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Abstract  
The present paper argues that the co-evolution requirements of institutional and culture change are 

critical for the growth process of an economy. The need for transformation from a stagnated to an 

optimal growth model usually requires structural reforms referring to institutions and culture. However 

the process of the required reorganization of institutions and culture can be seriously interrupted by the 

so-called co-evolution requirements of institutional and cultural background, which can evolve in an 

asymptotic way. The result can be a series of failing attempts to implement a modernized pro-growth 

framework of institutional settings and cultural behaviors, leading to the salvation of the existing 

stagnated growth prototype despite the probable design of ambitious structural reforms plans. 

 

 

Keywords: Institutions, Culture, Co-evolution, Stagnation, Growth.  
 

  

mailto:ppetrak@econ.uoa.gr
mailto:dvalsamis@econ.uoa.gr
mailto:kkafka@econ.uoa.gr


2 
 

1. Introduction 

The operation of economies is based on the optimum relationship between the 

institutions and the prevailing cultural values of the society. When institutions and 

culture co-evolve in an optimal pattern, economic growth is facilitated. In contrast, 

when institutions and culture deviate from the optimal pace of co-evolution 

incompatible alterations of institutions and culture may end up causing an inability of 

the policy designers to implement the required changes in institutions and/or cultural 

behaviors.  

 A pro-growth optimal institutional and cultural structure is required for an 

optimal growth pattern and requires the implementation of suitable structural reforms. 

When the neoclassical theory chooses to make reference to the institutional and 

cultural considerations, it presupposes that these are in an optimal form.  

 A stagnated growth prototype could include specific references to extractive 

institutions, high transaction costs and non-market mechanisms of allocation of 

resources and hierarchies with rent-seeking modes of appropriation. This 

institutionalist ecology may is associated with non- optimal behaviors, such as an 

idiosyncratic cultural background: uncertainty avoidance, in-group collectivism, high 

time discount preferences and, finally, the absence of trust.  

 A stagnated growth prototype can be transformed into a pro-growth one by 

introducing ambitious institutional and cultural alterations. These reforms require the 

optimal co-evolution of institutions and culture. However, the process of the 

reorganization of the institutional background and the change of culture can be 

seriously interrupted by the so-called co-evolution requirements of institutions and 

cultural background. In fact, the evolution of institutions and culture can be towards 

the same direction but may not coincide time-wise. Then, the prevailing cultural 

background, which has not been altered yet, could work as a brake to the new 

institutional setting or vice versa. Therefore, the implementation of structural reforms 

can fail, given that institutional and cultural behaviors can be incompatible. 

  The structure of the paper is the following: In the second section the co-

evolution of institutions and cultural requirements is presented. In the third section, 

the optimum structure of institutions and culture is described, while in the fourth 

section the focus is on the deviations from the optimal institutional and cultural 

structure. In the fifth section, the way in which a stagnated growth prototype could be 

transformed into an optimal one is presented, while the sixth section describes and 
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analyzes structural reforms in the institutional and cultural background that promote 

growth. In the seventh section, the issue of the chronically asymptotic evolution of 

institutions and culture is introduced. Finally, the paper ends with conclusions and 

policy implications. 

 

 

2. Co-evolution of Institutions and Culture 

In general, the problem of co-evolution in a system, the sub-parts of which evolve at a 

different pace, creates imbalances and failures in its effective operation. The evolution 

of institutions and culture does not always present a compatible path of evolution 

leading to conflicts when institutions and culture do not match. The issue under 

investigation has a time dimension, but usually it has a qualitative nature as well. In 

other words, institutions may change at the same direction with the cultural 

background, but these changes may not be compatible as far as the end result is 

concerned. 

 Thus, incompatibility may arise because either the institutions may change but 

not the cultural background or the cultural behaviors may change but the institutions 

changes do not follow. In addition, incompatibility may appear because both concepts 

may evolute but their stationary equilibrium is not characterized by the optimum 

supplementary combination of institutions and cultural behavior matching.  

But there is an even worse situation of incompatibility. This is when a change 

in institutions may appear and the non compatible cultural behaviors would act to 

oppose and cancel these changes and vice versa. This is a very probable situation 

which can arise after the implementation of an institutional structural reform (see 

below), which we usually expect to be enforced and have fruitful results on growth in 

short or medium term horizon, but the prevailing cultural behaviors may sterilize  

those reforms.  

The cultural background is a slow-moving structure, which evolves in the very 

long run (sometimes it can take more than 100 years). In contrast, institutions can 

change at a different speed compared with culture. Sometimes, they have much 

swifter rates of change and thus display much greater flexibility. In this way, during 

the process of their evolution a vicious cycle of interaction between the institutions 

and culture can be created. If the two concepts could change at the same rate, i.e. 
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when there is co-evolution, then the economy could approach a new point of 

equilibrium, enhancing the efficiency of the economic system. 

The relevant literature on the co-evolution of institutions and culture focuses 

on the hypothesis of the natural selection of the institutions (Boyd and Richerson 

2002, Bowles et al. 2003, Bowles 2006, Choi and Bowles 2007, Gintis 2007). 

According to that, some institutional and behavioral traits might give competitive 

advantage to individuals or populations within their local environment (Lewis and 

Steinmo 2012). Nevertheless, gaining an understanding of the way in which 

institutions and culture interact is not an easy task, due to the endogenous character of 

their evolution (Tabellini 2008, Aghion et al. 2010). 

Samuel Bowles’ contribution to the field of co-evolution process (Bowles 

2004, 2006, 2009, Bowles and Gintis 2000, Bowles et al. 2003, Choi and Bowles 

2007) focuses on the impact of the institutions on human behavior through the ways 

in which particular institutional settings prompt individuals to draw one or another 

response from their varied behavioral repertoires. Furthermore, the structure of social 

interactions, both within and between groups, affects the pace and direction of cultural 

evolution, the economic institutions and policies that influence ingroup-outgroup 

relationships, and other aspects of preferences, casting doubt on the economists’ 

canonical premise that preferences are exogenous (Bowles 2000). In addition, some 

institutions may reduce the variance of reproductive success within groups and, thus, 

weaken the force of selection on the level of individuals (Bowles et al. 2003). The 

emergence of these institutions depends on the existence of such group-beneficial 

traits and these in turn may only be able to proliferate if these institutions are in place.  

