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I n t r o d u c t i o n 

A b a s i c t h e m e in the neo- ins t i tu t iona l i s t l i terature is the r ecogn i t i on tha t " in
s t i tu t ions do ma t t e r " . B r o a d l y conce ived , ins t i tu t ions a re t he h u m a n l y c rea ted 
cons t r a in t s on the in te rac t ion be tween ind iv idua ls (Nor th , 1990) . T h e y a re the 
ru les and n o r m s - fo rmal or informal r ights and ob l iga t ions - wh ich faci l i tate 
or regu la te e x c h a n g e b y a l l owing p e o p l e to form s table a n d fairly re l iab le ex
pec ta t ions abou t the ac t ions of o thers (Furubo tn and Pa jov ich , 1972 ; C o a s e , 
1 9 8 8 ; M o e , 1990; P o w e l l and D i M a g g i o , 1991). 

C a n or shou ld neo- ins t i tu t iona l i s t c o n c e p t s and m o d e l s b e app l ied to the p u b 
lic sec tor a l lowing u s to look at it wi th a different p e r s p e c t i v e ? H o w can w e 
m a k e s ense of the neo- ins t i tu t iona l i s t theor ies ab o u t in te res t s and ins t i tu t ions 
if w e a r e pr imar i ly in te res ted in the pub l i c sector? 

P u b l i c I n s t i t u t i o n s a n d Interests 

W h e n e v e r h u m a n in te rac t ion invo lves cons ide rab le t ransac t ion cos t s d u e to 
t he in te r t empora l na tu re of the in terac t ion as wel l as the c o m p l e x i t y of the 
a g r e e m e n t s invo lved , p r i n c i p a l - a g e n t p r o b l e m s ar ise . T h e p r i n c i p a l - a g e n t re 
l a t ionsh ip is cons t i tu t ive of s ta te ins t i tu t ions , in par t icu la r pub l i c p o l i c y - m a k 
ing in d e m o c r a c y . Pub l i c pol icy or the m a k i n g and i m p l e m e n t a t i o n of po l ic ies 
in the pub l i c sec tor i n v o l v e s the p r o b l e m s typical of p r i n c i p a l - a g e n t re la t ion
sh ips wi th in the p r iva t e sector . At hear t of the pol icy p r o c e s s and the im
p l e m e n t a t i o n s tages is t he a t t empt of the popu la t ion as the p r inc ipa l to monitor 
t he efforts of pol i t ic ians a n d bu reaux as the agents to l ive u p to the t e r m s of the 
con t r ac t ag reed u p o n . Pub l i c con t rac t ing s t re tches f rom t h e e lec t ion a rena over 
to the pa r l i amen ta ry thea t re to the bureaucra t i c set t ing. 

S tar t ing from the in te res t s that p e o p l e or var ious g r o u p s br ing to pol i t ical 
ins t i tu t ions in an effort to further these by var ious s ta te ac t iv i t ies is a p romi s ing 
a p p r o a c h to the c o n d u c t of pub l ic sec tor analys is . Wi th in such a f r a m e w o r k it 
is vital to separa te the ru les or the publ ic ins t i tu t ions f rom the ego is t i c , al t ruis
t ic , pe r sona l and co l l ec t ive interests w h i c h f igure in pub l i c ins t i tu t ions . H e r e , 
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w e h a v e a c lear a l t e rna t ive to the tradit ional pub l i c admin i s t r a t ion f r a m e w o r k 
focuss ing on the a m b i g u o u s publ ic interest concep t . 

T h e n e w ins t i t u t iona l i sm argues that pub l ic ins t i tu t ions a re no t neu t ra l in 
re la t ion to the po l ic ies tha t they operate . Pub l i c ins t i tu t ions mat te r , it is c l a i m e d 
b y bo th the ma jo r con t r a ry in terpreta t ions wi th in neo- ins t i tu t iona l i sm, viz . t he 
soc io log ica l ve r s ion of ins t i tu t ions as m o r e than the s u m of its par ts (ho l i s t 
ve r s ion ) a n d the e c o n o m i c vers ion of ins t i tu t ions as r a t iona l r e s p o n s e s to ind i 
v i d u a l in teres ts a n d the i r aggrega t ion into co l lec t ive ac t ion (a tomis t ic ve r s ion) . 

Neo - in s t i t u t i ona l i sm m a y b e general ized into an a l t e rna t ive f r a m e w o r k to the 
t rad i t iona l pub l i c admin i s t r a t i on and wel fa re e c o n o m i c s a p p r o a c h e s t o the 
p u b l i c sec tor - an e c o n o m i c organiza t ion theory abou t t he s ta te and local g o v 
e r n m e n t . In a d e m o c r a c y the interests of the c i t izens in re la t ion to the state h a v e 
t he s a m e s ta tus as the p r inc ip le of c o n s u m e r sove re ign ty in a decen t ra l i zed 
e c o n o m y . H o w e v e r , t he p r inc ip le of c i t izen sove re ign ty has to be a c c o m m o 
d a t e d to the p r i n c i p a l - a g e n t p rob l ems invo lved in g o v e r n i n g a state. D u e to the 
t r ansac t ion cos ts i n v o l v e d in col lect ive act ion a vo lun ta ry e x c h a n g e a p p r o a c h 
to t he pub l i c sec to r i n c l u d i n g the provis ion of pub l i c g o o d s fails. T h e s ta te 
offers taxat ion as t he so lu t ion to the free r ider p r o b l e m in co l lec t ive ac t ion 
( O l s o n , 1965) . A t t he s a m e t ime the necess i ty to e m p l o y an invo lun ta ry ex 
c h a n g e m e c h a n i s m (h i e ra rchy) for m a n a g i n g h u m a n in te rac t ion c rea tes the 
t w o p r i n c i p a l - a g e n t p r o b l e m s in political life: the first refers to the m o n i t o r i n g 
of t he po l i t i c ians by the c i t izens , whereas the second dea l s wi th h o w the po l i 
ticians are to m o n i t o r civil se rvants i m p l e m e n t i n g pub l i c po l ic ies . 

W i t h i n any ins t i tu t iona l se t t ing there is b o u n d to b e s e r i o u s p r o b l e m s of a m 
b igu i ty abou t the r e w a r d s to be given to the agent , ab o u t t he des i red ac t ions to 
b e t aken by the agen t , a b o u t the causal l ink be tween a c t i o n s and o u t c o m e s , as 
we l l as abou t w h a t t he c o n s e q u e n c e s of the e n v i r o n m e n t for the feasibi l i ty of 
pub l i c p o l i c y - m a k i n g a n d implemen ta t ion . Severa l pub l i c cho i ce m o d e l s m a y 
b e s ta ted in t e rms of the p r i nc ipa l - agen t f r amework ( L a n e , 1993) . 

M a r k e t Fa i lure a n d N o n - M a r k e t Fai lure 

M a r k e t or pol i t ics is t he c lass ica l p rob l em in pol i t ical e c o n o m y , b e it t he o ld 
b r a n d focuss ing on r e s o u r c e al locat ion and i n c o m e d i s t r ibu t ion wi th e c o n o m 
is ts S m i t h , R i c a r d o o r M a r x , or the new brand dea l ing wi th the in terac t ion 
b e t w e e n the pol i ty a n d the e c o n o m y , e.g. wi th publ ic c h o i c e schola rs Tu l lock , 
B u c h a n a n , O l son a n d Frey . H o w are w e to c h o o s e b e t w e e n marke t s o r t he 
s ta te? T h e t rad i t ional t heo ry about marke t fai lures u s e d to offer sy s t ema t i c 
cr i ter ia for this c ruc ia l p r o b l e m of choos ing ins t i tu t ions . 

W e l f a r e e c o n o m i c s s ta tes that var ious k inds of m a r k e t fa i lure in i tself con 
s t i tu te sufficient c o n d i t i o n s for the m a k i n g and i m p l e m e n t a t i o n of pub l i c 
po l i c i e s (Na th , 1969 ; Scho t t e r , 1985). T h e r e exis t four t ypes of m a r k e t fa i lures , 
or s i tua t ions w h e r e t he a l loca t ion m e c h a n i s m s of the m a r k e t c a n n o t b e used to 
a l l oca t e r e sources . It m a y b e ei ther a technical or e c o n o m i c f a l l u r e in the s e n s e 
of phys ica l ly unfeasab i l i ty in general or m o r e specif ical ly ineff iciency. T h e 
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four k inds of m a r k e t fa i lures are : (1) Externa l i t ies , p o s i t i v e or nega t ive ; (2) 
E c o n o m i e s of sca le ; (3) In format ion imper fec t ions ; (4) Jus t i ce in the dis t r ibu
t ion of i n c o m e a n d w e a l t h . 

T h e m a r k e t fa i lure theo ry a rgued that the d e m a n d a n d supp ly of pub l i c p ro 
g r a m m e s inc lud ing r e s o u r c e a l locat ion , i n c o m e red is t r ibu t ion and p u b l i c regu
la t ion cou ld b e de r ived f rom c i t i zens ' p references and ava i l ab le t echno logy . 
T w o funct ions , b a s i c to the wel fa re e c o n o m i c s a p p r o a c h , m a y be g iven as 
fo l lows (Wolf, 1988) . 

