
of respective costs depended on culture and current institutions. The pursuit of

12 To a great extent, this can be attributed to the asynchronous nature of the cultural development in the leading
European countries, i.e. England, France and Germany.
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power and greater rents led to a constant struggle between elite groups, conflicts
and coups. Technical progress increased the role of the economic component
of social development, strengthening the industrial and commercial elites who
began their battle for power. The formation of electoral democracy was to en-
sure societal stability and reduce the costs associated with the struggle between
the elites. However, this process required huge expenses due to the gap between
the levels of civic culture of the elite and the general public.

The most important reason here was the lack of education: the low demand
for it from society and the state did not stimulate its development which, in turn,
hampered the development of the economy and public institutions. However, an
even deeper cause was the low level of well-being. Mass education is possible
only if young people can postpone entering into a life of labor.

In 1910, the proportion of students in senior secondary school aged 10—19 did
not exeed 2.8% in England , France, Austria and Italy; in Germany, this propor-
tion was 3.2%. At the same time, the share of students between 20 and 24 did
not exeed 1.35% in all the aforementioned countries except Austria, where about
3.8% of this age group attended universities (Volkov, 2017, p. 107). These figures
not only confirm Fukuyama’s statement that “Europe was not socially ready for
democracy until the final third of the nineteenth century” (Fukuyama, 2014,
p- 392), but also make it possible to strengthen it: actual preparedness came only
after World War I.13

The painful process of developing democracy in Europe during the 19" cen-
tury was largely attributable to the fact that the ideas of social progress and uni-
versal equality, which conquered the minds of many in the educated class, were
not thoroughly developed: too little was known about under what conditions and
in what form these ideas could be realized. The ideology of violence as the main
method of conflict resolution, which had dominated for thousands of years, fanci-
fully existed alongside the ideas of building a fair democratic society. This is why
dreamers carried away by Rousseau’s ideas that all people are born equal and free
and that the guardians of executive power are not the lords of the people but their
servants, tried to realize those ideas through mass executions. Rampant abuse of
power, crime and corruption, which followed still another revolution, prompted
society to restore monarchy.

Thus, in the description of the coup of 18 Brumaire 1799, the authors of
“World History” noted: “The elite of the Republican politicians generally sym-
pathized with Bonaparte’s pursuit of absolute power, manifested in the constitu-
tion. Its members were afraid of extremities like civil war, revolutionary terror or
royalist counterrevolution. They had long dreamed of a ‘strong hand’, a dictator
who would secure order and peace in France, as well as its protection against
external threats. Bonaparte fully satisfied their expectations” (Chubaryan and
Mirzekhanov, 2014. p. 115).

Moreover, at the early stages in the development of democratic institutions,
the losing side had no guaranteed security. Quite often, political competition was
only a prelude to traditional violence. In North et al. (2009, p. 203), we read:
“When violence breaks out in natural states, losing factions are often killed,

13 1t should be noted that, to an even greater extent, a sufficiently high level of education is necessary to form
long-radius institutions of collaboration.
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exiled, or otherwise eliminated. Bolingbroke provides an example. As secretary
of state under Queen Anne (1702-1714), Bolingbroke had sought to eliminate
the Whig faction...” When the Whigs took the upper hand, Bolingbroke was (ex-
trajudicially) convicted by the parliament for eternal exile and deprived of his
title and fortune. “The British actively restricted factions by the threat of death or
exile, until the mid-eighteenth century.”

The democratic mechanism based on majority rule, which was implemented
in the 18" and 19 centuries, represented only the very first (though quite im-
portant) step towards reducing the costs associated with adopting social solu-
tions, while inheriting certain traits of a traditional mechanism based on violence.
North and his co-authors cited Washington: “The alternate domination of one fac-
tion over another, sharpened by the spirit of revenge natural to party dissension,
which in different ages and countries has perpetrated the most horrid enormities,
is itself a frightful despotism” (North et al., 2009, p. 208).

Voting rights, as well as access to education, remained a privilege for a tiny
minority in many European countries up until World War I. In Great Britain,
Austria, Italy, Belgium, Finland, Sweden and the Netherlands, comprehensive
election rights for men were only introduced at the beginning of the 20" cen-
tury. In France and Switzerland, the male population obtained voting rights in
the middle of the 19" century. However, women in these countries had to wait
another 100 years (Fukuyama, 2014. Table 6). The rapid expansion of election
rights led to the negative consequences mentioned above. A gradual expansion
was, however, necessary to avoid revolutions, which resulted from the discontent
of certain strata of the population supported by a portion of the elite and driven by
the ideas of social philosophers. Not infrequently, the ruling elite itself initiated
reforms, hoping to attract new voters.

