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1. What Is an Institution?

Theory of institutional change is important because economics deals with institution.
The theory of institutional change is highly important for further advancement in the

social sciences in economics and in general [2]. Searle gives the reason: economics as a
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study of the disposal of scarce commodities, is largely concerned with institutional
facts, because the mode of existence of the “commodities” and the mechanisms of
“disposal” are institution [4].

Institutions are defined of durable systems of established and embedded social rules
that structure social interactions. Language, money, law, systems of weights and meas-
ures, traffic conventions and firms are all institution. A broad definition of institutions
has now become widely accepted [5]: A widespread practice and define institutions as
durable systems of established and embedded social rules that structure social interac-
tions. Language, money, law, systems of weights and measures, traffic conventions, ta-
ble manners, firms (and other organizations) are all institutions. The definition has
been given not just by economists, but by the enormous number of social theorists who
have been concerned with the ontology of society [4].

However, economists disagree on what institutions are. By now divergence still exists
even among economists, which are quite important for discussing the main core of this

dissertation.

1.1. Neo-Institutionalists

Neo-instiutionalists pay more attention on the definition of institution because they
emphasize the function of institution to reduce transaction costs, increase economic ef-
ficiency. Economics matter is institutional matter.

Institutions are defined as rules-constraints or rules-routines by neo-institutionalists.
The economic notion of “institution” understood as “constraints” is defined by Douglas
North: Institutions are the humanly devised constraints that structure political, eco-
nomic and social interaction, consisting of both informal constraints and formal rules,
which have been used to create order and reduce uncertainty in exchange [6]. North
considers “institution” as a rule of game, which can constrain human interaction with
institution. Nelson challenges North’s definition, and he defines institution as social
technologies consisting of rules-routines, which mean specific ways of playing a game:
An agent's rules-routines guide step-by-step, or operation-by-operation, the agents
behavior, with the lowest-level routines determining, possibly in function of some
present or past conditions, the agent's actual actions [7]. The contrast between the two
definitions can be enhanced by speaking of “rule-following” only for rules-routines,
and use the term “rule-respecting” for rules-constraints.

Neo-institutionalists more approve North’s definition. Pelikan approves North’s de-
finition: North's definition reduced to an operationally clear nucleus [8]. Rules-con-
straints set limits to large varieties of permissible behaviors and actions, which mean
that within the constrained varieties, the agents are free to search the best strategy. Such
a radical reduction is indeed necessary for allowing institutional economics to become
rigorously analytical, with well-defined connections to other parts of economic analy-
sis—in particular the theory of property rights, constitutional political economy, and
the entire field of law and economics, where some of the most important practical ap-

plications of theoretical economic analysis are now being produced. Mokyr wrote for
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praising North in 2010: “institutions are essentially incentives and constraints that so-
ciety puts up on individual behavior’ [9]. The words “constraints” and “incentives”
here matter a lot, because North and Levitt mean what all Neo-institutionalists econo-
mists mean by them.

It is also important to divide institutions into formal, such as written laws, and in-
formal, such as unwritten social norms. Both are indeed humanly devised, but in dif-
ferent ways: formal institutions originate in deliberate legislation, or deliberate verdicts
of courts, and informal institutions in spontaneous cultural evolution [1].Both the for-
mal and informal rules of the game, and the manner and effectiveness of the enforce-
ment of those rules influence the nature of markets. Institutions can be understood as
the formal and informal rules governing human behavior [10].

Although neo-institutionalists have controversy about institution definition, they still
have universality. They want to narrow the word “institution”, maximization under

constraints, and they are willing to keep ethics away [11].

1.2. Critique of Neo-Institutionalism

The universal peculiarity of the neo-institutionalists, including maximization under con-
straints and ignoring ethics or humanness, induce scorching refute. A new controversy
emerged in new institutional economics: should institutions be defined as constraints,
comparable to “the rules of a game”, or as routines, meaning “specific ways of playing a
game” [10]. If institutions are nothing more than human devised constraints, why can’t
badly-performing economies design good institution and implement them? McCloskey
in Why Neo-Institutionalism car’'t explain the modern world gives two main reasons
why she opposes North’s definition [11].

The first reason is that people are rational, but not totally rational. Neo-institution-
alists drag all human behavior under the lamppost of incentives simply by defining all
of it as “rational”, neo-institutionalists economics believe that we act as it seems most
productive to act that way. Consumers and producers, the economists say, maximize
utility “subject to constraints”, or “in view of the incentives”. The main character in
North’s story and the other neo-institutionalists, is always Max U, the prudent human.
The idea of “rational behavior” or “economic man” was given by Adam Smith in The
Wealth of Nations, he wrote: “J¢ is not from the benevolence of the butcher, the brewer,
or the baker that we expect our dinner, but from their regard to their own interest
[12]”. In the view of Adam Smith, self-interest is the nature, everyone in the society try
to realize self—interest. Later, John Stuart Mill clearly put forward the “economic
man”, he pointed out “Economic man” is the one who can get maximum profit. Posner
ultimately inherited and developed “economic man”, which is the most important
theory basis of traditional law and economics.