Other researchers have also tried to connect the cultural with the institutional 

evolution. According to Veblen (1898), institutions shall be understood as the rules, 

habits and other culturally transmitted norms that individuals follow when interacting 

with each other (Antrup 2013). He shows that evolution may also create institutions 

that are complementary to the mate choice based on genetically fixed preferences, 

which can be interpreted as genetically coded information processing. Veblen’s 

(1898) evolutionary theory of institutional change centers on the notion of “habits of 

thought”, where habits are viewed as durable but also -in the long run- adaptable 

propensities to think and act in particular ways. Because these habits reside within 

individuals, institutional change involves the simultaneous co-evolution of both 

shared prevalent habits of thought (institutions) and the habits of individuals 
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(Kingston and Caballero 2009). Endogenous interactions among institutions and 

culture, and their co-evolution are important during economic evolution (Tabellini 

2008). 

However, we do not have adequate critical information on how economic 

institutions may impact on culture, due to the fact that we know very little about the 

process of cultural transmission, which means that we do not have adequate 

information on who acquires what trait from whom, under what conditions, why, how 

and how persistent the traits may be once the initiating environment is withdrawn 

(Bowles 1998). Furthermore, there is not strong evidence on how culture and 

institutions evolve over time and whether they mutually reinforce each other or 

whether one is a precursor to the other (Murrell and Schmidt 2011). Thus, the 

question is posed on whether culture and institutions co-evolve or they proceed 

independently or causality is unidirectional. 

Bisin and Verdier (2015) claim that culture and institutions jointly evolve and 

interact, and focus on the process as determined by the interaction and not on the 

cause of the interaction. They define the cultural (or institutional) multiplier as the 

ratio of the total effect of institutional (or cultural) change on economic prosperity 

divided by the direct effect, that is, the counterfactual effect that would have occurred 

had the distribution of cultural traits in the population (or the institutions) remained 

constant after the institutional (or cultural) change. In that way, they contribute to the 

analysis of whether culture and institutions co-evolve or their change is incompatible 

in time and quality considerations. 

In sum, the co-evolution process of institutions and culture is the product of 

complex interactions between human behavior, preferences, economic performance 

and time. How and in which speed the institutions change vis-à-vis the cultural 

background -and vice versa- is particularly important, as co-evolution affects the 

effectiveness of the growth model, since different degrees of compatibility can be 

observed.  

  

 

3. The Optimum Structure of Institutions and Culture  

The existence of an optimum structure of institutions that is associated with an 

optimal nexus of cultural values can exist at the theoretical level for the sake of 

simplifying reality and for improving the analytical tools of comprehension. 
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Walras (1874) developed a general equilibrium model concerning the micro-

foundations of price formation. The basic assumptions on which the Walrasian 

Paradigm is founded are: a) the existence of perfect competition; b) the Pareto optimal 

allocation of resources; c) the existence of institutions that foster economic growth; d) 

the absence of systematic risk; and e) that the growth preferences of individuals and 

firms (or, in other words growth oriented cultural background dimensions) are non-

idiosyncratic. The core assumption of perfect competition in conjunction with the 

Pareto optimal allocation of resources in the Walrasian Paradigm and in the 

neoclassical paradigm, in general, secures a specific context of behavior and 

preferences, shaping the mode of operation of economic institutions. At the same 

time, under conditions of perfect information, markets are cleared while no 

transaction costs exist due to the complete contracting assumption. 

However, the Walrasian Paradigm rejects the relations of interaction between 

the agents. The price mechanism cannot incorporate the available information, as 

some aspects of the transactions are not expressed in enforceable contracts (Bowles 

and Gintis 2000). Additionally, the role of entrepreneurship and innovation in the 

Walrasian paradigm is very weak. Thus, a Schumpeterian framework is needed for the 

purpose of locating the emergence of innovation and entrepreneurship. 

Schumpeter (1921, 1939) founded his analysis on the existence of a perfectly 

competitive economy that is a stationary equilibrium and, thus, a perfectly 

competitive equilibrium, without the realization of profit and without the existence of 

interest, savings, investment, and involuntary unemployment. However, a capitalist 

economy is never stagnant. Innovation is the element that creates disequilibrium and 

that, simultaneously, makes the economy evolve. For Schumpeter (1939), equilibrium 

is a concept that is introduced in order to explain the disequilibrium caused by 

innovation. This explains the transition to dynamic economic growth, which is 

delinked from the increase in the factors of production. 

According to Schumpeter, the role of institutions is important and he regards 

them as responsible for the emergence of certain behaviors; so, they can partly be 

seen as the crystallization of individuals’ behaviors (Festre and Garrouste 2008: 379). 

Schumpeter (1934: 60-61) also stated that “economic sociology deals with 

institutions”, which is contrasted to economic theory dealing with purely economic 

phenomena and mechanisms. In the Schumpeterian competition scheme, innovation 

plays a key role in economic change through the increase in the efficiency of the 
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economic and institutional structure (Ulgen 2011). Furthermore, Swedberg (2002) 

argued that for Schumpeter, institutions are a necessary condition for a vigorous 

capitalism. 

In addition, Schumpeter assumed that the preferences of the societies are 

generally incomplete and that learning, experience, innovation, and our social 

environment mold the desires of the society. Schumpeter deals with the issue of how 

preferences are determined and concludes that in the face of ignorance concerning 

how much we will enjoy specific outcomes, we will not just rely on our own past 

experiences, but also seek guidance from the revealed preferences of other similar, yet 

more experienced, consumers (Jonsson 1994). In the field of consumers’ behaviors 

and preferences, Schumpeter adopts a very categorical attitude, according to which 

the producers’ behaviors and activities are important because they have the strength to 

influence and change consumers’ preferences (Croitoru 2012). 

 

 

4. The Deviations from the Optimal Pattern on Institutions and Culture 

Α ‘stagnated growth prototype’ is created when the institutions and culture that 

prevail interrupt the process of growth and could be characterized as idiosyncratic 

(Petrakis et al. 2016). The prevalence of a stagnated growth prototype that deviates 

from the optimal pattern has crystal-clear effects on the mode of operation of the 

economies, the most important one being the increase in the level of insecurity and 

the inefficient allocation of resources. 