As democracy developed, its consensual form (Lijphart, 2012) and par-
liamentary committees appeared, which facilitated compromises not only in
consensual but also in majoritarian democracies. Opposing parties in a num-
ber of countries began to receive financial support from the state. The costs of
political competition decline due to incorporating collaborative mechanisms.
Similar processes take place in economic competition as well (see more detail
in Polterovich, 2015).

The emergence of an innovative economy facilitated the displacement of
the traditional mechanism of foreign political competition (war) for three main
reasons. First, due to the improved effectiveness of armaments, the costs of
armed conflicts increased. Second, improved living standards for the population
led to changes in values. In particular, the estimated damage resulting from hu-
man suffering increased.'* Third, demand appeared for mass education which, in
turn, created conditions for the conscious participation of the general public in
the political process; a declaration of war ceased to be the prerogative of a small
elite group.

Levy and Thompson (2011, pp. 6—8) estimated the number of casualties in
the greatest battles over the past 25 centuries. It turned out that in the 14™ cen-

14 This is confirmed, for example, by the tradition, spread in the XX century, of announcing national days of
mourning in the event of death of a small number of citizens by the standards of previous centuries (usually
more than 100 in modern Russia).
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tury, the number of victims per battle was twice as high as in the 5" century BC.
At the beginning of the 19 century, this number doubled again when compared
with the 5" century BC, whereas, in the 20" century, it increased tenfold when
compared to the beginning of the 19" century. At the same time, the frequency of
wars between the leading powers decreased. Over the past 70 years, there have
been no such conflicts at all.

The mechanisms of economic and political competition, having ensured
growth in the resources at society’s disposal, prepared the next stage of its trans-
formation—the transition to a system based on the ideology of social peace and
collaboration. A most important step in this direction was the building of the wel-
fare state.

2.5. The rise of the welfare state

By the beginning of the 20" century, the ideology and mechanisms of techni-
cal progress, combined with the ideology and institutions of free competition,
acquired a decisive role in shaping the government policy of Western countries.
However, as well-being and mass culture improved, society became increas-
ingly more sensitive to the negative aspects of competitive mechanisms— high
inequality, unemployment and overproduction crises. The 1930s crisis played
a special role. The rise of fascists to power in Germany, Spain and Italy showed
that, under such conditions, political competition may lead to the victory of de-
structive forces.

World War II consolidated societies both politically and economically in
the countries that opposed to fascism. The forced use of centralized mecha-
nisms for the distribution of scarce goods (e.g. food stamps in England)
encouraged a change in the balance of power in the confrontation between
market and dirigiste ideologies. A. Briggs cited one of the “white books” pub-
lished by the coalition government of Great Britain in 1944: “...it is right
for all citizens [from the viewpoint of morals], to stand in together, without
exclusion based on differences of status, function or wealth” (Briggs, 1961,
p. 13). In particular, the government declared fighting poverty and unemploy-
ment as its tasks.

At this time, the concept of “welfare state” became generally accepted. It
marked a change in the understanding of the role of power. The need to unite
during the war forced politicians to consider society as a single whole. Social
services were to take care of not just the poorest, but all strata of the population.
From then on, the government strove to ensure not just the minimum for every-
one, as before, but “acceptable” levels of medical service, living conditions, em-
ployment and income. “There was thus a close association between warfare and
welfare” (Briggs, 1961, p. 14).

This approach signified a recognition of the need for cooperative mechanisms
in order to adjust competition, the “play of market forces.” The increased respon-
sibility of society for unfavorable accidents that could affect any citizen, marked
the initial stage of the transition to a new understanding of the role of the state as
an intermediary in horizontal collaboration between citizens.

Of course, the turn towards social welfare policy was prepared through lengthy
discussions that lasted throughout the 19" century between advocates of free
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market, who relegated the state to only the role of a “night watchman” and sup-
porters of paternalistic and moderate socialist views on the role of the state (pri-
marily Fabians). The development of democracy, the emergence of trade unions
and workers’ parties and the aspiration of politicians of different directions to
attract the general public to their side were of great importance. Thus, political
competition facilitated the mitigation of consequences and then limitatation of
economic competition.

