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Abstract 

Institutions have come to be recognised among the "deep determinants" of 
economic development. Institutions are defined {7] as "social factors - rules, beliefs, 
norms, and organizations- that guide, enable. and constrain the actions of individuals, 
thereby generating regularities of behavior." Insti tutions surrounding and affecting 
exchange are particularly important in economic development in light of the principle 
that in giving rise to specialisation. exchange promotes productivity growth. Both in 
history and in principle, an expanding scope of exchange creates a demand for 
impersonal rules that go beyond immediate personal relationships to include more 
comprehensive common responsibility systems, and on to third-party enforcement 
mechanisms including the state. 

This paper contributes to the hypothesis that a good deal of past Philippine 
under-development was due to the restriction of trade, and, more importantly , that such 
a restriction bore consequences for the subsequent development of Philippine 
institutions. The Spanish conquest suppressed the pre-existing free trade that existed 
between native communities and China and the South, replacing this instead by the 
mercantilist institutions, notably the galleon trade. For a great part of the Spanish 
occupation, domestic trade itself was also discouraged through arbitrary impositions, 
confiscation of goods by the colonial authorities, as well as the mis-guided formal 
restriction of credit transactions. The effect was not merely to severely limit wealth
generation among the nati ve population of the time, but more importantly to prevent 
the emergence of institutions that would facilitate impersonal exchange separated in 
time andcover:ng long distances . In particular, an experience of effective and impartial 
law failed to develop . What law there was, as embodied, e.g., in royal ordinances, failed 
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to correspond with facts on the ground and was vio lated arbitrari Iy by colonial offici als 
and agencies. 

It is then suggested that from thi s paltern may have ori g inated some of the 
problems that plague even current Philippine institutions, including the continuing 
reliance on exceptions-based personal re lationships rather than on impersonal rules, 
the weak definition of property rights and enforcement of contracts, and the lack of 
restraints on the actions of the powerful actors and hence the ir inability to make credible 
commitments. 

Keywords: institutions , trade restrictions , deve lopment, exchange- rel ations 

Whenever commerce is introduced into any country , probity and punctual ity 
always accompany it. 

-Adam Smith 
{Lectures Of/justice, police, revenue and arms Part II , par. 17} 

The most commercial and most industrious countries have been the frees t 
countries. 

- jose Rizal 
"The indolence of the Filipino" 

Contemporary political events have thrown the qual i ty of Ph iii ppine i nsti tu tions 
into sharp relief. Over the last four years and in very short order, the mettle of the 
nation's institutions has repeatedly been tested by such events as the impeachment 
and unseating of a president, an aborted impeachment of country's chief justice, and 
a national election unprecedented in the rancour of its conduct and subsequent 
canvass. 

In each of these instances, the adequacy and seriousness of the country's most 
basic rules as contained in its basic laws and procedures have been tested to the limit, 
often dangerously. The question has thus been asked whether a genuine social 
consensus indeed underlies the formal rules that purport to govern public behaviour. 
Writers such as Hutchcroft and Rocamora [1] would refer to a "democratic deficit" in 
the Philippines - by which they mean a gap that exists between formal institutions and 
the perceived needs of people. Deep questioning regarding the nature and quality of 
Philippine institutions is not new, of course. A good deal of writing in political science 
and political economy deal with the notion that the credibility and adherence to 
institutions is weakened by the fact that the political system is unresponsive to the 
majority, and that much of this has to do with inequity in the distribution of income, 
wealth, and education. Without denying the importance and possible interdependence 

Transactions Natl. Acad. Sci. & Tech. Philippines 26 (2004) 



204 Economic H is/Ory alld Philippillt' Illstil/ ll iOIlS 

of these factors. however, there should be room for it fint:r di stinction between social 
equity on the one hand and the rule of law 011 the other. There arc societi es where the 
rule of law may prevail, even wealth may be unequally distributed (e.g. , the United 
States). while those also exis t where rough equality preva il s but the rule ofl aw may be 
weak (e.g., Zimbabwe). 

In thi s country. what i apparent is a weak consti tuency for and acceptanct: of 
rules. Rules even before they have had tht: chance to os ify , are the suhject of challenge 
through acu te innovat ion. whether the rules have to do with an impeachment. a 
canvass, or contracts to build an airport. reclaim lands, buy vote-cou nting machines. 
and so on. 