Thus, an optimal growth pattern often cannot be encountered, as the existence 

of idiosyncratic institutions is one of the most significant reasons for the deviation 

from the optimal pattern (Petrakis et al. 2016). The Stagnated Growth Prototype is 

described in the present paper as a deviation from the optimal pattern. However, it is 

not the only possible form of deviation from optimality but we chose to concentrate 

on that due to the fact that it could describe better an emerging economy that faces a 

long period of stagnation. 

 

4.1 When Institutions Deviate from the Optimal Pattern 

Deviation from the optimal pattern may happen when extractive institutions exist 

(Acemoglu and Robinson 2012). The economies that are dominated by extractive 

institutions are characterized by the absence of established relations between the 
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members of the economic system. This results in the emergence of conditions that 

favor factors that enhance the existence of idiosyncratic institutions (Petrakis et al. 

2016). Factors that enhance the creation of idiosyncratic institutions (hierarchies and 

high transaction costs) are coordination failures, asymmetries of information, 

evolution path dependence and rent seeking activities, which all lead to the 

appearance of high systematic risk. 

a) Non market allocation of resources. Hierarchies exist "mainly because of 

uncertainty and opportunism, though bounded rationality is involved as well. 

It exists when true underlying circumstances relevant to the transaction, or 

related set of transactions, are known to one or more parties but cannot be 

costlessly discerned by or displayed for others" Williamson (1973). When 

hierarchies are spread along the whole range of economic activities, they 

increase the uncertainty and conceptually the systematic risk. High transaction 

costs lead to market failures and thus limit the efficiency utilization of 

resources and consequently increase the chances of creating systematic risk.  

b) Coordination failures, which are responsible for the emergence of 

externalities, resulting in the creation of a cost in economic terms. 

c) Information asymmetry, similar to coordination failures, generates an 

economic cost as its elimination requires contractualization between the 

principal and the agent, thereby making the achievement of market efficiency 

more difficult. 

d) Path dependency (historical legacy), in the sense that “history matters” in 

everyday human aspects such as preferences, decisions and behaviors. To the 

extent that preferences are formed by initial experiences, later preferences are 

path-dependent (Hoeffler et al. 2006). Both the institutions and the mode of 

operation of the economy are the outcome of a path-dependent procedure with 

elements of historical legacy. On the basis of this theorization, the existence of 

high levels of systematic risk is favored in societies that maintain historical 

elements that distort the smooth operation of the economy and create 

disincentives in the undertaking of entrepreneurial action and, generally, in 

market efficiency. 

e) Rent seeking activities. These activities involve seeking to increase one's 

share of existing wealth without creating new wealth. Rent-seeking results in 

reduced economic efficiency through poor allocation of resources, reduced 
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actual wealth creation, lost government revenue and increased income 

inequality. 

f) High systematic risk. When hierarchies -and thus coordination failures-, 

information asymmetry, path dependency and rent seeking activities are 

spread along the whole range of economic activities, they increase the 

uncertainty and, conceptually, the systematic risk. However, high systematic 

risk can prevail with exogenous origin or after huge internal shocks that have 

long lasting implications. The existence of transaction costs misallocates the 

resources away and, therefore, violates the optimal allocation of resources.  

 

4.2 When Culture Deviates from the Optimal Pattern 

The factors that create deviations of culture from the optimal pattern vary and can 

stem from both the external environment and human behavior. Petrakis et al. (2016) 

focus on a variety of factors that may lead to deviations of culture from the optimal 

pattern: 

a) Idiosyncratic cultural background: An idiosyncratic cultural background 

could be marked by the existence of some specific characteristics that act in a 

peculiar manner, shaping human behavior and preferences. This kind of 

cultural background may be represented through the analysis of several 

cultural dimensions that deviate significantly from the optimal pattern: i) 

prevalence of high systematic risks in the economy creates the need among 

individuals to protect themselves against the risk by adopting uncertainty 

avoidance behaviors, ii) incorporation of individuals in teams (in-group 

collectivism) so that they feel more secure, protect themselves against 

uncertain conditions, and secure material resources and social support 

(Triandis et al. 1988), iii) high time discount preferences due to the fact that in 

uncertain environments, the members of a society tend to be cautious over 

their future decisions, avoiding to commit resources and effort for a long 

period of time, and iv) lack of trust since under conditions of high systematic 

risk, individuals lose their trust in the institutions that surround them, while the 

level of interpersonal trust towards individuals that are out of the groups to 

which an individual belongs is also reduced. 

b) Non-diversified investment attitudes: The economies whose production and 

investment are highly concentrated in few sectors, fail to eliminate the 
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systematic risk and to be driven to an optimal growth pattern. Kuznets (1971) 

suggests that a country’s economic growth may be defined as a long-term rise 

in capacity to supply increasingly diverse economic goods to its population. 

This argument is further strengthened by the view of Grossman and Helpman 

(1992) who claim that, for an economy to grow, it has to produce an ever 

increasing quantity, quality and variety of goods and services. Thus, the 

stagnated prototype posses a special characteristic of non-diversification on 

investment activities in line with the idiosyncratic cultural background (see 

above) and probably with the loss aversion behavior (see below). The non 

diversification investment behavior may take the form of holding cash or 

investing in specific sectors such as housing.  

c) Loss aversion behavior: The loss aversion assertion (Kahneman and Tversky 

1979) is one of the elements of the prospect theory (Kahneman and Tversky 

2000), which implies that people are twice as sensitive to risks as to gains. 

That is, the absolute subjective value of a specific loss is larger than the 

absolute subjective value of an equivalent gain (Ert and Erev 2010). Loss 

aversion behavior is associated by the existence of high systematic risk levels 

and idiosyncratic/stagnated cultural background. 

 

4.3 The Formation of the Perpetuate Stagnated Prototype 

There is a two-sided effect between idiosyncratic institutions and idiosyncratic 

preferences described above, since the existence of idiosyncratic institutions can lead 

to the formation of an idiosyncratic cultural background and vice versa. This 

interrelationship perpetuates the existence of idiosyncratic institutions and cultural 

characteristics. Thus, a stagnated growth prototype is generated and prevails (Figure 

1). 
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Figure 1. Stagnated Growth Prototype  

  
 

This stagnated growth prototype has no endogenous energy to break the 

barriers to growth. Stagnated institutions always affect preferences and vice versa, 

through the co-evolution pattern that they follow and which has a long lasting ability 

to survive. When a stagnated growth prototype is prevailing in an economy, it can 

experience long periods of stagnation or periods near stagnation. These periods 

usually can be interrupted only by large waves of foreign incoming capital which 

usually take the form of a very large public or private investments in specific sectors.   