The introduction of progressive taxation should be considered as one of the im-
portant steps in the formation of the welfare state. In England , it was introduced
in 1789, but in the U.S. and in continental Europe, it became common only in
the 20 century (Westin, 2014).

The first pension system appeared in Germany in 1889. By the beginning of
World War 11, pension systems operated in the majority of western countries, with
an increasing ratio of pension to wages over time (Feldstein & Liebman, 2002,
pp. 2254-2256).

As noted in Brown et al. (2003, p. 4), in the post-war period, for the first time,
education occupied one of the central positions in the fuctioning of developed
industrial societies, as it was now regarded as a key investment in ensuring eco-
nomic growth and social justice.

In 1938, only 8.4% of children aged between 11 and 18 attended state second-
ary schools in Great Britain. The ratio increased to 30% by 1951 and to 37%
in 1968. Higher education also expanded. There were 69,000 students in Great
Britain in 1938; by 1963, there were already 215,000 and this number doubled by
1970. In 1940, only 2.1% of the national income of England and Wales was spent
on education, whereas by 1965, education expenses grew up to 4.1% of national
income (Brown et al., 2003, p. 5).

During the post-war period, the growth of social spending was not monoto-
nous and regularly became the subject of sharp political struggles. Nevertheless,
between 1960 and 2016, social spending increased significantly in developed
countries not only in absolute terms but also as a share of GDP (Table 1).

As the welfare state took shape, the division of society into an elite and
the masses did not disappear, meaning that the extractive nature of existing in-
stitutions remains in place to a certain extent even now. Nevertheless, the dra-
matic change in the state’s role led to a substantial reduction in the costs of eco-

Table 1

Social expenditure in percentage of GDP.
Country 1960 2016
France 14.3 32.0
Finland 9.4 29.8
Belgium 15.9 29.2
Sweden 12.0 26.4
Great Britain 11.2 21.2
United States 6.6 18.9
Australia 8.4 17.8
Turkey 4.0 (1980) 12.5
Mexico 1.7 (1980) 7.5

Sources: OECD.Stat (http://stats.oecd.org/Index.aspx?datasetcode=SOCX AGG, data extracted on 8 January,
2019); Hicks and Misra (1993, Table 2).
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nomic and political competition for the losers, which created preconditions for
establishing social peace, further improvement of civic culture and formation of
collaborative mechanisms. This was the path of development of the basic insti-
tutions for regulating economic competition—the institution of bankruptcy and
antitrust legislation (Polterovich, 2015).

In the 18™ century, a bankrupt person could be executed and up until the mid-
19 century, bankruptcy laws provided for incarceration in Western countries.
However, legislation gradually came to take the interests of bona fide debtors into
account and to encourage their collaboration with creditors. Legislators provided
for voluntary bankruptcy procedures and for signing agreements to make instal-
ment payments on debt in arrears, introducing the mechanism of receivership and
the concept of limited liability (Tabb, 1995; Freeman et al., 2006).

Modern bankruptcy laws try to balance interests of debtors, creditors and so-
ciety, prioritizing public interests. This is why temporarily insolvent firms often
receive government support.

Antitrust legislation has evolved in a similar way. The Sherman Act, adopted
in the U.S. in 1890, provided for a fine and/or incarceration for up to three years
for cartel agreements between firms. The law became more stringent and kept up
its “punishing” nature until the last decades of the 20" century, when it became
clear that collaboration between enterprises, on the whole, carries more benefit
than harm to society. This may have been the result of the improved civic cul-
ture of entrepreneurs and the realization of their social responsibility. Nowadays,
many types of cartel agreements are allowed, and control over compliance with
antitrust legislation is vested with the companies themselves, while the burden of
proving that a violation has taken place is laid on the potential plaintiff (Prosvetov
and Shastitko, 2005).

In developed countries, monopolistic competition has become quite common,
where any firm may retain its market by diversifying its product. A number of
modern institutions encourage the “softening” of competition and the expansion
of collaboration: public-private partnerships, project financing, tenure in univer-
sities and government bodies etc. The institutions of civil society—associations
of entrepreneurs and consumers, trade unions—play a prominent role in this
respect. These institutions are assuming ever increasing numbers of regulatory
and control functions previously performed by the market or by the government
(Zudin, 2009).