However, theory of bounded rationality from behavior economic provides the defect
of rational economic man. Bounded rationality, as a framework for understanding and
often modeling social and economic behavior [13], refers to the fact that human cogni-

tive abilities are not infinite. Their limited skills and memories lead to bounded ratio-
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nality. Even people can deal with the limited skills and memories using the method of
rationality, human behavior is still distinct with the prediction from the standard model
of unbounded rationality. The departures from the standard model can be divided into
two categories: judgment and decision-making. Bounded rationality let people make
false decision in decision-making process. People tend to follow their own ideas to ex-
press or describe facts and other information. On the other hand, people’s decision al-
ways shows that the results depart from the theory of expected utility theory.

Behavior is sometimes best described scientifically as being about incentives given to
the social actors, but sometimes it is best described as Second-City improvisational
comedy, with or without suggestions from the audience [11]. Complex and interacting
system of norms, structures, and cultural understandings that shape individual and or-
ganizational behavior means the above simply rational is wrong. Definition of institu-
tion by neo-institutionalists, who believe that we act as it seems most productive to act
that way, is not correct.

The second point, McCloskey points that institutions cannot be viewed merely as in-
centive-providing constraints. North and other economists do not usually notice that
institutions do not merely constrain behavior, giving prices to which people have an
incentive to respond. They also express humanness, giving it meaning. North ignores
ethics or humanness, because they want to reduce to formulaic steps, maximization
under constrains, rigid rules of the game known to all, the constrains being the institu-
tions [14].

Neo-institutionalists about “institutions” or “incentives” do not mean what other so-
cialists or anthropologists mean by institution, for instance, a typical definition is that
provided by Jonathan Turne: “a complex of positions, roles, norms and values lodged
in particular types of social structures and organizing relatively stable patterns of hu-
man activity with respect to fundamental problems in producing life-sustaining re-
sources, in reproducing individuals, and in sustaining viable societal structures within a
given environment”. Again, Anthony Giddens says: “Institutions by definition are the
more enduring features of social life, which includes institutional orders, modes of dis-
course, political institutions, economic institutions and legal institutions [15]”. The
contemporary philosopher of social science, Rom Harre follows the theoretical sociolo-
gists in offering this kind of definition: “An institution was defined as an interlocking
double-structure of persons-as-role-holders or office-bearers and the like, and of social
practices involving both expressive and practical aims and outcomes”. Or some anth-
ropologists wrote: “It was part of a whole complex, of moral ritual, customs with the
force of law and the weight of sanctity”. Sociologists use the term to refer to complex
social forms that reproduce themselves such as governments, the family, human lan-
guages, universities, hospitals, business corporations, and legal systems.

Searle also deny “institution as constraints”, he points that the essential role of hu-
man institutions and the purpose of having institutions is not to constrain people, but
to create new sorts of power relationships. He writes: “What distinguishes human so-

cieties from other animal societies, is that human beings are capable of a deontology
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which no other animal is capable of... Without the recognition, acknowledgment, and
acceptance of the deontic relationships, your power is not worth a damn”. Three primi-
tive notions are necessary to explain social and institutional reality: collective intentio-
nality, the assignment of function, and status function. An institution is any collectively
accepted system of rules (procedures, practices) that enable us to create institutional
facts. An institutional fact is any fact that has the logical structure X counts as Y in C,
where the Y term assigns a status function and (with few exceptions) the status function
carries a deontology. The creation of an institutional fact is, thus, the collective assign-
ment of a status function. The typical point of the creation of institutional facts by as-
signing status functions is to create deontic powers.

Without a proper understanding of the morality and social conventions of the market-
place, the historian cannot understand the influence of formal institutions. Some econo-
mists grasp that institutions have to do with human meaning, not merely Northian con-

straints.

1.3. Meaning and Humanness Are Important

In North’s definition of institution, institutions are the humanly devised constraints,
people do rational choice to maximize their utilities under the constraints of institution,
bounded rationality and humanness is not concerned. Institutions are not just con-
straints or incentives, meaning and humanness are important for defining institution
when we consider how institutions take shape.

The question “in what manner social order itself arises” is answered by Luckman and
Berger: “social order is an ongoing human production. It is produced by man in the
course of his ongoing externalization [16]. Social order, needless to add, is also not given
in man’s natural environment, though particular features of this may be factors deter-
mining certain features of a social order”. Luckman and Berger emphasize habitualization
and its typification.

The examples Schutz gives of institutions are communication between two men:
“Thoughts are constructed gradually and are interpreted gradually. Both speaker and
listener live through the conversation in such a manner that meaning-establishment or
meaning-interpretation are filled in and shaded with memories of what has been said
and anticipations of what is yet to be said. When interpreting signs used by others, we
will find two components involved, the objective and the subjective meaning. Speaker’s
choice of words will depend on the habits he has built up in interpreting the words of
others, but also be influenced by his knowledge. For listener, he can start out with the
objective meaning of the words he has heard and from there try to discover the subjec-
tive meaning of the speaker. In order to arrive at that subjective meaning, he imagines
the project which the speaker must have had in mind”.