T h e d e m a n d for p u b l i c p r o g r a m m e s w o u l d b e an a g g r e g a t i o n of the d e m a n d 
for e a c h s ingle p u b l i c p r o g r a m m e , w h i c h wou ld b e affected by the n u m b e r of 
ex te rna l i t i es (X) in v a r i o u s m a r k e t s , the extent of m o n o p o l y ( M ) in t he p r iva te 
sec tor , the in fo rma t ion imper fec t ion (I) , the need for pub l i c g o o d s (G) , the 
pe rcep t ion of inequa l i t i e s (E) , the tax ra te (R) , and the un i t cos t for a pub l ic 
p r o g r a m m e (P) . T h e fac tors X, M , I, G and E w o u l d i n c r e a s e the d e m a n d for 
p u b l i c p r o g r a m m e s w h e r e a s the factors R and P w o u l d d e c r e a s e it, all other 
tings equa l . T h i s is a m o s t genera l m o d e l for d e t e r m i n i n g the d e m a n d s ide of 
the pub l i c h o u s e h o l d . 

T h e supply of p u b l i c p r o g r a m m e s w o u l d depend on the factors that en te r the 
s u p p l y funct ion of s ing l e pub l i c p r o g r a m m e s to b e a g g r e g a t e d into a total sup
p ly of pub l i c p r o g r a m m e s . T h e s e factors inc lude : h o w accura te ly a pub l i c p ro 
g r a m m e m a y b e m e a s u r e d (V) , the ex ten t of m o n o p o l y in the pub l i c p ro 
g r a m m e (m) , h o w c lea r the t echnolog ica l relation b e t w e e n inpu t and ou tpu t is 
for a p r o g r a m m e (T) , the uni t cost (P) , the tax rate (X) and na t iona l i n c o m e (Y) . 
T h e factor w o u l d d e c r e a s e the supp ly of publ ic p r o g r a m m e s , w h e r e a s all the 
o the r factors s t imula t e the supply of pub l ic p r o g r a m m e s . 

In these t w o m o d e l s a n u m b e r of cond i t ions for p u b l i c sec tor ac t iv i t ies are 
ident i f ied , but e a c h of t h e m is c o n d u c i v e to diff icult ies that w e r e o v e r l o o k e d 
in we l fa re e c o n o m i c s . L o o k i n g first at the d e m a n d s ide t he re is the t e n d e n c y to 
a too h igh a d e m a n d wi th regard to both the n u m b e r of a n d c o m p r e h e n s i v e n e s s 
in pub l i c p r o g r a m m e s . Different fac tors in c o m b i n a t i o n d r i v e u p the d e m a n d 
for pub l i c p r o g r a m m e s : e m p h a s i s on m a r k e t fai lures f r o m g r o u p s that direct ly 
benef i t f rom these p r o g r a m m e s , the compet i t ion b e t w e e n pol i t ical e l i tes lead
ing to an u n d e r e s t i m a t i o n of the cos ts and an ove res t ima t ion of the benef i t s , as 
we l l as the bas ic pub l i c sector d i v e r g e n c e be tween c o n s u m p t i o n and paymen t . 

T h e s e imper fec t ions on the d e m a n d s ide result in in fo rma t ion def ic iencies 
that a re c o n d u c i v e to m i c r o - and macrofa i l iu res . M i c r o i m p e r f e c t i o n m e a n s 
that benef i t s a n d cos t s a re not tied toge ther , wh ich in its turn imp l i e s a fun
d a m e n t a l a s y m m e t r y in that the benef i ts tend to b e concen t r a t ed in smal l 
g r o u p s s t rongly o r g a n i z e d w h e r e a s the costs are d i lu ted on to the s i lent m a 
jo r i ty . M a c r o i m p e r f e c t i o n occurs w h e n shift ing pol i t ical major i t i es e m p l o y the 
p u b l i c budge t for red is t r ibu t ion at the cos t of a mino r i t y , or w h e n minor i t i e s 
c o m b i n e into t e m p o r a r y major i t ies f avour ing their spec ia l in teres ts . T h e s e two 
d e m a n d s ide imper fec t ions d r ive up both the n u m b e r a n d s ize of pub l i c p ro 
g r a m m e s b e y o n d w h a t is e c o n o m i c a l l y opt ima) . 

A t the supp ly s ide of the publ ic sec tor there are severa l fac tors that inc rease 
t he cos t of the p u b l i c budge t : the sys t emic diff icul t ies in ident i fy ing and 
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m e a s u r i n g the m a r g i n a l cos t of outputs , the use of pub l i c m o n o p o l i e s , unce r 
ta in ty in the p r o d u c t i o n t echno logy as wel l as the n o n e x i s t e n c e of s t andard 
eva lua t i on cr i ter ia for e f fec t iveness and efficiency (Wolf, 1988 :35 -99) . 

C o m b i n i n g these t ypes of imperfec t ions the re is a h igh l ike l ihood for pol i t ics 
( n o n - m a r k e t ) fa i lure , i nc lud ing : (1) T h e dis junct ion b e t w e e n cos t s and b e n e 
fits; (2) R e d u n d a n t a n d X-ineff icient cos t s ; (3) In ternal i t ies or cos ts de r ived 
f r o m the p r e s e n c e of p r i v a t e interests in publ ic p r o g r a m m e s ; (4) Externa l i t ies 
or cos t s for o thers de r ived f rom publ ic p r o g r a m m e s ; (5) Dis t r ibu t iona l i ne 
qu i t i e s c a u s e d by p u b l i c p r o g r a m m e s . 

P u b l i c sec tor equ i l ib r ia wil l b e inde te rmina te d u e to m i c r o - and m a c r o -
fa i lures on bo th the d e m a n d and supply s ide of the pub l i c sec tor ; yet , w h a t e v e r 
t he e q u i l i b r i u m quan t i ty w o u l d b e it wou ld tend to be too h igh at an exorb i tan t 
cos t d u e to X- inef f ic ienc ies (Leibenste in , 1966) , con t r a ry to welfare e c o n 
o m i c s p red ic t ion . W e l f a r e e c o n o m i c s l acks a theory of h o w interests in te rac t 
wi th t he pub l i c ins t i tu t ions m e a n i n g that oppor tun is t i c b e h a v i o u r is r ewarded . 
It is par t icu la r ly w e a k in the analys is of the e c o n o m i c o rgan i za t i on of the s ta te , 
viz its ins t i tu t ions for r e s o u r c e al locat ion, redis t r ibut ion a n d regula t ion . 

I n s t i t u t i o n a l i s t A p p r o a c h e s 

W h a t is the e s s e n c e of the n e w or neo- ins t i tu t ional is t a p p r o a c h ? T h e r e is d i s 
a g r e e m e n t a m o n g the neo- ins t i tu t ional is t s a bou t w h a t soc ia l p h e n o m e n a a r e to 
b e ca l led " ins t i tu t ions" . M a t t h e w s (1986) d i s t ingu ishes b e t w e e n ins t i tu t ions as 
p rope r ty r ights , as c o n v e n t i o n s , as types of con t rac t s and specif ical ly as con 
t rac ts abou t au thor i ty or g o v e r n a n c e s t ruc tures l ike the f i rm or the bureau . 
W i l l i a m s o n ( 1 9 8 5 : 1 5 ) concen t ra t ing on the latter a p p r o a c h , s ta tes " F i r m s , 
m a r k e t s and re la t iona l cont rac t ing a re impor t an t e c o n o m i c ins t i tu t ions" , 
w h e r e a s Nor th ( 1 9 9 0 ) s t resses the impor t ance of d i s t i ngu i sh ing concep tua l ly 
b e t w e e n the rules of the g a m e ( inst i tut ions) and the s t ra teg ies (o rgan iza t ion) 
thé p l a y e r s in the socia l g a m e find it advan tageous to a d o p t (1990 :5 ) . 

In t he e c o n o m i c v e r s i o n , the re are three levels of ana lys i s . A t the first leve l , 
the ac to r s p u r s u e the i r in teres ts within a g iven ins t i tu t ional f r amework . T h e 
ins t i tu t ions are the ru les of the g a m e which shape the in te rac t ion be tween the 
ac to r s . T h e ru les of the g a m e and the interests of the ac tors d e t e r m i n e the soc ia l 
o u t c o m e s of the in te rac t ion . Inst i tut ions se rve he re as a s o u r c e of exp lana t ion 
for o u t c o m e s (Barze l , 1982) . 

A t t he s econd level , t he ins t i tu t ions are no longer a s o u r c e of exp lana t ion , bu t 
a re t h e m s e l v e s to be e x p l a i n e d . T h e focus is on u n d e r s t a n d i n g the p roces ses by 
w h i c h ins t i tu t ions a re fo rmed . E c o n o m i c neo- ins t i tu t iona l i sm recogn izes that 
an ind iv idua l m a y p u r s u e h is /her interests in a bet ter w a y by m a k i n g an effort 
to c h a n g e the ins t i tu t ional const ra in ts he or s h e faces ra ther than s imply adapt 
ing to the ins t i tu t ional s t ruc ture as if it w a s unsuscep t ib l e to change . T h e p ro 
d u c e r ope ra t i ng wi th in the constra ints of perfect compe t i t i on m a y for in s t ance 
try to c o l l u d e wi th o the r s or seek favourable regula t ion by the g o v e r n m e n t in 
o rde r to avo id th rea ten ing compet i t ion . In o the r w o r d s , ac to r s m a y seek to al ter 
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the ru les of the m a r k e t g a m e . L i k e w i s e , in the pol i t ical s p h e r e , g r o u p s tha t find 
t he ins t i tu t ional a r r a n g e m e n t s , the ru les , in their d i s favour , m a y s eek to c h a n g e 
t h o s e ru les . Such a ru le consc ious s t ra tegy could b e d i rec ted t o w a r d s both 
exp l i c i t and impl ic i t ins t i tu t ions , c o m p r i s i n g the legal o r d e r in a b r o a d s ense as 
we l l as opera t ing ru les of the g a m e such as c o r p o r a t i s m , i ron t r iangles and 
p o l i c y - n e t w o r k s . 