During the second half of the 1990s, growth in social spending as a percent-
age of the GDP slowed down in developed countries (Table 2) and even be-
came negative in a number of them. In 2015, the level of inequality in Denmark,
Sweden, Austria, France and Germany was higher than in 2003.'> These facts

Table 2

Average social spending in percentage of GDP for OECD countries (%).
Year 1980 1985 1990 1995 2000 2005 2010 2016
Social spending 14.9 16.5 16.9 18.8 18.0 18.8 21.1 21.0

Source: OECD.Stat (https://stats.oecd.org/Index.aspx?DataSetCode=SOCX_AGG).

I3 https://data.worldbank.org/indicator/SL.POV.GINI
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and the austerity measures, which governments were forced to pursue after
the 2007-2008 crisis, provided new momentum for the concepts stating that
the era of the welfare state is coming to an end. It should be replaced with a new
mechanism for providing social goods, where the institutions of civil society
would play the most important role (see references and reviews in McGimpsey,
2017). This view does not contradict our theory. We need, however, additional
research to build and assess the scenarios for such a transformation under con-
temporary conditions.

2.6. Development of civic culture'®

The evolution of morality and civic culture plays a decisive role in developing
positive collaboration. The main results of cultural changes in our context are
the mitigation of the free rider problem, which is the main obstacle to the effi-
cient operation of collaborative mechanisms and the formation of the collabora-
tiveness, a quality including both the ability to cooperate (cooperativeness) and
the aspiration to cooperate with other individuals.

This trend stood out during the second half of the 20" century, although some
of its prerequisites arose in moral systems at the dawn of civilization. An impor-
tant basic moral principle was the so-called “golden rule of morality”; one of its
common wordings is: “Do not do unto others what you do not want others to do
unto you.” In particular, it prescribes honest and faithful behavior towards all
people, regardless of the groups they belong to (Guseinov, 1972). This is a decla-
ration of behavioral tolerance and a condemnation of opportunism, which spawns
the free rider problem.

An existing norm in a society may be maintained by organized violence,
social approval or condemnation or through its interiorization (internalization).
Enforcement through violence involves considerable costs, while social ap-
proval or condemnation is not always effective. Internalization of the norms
of honesty and conscientiousness reduces the cost of collaboration. There are
reasons to believe that, in the course of social development, the process of in-
teriorizing norms following from the golden rule, encompasses more and more
people and ensures increasingly more consistent compliance with the norms
by the individuals. This hypothesis is indirectly confirmed by the negative cor-
relation between the frequency of violation of moral norms and the level of
economic development, measured on the per capita GDP (or GNP) basis. Such
a correlation is found, in particular, in cross-country comparisons of corruption
indices, in experiments to evaluate the frequency of dishonest behavior and in
student attitudes towards cheating (for a discussion of this issue and references,
see Polterovich, 2017b).

It is well known that the planning horizon widens as wealth grows, there-
by increasing the significance of the future (see Strulik, 2012). A reduction in
the weighting for short-term benefits in decision-making by individuals helps
augment moral standards and reduces the probability of opportunistic behavior.

In a number of works (see, e.g. Das et al., 2008), high correlation is found
between the level of interactive tolerance and per capita GDP of a country. This

16 This section contains a summary and elaboration of some ideas from Polterovich (2017b).
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fact supports the hypothesis that this level rises in the long-run despite the con-
troversial trend over the past 25 years, caused by the intensification of migration
processes. Similarly, as per capita GDP rises, there is a tendency towards a higher
trust index (Nettle at al., 2011).

The spread of altruism acts as a most powerful factor in decreasing col-
laboration costs. The inclination towards altruistic behavior also increases as
well-being rises (Nettle at al., 2011; Grueter et al., 2016). Possibly, modern
altruism—a “descendant” of kinship altruism—is included in the structure of
preference of the individual, so that the consumption of other citizens acts as
a “good” replaceable with respect to his own consumer goods. Higher individual
well-being leads to an increase in his marginal utility of the well-being of others,
so that growth in satisfaction depends on the increase in the altruism level.