This kind of communication gradually generated collective intention, and then became
habitualization. Habitualization depending on language, tradition, former knowledge be-
came typification. Institutionalization occurs whenever there is a reciprocal typification of

habitualized actions by types of actors. Searle also raises a similar definition that an insti-
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tution is any collectively accepted system of rules (procedures, practices) that enable us to
create institutional facts:

These rules typically have the form of X counts as Y in C, where an object, person, or
state of affairs X is assigned a special status, the Y status, such that the new status
enables the person or object to perform functions that it could not perform solely in
virtue of its physical structure, but requires as a necessary condition the assignment of
the status.

Considering institution just as a human devised constraint is not a proper way to
understand institutional change and how institutionalization happens. Meaning de-
pending on personal experience, humanness or deontology, and knowledge, which is
sometimes called “understanding of the other self”, as is the classification of others’ be-
havior into motivation contexts, is important for institution and institutional change.
Institutional ontology is subjective, it must always be examined from the first person
point of view, people have to be able to think oneself into institution to understand it.
Searle opposes North’s definition: the essential role of human institutions and the pur-
pose of having institutions is not to constrain people as such, but to create new sorts of
power relationships. It is the power that is marked by such terms as: rights, duties, ob-
ligations, authorizations, permissions, empowerments, requirements, and certifications.
What distinguishes human societies from other animal societies is that human beings
are capable of a deontology which no other animal is capable of.

Not all deontic power is institutional, but just about all institutional structures are
matters of deontic power. Without the recognition, acknowledgment, and acceptance
of the deontic relationships, your power is not worth a damn.

Grannovetter also emphasizes that the personal experience of individuals is closely
bound up with larger-scale aspects of social structure, well beyond the purview or con-
trol of particular individuals [17]. Institutions control human conduct by setting up
predefined patterns of conduct, which channel it in one direction as against the many
other directions that would theoretically be possible [18]. As a consequence, institution
is not just a constraint devised by human and allows the neo-institutionalists to lay
down the future. The definition of institution must consider the humanness, deontolo-
gy and the meaning.

North’s definition reduction is indeed necessary for allowing institutional economics
to become rigorously analytical, with well-defined connections to other parts of eco-
nomic analysis, ignoring meaning always generates inaccurate understanding of insti-
tutional change.

However, if we are interested in the process of institutional evolution, we need to de-
pict institutions not as exogenously given constraints but rather as the outcome of indi-
vidual interaction. Also as Clifford Geertz and his colleagues put it, an institution such
as a toll for safe passage is “rather more than a mere payment”, that is, a mere monetary
constraint. “It was part of a whole complex of moral rituals, customs with the force of
law and the weight of sanctity” [14].

Neo-instituitionists should not just consider institution as a constraint which can be
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computed and find the maximum to maximize the profit. Institution is not only the
rule in a hierarchical order, but also a rule as something spontaneously and endoge-
nously shaped and sustained in the repeated operational plays of the game itself. An in-
stitution conceptualized is essentially endogenous, but appears to be an exogenous con-
straint to the individual agents [2]. Institution compulsively carried out by central gov-

ernment without matching the culture and human meaning hardly sustains.

2. Institutional Changes

As we talked in the definition of institution, an institution, essentially endogenous, but
appears to be an exogenous constraint to the individual agents. An object, person or
state of affairs is assigned a special status, such that the new status enables the person or
object to perform functions that it could not perform solely in virtue of its physical
structure. When we focus on the process of institutional evolution, it is important to
define that institutions are not exogenously given constraints but rather as the outcome

of individual interactions.

2.1. Evolution

Darwinian evolution has endowed humans, like the other social species, with the need
and the abilities to form societies, but, unlike most of these species, not with sufficiently
complete instructions on what form of societies. Veblen embraced an evolutionary
framework of explanation along Darwinian lines, involving multiple levels of explana-
tion and emergent properties [19].

Veblen is the first scholar who applied Darwinian ideas to economics. On the basis of
emphasizing reason (not purpose) should be used to explain ordered constantly change,
he applied the three mechanisms of Darwinianism to economics. He saw a “Darwinistic
account” in economics as addressing “the origin, growth, persistence, and variation of
institutions”. He wrote: “The growth of culture is a cumulative sequence of habitua-
tion” but “each new move creates a new situation which induces a further new variation
in the habitual manner of response” and “each new situation is a variation of what has
gone before and embodies as causal factors all that has been effected by what went be-
fore”. In Veblen’s theory, the mechanism of variation stands for promoting factor of
institutional change, and inheritance is the key obstruction. However, existence of in-
heritance is also the basis of variation. In other words, although the description of the
inheritance mechanism of institutional change and analysis of cause cumulative from
Veblen close to the later concept of path dependence of North, the simple opposition
between mechanism of inheritance and variation hindered in-depth analysis of institu-
tional change theory.

For Veblen, the Darwinian rejection of teleology became the basis of a scientific and
“post-Darwinian” approach to economic and social science. Veblen emphasized the
need to have a detailed explanation of the causal processes behind human action. He
held that such explanations of socio-economic evolution must involve individual agents

as well as institutions and structures [20].
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Is there a group selection?

Gene selections are central as the only units of replicator selection. Even kin selection
is still indirectly driven by selfish gene behavior. Group or populations can also be
viewed as vehicles of replicators, but far weaker, and less distinct, than individual phys-
ical colonies of genes or cells.