 

 

5. The Transformation from Stagnated to Optimal Growth Model 

For a transformation from a stagnated to an optimal growth model to take place, there 

must also be a differentiation of a range of parameters that are linked to the prevailing 

institutions and the cultural background.  

 

5.1 Institutional Change 

While the contributions of institutions to economic development (Ostrom 1990, 

Acemoglu and Robinson 2012) are well defined, much less is known about 
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institutional change, which is limited to the theoretical level (see, for example Greif 

and Laitin 2004, Hodgson 2004, Aoki 2007, Kingston and Caballero 2009). 

The debate about institutional change can be approached through two 

theoretical categories (Kingston and Caballero 2009): 

a) The first category includes the theories that view institutional change as 

deliberately designed, and 

b) The second category refers to the case where change can be spontaneous, 

following an evolutionary process. 

Institutional change is a long-lasting process that faces obstacles to any 

change, since in every institutional nexus there are winners and losers, and so it is 

accompanied by the creation of opposing forces. Besides, the functioning of the 

institutions acts in favor of the existing situation and against the new situation that is 

expected to come. The basic reason of institutional change is the attempt of policy-

makers to renew existing institutions so that they can correspond to the new reality. 

 The factors of institutional change can be classified into endogenously and 

exogenously determined. Exogenous factors include (Libecap 1989): 

a) Shifts in relative prices due to exogenous influences (price of oil, etc.), 

b) Changes in technology of enforcing and defining property rights, and  

c) Shifts in preferences, including political preferences. 

Changes in human capital, knowledge, learning and technology may alter 

formal and informal rules. As Ayres (1944) points out “technological development 

forces change upon the institutional structure by changing the material setting in 

which it operates”. While technology can lead to institutional change, it is not a 

sufficient condition on its own, given that the extent to which an exogenous shock 

will lead to a change in an institution depends on the distribution of benefits among 

the agents under both the existing structure and the new structure that arises. 

Endogenous institutional change is based on the Darwinian Theory. In this 

context, institutional change follows a ‘path-dependence’ process where the 

institutional context at a given moment is a function of the conditions that prevail at 

that moment as well as the precedent institutions and conditions (Kingston and 

Caballero 2009). We should stress, of course, that as decisions are taken by the 

agents, if we view institutional change as a process in which participants (agents, 

policy-makers) have bounded rationality, they may be driven to wrong conclusions 

concerning the changes that they promote. Therefore, even though institutional 
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change is affected by exogenous factors, the overall process may follow an 

evolutionary pattern. 

Greif and Laitin (2004) introduce the term ‘quasi-parameters’ to describe the 

factors that are exogenous in the short run, but gradually take on an endogenous 

character. The changes of these parameters alter the spectrum of the potential 

equilibrium points, but this does not mean that the economy always shifts to a better 

condition. In fact, it is possible that the economy moves away from an optimal 

condition. 

If these factors are decisive in the evolution of institutions and the emergence 

of extractive institutions that lead to divergences from an optimal growth pattern, 

political power and in general the political actors influence the distribution of the 

resources of the economy through the formation of the institutional background. The 

approach according to which institutional change is the result of supply and demand 

forces in the society is indicative (Alston 1996). In other words, institutional change is 

the result of the ‘negotiation’ between suppliers (e.g. Government) and demanders 

(e.g. pressure groups). 

In contrast, other theories stress the neutrality of political actors on the 

determination of the institutional framework. Although politicians receive pressure 

from population groups to change formal rules (Kantor 1998), they have their own 

motives that guide their actions, while they are also confronted with constitutional 

constraints. 

 

5.2 Induced Cultural Changes 

Cultural change should be regarded as a Darwinian evolutionary process where some 

cultural values prevail and others disappear (Boyd and Richerson 2005). 

Economic growth is inextricably linked to the evolution of societies. What 

concerns us is whether cultural values change due to economic parameters. In general, 

cultural values are stable in the long-run given that the parameters that affect them 

also remain relatively unchanged (De Jong 2009). The transformation of the 

prevailing cultural values is a long-lasting process that needs great effort as it depends 

on a variety of factors (historical legacy, geography, psychology). 

Available resources, the climate and geographical characteristics in general, 

are considered the most important sources of external impact on the shaping of the 

cultural background (Diamond 1999, Triandis 2009, Petrakis 2014). The factors that 
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can lead to cultural change may stem from human psychology (given that some ideas 

are more readily learned or remembered) or can be social and ecological (some ideas 

make people richer, live longer, or migrate more often, and the resulting selective 

processes generate culture change) (Boyd and Richerson 2005). 

However, the changes that are observed in the cultural background, after an 

external shock, are also important. It is a commonly observed fact that a crisis tends to 

produce or accelerate cultural changes and, in fact, if the changes are accepted once 

due to the crisis, they tend to persist. Changes of this kind can cause great stress to 

individuals (Eschbach et al. 2001), affecting their psychological adjustment to the 

new conditions, and may become -depending on the intensity of change- a powerful 

shock for the framework of cultural values that characterizes them. 

Finally, the notion of culture shock is also important. Oberg (1960) defined the 

term culture shock as the “anxiety that results from losing all of our familiar signs 

and symbols of social intercourse”. Culture shock can arise due to the loss of familiar 

cues, the breakdown of interpersonal communications or an identity crisis (Weaver 

1994). As culture shock, we may define a change that leads individuals and societies 

to tackle instances that are characterized by circumstances that are different from 

those in their previous cultural context (Xia 2009). 

At a micro level the entry of an individual in a society that is characterized by 

a culture that is different from his, is an example of cultural change. For such an 

individual, this change makes him/her unable to understand the ideology and the 

behavior of the members of the new society, and thus he/she fails to grasp why these 

people behave in the way that they behave and how he/she should behave (Xia 2009). 