Today, reputation serves as a vital incentive for altruistic behavior (Wu et al.,
2016). The positive assessment of altruists is characteristic of world religions and
is an essential trait in contemporary morals, inciting individuals to collaboration.
At a time when it became the most effective coordination mechanism, a positive
cycle appeared: altruism—collaboration—economic growth—altruism.

A similar reputation mechanism is also applicable to firms, encouraging them
to behave altruistically. One of the results was a recognition of corporate social
responsibility, of the idea that corporate leaders are responsible for the impact
their corporations have on society and the environment (D’Amato et al., 2009).
The acknowledgement of social responsibility stimulates the incorporation of
mechanisms of collaboration with consumers and other firms into the mechanism
of competition.

The most important trend in the development of civic culture, contributing
to the expansion of collaboration in relations between countries, is presumably
the spread of cosmopolitanism (Delanty, 2014).

These tendencies are long-term in nature; within relatively short timeframes,
a reverse effect is possible in some countries and even in the majority of
developed countries. Such short-term effect is observed partly as a result of in-
tensive migration and is likely to become stronger as a result of the current con-
frontation between the U.S. and its European partners. However, historic experi-
ence suggests that, upon the completion of the current crisis, the improvement
in civic culture will continue, contributing to the development of collaborative
mechanisms.

2.7. On the role of geographic factors

We discussed above the factors and development mechanisms that are com-
mon for all developed countries. We did not consider geographic factors that
affected the differences between them and, even to a greater extent, the differ-
ences between the West and the rest of the world. At the dawn of human civili-
zation, as Diamond convincingly showed, geography was one of the most im-
portant determinants of the continental development. In addition, the need for
irrigation systems had a substantial impact on the formation and structure of
ancient civilizations.

According to K. Wittfogel’s widely known theory of the hydraulic state, irriga-
tion farming, which played a decisive role in the economies of countries with hot
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climates and scarce water resources, became the basis for the emergence of power
hierarchies. Constructing complex irrigation structures required the coordination
of large masses of people and, therefore, centralization. At the same time, central-
ized ownership of irrigation infrastructure provided the monarch with unlimited
power over the population. Hence, according to Wittfogel, the despotic nature of
these ancient states came into being; examples include China, Egypt, India etc.
(Wittfogel, 1957).

Wittfogel’s theory became the starting point for many studies dedicated
to the role of geographic factors in the emergence of the state (see reviews in
Galeev, 2011; Bichsel, 2016). A number of critics of this theory emphasized
the lack of synchronization between the formation of centralized governmental
structures and irrigation systems. It was found that sufficiently complex ancient
irrigation systems appeared without the involvement of the state (see, e.g. Stride
et al.,, 2009, dealing with the irrigation system in the suburbs of Samarkand).
Thus, there is no hard connection between the construction of complex irrigation
structures and the formation of despotic regimes.

To explain these observations, M. Midlarsky proposed accounting for the se-
cond geographic factor (in addition to precipitation)—the length of the state’s
water borders. The greater their share is, the lower the threat of foreign invasion
and, consequently, the lower the need for strong centralization. This hypothesis
was confirmed, based on a sample of 91 countries between 1973 and 1987; in re-
spective regressions, both factors have a significant and positive effect on the in-
dex of political rights (Midlarsky, 1995).

It should be noted that the states that practised irrigation farming had an im-
portant advantage in preventing foreign invasions: they had qualified builders of
fortification at their disposal. Wittfogel pointed out this circumstance.

The impact of geographic factors on modern production is confirmed by numer-
ous studies (see review in Carleton and Hsiang, 2016). In particular, in Burke et al.
(2015), the optimal level of annual average temperature was found: 13°C. An ex-
cess of this level under fixed control variables leads to a sharp decline in produc-
tion. Both high annual average temperature and low precipitation are statistically
linked to increased levels of interpersonal and intergroup violence (Carleton and
Hsiang, 2016) which, obviously, hinders the development of positive collabora-
tion mechanisms.

It should be noted that a consensual form of democracy and a corporatist gover-
nance system are characteristic of Northern and Central Europe (Lijphart, 2012),
where the average annual temperature is below the optimal level. The question is
whether these institutional features are related to geographic factors. It is quite
probable that relatively severe natural conditions stimulate successful countries
to form collaborative institutions more rapidly.