Group selection is a proposed mechanism of evolution in which natural selection is
imagined to act at the level of the group. Some renowned scholars instead argue that
since individuals can be regarded as populations of coordinated, cooperating genes,
groups-as long as there is some degree of coordination and harmony in their parts-
should be viewed as distinct “organisms” that can act as vehicles of natural selection.

In social science sphere, weak ties are actually vital for an individual’s integration in-
to modern society, it induces people to select as group rather than natural selection.
Hayek made it quite clear that he saw group selection as the most important mechan-
ism of cultural evolution [21]. He wrote that “cultural evolution is founded wholly on
group selection”. Groups with more efficient rules and orders tend to grow and mul-
tiply, while groups with less efficient rules and orders tend to perish and disappear. On
Hayek’s view, cultural evolution is a matter of natural selection operating on the order
of the group. Since the order is produced in part by the rules followed by group mem-
bers, selection operates indirectly on characteristics that may be acquired. It should be
said that Hayek occasionally gave the impression that cultural evolution works through
imitation rather than natural selection.

Group selection is an important mechanism of cultural evolution which indirectly
influences institutional change. Culture may represent a group-level adaption that helps
populations of humans adapt to environmental changes.

Is the variation random or intentionalk

Although scholars have different views about gene selection and group selection,
economists believe that group selection play an important role in evolution. Cultural
evolution works through imitation rather than natural selection. Is the variation ran-
dom or intentional?

Darwinism upholds that the variation is intentional, and the evolution of organisms
and complex systems involves the mechanisms of variation, inheritance and selection.
Darwinian evolution occurs when there is some replicating entity that makes imperfect
copies of itself and these copies do not have equal potential to survive [22]. Some re-
searches attempt to explain the emergence of institutions starting from an institu-
tion-free state of nature. Spontaneous order is an important theory of evolution. The
emergence and variation of institution could be random or intentional. Hayek defines a
spontaneous order, a “grown”, “self-generating”, or “endogenous” order, is one that has
evolved without deliberate intervention. The spontaneous order, like any other order,
emerges as a result of individual action, but unlike the artificial order it was not de-
signed; but an artificial order “has been made by somebody putting the elements of a
set in their places or directing their movements”, like the order of a battle. Such an or-

der can be imposed on a group, presumably, by directing the members to follow certain
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rules.

Hayek maintained spontaneous orders evolve in a process of cultural evolution in
which natural selection operates on the order of the group. He said that “what may be
called the natural selection of rules will operate on the basis of the greater or lesser effi-
ciency of the resulting order of the group”.

However, neo-institutionalists argued that his variation is random. Schumpeter ar-
gued that capitalist economies evolve not smoothly but discontinuously. Schumpeterian
evolutionary change is punctuated rather than gradual—the disruptions of entrepre-
neurial innovation occur, as Schumpeter put it, at “irregularly regular” intervals. Co-
lumba to presents that when the outside pressure is an ideological break, and certain

conditions are met, then the institutional environment undergoes radical change [23].

2.2. Path of Institutional Changes

Important strands of research have tended to contrast three kinds of opposing institu-
tional emergence: those that emerge entirely spontaneously, those that are constructed
and imposed by outsiders; and those that are indigenously introduced but exogenous in
nature [24]. Different institutional emergence have different path of institutional change.
Institutional change was triggered by a situation in which these individual game-models
were no longer to be taken for granted because of quasi-endogenous changes in the objec-
tive game-form. Social, political, economic and organizational factors interact rather than
they operate in unidirectional manner.

Overall, path of in institutional change have two ways: Demand Induced Change—
Bottom-up Change or Supply Induced Changes: Change from Above and From Outside.

Demand Induced Change: Bottom-up Change

Andrew Schotter define “economics as the study of how individual economic agents
pursuing their own selfish ends evolve institutions as a means to satisfy them”, also
emphasis is on a “bottom up” approach. Changing demographics and environmental
conditions, technological change, or fresh information are typical ways of Bottom-up
Change.

Some researchers link the development of institutions with changing demographics
and environmental conditions [25]. This hypothesis suggests that institutional change
is due to changes in the institutional environment that led to changes in the pattern of
interests between economic entities or action groups. Davis and North both hold this
kind of view, they believed that institutional environment and arrangement will cause
its change. Moreover, institutions in place might become accustomed with new or in-
creased demands that result from demographic and environmental changes. Ohlsson
connect social adaptive ability along with demographic and environmental changes
[26]. The conception could be applied to the theory related to institutional change also.
Taking into consideration the framework of institutions it is highly argued that demand
unaccompanied is inadequate for producing co-operative institutes. The individuals
need to be highly noticeable to each other for reducing the sternness of the assurance pro-

blem and free rider. Such discussion is helpful for debate related to institutional change.
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Institutional change is an interactive process of technological change and institution-
al change. The launch of parameter “information” connects institutional changes and
technological change. The literature points towards the link amid institutional and
technological change, whereby both impact one another and could persuade change of
other. The changes in demands and technology make the resource highly important. As
a result, changes in resource prices might result in institutional changes [27].