Pol i t ical ac tors k n o w that the ins t i tu t ional s t ruc ture ma t t e r s and ac t accord
ing ly by p u s h i n g for ins t i tu t ional c h a n g e w h e n the ins t i tu t ions a re unfavour 
ab le to their in te res t s . T h e inst i tut ional s t ructure that resu l t s over t he years , 
h o w e v e r , m a y no t ref lect expl ic t des ign o r any s ing le a c t o r ' s in teres ts , b e c a u s e 
o p p o s i n g in teres ts , oppor tun i s t i c b e h a v i o u r and unce r t a in ty inc rease c o m p l e x 
i ty (Weingas t , 1989; W e i n g a s t and Marsha l l , 1988) . 

T h e thi rd level is c o n c e r n e d wi th the na ture of meta - ins t i tu t iona l dec is ion
m a k i n g . T h i s is the cons t i tu t iona l s tage , w h e r e p r o b l e m s wi th r ega rd to the 
ru les for the m a k i n g of ins t i tu t ional cho ice are d i s cus sed and s o m e t i m e s re
so lved . It is an e m i n e n t l y pol i t ical a rena not fully r e c o g n i z e d as such in the 
neo- ins t i tu t iona l i s t l i tera ture - the a rena w h e r e the b a s i c rules of the s ta te are 
laid d o w n - see J e l l i nek (1966) and Ke l sen (1961) . 

T h e e c o n o m i c a p p r o a c h to ins t i tu t ions , no ma t t e r w h a t level of ana lys i s , is 
cha rac te r i zed by a v i ew of ins t i tu t ions as cons t ra in ts on ind iv idua l choices . 
T h e r e is a c lear d i s t inc t ion be tween the interests of the ac tors on the o n e hand 
a n d the ins t i tu t ions tha t regula te their interact ion on the o ther . M o s t interests 
a re e x o g e n o u s in th is pe r spec t ive , as they are not to b e e x p l a i n e d wi th re ference 
to inst i tut ional p h e n o m e n a , but the ac tors m a y d e v e l o p ins t i tu t ional in teres ts , 
i .e. ra t ional e x p e c t a t i o n s abou t wh ich ins t i tu t ions bes t s e rve their in te res t s . 

T h e soc io logica l ve r s ion of the n e w ins t i tu t iona l i sm looks u p o n inst i tut ions 
a s m o r e than cons t ra in t s on cho ices . T h e identi t ies a n d c o n c e p t i o n s of the ac
tors , p e r h a p s even the not ion of an actor itself, are f o r m e d by the ins t i tu t ional 
s t ruc tures . T h e d is t inc t ion b e t w e e n in teres ts and ins t i tu t ions is no t under l ined . 
In soc io log ica l neo- ins t i tu t iona l i sm, ins t i tu t ions s e e m a l m o s t to a s s u m e the 
ro l e as ac tors , w h i c h coTild lead to reif ication or the fa l lacy of m i s p l a c e d con-
c re t eness . In this pe r spec t i ve , in teres ts are e n d o g e n o u s , as the ind iv idua l s ' 
c o n c e p t i o n s a re f o r m e d in the inst i tut ional contex t they l ive wi th in . Wha t , 
m o r e specif ical ly, is the re la t ionsh ip be tween ins t i tu t ions and in te res t s? 

S o c i o l o g i c a l I n s t i t u t i o n a l i s m : H o l i s m 

M a r c h and Olsen c l a i m for their ins t i tu t ions a ma jo r p l ace b e c a u s e they help 
so lve a fundamen ta l socia l sc ience p rob lem: w h a t m a k e s social life o rder ly and 
soc ia l sy s t ems w o r k a b l e ? T h e two a l te rna t ive m o d e l s fail in this respect . T h e 
neo-c lass ica l d e c i s i o n - m a k i n g m o d e l e m p l o y s the e c o n o m i c m a n a s sumpt ions 
e x p l a i n i n g social o rde r as the o u t c o m e of purely ra t ional sel f - interest m a x i m i 
za t ion w h e r e a s the soc io log ica l m o d e l poin ts at i m p e r s o n a l forces in t he social 
s t ruc tures that s tab i l ize indiv idual behav iour . W h a t k ind of an ent i ty is an in
s t i tut ion acco rd ing to M a r c h and Ol sen (1989)? 
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T h e s e e x p l a n a t i o n s of the possibi l i ty of social o rder fa i l ing M a r c h and O l s e n 
c l a i m tha t p h e n o m e n a l ike ru les , laws and n o r m s m a k e soc ia l s y s t e m s poss ib le . 
W h a t se ts ins t i tu t ions apa r t f rom interests is that as ru les t he se ent i t ies con 
s t i tu te mean ing fu l p h e n o m e n a in the sense that it is c ruc ia l h o w the rules a r e 
in te rp re ted by the pa r t i c ipa t ing actors. Ins t i tu t ional ru les cons t ra in behav iou r 
b e c a u s e they s u g g e s t the reasons and not the causes for ac t ion . T h u s , their 
c o n c e p t of an ins t i tu t ion requ i res a special m e t h o d o l o g y or e p i s t e m o l o g y . 

T h e s t andard socia l s c i e n c e concepts of causa l i ty and r educ t ion to self-inter
es t or soc io log ica l f unc t i ona l i sm have to be rep laced by h e r m e n e u t i c concep t s , 
U n d e r s t a n d i n g the so -ca l l ed " S i n n " of the ru les of a socia l s y s t e m i m m e d i a t e l y 
p r o v i d e s t he r a t i ona l e of ac t ion in it - logic of app ro r i a t enes s ( M a r c h and O l s e n 
1 9 8 9 : 2 3 - 2 4 ) . N o r educ t i on takes place m a k i n g publ ic ins t i tu t ions a d i m e n s i o n 
of i ts o w n . B u t h o w can w e expla in or p red ic t the b e h a v i o u r in pub l i c inst i tu
tions w i t h o u t r e so r t ing to t he concepts of interest and p r e f e r ence? 

A s e x a m p l e s of po l i t i ca l inst i tut ions M a r c h and Olsen m e n t i o n the state, t he 
l ega l o rde r and the leg is la ture or a pa r l i amenta ry a s s e m b l y ; yet , w o u l d no t 
t h e s e soc ia l s y s t e m s c o n s i s t of sets of va r i ous ins t i tu t ions? W i t h M a r c h and 
O l s e n " ins t i t u t ion" d e n o t e s no t only rules bu t a lso t e chno log i e s and cu l tu res ; 
yet , an ins t i tu t ion as a s y s t e m of rules and ins t i tu ion as t he b eh av i o u r tha t is 
o r i en ta ted in t e rms of its ru l e with e.g. o rgan iza t ions a re ve ry different socia l 
an t i t ies . 

T h e M a r c h and O l s o n soc io logica l vers ion does no t u p h o l d the d is t inct ion 
b e t w e e n ins t i tu t ions a n d in teres ts . They c l a i m that w e c a n n o t separa te the set 
of in te res t s f rom the se t of ins t i tu t ions; s econd , they s ta te that ins t i tu t ions c o m e 
be fo re or d e t e r m i n e in te res t s in all kinds of pos i t ive or nega t i ve social in te rac
t ion. 

Ins t i tu t ions c o m e be fo re in teres ts ; ins t i tu t ions s h a p e the w i s h e s and wan t s of 
i nd iv idua l p e r s o n s , t he p re fe rences . Al ready this pos i t ion is r i sky, bu t M a r c h 
a n d O l s e n m o v e to t h e m e t a p h y s i c a l doctr ine of o rgan ic h o l i s m (Nage l , 1961) , 
i .e. p u b l i c ins t i tu t ions cons t i t u t e a social real i ty that i n v o l v e s m o r e than s imp ly 
the ac t ing p e r s o n s . 

M a r c h a n d Ol sen a r g u e that the e m e r g e n t p roper t i e s of ins t i tu t ions as or
g a n i z e d socia l s y s t e m s g ive pub l i c inst i tut ions a life of their o w n , a des t iny that 
e v e n the social r e s e a r c h e r f inds it difficult to unravel . It is not c lear that the 
ho l i s t i c conc lus ion fo l l ows from the s tar t ing-point that ins t i tu t ions m a y ex 
p la in socia l order . L e t us try another vers ion of neo- ins t i tu t iona l i sm that 
r eve r se s the r e l a t ionsh ip b e t w e e n inst i tut ions and in teres ts . 

E c o n o m i c N e o - l n s t i t u t i o n a l i s m : T r a n s a c t i o n Costs 

T h e neo-c lass ica l t heo ry de sc r ibe s individual cho i ce and ac t ion as based u p o n 
s tab le p re fe rences a n d a ra t ional considera t ion of a l t e rna t ives and their c o n s e 
q u e n c e s w h e r e the a l t e rna t ive yielding the h ighes t level of e x p e c t e d util i ty is 
c h o s e n . T h e p r o c e s s o f c h o i c e takes p lace wi th in a g iven ins t i tu t iona l s t ruc ture 
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of fully def ined and en fo rced proper ty r igths . T h i s b a s i c cho i ce m o d e l is re

ta ined wi th in neo- ins t i tu t iona l e c o n o m i c s , e x a m i n i n g h o w var ious insti tu

t ional a r r a n g e m e n t s in f luence o u t c o m e s , and h o w ins t i tu t iona l a r r angemen t s 

t h e m s e l v e s such as t he firm or the bu reau arise as the o u t c o m e of in teract ion 

b e t w e e n va r ious ac tors ra t ional ly pu r su ing their in te res t s (Alch ian and D e m -

setz, 1972 ; M a t t h e w s , 1986:903) . 