Thi s paper' s general hypothe 'is is that an important parl of the institutional 
problem in the Philippines is the disconnect hetween fo rmal institutions and informal 
ones. using the di stinction made orig inall y by North 12J. Formal institutions are 
constraints on behav iour that embodied in constituti on , laws, statutes, and written 
contracts and are in principle enforceable hy the late. On the other hand, informal rules 
and constraints consisl of unwritten norms of behaviour that people observe for their 
own convenience and benefit, however these may be defined . Whatis important is that 
these in principle require no intervention on the part ufthe stale to make them effective; 
indeed they may allimes involve behaviour that is technicall y illegal. But theirex istence 
and enforcemelll rely on no more than the belief of the a ·tor , oron the real or imagined 
retaliation or consequences following upon their non-observance. 

Forthe Philippines, an important first clue to using hi story to trace the disj unction 
between formal and informal institution dates back at lens t to O.D. Corpuz's, who in 
his valuable but now lillle-noticcd book of 1965 [3 1 (subscq uently reiterated in Corpuz 
[4]). noted how, in order to escape the harshness ur the colonial order, many subjected 
Filipinosdeveloped the habit of diss imulatio n. i.e., of complying outward ly with formal 
rules while continuing to adhere to informal but often more compelling norms that pre
existed the occupation: 

The potentially vio le nt competition between Chri ~ tia n dogma and folk belief wa ' 
reso l ved th rough the process of select i ve acceptance and mutual accom modation .. . The 
politi cal and economic demands of the coloni al regime. upon the masse of the Filipinos 
through partial com pli ance and occasional evasion .. . 

When the ir behav iour would be vis ibl y contrary to the colonial req uire men ts, the 
complied in order to avoid puni shmen t. But they took advantage of every occasion to 
li ve under the morality of pre-Hi spanic society [3] 

Thus the Filipinos . haped and created. in myriad ways, an independent li fe of their own, 
mi sunderstood by the Spaniards because they did not share that life ; the Filipinos 
re treated to thi s life 10 escape the severi ti es of the coloni al order [3]. 
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In these passages, Corpuz [3J presents a valuable insight into why the institutions 
of colonial government failed to take root and attain c red ibility in the Philippines. 
Essenti ally, he implici tly points to a competition between formal instituti ons and pre
existing informal ones. In this competition, however, it was the forma l.one that lost out. 
Drawing thi s strand through to the 20,h century, Corpuz noted how the defau lt 
institution of the family (or the clan) thus became juxtaposed to state institution s and 
how their competi ng value systems often c lashed . Thi s he uses as a partial ex planati on 
of the phenomenon of corruption that runs like a thread through all epochs of Philippine 
hi story . 

What follows seeks to pursue the line of reason ing 0.0. Corpu z has begun . We 
seek both to generalise as well as specify the argument, however. We generali se it by 
recasting a good deal of historical wri ti ng into the language of the new- insti tu tional 
economics. By thi s means we hope to gain a better insight into those peculiar factors 
that prevented formal instituti ons in the Philippines from developing and gai ning 
credibility and acceptance. At the same time. given the vastness of thi s topic, we have 
chosen to focus only the institutional aspects of commerce. This art icle hypothesises 
that hi storically the underdevelopment of Philippine economic institutions is at least 
partly traceable to the country's long history of suppressed trade. To lay down thi s 
hypothes is, however, we first di scuss the inherent institutional problems posed by 
exchange in general. 

Institutions and the problem of exchange 

Beyond instantaneous or spot-transac tions (kaliwaan), the basic problem of 
exchange has to do with the absence of guarantees of compliance. This is espccially 
true of complex exchange [2J, that which is separated in space or time, or, as Greif [5J 
[1 997) puts it, where the " the quid is separated from the quo". Credit is a canon ical 
example: it involves the transfer of physical possess ion over some asset, whcther a 
concrete good or money, to some other person, in exchange fo r a promise to replace 

'thi s in the future with a larger value. What Greif [6] has call ed the "one-sided prisoner's 
dilemma" with respect to such exchange has to do with the rea l possibility that the 
debtor will choose to abscond with the asset and fail to keep hi s promise to repay with 
interest. Indeed, cooperation, as North [2] puts it, presents a theoreti cal problem. 