Under these circumstances, the individual will suffer -fully or partially- from 

symptoms such as depression, anxiety and feelings of helplessness (Mio 1999). As 

these symptoms grow, the process of learning and adaptation to this new cultural 

background becomes more difficult. Therefore, the individual must adjust to the new 

cultural environment, which is characterized by a different way of life, living 

conditions, and entrepreneurial practices. However, this adjustment can only be long-

term. If the individual does not succeed in adjusting his/her cultural background 

appropriately, this might lead to the alienation of the individual from the new society, 

possibly producing psychological confusion and emotional discomfort (Hess 1994). 
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6. Structural Reforms that Promote Growth Need Institutional and Cultural 

Changes that also Promote Growth 

When the idiosyncratic institutional and cultural background prevails in the society, 

then a stagnated growth prototype prevails. In contrast, an optimal growth model 

emerges when the prevailing conditions favor long-term orientation, investment in 

new technologies, and handling of uncertainty under an institutional nexus that 

secures the incentives and the actions of economic agents. 

 Structural reforms imply changes both at an institutional and cultural level in 

order to ensure growth in the long-term by raising the growth potential. This is so 

because they are able to increase the GDP, reduce unemployment and ‘fortify’ the 

economy against potential shocks. In this direction, what is regarded as structural 

reform may includes the intervention in transaction costs, product and service 

markets, and the labor market, reducing entry barriers, improving public sector 

administration, and enhancing the role of private sector over government (Rodrik 

2015). Structural reforms usually include policies that make labor markets more 

adaptable and responsive, liberalizing the service sectors, increasing competition in 

product and service markets, improving the institutions for the strengthening of 

market efficiency, improving the entrepreneurial climate and encouraging innovation 

(Canton et al. 2014). Additionally, structural reforms are the key to sustainable 

development (Dabla-Norris et al. 2013) as the enhancement of productivity 

constitutes a factor that promotes the improvement of the standard of living in 

emerging and developing economies, leading to a removal of the obstacles to the 

efficient utilization of resources. Thus, the need for transformation from a stagnated to 

an optimal growth model requires structural reforms referring to institutions and 

culture. 

Institutions are one of the most important areas affected by the implementation 

of structural reforms (Johnson 2008). This is why structural reforms usually concern 

institutional reforms that involve market, or even non-market, institutions (see Table 2 

in the Appendix). Essentially, market institutions refer to economic institutions and 

thus reforms concern institutions such as the labor market, the product market, the 

taxation, social security and financial system, etc. Reforms in non-market institutions 

may concern political institutions (quality of democracy, politicians / political parties, 
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municipalities, etc.) or social institutions (judicial system, legal system, army, 

education system, healthcare system, etc.). 

Johnson (2008) examines the relationship between the time of the 

implementation of major reforms and the institutional quality index, concluding that 

countries with more powerful institutions (as they are approached from the 

perspective of property rights and the rule of law) introduced important reforms 

earlier. In other words, it seems that there is a negative association between the time 

of the implementation of structural reforms and the quality of the institutions. 

Furthermore, surveys such as the ones by Fernandez and Rodrik (1991), Rajan 

and Zingales (2004) and Giuliano et al. (2013) associate political institutions with the 

successful or unsuccessful implementation of economic reforms. Rajan and Zingales 

(2004) note that democracy can obstruct reforms, if special interests prevail in the 

societies where these reforms are implemented, given that the capitalists are usually 

fortified in speculative positions and, thus, they often are the primary opponents of 

economic reforms, which may disrupt their interests. Fernandez and Rodrik (1991) 

reach a similar conclusion, stressing that interest groups may block reforms if there is 

certainty over the distribution of the benefits of structural reforms. Also, Giuliano et 

al. (2013) note that the increase in the quality of democratic institutions has a positive 

and statistically significant impact on structural reforms. Haggard (1990) claims that 

the institutions may overcome collective action dilemmas by restricting the selfish 

behavior of interest groups. 

The literature seems to be especially interested in the question of whether the 

extensive and swift institutional changes lead to a reduction of the output that is 

produced, even when these changes involve institutions of higher quality and greater 

effectiveness. For example, Roland and Verdier (1999) note that firms do not invest 

after structural reforms because they wait until the economy is stabilized, and this fact 

results in a reduction of product produced. Moreover, Blanchard and Kremer (1997) 

explain that the reduction of output produced is the result of the ineffectiveness of 

negotiations between the firms. While a great deal of institutions can develop in a 

very short period of time (North 1990), there are other institutions that require a 

significant amount of time in order to function effectively. 

As far as the cultural background is concerned, often this must also change for 

the impact of structural reforms to be more effective. Structural reforms must take 

into account not only the formal rules and procedures but also informal behaviors and 
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deep-rooted models and values that lie between the formal declaration of the intention 

to implement a particular structural reform and its actual implementation (Bennett 

2008). Ban (1995) argues that cultural background is a critical issue in every attempt 

to implement a structural reform. 

An additional problem that arises regarding the cultural background concerns 

the fact that not all societies are ready to accept the structural reforms that are 

designed by the political actors. Consequently, reforms must have the appropriate 

flexibility in order to adapt to the needs of the society; only in this case will the 

society accept reforms and allow their implementation. Besides, the basic problem is 

that the changes of the cultural background can only be slow-moving (Johnston 1996, 

De Jong 2009, Schwartz 2009), even though there are behaviors that change even in a 

short-term horizon.  

 

 

7. The Chronically and Qualitative Asymptotic Evolution of Institutions and 

Culture  

When institutions and culture evolve in an optimal pattern, a co-evolution of the two 

is reached. However, the absence of synchronization of institutions and culture 

change during the evolution process can create incompatible results given that 

institutions have to correspond to the specific cultural background of the society. The 

incompatibility may be referred to the time horizon or the qualitative characteristics of 

the change. An incompatible development creates conflicts between institutions and 

cultural behaviors and second best situations with adverse implications. Thus, the 

society is constantly in a state in which the influences from the past influence the 

behaviors of individuals, and in general the evolution of institutions, creating a cripple 

dependence path. 

The emergence of new institutions is connected to cultural innovation (Bowles 

2009). However, such a development is usually the result of complex and multiple 

processes that do not take place jointly, differing in terms of time and space. The 

adaption of new preferences or behaviors is a process that reflects the changes in 

human behavior, following influences that the individual has received (Bowles 1998). 