N e w inst i tu t ional e c o n o m i s t s , e.g. Ol iver W i l l i a m s o n h a v e g o n e a s tep fur

ther by in t roduc ing the c o n c e p t of b o u n d e d rat ional i ty in an a l te rna t ive m o d e l 

of ind iv idual c h o i c e . W i l l i a m s o n ' s (1975) concep t ion of the t e rm " b o u n d e d 

ra t iona l i ty" is that of H e r b e r t S i m o n , refer ing to the l imi ted capac i ty of m a n to 

h a v e informat ion a b o u t all the a l te rna t ives and c o n s e q u e n c e s of ac t ion , to p ro 

cess that in fo rmat ion , a n d to c o m m u n i c a t e wi th in the l imi ts of l anguage . Wi th 

this m o d e l of c h o i c e , W i l l i a m s o n adresses the s a m e bas i c ques t ion that other 

neó- ins t i tu t iòna l a u t h o r s w o r k wi th : h o w does an ins t i tu t ion e m e r g e ? 

T h e n e w e c o n o m i c theory of the s ta te - new ins t i tu t iona l e c o n o m i c s or neo-

ins t i tu t ional e c o n o m i c s - a rgues that poli t ical ins t i tu t ions m a y b e chosen ra

t ional ly by m e a n s of de l ibera t ions abou t wh ich ru les a r e appropr i a t e for pat

terns of in terac t ion in socie ty . Ins tead of t reat ing ins t i tu t ions and in teres ts as 

g iven , the insti tu t ional i s t app roaches in e c o n o m i c s a t t e m p t to e n d o g e n i z e wha t 

h a s t radi t ional ly been r ega rded as e x o g e n u o u s . V a r i o u s s t rands in e c o n o m i c s 

a n d organ iza t ion theo ry lead up to the d e v e l o p m e n t of a theory of inst i tut ions 

that is highly r e l evan t to the interpreta t ion of the publ ic sec to r ( B r o m l e y , 1989; 

HaTgraves H e a p , 1989 ; Egger t s son , 1990). 

Bas i c in the app l i ca t ion of the neo-c lass ica l dec i s ion m o d e l o n t o organiza

t ions is the c o n c e p t of t ransact ion cos ts in this l i t té ra ture . Wi th in a defined 

s y s t e m of p roper ty r igh t s it m a y be conce ived as all the cos t s i nvo lved in the 

t ransfer óf sets ôf p roper ty f ights . M o r e specif ical ly, t r ansac t ion cos t s a re con

ce ived as all thé cos t s invo lved in es tab l i sh ing , m o n i t o r i n g and enforc ing a 

cont rac t . T h e cos ts of nego t i a t ing a cont rac t inc lude the cos t s of s ea rch ing for 

Contractual pa r tne rs , aqu i r ing informat ion arid c o n c l u d i n g an ag reemen t . 

E c o n o m i c o rgan iza t ion theory depar t s from the neo-c lass ica l e c o n o m i c 

m o d e l wh ich a s s u m e that the cos ts of t ransact ing w h e n e n g a g i n g in e x c h a n g e 

a re ze ro . R o n a l d C o a s e a rgued that the initital a s s i g n m e n t of p rope r ty r ights 

does no t affect r e s o u r c e a l locat ion o u t c o m e s in the e c o n o m y w h e n t ransact ion 

cos t s are zero , a l t h o u g h it m a y h a v e dis t r ibut ional c o n s e q u e n c e s (1960 ) . For

m u l a t e d m ò r e gene ra l ly , w h e n the cos t of t ransac t ing is z e ro , ins t i tu t ions , e.g. 

s y s t e m s of p rope r ty r igh t s do not affect a l locat ive o u t c o m e s . T h e impl ica t ion 

is that the neo-c lass ica l mode l does not r ecogn ize the i m p o r t a n c e of t ransact ion 

cos t s and thus fails to pay adequa te at tent ion to the e x i s t e n c e of ins t i tu t ions . 

C o a s e (1937) sees ins t i tu t ions as g o v e r n a n c e s y s t e m s that regu la tes con

tracts . T h e g o v e r n a n c e sys t em that m i n i m i z e s the cos t s i nvo lved in es tabl ish

ing and enforc ing con t r ac t s will be chosen by the con t rac tua l par tners . A s a 

ma t t e r of fact, this bas ic hypo thes i s is equal ly or even m o r e re levan t for polit i

cal ins t i tu t ions , b e c a u s e the i ssues b rough t to the publ ic a g e n d a a re social p rob

l e m s wi th high t r ansac t ion costs invo lved - i ssues w h i c h cou ld not be reso lved 

by pr iva te con t rac t ing in a s imp le vo lunta ry e x c h a n g e a p p r o a c h . 
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W i l l i a m s o n ( 1 9 7 5 ; 1986) looks upon a h ierarchica l s y s t e m in a c o m p a r a t i v e 
ins t i tu t iona l f r a m e w o r k as an a r rangement that in cer ta in o rgan iza t iona l con 
tex ts is the m o s t t r ansac t ion cos t efficient w a y of hand l ing e x c h a n g e . T h e b a s i c 
ques t i on is u n d e r w h a t c i r c u m s t a n c e s a f irm should o r g a n i z e an e x c h a n g e in
ternal ly or t h rough the m a r k e t ass igning g o v e r n a n c e s t ruc tures to the m o s t cos t 
eff icient f r a m e w o r k w i t h t he a i m of reduc ing the cos t s of t r ansac t ing . 

W i l l i a m s o n po in t s ou t t w o h u m a n factors and two e n v i r o n m e n t a l factors 
w h i c h w h e n c o m b i n e d h e l p expla in the re la t ive h ighe r cos t of wr i t ing and 
en fo rc ing cont rac t s in t he m a r k e t c o m p a r e d to internal o rgan iza t ion . T h e 
h u m a n factors a re b o u n d e d rat ionali ty and o p p o r t u n i s m w h e r e a s the env i ron
m e n t a l fac tors i n c l u d e unce r t a in ty and the smal l n u m b e r s p r o b l e m s . 

B o u n d e d ra t ional i ty refers to the l imited abil i ty of m a n to r ece ive /p rocess 
in fo rma t ion as we l l as to c o m m u n i c a t e it. Ind iv iduals a re no t typical ly c a p a b l e 
of h a n d l i n g la rge a m o u n t s of information m a k i n g it diff icult to foresee all 
con t i ngenc i e s in a c o m p l e x and changing e n v i r n o n m e n t . O p p o r t u n i s m refers 
to se l f - in teres t b e h a v i o u r th rough del ibera te m a n i p u l a t i o n of in format ion 
a b o u t a t t r ibutes of t he ob jec t of exchange as wel l as o n e ' s o w n pre fe rences and 
in t en t ions . " U n c e r t a i n t y " shou ld perhaps ra ther b e t e r m e d " c o m p l e x i t y " . T h e 
e n v i r o n m e n t of o r g a n i z a t i o n is complex and c h a n g i n g offer ing r isks bu t a lso 
oppor tun i t i e s . S m a l l n u m b e r s m e a n s that on ly a few ac to r s par t ic ipa tes in the 
e x c h a n g e . 

T h e c o m b i n a t i o n of b o u n d e d rationality wi th uncer ta in ty m e a n s that wr i t ing 
con t rac t s that cove r all con t ingenc i e s that m a y occur ove r a l ong per iod of t i m e 
is i m p o s s i b l e . A n y a t t e m p t to approach the goal of ra t ional d e c i s i o n - m a k i n g 
wil l t end to be very cos t ly . T h e marke t solut ion to this c o o r d i n a t i o n p r o b l e m 
w o u l d b e an i n c o m p l e t e l o n g - t e r m contract or recurrent sho r t - t e rm cont rac t s . 

H o w e v e r , bo th t h e s e a l t e rna t ives are subject to the p r o b l e m s that appea r 
w h e n o p p o r t u n i s m is pa i r ed wi th the small n u m b e r s cond i t i on . T h i s condi t ion 
secu res that c o m p e t i t i v e p r e s su re s do not e l imina te the po ten t ia l gain of oppor 
tunis t ic act ion. I n c o m p l e t e cont rac ts m a y leave r o o m to b e h a v i o u r cont rary to 
t h e in ten t ion of the con t r ac t w h e n unforeseen con t ingenc i e s ar i se . T h e n e e d for 
ad ju s tmen t and a m e n d m e n t of the contract leads to the cons ide ra t ion of shor t -
t e r m con t rac t ing . S h o r t - t e r m contracts invi te the s t ra teg ies i nvo lved in the 
nego t i a t ion be tween bi la tera l monopol i s t s . Each par ty has an incen t ive to rea l 
i ze the gain potent ia l b y e n g a g i n g in coopera t ion , but a l so to c a p t u r e the largest 
p o s s i b l e p ropor t ion of th is po ten t ia l in e x c h a n g e . 