Suppose the potential gains from trade are p > 0, and that if exchange is 
consummated, the gains are split between two Persons A and B, with each obta ining 
p - c > 0 and c > 0, respectively. Should no exchange take place, each gets o. On the 
other hand, if Person A initiates exchange and B accepts but later reneges on the 
promise, the former obtains v < 0, while the latter obtains r> c. These results are 
summarised in Tables I and 2 below, which is an alternati ve representation ofGreiflTI. 
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Table 1.1 Person B ' s choices if A initiates exchange 

A initiates exchange; A initiates A initiates; 

B refuses ________ B __ ~ccepts and cc:~~~~~____ B accepts anc!!~!:1~~~ 

o p-c v<O 
o c r> c 

Since r>c > 0, B's dominant strategy is to renege on the agreement if A initiates 
exchange, which under full information can be regarded as a certainty by A. Using 
backward induction, therefore , A's decision whether or not to initiate exchange takes 
the following form: 

Table 1.2 Person A's choices 

Do not inittiate exchange Initiate exchange 
--~-

o v < U 
o r 

In such a situation, the dominant strategy for A is clearly not to initiate exchange 
at all (since v < 0). Hence, the only sub game-perfect equilibrium is for exchange not 
to occur. Thus game theory suggests there is no persuasive solution to anyone-period 
Prisoner's Dilemma as it is presented above 

The path towards a solution takes essentially two forms. The first relies on the 
notion of repeated games, which essentially takes us away from the one-period 
dilemma. If instead of a one-period transaction, Person B can look forward to many 
repeated transactions indefinitely in the future , then the gain from reneging in a 
particular game in any single period may be outweighed by the loss of future repeated 
transactions. To picture this most directly, suppose that the valueoffuture transactions 
for B at anyone period is C rather than c, with C> r> c. Then it becomes evident that 
the dominant strategy for B would be to comply with the terms of the contract (Table 
2.1). Correspondingly, the table of A's payoffs is als" revised to reflect the certainty 
of compliance, and therefore the dominance of the initiation of exchange (Table 2.2). 

Table 2.1 Repeated exchange: Person B' s choices if A initiates exchange 

A initiates exchange; 
B refuses 

o 
o 

A initiates 
B accepts and complies 

p-C 
C>O 

A initiates; 
B accepts and reneges 

v<O 
r< C 

------------------.-.------- ----------------
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De Dios 207 

Table 2.2 Repeated exchange: Person A's choices 

I niliatc exchange 

o P- c 
o c>o 

ft is not noted frequently enough that Adam Smith [8] long ago saw the 
importance of repeated transactions (though not in the Wealth ojnaliol1s), when he 
observed the changes in culture introduced by a society's opening up to regular 
commerce. 

Whene ver commerce is introduced into any country, probity alll.! punctuality always 
accompany it. '" A dealer is afraid oflosing hi s charac ter. and is scrupulous in observing 
every engagement. When a person makes perhaps 20 contracts in a day , he cannot gain 
so much by endeavouring to impose on hi s neighbours, as the very appearance of a cheat 
would make him lose. Where people seldom deal with one another. we find that they 
are somewhat disposed to cheat, because they can gain more by a smart trick than they 
can lose by the injury which it does their character. 

...... Wherever dealings arc frequent, a man does not expect to gain so much by anyone 
contract as by probity and punctuality in the whole. and a prudent dealer, who is sensible 
of his real interest, would ratherchuse to lose what he has a right to than give any ground 
for suspicion. Every thing of this kind is (as) odious as it is rare . 

The second possible solution to the one-sided prisoner's dilemma is the 
emergence of third-party enforcement, that is, an entity other than either contracting 
party is called upon to exact a penalty for any non-compliance. Historically this has 
usually taken the form a legal system enforced by the state. In terms of the pay-off 
matrices in the two-stage game, this may be depicted as a penalty on B in the case of 
failure to fulfil his end of the bargain. The penalty k should reduce the gains to reneging 
sufficiently so that they are less than the gains to complying, i.e., it should be set so 
that r - k < c, or such that k > r - c (Table 3.1). To the extent this suffices to make 
compliance the dominant strategy for B, the payoff matrix for A's first move is revised 
accordingly as well (Table 3.2). 

The difference between this and the previous case, of course, is that third-party 
enforcement does not rely on repeated transactions. While repeated transactions 
require frequent contact and the acquisition of information between the exchange
parties, third-party enforcement in principle applies even to exchange between 
anonymous parties and should operate even if exchange does not proceed beyond a 
single transaction. 
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Table'3.l Third-party enforcement: Person B' s choices if A initiate changes 

A initiates exchange: A iri-i-tiates ----.. --- A initiates; --_ .. -

~r.efuses. __ _ . __ .. __ B_ .accep!_s_and ~mplie~ _ _ .. B accepts a"nd reneLi.e~ 

o p - c v<o 
o c r - k < C 

---------------------------.-_. __ .. 