Complementarity in the evolution of culture and institutions is necessary for the 

survival of the latter in a long-term pattern. Otherwise, when co-evolution is 
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interrupted by the rapid change of institutions, the efficiency of the economic system 

is called into question. 

Institutions can be divided into two categories, based on the speed of their 

evolution: fast-moving institutions (such as political institutions), which can change 

overnight, either through a legislative intervention or after revolutionary moments; 

and slow-moving institutions (such as the property rights, cooperation procedures, 

etc.), which need a long period of time through a gradual and constant process of 

evolution (Roland 2004). There are also formal (concrete laws and directives) and 

informal ones (unwritten procedures based on habits, etc.). A basic question raised is 

why countries with ineffective institutions do not “copy” the institutions of developed 

countries (Fukuyama 2001). The answer lies on the fact that institutions do not change 

easily; it takes 10 to 100 years for formal institutions and 100 to 1,000 years for 

informal in order to be changed (Petrakis and Kostis 2014). Thus, the political 

leadership usually finds it very difficult to ingnate a similar process of structural 

reform. 

Conversely, according to the relevant literature, changes in the cultural 

background can only be slow-moving (Johnston 1996, De Jong 2009, Schwartz 2009).  

However, there are behaviors that change even in a short-term horizon. Social 

stereotypes, forming the cultural traits, may be characterized as long lasting, as the 

forces that have shaped the construction of the stereotypes are considered exogenous 

(e.g., climate and environment) (Schwartz 2009). Thus, cultural values display 

stability through time. But even in the case that they are not formed by constant 

external influences, but they are formed under the influence of endogenous 

interactions, cultural stereotypes present a great resistance towards change and to their 

own redefinition (Johnston 1996).  

Cultural values are stable in the long term, as the conditions that affect them 

also remain relatively constant (De Jong 2009). However, when external shocks or 

cultural shocks are observed, the change in certain values of the cultural background 

may be relatively faster (this can occur in the medium term or even in the short term if 

it is a question of survival). However, under certain and strong shocks (a war, a great 

recession, etc.) institutions may still remain unchanged. In such cases, institutions are 

affected in the long run and in an indirect way, through the cultural traits that are 

embodied in these. The embodying procedure is a long-term evolution process. 
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Therefore, in the short- and the medium-term horizon, there may not be any possible 

observed compatibility between institutions and culture. 

In this paper we give some examples in which we identify the areas where 

there are possible deviations of time or of a qualitative nature between institutions and 

cultural background change (Table 1). In order to locate these relations, we firstly 

register the main institutions that are observed in an economy (see Table 2 in the 

Appendix) and the main cultural behaviors that characterize the economic actors (see 

Table 3 in the Appendix), as found in the relevant literature on institutions and 

behaviors. Then, we register estimates as to how quickly the elements that comprise 

them can change. Their change can occur in the short term (1-2 years), medium term 

(3-5 years), long term (6-100 years) or very long term (100+ years). 

 

Table 1. Differences in the time and quality requirements of institutional and cultural 

behavior changes 

  
Short-term 

1-2 years 

Medium-term 

3-5 years 

Long-term 

6-100 years 

Very long-term 

100+ years 

Culture Attitude towards the taxation / social security system    *  

Institutions Taxation and social security system  * *   

Culture Willingness to work / rest   *  

Institutions Labor market  * *   

Culture Altruism/ Cooperation    * * 

Institutions Labor Unions  * *   

Culture Savings / Consumption   *  

Institutions Product Market * *   

Culture Activation in the shadow economy    * * 

Institutions Shadow economy   * *  

Culture Ownership of investments  * *  

Institutions Property Rights   * * 

Culture Opportunity entrepreneurship - Innovation *    

Institutions Firms * * *  

  

 An area in which time and/or quality asynchronization gaps are observed as 

far as the time of change of institutions and behaviors is concerned is the taxation and 

social security system. It seems that the attitude of individuals towards the taxation 

and social security system is changed only in the long run, as people do not alter 

swiftly their ideas about their tax or insurance obligations, denoting a rejection of 

frequent changes in these systems. This might be due to uncertainty avoidance 

(Tsakumis et al. 2007, Li et al. 2016), high time discount (Petutschnig 2015) and loss 

aversion preferences (Rees-Jones 2014), as individuals do not want to be confronted 

with sudden changes that change the way in which they fulfill their tax and insurance 
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obligations, which may lead to losses compared with the situation prevailing 

previously. Moreover, it may be due to a lack of trust towards the taxation or social 

security system (Hammar et al. 2005), which leads to a slow adjustment of the 

behaviors of individuals to the changes that take place in the taxation or social 

security system. On the other hand, the institution of the taxation and social security 

system seems to change in the short (Bouis et al. 2012) or the medium term (Varga 

and Jan in 't Veld 2014, IMF 2016). Varga and Jan in 't Veld (2014) state that tax 

reforms are phased in over a five-year period while IMF recommendations on fiscal 

structural reforms focus on tax, pension, subsidies, and social spending measures that 

can raise medium-term productive capacity and create policy space (IMF 2016). The 

changes in the taxation and social insurance system are usually effective in the 

medium term and not more rapidly, because history matters, as the mode of operation 

of the taxation and social security system is the outcome of a path-dependent 

procedure with elements of historical legacy (Bruttel and Friehe 2014). Other reasons 

are the high systematic risk, which is due to the high levels of transaction costs that 

lead to market failures and, therefore, to the limitation of the efficient utilization of 

resources. Furthermore, information asymmetry is a possible source of deviations 

since it characterizes these two systems as they are complex and, thus, information is 

not the same for all participants. 

 Another area where deviations are observed regarding the institutions and 

behaviors is the labor market. The willingness of individuals for rest or work is a 

behavior that changes in the long run. A core cultural value behind the choice 

between rest and work is that of high time discount preference (Stier and Lewin-

Epstein 2003), and as a result the members of the society tend to be cautious 

concerning their decisions of how to allocate their time. Also, the participants, usually 

characterized by uncertainty avoidance, want stability rather than changes that will 

alter their daily life in an uncertain way (Baker and Carson 2011). Therefore, they are 

not willing to change easily their choice as to how they will allocate their time. It is 

possible though swifter changes to be observed in the labor market, as it seems that 

the institution of the labor market can change in the short or the medium term 

(Cacciatore et al. 2012, Sánchez et al. 2016). In that case there may be observed an 

incompatibility between institutions and cultural changes. A good example is the case 

of reform to employment training systems. This would require the dedication of free 
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spare time but the seeking of immediate results and rewards base on high present time 

preference would opposite the necessary changes on attitudes. 