Fresh information is another factor that causes institutional change. According to
Cooter, the individual or the society, are just partly informed regarding the “world” and
the associations of objects and subjects within the globe to one another. Thus, not all
elements are known. Communities and individuals set up institutions with their partial
information. Moreover, new information related to the subjects and objects within the
globe is altering the meaning of the position of the community and individual. Fresh
information might set off new self-meaning, communication, procedures or technical
modifications [28]. These eventually could result in either new institutions or manife-
stations of the already existing formal as well as informal institutions. Nevertheless, the
emphasis on new information appears to be deficient, new information isn’t the only
reason behind the change. The individual holds several choices for responding to one
model, or to select different models, decisions for likely reactions might modify the set-
tings and could result in new self-meanings of the actor, or to new meanings of the so-
cial atmosphere related to the actor [29]. Yet again the new self-definition might result
in new procedures that might modify informal and formal models. Thus, structural re-
production along with “an irreducible present” may result in changes.

Maddison gives an example of printing to show how new technology induce meaning
change. The first European university was created in Bologna in 1080, till 1455 when
Gutenberg printed his first book, printing made books much cheaper. Publishers were
much more willing to risk dissemination of new ideas and to provide an outlet for new
authors. The proportion of the population with access to books was greatly increased,
and there was a much greater incentive to acquire literacy. This eventually leads to Re-
naissance, and the 17th century scientific revolution and the 18th century enlighten-
ment. Western elites gradually abandoned superstition, magic and submission to reli-
gious authority.

Supply Induced Changes. Change from Above and From Outside

The demand approach towards institutional change doesn’t consider the fact that
change could be inflicted from above. The supply-side change could either be encour-
aged from above, inside the institution, or through outsiders. Change from above and
from outside always happens in the countries where they have powerful people or
strong centralization.

Powerful people discontented with the present position could govern the procedure
of institutional change [30]. Moving ahead, the emphasis on power with respect to in-
stitutional change enables a combination of supply and demand strategies for induced
institutional change. Thus, the emphasis on the function of power relations and power

structures is important for analyzing institutional change [31].
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It is argued that institutional change might take place due to advancements in know-
ledge supply regarding economic and social behavior, organization and change accord-
ing to powerful people’s meaning. As a result, outside knowledge doesn’t essentially
modify the entire institutions but just fractions that are directly impacted through fresh
knowledge. Nevertheless, for these fractions the knowledge is offered from above as
well as the changes are executed in a top-down manner.

The researchers divide community with its institutions into border and center. In
theory the center includes individually and hierarchical arranged institutions; the bor-
der involves voluntary arranged institutions. It is argued that the center is highly rigid
in its institutional habits casing and no change arises from center, all innovations come

from within.

3. Entrepreneurship and Institutional Change

During the past twenty years, there has been an explosion of new interest in entrepre-
neurs and their activities. There is now increasing focus, both in academic and policy
realms, on the entrepreneur as the driver of economic growth [32]. Different views
about the definition and category of entrepreneurship still exist, and analysis of the re-

lationship between institutional change and entrepreneurship is still limited.

3.1. Definition of Entrepreneurship

Numerous visions have been articulated about the definition of the entrepreneur in
economy. Three main views of the notion of the entrepreneurial process are important:
Schumpeter’s view of the entrepreneur as innovator, Kirzner’s notion of entrepreneur-
ship as arbitrage and the view of entrepreneurship in history as one of betting on ideas.
Schumpeter views entrepreneur as innovator who is an agent of change that is the
source of his famous creative destruction [33]. He introduces a new good or a new me-
thod of production, opens a new market or discovers a new source of supply, or carries
out a new organization of an industry [34]. His “Creative Destruction” vividly charac-
terized innovation as “industrial mutation”, which incessantly revolutionizes the eco-
nomic structure from within, incessantly destroying the old one, incessantly creating a
new one. Similarly, Kirzner describes that the Schumpeterian entrepreneur does not
passively operate in a given world, and he creates a world different from which he finds
[35]. An adverse view is that at earlier stages of development, entrepreneurship may
play a less pronounced role because growth is largely driven by factor accumulation.
Schumpeterian entrepreneurs are mostly the various groups of firms that were con-
centrated in high-growth industries and generally exploited distinctive ideas; founders
of each group of firms were invariably highly educated [36]. In addition to being an
innovator, Schumpeter also emphasizes the entrepreneur is a leader. His actions chan-
nel the means of production into previously unexploited markets and other producers
follow him into these new markets [37]. There are different impetus of Schumpeterian
entrepreneurship: the role of risk taking, managerial ability, wealth [38], and prefe-

rences for the control, flexibility and other job attributes that come with being one’s
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own boss.

Enormous literatures view Kirzner’s notion of entrepreneurship as arbitrage. Kirzner
implies that individuals secure entrepreneurial profits on the basis of knowledge and in-
formation gaps that arise between people in the market [35]. Kirznerian entrepreneur is
an alert person, discovering opportunities by acting as an arbitrageur or a price adjuster
in the marketplace, capitalizing on knowledge or information asymmetries. Kirzner’s en-
trepreneur is alert to arbitrage opportunities based on past errors and serves to exploit
and correct those errors, and in doing so, directs the market towards equilibrium.

However, Kirzner argues that a number of those who have commented on his work
have misunderstood certain aspects of his theoretical system. He clarified if spite of the
contrast with Schumpeter which he emphasized in 1973, the truth is that his under-
standing of the dynamic market process certainly can and should also encompass the
consequences of Schumpeterian entrepreneurship. Like what he said in The Alert and
Creative Entrepreneur: A Clarification [35].