E v e n though a smal l n u m b e r s condi t ion do not obta in at the outse t , this con 
di t ion t ends to e v o l v e as the contractual par tners inves t in t ransac t ion-spec i f ic 
cap i ta l and acqu i re t r ansac t ion specific ski l ls . Th i s p roces s m a k e s m a i n t e n a n c e 
of t he cont rac tua l re la t ion all the more impor tan t for the par t i es to the cont rac t , 
as the c o n s e q u e n c e s of terminat ion b e c o m e severe . M a r k e t con t rac t ing 
b e c o m e s r isky as the p a y off resul t ing from ho ld -up s t ra teg ies increases . 

T h e re la t ive a d v a n t a g e s of re ly ing on internal or vert ical o rgan iza t ion ins tead 
of m a r k e t con t rac t ing cons i s t of the a t tenuat ion of i ncen t ives by s u b g r o u p s in 
an o rgan iza t ion to b e h a v e oppor tunis t ica l ly , as their b e h a v i o u r can be m o n i 
tored m o r e c lose ly a n d an incen t ive sys tem be des igned to fur ther the in teres ts 
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of t he o rgan iza t ion . In addi t ion , d i spu tes m a y b e m o r e eas i ly set t led wi th in an 
o rgan iza t ion than ac ro s s marke t s . A s for bounded ra t ional i ty , the advan tages 
i nc lude the poss ib i l i ty of a s t ep-by-s tep approach to p r o b l e m so lv ing in the 
e x c h a n g e p roces s , as wel l as a p roces s of convergen t e x p e c t a t i o n s se rv ing to 
r e d u c e uncer ta in ty . 

M i n i m i z i n g the cos t s of t ransact ion ar ises thus as t he goa l in the c h o i c e of 
ins t i tu t ions . C o a s e a r g u e d that a l loca t ive o u t c o m e s wi l l t end t o w a r d s effi
c i ency th rough vo lun ta ry e x c h a n g e if t ransact ion cos t s w e r e negl ig ib le . Vol 
un t a ry e x c h a n g e can be t rusted m o r e ex tens ive ly if t he s ta te m i n i m i z e s the 
t ransac t ion cos t s , e .g . by c rea t ing or clar i fying proper ty r igh t s . D e v e l o p i n g this 
a r g u m e n t f rom p r iva t e sec tor o rgan iza t ions to publ ic sec tor o rgan iza t ion , the 
s ta te cou ld b e in te rpre ted as a ra t ional dev ice for h a n d l i n g t ransac t ion cos ts . 
T a k e n to its conc lus ion the e c o n o m i c theory of pub l i c ins t i tu t ions e n d s u p in 
e c o n o m i c cons t i tu t iona l i sm (Vel janovsk i , 1982). 

Neo- ins t i t u t i ona l i sm in e c o n o m i c s imp l i e s a theory a b o u t the ro le of the state 
in def in ing the bas i c s of cont rac tua l a r r angemen t s , d e p e n d i n g on ex i s t ing tech
no log i e s and na tura l e n d o w m e n t s . As t echno log ies o r e n d o w m e n t s change , 
the re is ini t iated a p r o c e s s t owards n e w equ i l ib r ium con t rac t s in w h i c h the state 
m a y p lay a p ro found ro l e in m i n i m i z i n g t ransact ion cos t s by ins t i tu t ional in
nova t ion . G r o u p in te res t s w h e t h e r in the form of se l f - in teres ts or b r o a d col lec
tive in teres ts not on ly en ter publ ic inst i tut ions as the b u i l d i n g b locks of publ ic 
d e c i s i o n - m a k i n g a n d imp lemen ta t i on . Such interests affect the der iva t ion of 
pub l i c ins t i tu t ions pr ior to o n g o i n g po l i cy -mak ing . 

E c o n o m i c ins t i tu t iona l i sm w h e t h e r based on the ra t ional o r the b o u n d e d ra
tional dec is ion m o d e l dese rves a t tent ion in poli t ical theory . O n the o n e hand , 
t he n e w ins t i tu t iona l i sm m a y cons t i tu te a f r a m e w o r k for the ana lys i s of the 
pub l i c sector . O n the o the r hand , neo- ins t i tu t iona l i sm h a r b o u r s its o w n theory 
of the state wh ich shou ld be d i scussed as critically as t he soc io log ica l insti tu
tionalism above . 

A N e w F r a m e w o r k f o r The Ana lys is o f The P u b l i c Sector 

T h e neo- ins t i tu t iona l i s t and n e w inst i tut ional e c o n o m i c s app roach can b e for
m u l a t e d m o r e sha rp ly wi th par t icu lar r e l evance to the ana lys i s of h ierarchia l 
d e c i s i o n - m a k i n g in the publ ic sec tor by ut i l iz ing the p r i n c i p a l - a g e n t m o d e l . 

T h e p r i n c i p a l - a g e n t mode l starts f rom a cont rac tua l pe r spec t ive . Agree 
m e n t s es tabl ish a h ierarchica l re la t ionsh ip be tween the con t rac tua l part ies 
w h e r e o n e part in re turn for a c o m p e n s a t i o n agrees to fo l low the d i rec t ions of 
the o ther . O n e par ty , the pr inc ipa l , is g iven the r ight to instruct the o ther , the 
agen t , whe rea s the a g e n t p r o m i s e s to w o r k for the p r o m o t i o n of the in teres ts of 
t he pr inc ipal . Such re la t ionships a re es tab l i shed w h e n it is i m p o s s i b l e to spec
ify all the detai ls in a contract , and at the s a m e t ime it is r i sky to l eave r o o m for 
d iscre t ion . Such a g r e e m e n t s are exp re s sed in the pub l i c con t rac t b e t w e e n the 
e lec tora te , po l i t ic ians and bureauc ra t s ( M o e , 1984). 
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P u b l i c con t rac t s , p e r v a d i n g the state and local g o v e r n m e n t s , i nvo lve the p r in 
c i p a l ' s t a sk to des ign a g o v e r n a n c e sys tem wh ich g ives the agen t incen t ives to 
act in a c c o r d a n c e wi th t he p r inc ipa l ' s in teres ts , that is to ac t as the pr inc ipa l 
w o u l d h a v e d o n e h a d h e / s h e had the capaci ty and c o m p e t e n c e to do it h im/he r 
self. T h e con t rac tua l pe r spec t i ve highl ights the poss ib i l i ty for con t rac tua l 
fa i lure and impl i e s a s ea rch for m e c h a n i s m s to be e s t ab l i shed in o rde r to con t ro l 
w h e t h e r t he agen t l ives u p to the terms of the cont rac t , a n d for sanc t ions to b e 
e m p l o y e d to en fo rce the contrac t . 

T h e g o v e r n a n c e p r o b l e m is non-tr ivial excep t u n d e r e x c e p t i o n a l c i r cum
s tances . Firs t , t he re m u s t b e conflict of interest b e t w e e n the pr inc ipa l and the 
agen t . If t he agen t a n y h o w w a n t s to do w h a t the pr inc ipa l w a n t s h im/he r to do , 
the re w o u l d b e no r e a s o n to crea te ins t i tu t ional cons t ra in t s on the a g e n t ' s 
c h o i c e of ac t ion . S e c o n d , t he agent mus t h a v e in fo rma t ion that is r e levan t to 
t he p r inc ipa l w h i c h thé p r inc ipa l can not obta in wi thou t i ncu r r ing cos ts . If the 
p r inc ipa l h a s the s a m e in format ion base as that on w h i c h the agen t acts , and if 
h e cou ld m o n i t o r the ac t i ons of the agent eas i ly , then the p r inc ipa l can eas i ly 
d e s i g n and en fo rce a sho r t - t e rm contract . A s y m é t r i e in fo rma t ion in c o m b i n a 
t ion wi th conf l ic ts of in te res t creates the potent ia l for t w o different t ypes of 
g o v e r n a n c e p r o b l e m s in the publ ic sector. 

A d v e r s e se lec t ion m a y ar i se at the t ime w h e n the con t rac t is e s tab l i shed w h e n 
the agen t has i n fo rma t ion abou t the se rv ices the agen t wi l l r ender w h i c h is 
i nacces s ib l e to the pr inc ipa l . T h e agent m a y mis rep re sen t t he f u n d a m e n t a l s of 
con t rac t nego t ia t ion to ob ta in better cont rac t t e rms than h e w o u l d o t h e r w i s e 
h a v e b e e n ab le to s e c u r e . W h e n the pr incipal c o m e s to r ea l i ze this , he / she m a y 
des ign t e r m s a c c o r d i n g to t he expec ted pe r fo rmance Of t he w o u l d - b e agen t s 
d i s c o u r a g i n g be t t e r - t han -ave rage candida tes and e n c o u r a g i n g worse - thân -
a v e r a g e cand ida t e s . T h e degrada t ion of the qua l i ty of the cand ida t e s m a y con 
tinue resu l t ing in an o u t c o m e similiar to Aker lo f s ( 1 9 7 0 ) descr ip t ion of the 
m a r k e t for " l e m o n s " . 

M o r a l h a z a r d m a y a r i se even though the pr incipal has the s a m e informat ion 
as t h e agen t at the t i m e w h e n they bargain ove r the con t rac t . T h e p r o b l e m is 
that t he pr inc ipa l is u n a b l e to observe the ac t ions taken by the agent , and con 
sequen t ly has to b a s e his eva lua t ion of the a g e n t ' s con t rac t p e r f o r m a n c e on the 
resul t s of those ac t ions . If the resul t depends on u n o b s e r v a b l e r a n d o m var iab les 
b e y o n d the a g e n t ' s con t ro l , the principal can not m a k e re l i ab le inferences abou t 
the ac t iv i t ies of the a g e n t by moni to r ing the resul ts of those act ivi t ies a lone . It 
a l l o w s the agent to d i s o b e y the terms Of the con t rac t w i t h o u t be ing revea led . 
A d v e r s e se lec t ion ar ises w h e n the agent has h idden in fo rma t ion w h i l e m o r a l 
h a z a r d ar ises w h e n the agen t can hide his ac t ions . 