 In addition, the path dependence of labor market (Rosenbloom 2008, Knuth 

2009) may have been based on in group coordination type of self protection, 

creating coordination failures between the market participants. Then, externalities 

may arise in expense of economic efficiency. Furthermore, the absence of trust can be 

a strong brake to market reforms (Heinemann and Tanz 2008). In addition, if this 

happens under the presence of high systematic risk, it becomes hard to achieve an 

optimum co-evolution of institutional and cultural behaviors in the labor market. 

More specifically, the institution of labor unions is altered in the short or medium 

term, due to changes in the labor market (Cacciatore et al. 2012, Sánchez et al. 2016) 

or the legislation that governs the operation of labor unions. Nevertheless, the 

individuals that comprise a labor union seem to change their behavior only in the long 

or very long term. The reason is that people who have chosen to become members of 

a labor union usually display a high in-group collectivism cultural value (Chan and 

Snape 2012), which means that they are characterized by a great degree of altruism 

and cooperation (Yamagishi and Mifune 2008). Whatever changes take place in labor 

unions cannot alter directly the behavior of these individuals, which is established in 

their way of thinking and is usually characterized by a lack of trust, loss aversion and 

high time discount preference. 

Time and quality asynchronization gaps are observed with regard to changes 

in the institution of the investment market in relation to behaviors associated with it, 

such as the tendency of people to save or consume. The tendency for savings and 

consumption changes in the long run, as it is determined by cultural values such as 

loss aversion (Bowman et al. 1999) -given that people are dominated by the fear of 

confronting damage (Kahneman and Tversky 1979) and high time discount 

preference- and from behaviors of non-diversification of investment (high preference 

of cash vs long term productive investments vs housing) that do not change in the 

short or medium term. Thus, the investment market can be in a permanent 

unbalancing mode where, in the best case, there are savings but there are not 

productive investments. In the worst case scenario, the economy faces a permanent 

fleet to cash, accompanied by a permanent FDI appetite. 

In addition, uncertainty avoidance and loss aversion can restrain market 

participants from engaging in innovation investment activities and opportunity 
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entrepreneurship (Petrakis and Konstantakopoulou 2015, Koudstaal et al. 2014). 

Thus, necessity entrepreneurship prevails which results in the development of a light 

production prototype which is usually vulnerable to shocks. High time discount 

preference also creates no sustainable investment projects (van Putten et al. 2010). If 

these conditions prevail under a high systematic risk environment then there is a 

perfect reasoning of no productive investment activity. Under these cultural 

background premises a perfect plan of institutions alterations in the field of 

investment attraction can be totally ineffective. 

Regarding the institution of product market -when it is characterized by the 

existence of high systematic risk- there are high transaction costs and risk premium 

(Pratt 1964, Arrow 1971, Williamson, 1975) increasing the inefficiency of the system. 

When information asymmetry also prevails connected with a high inefficient banking 

and financial system with regard to its structure (Dell'Ariccia 2001), a need for more 

rational, liberal and modern action may arise. Required institutions changes could 

take place within two or three years, which means on the short or the medium term 

(Barkbu et al. 2012, Bourlès et al. 2013, Anderson et al. 2014, Dabla-Norris et al. 

2015). However loss aversion and rent seeking activities, based on non market 

mechanisms, may are connected with the required cultural rigidities and resistance 

appears to any, even well designed, plans regarding the transformation of institutions. 

Additionally, the tendency concerning the preference for activation in the 

shadow economy changes in the long or very long-term, while respectively the 

institutional framework of the shadow economy may change in the medium or long 

term. It is obvious that such a time synchronization gap will make the change in the 

shadow institutional economy ineffective. The slow change of the shadow economy is 

obvious if one notices the evolution of the measurements on the shadow economy 

over the years (Schneider 2004, Schneider et al. 2015) and is mainly due to the 

tendency for a path dependent evolution compared with the past. Conversely, people 

who are active in the shadow economy will hardly agree to stop doing it as the 

activation in the shadow economy is a reaction to high taxation (Schneider and Buehn 

2012, Neck et al. 2012) and reflects the lack of trust towards the functioning of the 

formal economy (Arsic et al. 2015). Additionally, people typically exhibit a behavior 

of uncertainty avoidance and loss aversion and do not easily change their attitude 

towards the shadow economy (Thompson 2013), as even if the tax rate is low, the 

http://www.sciencedirect.com/science/article/pii/S0014292100000854
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activation in the shadow economy increases one’s personal income compared with the 

activation in the formal economy. 

Another similar area where time and quality asynchronization gaps are 

observed is the relationship between property rights institutions with the cultural 

behaviors associated with property rights (Seung-Hwan 2008). However the 

institution modernization of the economy may require the shrinkage of externalities 

through the improvement of management of commons (Ostrom 1990) and the pricing 

of certain public goods. Such a policy plan could be drag down by in group 

collectivism behavior established around rent seeking in certain activities with strong 

counter productive collectivist behaviors by elites or pressure groups, i.e. fishing or 

touristic appropriation of seaside, etc. 

The analysis realized above showed that the rate of change of institutions and 

cultural behaviors, which observed time and quality asychronization gaps, is directly 

related to the particular characteristics which lead institutions and cultural behaviors 

in deviation from the optimal pattern of change. Figure 2 summarizes some of these 

relationships.  

 

Figure 2. Institutions, cultural behaviors and time asychronization gaps  

  

https://repositories.lib.utexas.edu/discover?filtertype=author&filter_relational_operator=equals&filter=Mun%2C+Seung-Hwan%2C+1972-
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8. Conclusions 

Some basic issues that concern the structure of institutions and culture on the 

formation of a growth model have been highlighted in the paper. The forces deployed 

in the society either encourage the prevalence of features that promote a pro-growth 

model or lead to a stagnated growth model, or to a mixture of pro-growth and anti-

growth characteristics with ambiguous results.  