My entrepreneurs were engaged in arbitrage, acting entrepreneurially even when
they might not be seen as Schumpeterian “creators”. Its focus was upon the dynamic
competitive-entrepreneurial process driven by such alertness. It was only because the
nature of this process is seen more clearly by paying attention to entrepreneurial alert-
ness, that it was necessary to identity its presence in the individual decision... The
“merely alerf’ entrepreneur identified in my work was never intended as an alternative
to the creative, innovative Schumpeterian entrepreneur. But this did not imply any
denial of the creativity of real-world entrepreneurship. It did not deny that, as a result
of such creativity and speculation, the dynamics of capitalism can be seen as including
movements towards new, hitherto unimagined patterns for possible equilibration.

It’s obvious that his emphasis on the entrepreneur as the agent driving the competi-
tive-equilibrative forces of the market, focuses attention on the entrepreneur not as a
creator, but as being merely alert. As Mises whose he was expounding and developing,
he also makes no reference to entrepreneurial innovation, creativity, or the like. He re-
fers only to the entrepreneur’s ability to “see” future prices more correctly than others
see them.

But this did not imply any denial of the creativity of real-world entrepreneurship. In
contrast, Kirzner’s entrepreneurship encompasses the consequences of Schumpeterian
entrepreneurship. Kirzner summarized two alternative, mutually-exclusive ways of en-
trepreneurial process: 1) a Schumpeterian view of this process as a series of disruptive
episodes of “creative destruction’, one driven by creative, innovative, entrepreneurial
ventures, or2) as a view, movements are seen as equilibrative entrepreneurial reactions
to autonomous changes in the underlying supply and demand conditions.

Although both Schumpeter’s and Kirzner’s notions of entrepreneurship are grounded
in the exploitation of profit opportunities, the greatest difference is that the former
shifts the market away from equilibrium while the latter serves to continually move the
market toward equilibrium, their concerns are different. Schumpeter’s entrepreneur is

an innovator who destroys the current structure, Kirzner’s entrepreneur is alert to arbi-
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trage opportunities based on past errors and serves to exploit and correct those errors,
and in doing so, directs the market towards equilibrium [24].

The third view of entrepreneurship is the notion of entrepreneurship in history as one
of “betting on ideas”. This notion concludes that a number of institutions facilitated en-
trepreneurs in their role as risk takers and innovators. That is, the rules of the game pro-
vided the stability and incentive for individuals to take risks. This view of definition could
be explained why the plight of developing countries, it is critical to understand that it is
not a lack of entrepreneurship that is the problem, but rather the institutional context di-
recting entrepreneurial activities toward perverse ends.

There are also some other kinds of definition reflected in the categories of behavioral,
occupational, and synthesis definitions [29]. Behavioral definitions also stress the risk-
taking dimension of entrepreneurship. Kanbur described the entrepreneur as one who
“manages the production function” by paying workers wages (which are more certain
than profits) and shouldering the risks and uncertainties of production. Such defini-
tions are seen as very relevant for developing country contexts characterized by high
risk and uncertainty. A synthesis definition has been offered by Gries and Naudédefines
entrepreneurship as “the resource, process and state of being through and in which in-
dividuals utilize positive opportunities in the market by creating and growing new busi-
ness firms”. Shane and Venkataraman define an “opportunity” as when goods can be
sold at a profit. From a development perspective this is inadequate because it implies

that utility from entrepreneurship depends only on monetary gains [39].

3.2. Categories of Entrepreneurs

Entrepreneurship is an extremely complex and multidimensional phenomenon and not
a single unified process [40]. Different kinds of categories have been given: productive,
unproductive and destructive entrepreneurs [28]; replicative entrepreneurs and innova-
tive entrepreneurs [30]; productive, unproductive and evasion entrepreneurs [3].
Baumol was the first scholar to make the distinction among productive, unproduc-
tive and destructive entrepreneurship. He defines entrepreneurs as “persons who are
ingenious and creative in finding ways that add to their own wealth, power, and pres-
tige”. Innovation can be perceived as a productive contribution from entrepreneurs, fi-
nancial activities which facilitate production, or any activities which contribute to pro-
ducing goods and services. Foss and Foss add to this by introducing the element of new
discovery, referring to “productive entrepreneurship” as the discovery of new attributes,
opportunities, procedures and the like, where the discovery leads to an increase in joint
surplus. A key idea in defining unproductive and destructive entrepreneurship is that
not everything that is entrepreneurial is necessarily desirable. Often, an entrepreneur
makes no productive contribution to the real output of an economy, and in some cases
even plays a destructive role Baumol. Unproductive and destructive entrepreneurship
can take many forms. These include, but are not limited to, rent seeking, illegal activi-
ties and shadow activities, and different forms of corruption. Although likely to be

profitable, illegal or informal types of entrepreneurial behaviour are seen as unproduc-
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tive because little, if any, value is added to the economy and society. Illegal entrepre-
neurial behaviour will have a destructive role in an economy in the cases when these ac-
tivities attract followers.

Many scholars accepts this category, as Sauka and Welter points that no consensus
on the question of which activities can actually be regarded as productive, unproductive
or destructive exists. The key challenge here is that in practice there are only a few ge-
nuine “unproductive entrepreneurship activities”.