Pub l i c con t r ac t ing in the state and local g o v e r n m e n t s resu l t s in a d o u b l e 
p r i n c i p a l - â g e n t r e l a t ionsh ip in a democracy . O n e the o n e h a n d there is the 
r e l a t ionsh ip b e t w e e n the popu la t ion as the pr inc ipa l and its agen t s in their 
capac i ty of ru lers of the popu la t ion . On the o ther hand the ru le r s m a y wi sh to 
e m p l o y a staff to be ac t ive in the implemen ta t ion of the po l ic ies of the ru lers , 
w h i c h imp l i e s that t he lat ter b e c o m e the pr inc ipa l of the fo rmer . 
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P o p u l a t i o n as p r i n c i p a l , p o l i t i c i a n s as" a g e n t s 

Pub l i c con t rac t ing resu l t ing in p r i n c i p a l - a g e n t s t ruc tu res in s ta te a n d local 

g o v e r n m e n t s is cha rac t e r i zed by amb igu i t y , m o r a l h a z a r d and a d v e r s e se lec

tion. T h e fact that d e m o c r a t i c s ta te ins t i tu t ions res t u p o n a p r i n c i p a l - a g e n t 

s t ruc ture in no w a y p roh ib i t s that the agent m a y r e v e r s e the re la t ionsh ip and 

r ega rd itself as the p r inc ipa l , N o b e n e v o l e n t a s s u m p t i o n s shou ld b e m a d e abou t 

t he c o n d u c t of s ta te act ivi t ies , T h e possibi l i ty of r eve r s ing the p r i n c i p à l - à g e n t 

s t ruc ture of the s ta te h a v i n g the popula t ion serve the in te res t s of t he s ta te m a k e s 

it all the m o r e u r g e n t that inst i tut ional m e c h a n i s m s b e found that l imit t he r a n g e 

of oppor tun i s t i c behav iou r . H o w e v e r , there are t r ansac t ion cos t s i n v o l v e d in 

res t r ic t ing the d e g r e e s of f r eedom of the agent . 

Str ic t ly speak ing , t h è r e f e r é n d u m m o d e l invo lves the sma l l e s t p o s s i b l e mar 

gin for the agen t to ac t on beha l f Of the pr inc ipa l . T h è p o p u l a t i o n w o u l d dec ide 

e a c h i s sue by m e a n s of a Single major i ty voté to b e i m p l e m e n t e d b y those 

o c c u p y i n g state au thor i ty pos i t ions . T h i s a s s u m e s that the act ivi t ies of the 

agen t are comple t l y obse rvab l e by the popu la t ion a n d that each i s sue can be 

d e c i d e d and i m p l e m e n t e d on its o w n t e rms , T h è t r ansac t ions cos ts i nvo lved in 

m o n i t o r i n g the ac t ions Of the agent on such a c lose bas i s w o u l d b e s tagger ing . 

If each and eve ry po l i cy Would b è c lear ly separab le to b e Voted on comple t e ly 

on its owrt mer i t s , t h e n the scope for oppor tun is t i c b e h a v i o u r w o u l d b e d im

in i shed . H o w e v e r , th is w o u l d requi re cont ro l over the a g e n d a that w o u l d p ro 

hib i t a r rowian cyc l e s and p re fe rence man ipu la t ion (Tullock^ 1988) . A s long as 

t he a g e n d a m a y c o m p r i s e m o r é than t w o a l ternat ives and as long às the s imple 

major i ty rule is e m p l o y e d wi th in a cho i ce set t ing wi th m o r e than t w o choos ing 

ac to r s or g r o u p s Of ac to r s , then there is the potent ia l for m i s m a t c h e s b e t w e e n 

the p re fe rences of thé ind iv iduá is in the popu la t ion arid the w i n n i n g al terna

t ives . H o w can the e l ec to ra te in a l iberal d e m o c r a c y cons t ra in its pub l i c agents 

- po l i t ic ians ahd civil se rvan t s = to act acco rd ing to the con t rac t b e t w e e n t h e m 

a g r e e d upon in va r ious se t t ings: in the cons t i tu t ion , oh t he e lec t ion day of in the 

e m p l o y m e n t re la t ion? B y the ins t i tu t ions of par ty g o v e r n m e n t ? 

M a k i n g the agen t in the poli t ical body the a u t o m a t i c implemer t t e r of the 

w i s h e s Of the p o p u l a t i o n is not a pract ical solut ion to t he p r o b l e m of gove rn ing 

the pub l i c sector . T y p i c a l of the d e m o c r a c i e s of the w o r l d today is the d i s t ance 

b e t w e e n the e l ec t ing b o d y and the e lec ted; which g ives r ise to all the k inds of 

p r i n c i p a l - a g e n t p r o b l e m s as they are encoun te red in the ana lys i s of the pr iva te 

sec to r (Ross , 1 9 7 3 ; W i l l i a m s o n , 1986; Muel le r ; 1986) . H o w could the popu

lat ion as the pr incipal in teract with the set of poli t ical par t i es and pol i t ic ians as 

their agen t s g iven tha t there is uncer ta in ty abou t w h a t ac t ion the pr inc ipa l 

w i s h e s the agent to t ake as wel l as that the act ion of t he agen t c a n n o t b é per 

fect ly or cos t léss ly m o n i t o r e d ? By S c h u m p e t e r ' s e l i te c o m p e t i t i o n ? 

A s y m m e t r i c a l in fo rmat ion , mora l haza rd and a d v e r s e se lec t ion en te r the 

ba s i c pol i t ical con t rac t be tween the e lec tora te and the po l i t i c ians . Firs t ly , there 

is a m b i g u i t y abou t w h e t h e r the ac t ions taken by the a g e n t u n d e r the c i r cum

s tances w e r e the co r rec t ones or the des i red as wel l as w h e t h e r the o u t c o m e s 

a re accep tab le to the pr inc ipa l to call forth the r e w a r d s , d e m a n d e d by the agent . 
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O n t h e bas i s of their i n fo rma t ion advan tage the po l i t i c ians m a y a r g u e their c a s e 
by p l e d g i n g that the ac t i ons des i red by the pr incipal w e r e no t feas ib le u n d e r 
n e w c i r c u m s t a n c e s or tha t t he ou tcomes w e r e the on ly o n e s feas ib le in that 
s i tua t ion . O r the po l i t i c ians m a y argue that the ac tua l d i v e r g e n c e of the des i red 
o u t c o m e s f rom the ac tua l o n e s do not i nvo lve any b r a k e of the e lec t ion con 
tract , b e c a u s e the re is b o u n d to be mora l haza rd abo u t w h a t ac t ions are to b e 
t aken g iven the e lec t ion p r o m i s e of b r ing ing abou t a de s i r ed o u t c o m e . M o r e 
ove r , the re ex i s t oppor tun i t i e s for manipu la t ion of the a m b i g u o u s t e rms of the 
pol i t ica l con t rac t by po l i t i c i ans w h o wish to e n g a g e in i r r e spons ib l e b eh av i o u r 
or po l i t i ca l s y m b o l i s m m e a n i n g that there is a d a n g e r of a d v e r s e se lec t ion of 
s o m e pol i t i c ians . 

P o l i t i c i a n s a s p r i n c i p a l s , b u r e a u x as a g e n t s 

P o l i c y - m a k i n g in a d e m o c r a c y is subject not only to the h a z a r d s the amb igu i ty 
of t he con t rac t b e t w e e n e lec to ra te and pol i t ic ians p r e sen t s . T h e d e g r e e to 
w h i c h pol ic ies enac t ed in a democra t i c cho i ce set t ing ac tua l ly co inc ide wi th 
t he w i s h e s of the e l ec to ra t e depends also on the con t rac t r egu la t ing the re la
tionship be tween po l i t i c i ans and the admin i s t ra t ive and p ro fess iona l b u r e a u x 
in t he civil se rv ice . I ts t a sks , briefly s tated acco rd ing to t he p r i n c i p a l - a g e n t 
con t rac t , is to furnish po l i cy maker s wi th the in format ion requ i red to m a k e 
s o u n d dec i s ions and to i m p l e m e n t the pol ic ies of their po l i t i ca l p r inc ipa l s . T h e 
con t rac tua l p r o b l e m s i n v o l v e d in m a n a g i n g the pub l i c sec tor c o m p r i s e bo th 
po l i cy e n a c t m e n t c o n t r a c t s and policy execu t ion con t rac t s . T h i s bas ic d is t inc
t ion is no t to be ident i f ied wi th the t roub le some concep tua l pair in t radi t ional 
p u b l i c admin i s r r a t ion : pol i t ics versus admin is t ra t ion ( A p p l e b y , 1949) 

Con t r ac t s h a v e to b e m a d e be tween the s ta te and civil s e rvan t s s t ipula t ing 
w h a t the s ta te e x p e c t s in re turn for remunera t ion . D u e to the t ransac t ions cos t s 
i n v o l v e d in h i r ing a n d m o n i t o r i n g public officials, the s ta te typica l ly e m p l o y s 
t he b u r e a u m o d e l for h a n d l i n g various s ta te act ivi t ies . In a c c o r d a n c e wi th W i l -
l i a m s o n s ' s p red ic t ion , ver t ica l intergrat ion is chosen a h e a d of vo lun ta ry ex 
c h a n g e . B a s i c to the ope ra t i on of the bu reau is a p r i n c i p a l - a g e n t re la t ionsh ip 
b e t w e e n pol i t ic ians on the o n e hand and civil se rvan ts b e t he se admin i s t r a to r s 
or p ro fess iona l s on the o the r händ. 