2.8. Sunset or sunrise?

Both the authors of the institutional theories reviewed in the first part of this
paper and Welzel, the author of the culture-centric theory, consider modern
Western democracy as the pinnacle of social development and do not even at-
tempt to answer the question regarding its future prospects. Addressing this prob-
lem requires identification of internal development mechanisms.
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Fukuyama raised this question in his monograph (2014) and his answer is part
of the title: the sunset (decay) is ahead. The arguments are based on an analysis
of the U.S. governance system. Fukuyama sees the main reason for the looming
decline of the United States in the inefficient decision-making system which, in
his opinion, contains too many veto players. The president, two chambers of par-
liament, the federal and state governments, the court—each of these institutions
can impede a policy choice or a reform.

The U.S., in Fukuyama’s opinion, finds itself in a trap, in a “bad equilibrium.”
Traditionally distrusting the government, citizens, on the one hand, try to limit
its power, and, on the other hand, they refuse to pay higher taxes. As a result,
the government works inefficiently, fueling citizen distrust towards it. Thus, dis-
trust towards the government becomes a “self-fulfilling prophecy.”

Two circumstances prevent the exit from this trap. First, the situation described
is beneficial for a number of political players. Second, the traditional U.S. way
to improve its political system is to ensure higher transparency and to provide
greater controlling rights to the voter. However, nearly all such reforms fail, as
“democratic publics are not in fact able by background or temperament to make
large numbers of complex public policy choices; what has filled the void are well-
organized groups of activists who are unrepresentative of the public as a whole.
The obvious solution to this problem would be to roll back some of the would-be
democratizing reforms, but no one dares suggest that what the country needs is
a bit less participation and transparency” (Fukuyama, 2014, p. 482).

This analysis does not seem convincing to me. The presence of a large number
of veto players in the U.S. political system makes it close to some extent—as
follows from Fukuyama’s remarks—to consensual European systems, which, as
Lijphart (inventor of the term) has demonstrated, are more efficient than majori-
tarian democracies. However, a typical example of a majoritarian democracy is
Great Britain, which Fukuyama deems to be an example of efficiency and con-
trasts it and the U.S. system. Fukuyama’s argument against consensus-based sys-
tems is that they are more costly.

Here, it seems to me, Fukuyama, following some other authors cited above,
underestimates the role of culture. It is civic culture, the ability to collaborate
and reach compromises that determine the costs in question. Lijphart’s results
suggest that, in this respect, the consensus democracies are ahead of the U.S.
This conclusion is partly confirmed by ranking countries according to the human
capital index: Norway, Switzerland, Germany, Denmark and the Netherlands
rank higher, while Sweden is only slightly behind the U.S. but ahead of Great
Britain.!” Moreover, consensus democracies are based on representation, which,
to a certain extent, prevents the dependency of political decisions on the opinion
of voters who lack the requisite knowledge. Thus, the decay mentioned by
Fukuyama is characteristic only of those social systems which failed to find an
efficient balance between culture and institutions.'®

Considering the evolution of the state, Fukuyama does not pay sufficient at-
tention to its two turning points: formation of the ideology of technical and social

17 See https://en.wikipedia.org/wiki/List of countries by Human Development Index
18 1t should be noted that, in a number of discussions, Fukuyama considers Denmark which is a typical example
of consensus democracies, as a pattern of an efficient political system.
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progress and the emergence of the welfare state concept.'® Both of these factors
determined the crucial changes in both socioeconomic policy and in institutions,
which occurred in the 20" century, especially during its second half. They built
a foundation for gradual replacement of the institutions of competition and power
with institutions of collaboration.

2.9. Conclusion: towards the welfare world

The proposed concept of socioeconomic development— the philosophy of
collaboration—differs substantially from the four general theories discussed
above in two aspects. First, it takes into account the links between the four fac-
tors— culture, institutions, technical progress and the level of well-being and
recognizes the importance of natural conditions. This makes it possible to de-
scribe the mechanisms of evolution, transitions between development stages, in
more detail. On the whole, this approach is natural and quite consistent with
the spirit of numerous specific studies. One should appreciate the courage of
the authors, who attempted to narrow down the number of explanatory develop-
ment factors as much as possible. If it succeeded, we would obtain a far simpler
apparatus for further work.