However, several empirical studies show that legal and illegal activities coexist and
most new and small firms are actually involved both in productive and unproductitive
activities at the same time. As Davidsson argues “unproductive entrepreneurship activ-
ity” can also lead to some positive output on both a venture and societal level, whereas
“productive entrepreneurship activity” will not necessarily lead to a successful company
performance or its contribution to society.

Another subdivision is between “replicative” entrepreneurs and “innovative” entre-
preneurs. A replicative entrepreneur is someone who organizes an enterprise of a va-
riety that has been launched many times before, and of which many other examples are
currently extant. The innovative entrepreneur, as the name implies, does something
that has not been done before. Like Baumol, Powell suggests that entrepreneurship of
the “imitative” or “low order” form is needed to meet basic human needs of persons in
the developing world. A number of other studies have explored the overall relationship
between entrepreneurship and employment growth.

A new distinction among productive, unproductive and evasion entrepreneurs was
made. Productive activities—arbitrage and innovation—constitute the very essence of
economic growth and progress. When undertaking productive activities, entrepreneurs
drive economic growth through arbitrage and innovation. In contrast, unproductive
activities include those that benefit the entrepreneur but harm society in general. Ex-
amples include crime, rent seeking, and other behaviors that destroy existing resources.
About productive and unproductive activities, evasive activities include the expenditure
of resources and efforts in evading the legal system or in avoiding the unproductive ac-
tivities of other agents.

Evasive entrepreneurship was first used by Coyne and Leeson, “Evasive activities in-
clude the expenditure of resources and efforts in evading the legal system or in avoiding
the unproductive activities of other agents’. Niklas Elerta and Magnus Henreksona
presents their definition: “Evasive entrepreneurship is profit-driven business activity in
the market that introduces Schumpeterian technological or organizational innovations,
in order to exploit opportunities in a Kirznerian (arbitrage) manner by evading the ex-

isting institutional framework”.

3.3. Entrepreneurship and Institutional Change

Most of researches about the relationship of entrepreneurship and institutional change
are how nation’s institution or economic policy influence entrepreneurship, and how

entrepreneurs’ actives make the economy successful or unsuccessful. Recently, a few
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researchers began to focus on the influence of entrepreneurs’ actives or ideas on insti-
tutional change, especially in developing countries where property rights and the rule of
law do not exist or are poorly defined or enforced.

The Austrians have long realized the importance of the entrepreneur and the need
for economic analysis of the institutional organization that influences economic actors.
Schumpeter recognized that the entrepreneur (in addition to all economic actors) would
have to adapt to his surrounding institutional environment. The entrepreneur, working
within the societal institutional framework will adjust and adopt his actions based on
the incentive structure he faces.

Scholars from four kinds of policy confirm the relationship between institutional
change and entrepreneurship. The degree of benefit of entrepreneurs’ activities to the
society are very heavily influenced by current social institutions and legal structure,
suggesting immediately that this is a matter that merits the attention of those in gov-
ernment who design economic policy. In addition, the misallocation of entrepreneur-
ship can and often does result from government action. Often such action is driven by
vested interests.

Unofficial economy is a good example to explain this reason. Several studies attempt
to measure the unofficial economy. By analyzing the “unofficial economy”, it is clearly
to see an underground economy in those countries where property rights and the rule
of law do not exist or are poorly defined or enforced. Extralegal activities evolve in or-
der to circumvent the current institutional structure that prevents or retards key eco-
nomic activities. This usually causes the prohibition of certain transactions, or the fail-
ure to enforce transactions because of poorly defined property rights or rule of law [41].

Baumol also offers an example that in India, a substantial number of industries, firms
were required to provide estimates of their production the following year, some indus-
tries have legal restrictions on the use of computers. The result was incredible poverty
that began to be rolled back (and allowed India to achieve striking growth), only when
these regulations were weakened or eliminated and the market received some freedom,
changing the structure of the incentives offered to entrepreneurs.

One role of the state that has received more attention is in industrial policy. Here, old
models of import-protection and state-owned enterprises have made place for policies
that rely more on the private sector and entrepreneurship, but with government still
playing an important role to address market failures in the entrepreneurial start-up and
growth process.

Taxing is third policy that will induce enormous influence on entrepreneurs. De
Meza and Webb make the case that credit market imperfections may lead to “overin-
vestment” when banks cannot accurately judge entrepreneurial ability. Because banks
cannot observe any entrepreneur’s ability ex ante, interest rates on start-up capital will
reflect average entrepreneurial ability. If the proportion of entrepreneurs of low ability
increases, it will result in higher borrowing costs, which impose a negative externality
on entrepreneurs of high ability, who will consequently borrow and invest less. The en-

try of entrepreneurs with low ability might also hinder development because such en-
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trepreneurs may have less productive workers, who will earn reduced wages as a result,
and in turn reduce the opportunity costs of self-employment, thereby causing the entry
of even more low-ability entrepreneurs.