U s i n g the bureau as the un i t of analysis , adve r se se lec t ion ar ises ex an te the 
po l i cy dec i s ion w h e n t h e s e uni ts supplies in format ion a b o u t the cur ren t s i tu
a t ion in their area of respons ib i l i ty , for ins tance in b u d g e t a r y reques t s . M o r a l 
h a z a r d can be related to the implementa t ion of publ ic po l ic ies . T h e r e m a y b e 
r e a s o n s to be l i eve that the potent ia l for mora l hazard p r o b l e m s ex pos t is even 
g rea t e r in pub l i c h i e r a r ch i e s than in p r iva te h ierarchies for wh ich the p r inc i 
p a l - a g e n t theory or ig ina l ly w a s deve loped . 

First , often the resul t , w h i c h the principal is s u p p o s e d to k n o w , is not eas i ly 
m e a s u r e d in the pub l i c sec tor . Second , the o u t c o m e s of pub l i c sec tor act ivi t ies 
a re in m a n y cases h igh ly dependen t on var iab les b e y o n d the publ ic a g e n t ' s 
con t ro l m a k i n g it diff icult to evaluate w h e t h e r the agen t has s tuck to the con 
tract . M e a s u r i n g p e r f o r m a n c e and its m o d e s in the pub l i c sec tor is usua l ly 
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d i rec ted t o w a r d s m e a s u r i n g activity levels (eff ic iency) w h i c h a re subs t i tu tes 
for m e a s u r i n g the effects of pub l ic po l ic ies (effect iveness) ( D o w n s a n d La rkey 
1986) . Such p r o x y m e a s u r e s m a y h a v e undes i red i n c e n t i v e effects as pub l ic 
agen t s m a y wel l d i rec t their efforts t owards i m p r o v i n g their " s c o r e " on the 
m e a s u r e d var iab le , a n d neglec t real objec t ives . T h e t w o g o v e r n a n c e p r o b l e m s , 
a d v e r s e se lec t ion and m o r a l hazard m a y wel l be c o n n e c t e d as the po ten t ia l for 
m o r a l haza rd m a k e s it difficult for the pr incipal to learn tha t h e / s h e is the v ic t im 
of adve r se se lec t ion . T h e N i skanen theory of the b u d g e t m a x i m i z i n g b u r e a u is 
o n e w a y to m o d e l t he s econd p r i n c i p a l - a g e n t r e l a t ionsh ip . It e m p h a s i z e s the 
a s y m m e t r i c a l i n fo rma t ion invo lved in the in teract ion b e t w e e n pol i t ic ians and 
the b u r e a u x , bu t it a s s u m e s a pa s s ive poli t ical p r inc ipa l ( 1971 ) . N i s k a n e n ' s 
conc lus ion that t he b u r e a u as the agen t will a lways b e in a s t ra tegical ly advant 
a g e o u s pos i t ion in re la t ion to its p r inc ipa l the g o v e r n m e n t has r ece ived m u c h 
a t tent ion, bu t it is far f rom the on ly m o d e l that a p p r o a c h e s bu reauc racy as a 
p r i n c i p a l - a g e n t r e l a t ionsh ip ( M c L e a n 1987; D u n l e a v y 1991) . If o n e a s s u m e s 
m o r e of s y m m e t r y , then the conc lus ion that the pub l i c b u d g e t wil l a l w a y s b e 
m u c h larger or t w i c e as la rge than the opt imal one d o e s not fo l low. 

T h e r e is b o u n d to b e ambigu i ty in the d o u b l e p r i n c i p a l - a g e n t re la t ionships 
in the publ ic sector . B o u n d e d ra t ional i ty , small n u m b e r s p r o b l e m and s t ra tegic 
b e h a v i o u r g ive r ise to oppor tun i s t i c tact ics that w e r e not r e co g n i zed wi th in the 
t radi t ional pub l i c admin i s t r a t ion and wel fa re e c o n o m i c s a p p r o a c h e s . T h e in
te rac t ion be tween in teres ts and ins t i tu t ions is such in the pub l i c sec tor that the 
pub l i c in teres t c o n c e p t and its der iva t ives in the m a r k e t fai lure theory has 
l imi ted appl icabi l i ty w h e n unde r s t and ing the b e h a v i o u r of voters , pol i t ic ians , 
bu reauc ra t s and p rofess iona l s . 

T h e very s a m e p r o b l e m s c rop up w h e n the state e m p l o y s publ ic regula t ion 
in s tead of pub l ic r e s o u r c e a l locat ion. T ry ing to cont ro l ac tors by m e a n s of 
regula tory s c h e m e s g ives rise to the ineff iciency p r o b l e m s stated in the so-
ca l led cap tu re m o d e l (St igler , 1988) . T h e genera l ized m o d e l of pub l i c regula
t ion in the form of t he m o d e l of rent s eek ing points ou t that there is no w a y for 
t he g o v e r n m e n t bu t to pay a rent for the in format ion a d v a n t a g e that t hose regu
lated posses s (To l l i son , 1982) . I m p l e m e n t i n g f irs t-best so lu t ions by m e a n s of 
pub l i c regula tory s c h e m e s is imposs ib l e due to in fo rma t ion a s y m m e t r y , and 
second-bes t so lu t ions are difficult to identify. 

C h o i c e o f P u b l i c I n s t i t u t i o n s 

T h e neo- ins t i tu t ional l i terature not only speaks of a l t e rna t ive so lu t ions to con
tractual p r o b l e m s in vo lun ta ry e x c h a n g e or h ie ra rchy . In addi t ion , the re is the 
me ta -con t rac tua l m o d e l abou t t ransac t ions costs e n h a n c i n g the cons t ruc t ion of 
efficient ins t i tu t ional so lu t ions . If the ra ison d ' e t r e for ins t i tu t ions is to econ
o m i z e on t ransac t ion cos t s , then efficiency could en t e r e i ther by fiat or by 
evo lu t ion , i.e. e i ther th rough a rat ional cho ice of ins t i tu t ions or by m e a n s of the 
inv i s ib le hand of compe t i t i on . T h e rat ional or e f fec t ive solut ion m a y be 
r eached th rough o n e of t w o pa ths : ( 1 ) des ign and (2) se lec t ion ( A lch ian 1950). 
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T h e r e a re th ree m a i n p r o b l e m s with the eff iciency m o d e l in te rpre ta t ion of t he 
o r ig in of ins t i tu t ions . F i r s t ly , as poin ted ou t by Nor th ( 1 9 9 0 ) n o nea t supp ly 
funct ion of n e w ins t i tu t iona l a r r angement s can b e taken for g ran ted : H o w to 
ident i fy the m e n u of o rgan iza t iona l forms that a socie ty d e v i s e s in r e s p o n s e s 
to c h a n g i n g re la t ive p r i c e s ? Secondly , the ba rga in ing p r o b l e m w h e n c h o o s i n g 
ins t i tu t iona l fo rms i n v o l v e s h igh t ransact ion cos ts wh ich m a y p reven t the par 
ties f rom r e a c h i n g an ins t i tu t iona l ag reemen t to the benef i t of all the affected 
pa r t i e s . Th i rd ly , the p r o b l e m of inertia ( M a t t h e w s , 1 9 8 6 : 9 1 3 - 9 1 5 ) ar ises ; as 
c o m p l e x ins t i tu t ions s e r v i n g several pu rposes m a y p r o v e diff icult to c h a n g e . 
T h e na tura l se lec t ion a r g u m e n t concern ing the evo lu t ion of ra t ional ins t i tu
t ions is h a m p e r e d by t h e fact that there is no au topi lo t s tee r ing the d e v e l o p m e n t 
of such ins t i tu t ions a l o n g the r ight path. C h a n g e s in such ru l e s a re m a d e by 
d e c i s i o n s and no t by a g g r e g a t e changes in a popu la t ion of ins t i tu t ions . Inst i tu
tional dec i s ions d e p e n d s on the percept ions and in teres ts of the affected par t ies 
a n d their re la t ive b a r g a i n i n g strehght . T h e Visible hand m a y b e inf luenced by 
c o m p e t i t i v e p res su res , bu t it is certainly not as efficient in e l imina t ing ineffi
c i e n c y as the inv i s ib le h a n d of compet i t ion cou ld b e c l a i m e d to be . 

If ef f ic iency wi l l no t c o m e abou t by the rat ional i ty of a se lec t ion p roces s ; then 
ra t iona l i ty b y des ign r e m a i n s the only w a y . B u t is real ly s o m e ra t ional dec i s ion 
m o d e l a d e q u a t e in a c h o i c e e n v i r o n m e n t w h e r e co l lec t ive ru les and n o r m s is 
to b e d e c i d e d u p o n ? T h e ra t ional choice of ins t i tu t ions is the c h o i c e w h i c h " t h e 
col lec t iv i ty be l i eves , o n a v e r a g e , will gene ra t e the least ex pos t r eg re t " accord
ing to S h e p s l e (1989 : l 3 9 h ) . In this case, the efficient set of ins t i tu t ions w o u l d 
b e t he in t ended resul t of a co l lec t ive choice p roces s . 