Second, by focusing on the evolution of coordination mechanisms, we de-
scribe the development process in new, more differentiated terms. The growth
of inclusivity, as well as the “openness of access,” is possible due to two dif-
ferent processes—expanding competition or increasing the collaboration radius.
Vagueness, the ambiguity of basic concepts, which is characteristic of purely in-
stitutional theories, puts a tight constraint on the potential to obtain convincing
answers to fundamental questions.

I'hope that the new approach has enabled a fuller view of the structure of socio-
economic evolution and thus identified probable paths for further development.
Instead of the “end of history” allegedly brought about as a result of the domina-
tion of inclusive institutions or open access orders, the proposed theory predicts
a lengthy process of reducing transaction costs generated by the mechanisms of
competition and power, due to the increasing role of collaborative mechanisms;
this tendency results from the development of civic culture and the improvement
of well-being, in turn caused by technical and organizational innovations. It ap-
pears quite probable that a change in mass culture, greater tolerance and altruism
and the spread of cosmopolitanism will lead to further development of mecha-
nisms for international collaboration and the creation of institutions capable of
ensuring the welfare world.

The impoverishment of the proletariat in Marx’s time, accompanied by waves
of violence, nearly made his prophecies come true. Capitalism endured since
the elite realized the need to give up part of their privileges for the sake of their
own well-being. Today, when the conflict escalation between “golden billion”
and developing countries threatens the existence of humankind, developed

19 Fukuyama specifies two driving forces of modernization: military competition and social mobilization,
brought about by industrialization. He stressed the importance of the second factor in the development of
democracy, noting that economic growth encouraged the appearance of new social groups ready for collective
actions to achieve participation in the political system (Fukuyama, 2014, pp. 26-27).
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countries should address the task of reducing intercountry income inequality as
the basis for their foreign policy. The relevant institutions have already been
partially created.

Following World War II, the elite of the developed countries began to form
institutions aimed at preventing both domestic and international conflicts.
It was recognized that, first of all, the world needs a system of international
aid to countries affected by natural disasters, epidemics, drought and wars.
To solve this task, the OECD set up the Development Assistance Committee
in 1961 (DAC). In 1970, the UN General Assembly passed a resolution that
each developed country should gradually increase its amount of aid to de-
veloping countries, so that by 1975 it would reach 0.7% of its gross national
product (see Qian, 2015). Since then, the amount of aid has grown due both to
government spending and to private foundations and money transfers, while
the second component increased significantly faster. In 1992, each flow was
equal to approximately USD 100 billion, while in 2014, the first component was
147 billion and the second was 801 billion, 5.4 times larger (Hudson Institute,
2016, Fig. 1). Nevertheless, the resolution of a pretty small task set by the UN
is still far away: the official aid from 28 countries which were DAC members
in 2014, was only 0.3% of their total gross national income. Only five count-
ries— Sweden, Luxembourg, Norway, Denmark and Great Britain—reached
the threshold of 0.7% (Hudson Institute, 2016, Fig. 2).

Researchers diverge in their assessment of the efficiency of this aid. There
are two reasons for doubts. First of all, local officials are unable to dispose of
the aid correctly and, moreover, they appropriate it; intensifying the rent-seek-
ing process, international aid degrades the governance system. Second, foreign
aid is often determined by the goals of donor countries, rather than the needs of
recipient countries (Qian, 2015).

The last remark relates also to another type of international aid— the provision
of loans and consulting services to developing countries. This was mentioned by
J. Stiglitz: “There is ... a broad consensus that the international economic institu-
tions have created unfair rules of the game ... and have foisted failed policies on
developing countries that are dependent on these institutions and on donors for
assistance” (Stiglitz, 2008, p. 53).

Nevertheless, a number of studies show that international aid stimulates eco-
nomic growth in developing countries. In particular, Galiani et al. (2014) empha-
size the importance of physical investments. In Arndt et al. (2016), the authors
state that, in the long run, investments in human capital also have a beneficial
effect.

Unfortunately, the current international situation does not allow us to hope
for a rapid increase in aid from the Western countries to the rest of the world.
However, sooner or later, it will be realized that this policy has no alternative.
Short-run state egoism must give way to the strategy of creating the welfare
world since, only by aligning the levels of development of different countries,
we can hope to expand collaboration between them to resolve issues that face
the global community. One of those issues is the preservation of the environment.
The geographic factor which played such an important role at the initial develop-
ment stage of human communities, once again is coming to the foreground, fos-
tering the formation of global collaboration institutions.
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