Kirzner points that prices systematically in directions tend to eliminate the price dif-
ferentials which are, always, the sparks which ignite entrepreneurial attention, drive,
and creativity. That’s why he prefers to focus the definition of entrepreneurs on alert-
ness rather than innovation:

To be sure, creativity is much more than alertness. But the creativity that drives prof-
it-winning entrepreneurial behavior is a creativity that embraces alertness too - alert-
ness to present and future price patterns, alertness to new technological possibilities,
and alertness to possible future patterns of demand. Public policies that tend to pro-
mote alertness, are policies which tend to promote creativity.

Most empirical studies on the relationship between entrepreneurship and economic
development have mainly been entrepreneurs’ influence on economic growth. Follow-
ing Leff many development scholars took the position that “entrepreneurship is no
longer a problem” or a “relevant constraint on the pace of development” in developing
countries.

Macro-level empirical work mainly has been concerned with how entrepreneurship
influences economic measures of development, such as GDP, productivity, and em-
ployment. The U-shaped relationship implies a higher rate of entrepreneurial activity in
low-income countries than in middle-income countries. This result may reflect that en-
trepreneurs in developing countries are less innovative and tend to be proportionately
more “necessity” motivated. Higher levels of GDP may therefore be associated with
more “innovative” forms of entrepreneurship.

Most micro-level studies focus on the why and how of entrepreneurship, not its im-
pact on development. As these findings refer to the impact of the average entrepreneur,
it perhaps suggests that focusing on the average entrepreneur may not be the best poli-
cy stance. It may be better to focus on the small subset of innovative entrepreneurs that
do make a difference. Studies find that innovative firms, particularly in high-tech sec-
tors, have on average higher levels of productivity, tend to do enjoy higher employment
growth, and cause positive spillovers for other firms.

However, for the Austrians, entrepreneurship is an omnipresent aspect of human ac-
tion such that all individuals are entrepreneurs. Given this, entrepreneurship cannot be
the cause of economic development. Entrepreneurship cannot be the cause of develop-
ment, but rather, that the type of entrepreneurship associated with economic develop-
ment is a consequence of it. That is, development is caused by the adoption of certain
institutions, which in turn channel and encourage the entrepreneurial aspect of human
action in a direction that spurs economic growth.

Recently researches pay more attention on the influence of entrepreneurs’ actives on
institutional change, especially in developing countries where property rights and the
rule of law do not exist or are poorly defined or enforced. The new insight is that some

of those activities have been unproductive or even seriously damaging to the general
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welfare. Entrepreneurship can contribute to multi-dimensional well-being by what
people can achieve through their capabilities. Individual level data from the Global En-
trepreneurship Monitor (GEM) show evidence of an inverse U-shape relationship be-
tween entrepreneurship and national happiness. Opportunity-motivated entrepreneur-
ship may contribute to a nation’s happiness, but only up to a point. Whereas scholars
viewed entrepreneurship initially as being restricted to innovation and business crea-
tion, the view has expanded towards one where entrepreneurship is seen more appro-
priately as a social phenomenon that reflects the broader institutional characteristics of
a society. Entrepreneurship is not only concerned with business success, as measured
by profits, but also with subjective welfare and non-economic wellbeing. Entrepre-
neurship is a catalyst for structural change and institutional evolution.

Evasive entrepreneurs are viewed as a new rule-breaker. In most theories of institu-
tions and entrepreneurship, causality is understood to run from institutions to entre-
preneurship. Some scholars thus conclude that institutions are the main determinants
of entrepreneurship. Schumpeterian considers the entrepreneur as a rule-breaker, and
Kirzner considers the entrepreneur as an arbitrageur.

Evasive entrepreneurship has been considered to be possibly its dynamic character,
which can remedy the inertia of political and economic institutions. In times of rapid
change, driven for example by a high rate of technological progress or new supplies of
resources, economic adaptability may be difficult or impossible when actors abide by
existing institutions. In such circumstances, evasive entrepreneurship can prevent ex-
isting institutions from stifling economic development:

Formal institutions may prevent or raise the cost of exploiting business opportuni-
ties, but are often rife with contradictions. Such contradictions can trigger evasive be-
havior because entrepreneurs may earn large rents by using their innovations to exploit
them, thereby circumventing institutional impediments. While evasive entrepreneur-
ship can either be productive or unproductive/destructive, it may prevent economic
development from being stifled by existing institutions during times of rapid economic
change. Evasive entrepreneurship becomes sufficiently economically important, it may
trigger a response from lawmakers and regulators, leading to institutional change with

potentially important welfare implications.

4. Conclusions

This literature argues that institution is not only the rule in a hierarchical order, but al-
so a rule as something spontaneously and endogenously shaped and sustained in the
repeated operational plays of the game itself. Culture and meaning are important in the
definition of institution. An institution conceptualized is essentially endogenous, but
appears to be an exogenous constraint to the individual agents. Paths of in institutional
change have two ways: Demand Induced Change—Bottom-up Change or Supply In-
duced Changes: Change from above and from outside. Entrepreneurship does an im-
portant role during institutional change.

Most of researches focus on how institution influences on entrepreneurship, how
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economic policy influences entrepreneurship, and how entrepreneurs’ actives make the
economy successful or unsuccessful.

However, entrepreneurship is not only concerned with business success, as measured
by profits, but also with subjective welfare and non-economic wellbeing. Entrepre-
neurship is a catalyst for structural change and institutional evolution. Evasive entre-

preneurs could be viewed as a new rule-breaker.
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