T h e social arid p u b l i c cho i ce l i t térature has s h o w n that o u t c o m e s of vo t ing 
p r o c e d u r e s c a n n o t b e p red ic t ed only on the bas is of k n o w l e d g e of the p re 
f e rences of the vo te r s . " A n o u t c o m e X was said to be an e q u i l i b r i u m if the re 
ex i s t ed no Y prefer red to it by a decis ive coal i t ion of agen t s , no rma l ly a s i m p l e 
ma jo r i ty of the set of agen t s (Shepsle , 1989:136) . In vo t ing p rocesses , such 
equi l ib r ia genera l ly d o no t ex i s t when a co l lec t ive cho ice is to b e m a d e b e t w e e n 
three or m o r e a l t e rna t ives . E v e r y al ternat ive X can be bea t en by s o m e al terna
tive Y w h i c h is prefer red to X by a decis ive coal i t ion of vo te r s . T h e r e is a cyc le 
of p re fe rences for the a l te rna t ives . In fact, not only can e v e r y a l te rna t ive b e 
bea t en , bu t any a l t e rna t ive can also be chosen d e p e n d i n g on at w h a t po in t t he 
c y c l i n g p r o c e s s is s t o p p e d ( M c K e l v e y , i 976) . 

Ac tua l vo t ing p r o c e s s e s h a v e not revealed the flux p red i c t ed by formal the
ory , w h i c h has lead to t he red iscovery of ins t i tu t ions ( S h e p s l e , 1989) . W i t h i n 
a g i v e n set of ins t i tu t ions , formal or in formal rules , equ i l ib r ia genera l ly d o 
exis t . In fact there a re often several equil ibria, RUies m a y res t r ic t the agenda , 
the i s s u e s voted upon , the d imens ions of an issue voted u p o n toge ther or sep
ara te ly , the a l t e rna t ives a l l o w e d to enter the vo t ing p roces s and in which se
q u e n c e , the pos s ib l e coa l i t i ons be tween choos ing par t ic ipan ts , e tc . 

However^ g r o u p s w h o find that policy o u t c o m e s are un favou rab l e to t h e m 
d u e to a pa r t i cu la r conf igura t ion of inst i tut ions p rov id ing cons t r a in t s m a y s eek 
to c h a n g e these ins t i tu t ions . T h e y have inst i tut ional in teres ts wh ich are der ived 
f rom their po l icy in te res t s (Riker , 1980). W h a t , then, are ins t i tu t ional in te res t s? 
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V a n b e r g and B u c h a n a n (1989) d e c o m p o s e the c o n c e p t of "cons t i tu t iona l pref
e r e n c e s " or ins t i tu t iona l in teres ts in to t w o c o m p o n e n t s : cons t i tu t iona l theor ies 
(cogn i t ive ) and cons t i tu t iona l in teres ts (evalua t ive) . A n i n d i v i d u a l ' s const i tu
t ional theor ies a re h i s /he r c o n c e p t i o n s about w h a t wil l b e the ac tua l o u t c o m e s 
of a l te rna t ive ru les w h i c h m a y b e m o r e or less correc t . Cons t i tu t iona l interests 
on t he o the r h a n d a r e the eva lua t ions , based on the i n d i v i d u a l s ' va lues , of the 
va r ious o u t c o m e s . S i n c e all theor ies a re to s o m e d e g r e e uncer ta in , the indiv id
ua l s a re p l aced b e h i n d a "vei l of unce r t a in ty" ( V a n b e r g and B u c h a n a n , 
1989 :54) . 

If the veil of i g n o r a n c e is th ick m e a n i n g that there is a lot of unce r t a in ty about 
h o w an i n d i v i d u a l ' s in te res t s will b e affected by va r ious ins t i tu t ional al terna
t ives , r i sk ave r se i nd iv idua l s m a y c h o o s e ins t i tu t ions that " g e n e r a t e t he least 
ex pos t regre t" . H o w e v e r , in m a n y cases the vei l of i g n o r a n c e is th in . T h e 
ins t i tu t ional c h o i c e p roces s is then no t m u c h different f rom the po l icy cho ice 
p r o c e s s , i .e. a p r o c e s s charac te r ized by the lack of s t ab l e equi l ibr ia . 

A n inf ini te r eg res s ar i ses w h e r e in the end s o m e c h o i c e of pol i t ica l ins t i tu
t ions m u s t b e u n c o n s t r a i n e d leading to a lack of a s tab le o u t c o m e of the col lec
t ive cho i ce p r o c e s s . F o l l o w i n g this l ine of thought , eff ic ient ins t i tu t ions canno t 
b e t h e p red ic ted o u t c o m e of a vo t ing p rocess s imp ly b e c a u s e no equ i l i b r i um 
o u t c o m e can b e p red ic t ed in the a b s e n c e of ins t i tu t ional cons t ra in t s . T h e at
t e m p t in the neo- ins t i tu t iona l i s t app roach to sa lvage the opt imaj i ty concep t ion 
by m e a n s of the theory of equ i l ib r ium inst i tu t ions c a n n o t be uphe ld . 

C o n c l u s i o n 

Ins t i tu t ions m a y b e in te rpre ted as the h u m a n l y dev i s ed cons t ra in t s on social 
in te rac t ion . T h e r e is a bas ic cho i ce be tween p u r s u i n g ones interests w i th in an 
es tab l i shed f r a m e w o r k or m a k i n g an effort to c h a n g e this f r amework . A s these 
c o u r s e s of ac t ion m a y b e rega rded as a l te rna t ive m e a n s for the ra t ional pursu i t 
of ones in teres ts , ego i s t i c or al t ruis t ic , inst i tut ional c h o i c e m a y b e a n a l y z e d in 
the s a m e ana ly t i c f r a m e w o r k as cho i ce wi th in a g iven ins t i tu t ional s t ruc ture . 
T h i s w a y of c o n s i d e r i n g the re la t ionsh ip be tween ins t i tu t ions and in teres ts 
m a k e s in teres ts t ake p r e c e d e n c e over ins t i tu t ions w h i c h is exac t ly the oppos i t e 
pos i t ion m a i n t a i n e d in the soc io log ica l vers ion of neo- ins t i tu t iona l i sm, N e o -
ins t i tu t ional is rn in the e c o n o m i c app roach to the pub l i c sector imp l i e s that 
ins t i tu t ional cho i ce is very impor t an t in publ ic p o l i c y - m a k i n g and i m p l e m e n 
ta t ion. 

T h e ins t i tu t jonal is t revolu t ion in poli t ical s c i ence is the m o s t impor t an t 
a c h i e v e m e n t in th is d i sc ip l ine du r ing the 1980s . It has o p e n e d u p n e w w a y s o f 
m o d e l l i n g the p u b l i c sector , resul t ing in cha l l eng ing m o d e l s of p o l i c y - m a k i n g 
and i m p l e m e n t a t i o n in state and local gove rnmen t . 

T h e different neo- ins t i tu t iona l i s t p a r a d i g m s b y p a s s the two p reva i l ing ap
p r o a c h e s to the ana lys i s of the pub l i c sec tor in an e ra of b ig g o v e r n m e n t , viz. 
the t radi t ional pub l i c admin i s t ra t ion f r amework wi th its W e b e r i a n c o n c e p t i o n s 
of h ie ra rchy , d iv i s ion of l abour and publ ic interest m o t i v a t i o n on the o n e hand 
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a n d t h e we l fa re e c o n o m i c s f r amework wi th its t radi t ional po l i cy cri teria of 
m a r k e t fa i lures . U n d e r s t a n d i n g the publ ic sec tor r equ i res a f ocus on in teres ts 
and ins t i tu t ions as we l l as h o w they interact in the m a k i n g of s t ra teg ies a m o n g 
the ac tors in s ta te a n d loca l gove rnmen t . 

T h e soc io log ica l ins t i tu t iona l i sm of M a r c h and Olsen , re jec t ing each and 
eve ry r educ t ion i s t in te rpre ta t ion of the pub l i c sector , h a s a ba s i c hol i s t twis t 
w h i c h upse t s the b a l a n c e b e t w e e n the mot iva t iona l a spec t s - in teres ts - and the 
ru le a spec t s - ins t i tu t ions - in publ ic sec tor behav iour . O n t h e cont rary , the re 
is a t e n d e n c y in the neo- ins t i tu t ional is t app roach d e v e l o p i n g f rom the e c o n 
o m i c m a n dec i s ion m o d e l , to expec t that ins t i tu t ions can b e de r ived f rom inter
es ts in a m a n n e r that c o u l d satisfy criteria on opt imal i ty and ra t ional i ty . 

A c lear separa t ion b e t w e e n interests and ins t i tu t ions m a y b e u p h o l d , w h i l e at 
the s a m e t i m e r e m a i n i n g wi th the confines of m e t h o d o l o g i c a l ind iv idua l i sm. 
T h e n e w ins t i tu t iona l i sm s e e m s a mos t p r o m i s i n g a p p r o a c h to the analys is of 
the p u b l i c sec tor as it e m p h a s i z e s the s t ra tegic d i m e n s i o n s in p o l i c y - m a k i n g 
and i m p l e m e n t a t i o n p o i n t i n g to oppor tunis t ic behav iour , b o u n d e d ra t ional i ty 
a n d a s y m é t r i e in fo rma t ion . 
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