 The stagnated growth model described in the paper is a growth model that 

deviates from the optimal pattern. The paper argues that the transformation of a 

stagnate model to a growth one is not an easy task, focusing mainly on the co-

evolution requirements. Since the co-evolution requirements cannot be met, there is a 

possibility that a perpetual stagnated prototype may become stronger. 

 More specifically, the stagnated growth prototype may be transformed into a 

pro-growth optimal prototype through suitable structural reforms on institutional and 

cultural background. However, the co-evolution process taking place between 

institutions and culture may interrupt this process, having as a result a series of failing 

attempts to implement a modernized pro-growth framework of institutions settings 

and cultural behaviors leading to the salvation of the existing stagnated growth 

prototype, despite the probable design of ambitious structural reforms.  
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Appendix 

 

In Table 2, we attempt to register the flexibility of institutions under normal 

conditions. The term ‘normal conditions’ denotes that the course of the economy is 

not disrupted by an external shock (e.g. war, economic crisis, natural phenomena) that 

can affect the path of institutional change. With this term, in other words, we attempt 

to ‘isolate’ the economy from potential external effects. 

 The separation of institutions concerns the three major categories, i.e. (a) the 

economic institutions, (b) the political institutions, and (c) the social institutions. 

Their evolution in time is divided into short-run (1 to 2 years), medium (3 to 5 years), 

long-run (6 to 100 years), and very long-run (above 100 years). 

 

Table 2. The Flexibility of Institutions in the Social Context under Normal Conditions 
   Short-run 

1-2yrs 
Medium 

3-5yrs 
Long-run 
above 6yrs 

Very Long-run 
above 100yrs 

Market 
Institutions Economic Institutions 

Property Rights   * * 
Rule of Law   * * 

Accountability   *  
Government Effectiveness   *  

Labor Market * *   
Product Market * *   
Taxation system * *   

Social Security system * *   
Public infrastructure   *  

Financial System * * *  
Economic Openness   *  
Shadow Economy  * *  

Non-Market 
Institutions 

Political Institutions 

Parliament    * 
Quality of Democracy   *  

National Government (Political Cycle) * *   
Politicians / Political Parties  *   

Municipalities * *   

Social Institutions 

Family    * 
Army   *  

Education system   *  
Healthcare system   *  

Non-Governmental Organizations * *   
Public Companies and Organizations * *   
Police and Law Enforcement Agencies   *  

Judicial system   *  
Legal system   *  

  Mass Media * *   
  Firms * * *  
  Religion   *  
  Labor Unions * *   
  Internet *    

 

In attempting to assess the degree of flexibility of change of cultural values relative to 

time (short-term from 1 to 2 years, medium-term from 3 to 5 years, long-term from 6 

to 100 years, and very long-term above 100 years) in the social context, under normal 

conditions, a typology is formed, presented in Table 3. The table examines how 

quickly the basic behaviors and actions of people and organizations change, next to 

the cultural values that characterize the society and organizations. The term ‘under 
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normal conditions’ isolates the economy from external effects, as it denotes that the 

course of the economy is not disrupted by an external shock (e.g. war, economic 

crisis, natural phenomena, etc.) or by an cultural shock, i.e. a situation in which an 

individual finds herself violently and abruptly in a society that displays a cultural 

background that is different from hers. However, when external shocks or cultural 

shocks are observed, the change in certain values of the cultural background can be 

relatively faster (it may take place in the medium term or even in the short term if it is 

a question of survival). 

 

Table 3. Time flexibility of cultural behavior in the social context (under normal 

conditions) 
  Short-

term 
1-2 

years 

Medium-
term 

3-5 years 

Long- 
term 
6-100 
years 

Very 
long-
term 
100+ 
years 

Ps
yc

ho
lo

gy
 

Altruism   * * 
Cooperation   * * 
Maximization of utility   *  
Fulfillment of needs - Level of needs   *  
Mimicry   *  
Happiness   *  
Way in which expectations are created * *   

Investment 
Ownership Investments  * *  
Lending Investments   *  
Investments in human capital   *  

Property Market Option of owner-occupied housing   *  
Savings / Consumption   *  

Entrepreneurship 
Entrepreneurship by opportunity - 
Innovation 

*    

Entrepreneurship by necessity  *   

Taxation / Social Security 
System 

Attitude towards payment of taxes and social 
security contributions 

  *  

Tax avoidance - Undeclared labor   *  

Financial System 
Credit  *   
Use of cash    * 
Solvency / debt repayment * *   

Labor market Mood for work / rest   *  
Activation in shadow economy  * * * 

Education 
Public / Private Education   *  
Participation in Networks of Knowledge 
Sharing 

  *  

Communication 

Use of Internet *    
Use of Magazines / Newspapers   *  
Use of Television / Radio   *  
Face-to-face communication    * 

C
ul

tu
ra

l D
im

en
sio

ns
 o

f S
oc

ie
ty

 

Personal Traits  
(Big Five) 

Openness to experience   *  
Conscientiousness   *  
Extraversion   *  
Agreeableness   *  
Neuroticism   *  

Schwartz Egalitarianism   *  
Hierarchy   *  
Harmony   *  
Mastery   *  

Hofstede Power Distance   *  
Masculinity/ Femininity   *  
Uncertainty Avoidance    *  
Long Term/ Short Term Orientation   *  
Indulgence/ Restraint   *  

House et al.  
Human Orientation   *  
Performance Orientation   *  
In-group collectivism     

Religion    * 
Generalized trust   *  
Institutional trust   *  
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Fi
rm

s 

Firms/ Routines 

Decision-making system - which decisions * *   
Performance control * *   
System of returns * *   
Bankruptcy system * *   
Organization and structure of property * *   
Organization and structure of credit * *   
System of creditors * *   
Control and company mechanisms * *   
Work remuneration * *   

Organizational Culture  
(Hofstede) 

Means-oriented vs. Goal-oriented   *   
Internally driven vs. Externally driven   *   
Easygoing work discipline vs. Strict work 
discipline  

 *   

Local vs. Professional   *   
Open system vs. Closed system   *   
Employee-oriented vs. Work-oriented   *   
Degree of acceptance of leadership style   *   
Degree of identification with your 
organization  

 *   

 