Table 3.2 Third-party enforcement: Person A's choices 

Do not inittiate exchange Initiateexchange 

o p-c 
o c>O 

The difference between this and the previous case, of course, is that third-party 
enforcement does not rely on repeated transactions. While repeated transactions 
require frequent contact and the acquisition of information between the exchange
parties, third-party enforcement in principle applies even to exchange between 
anonymous parties and operates even if exchange docs not proceed beyond a single 
transaction. 

Trade and institutions in other contexts: Maghribis versus Genoese 

Beyond the conceptual literature, the nexus between exchange and the emergence 
of institutions has also been the subject of historical investigation by a growing number 
of authors (e.g., North and Greif) who find that the two types of solution to the exchange 
problem adverted to in the previous section, i.e. , mutually enforcing agreements (or 
second-party enforcement) and state enforcement, are to be observed in history. 

The similarities and differences between these two modes is provided by Greif 
[5,7], who studied the differences in trading practices between two medieaval trading 
communities. The Maghribis of the 11 th century, Jewish merchants who lived as a 
minority under military Muslim rulers (specifically Berbers in Egypt and Turks in 
Turkey) relied primarily on reputation-based mechanisms that consisted of self
enforcing informal agreements among themselves. Copious information-sharing and 
horizontal relationships among themselves helped the Maghribis solve the inherent 
risks posed by the handling of a merchant's goods in long-distance trade. Maghribi 
merchants in different ports and countries would act as agents, receiving and selling 
goods for their compatriots who would otherwise be far-removed physically from the 
transactions that occurred. These merchant-agents in turn expected their colleagues 
in other cities to perform similar in their behalfin their turn. The threat of embezzlement 
by people acting in one's behalf was obvious. But ultimately, credible enforcement, in 
the form of a system of a system of cross-defaults and boycotts of agents who had been 
Transactions Nat!. Acad. Sci. & Tech. Philippines 26 (2004) 
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dishonest, was used successfully to enforce "probity." It is significant that in the 
process the Maghribis relied not on legal documents but only on the value of long
standing relationships of trust and honesty. 

Greif contrasts the Maghribis' trading practices with those of contemporary 
Genoese merchants. From the beginning the Gelloese had tended towards a more 
individualistic ethos - in contrast to the Maghribis' s collecti vist cultural beliefs. Unl ike 
the Maghribis, who were a minority under foreign military rulers, the Genoese had 
themselves established an effective government that was under the merchants' 
control. J Genoese merchants did not share information with each other, did not rely on 
collective punishment, and also did not restrict their dealings to fellow-Genoese . 
Instead, there was a clear delineation of functions and obligations as between 
merchant, agent, and ship-owner, a delineation that was reaffirmed by the Genoese 
invention of trade documents such as the bill of lading and the bill of advice [5]. In such 
an individualist society, 

[a)n agent who embezzled goods would not be recruited by the cheated merchant again , 
but could become a merchant himself. able to utilize agents under the same conditions 
as the merchant he had cheated. Hence, only if agents' wages are so high that anyone 
prefers being an agent rather than a merchant can agency relations be establ ished. In other 
words, for agents to be employed, the merchants have to pay them all the profit and a 
part of the capital. Clearly there cannot be an equilibrium with such a wage. Hence, for 
agency relations to be established, there is a need for an external mechanism - sueh as a 
legal system backed by the state -that restricts agents' ability to embezzle merchants' 
capital {5}. 

Ultimately the Genoese legal system developed to register and enforce contracts, 
developing penn anent courts to decide cases, and using the state to enforce penalties 
among both Genoese and foreigners alike, so that "the city of Genoa functioned as a 
formal enforcement organization to make the threat of collective retaliation credible" 
[51 . Amon5 others, this included the threat of confiscating the wealth of the Genoese 
offender's family or their imprisonment, as well as the retaliation by the government 
against compatriots of offending foreign traders. 

Between these two, there are gradations, of course. An interesting halfway house 
between state-enforced rules and mutually but informally agreed conventions was the 
emergence of the mediaeval "law-merchant" (lex mercatoria). Merchants of differing 
nationalities who became involved in disputes during fairs (e.g., the famous fairs at 

I Among other things, the Genoese republic entitled all adult males to vote. and in 1194 the system 
entailed hiring a non-Genoese for a limited period to be responsible for protecting property rights 
and operating the legal system. This level of accountability was not unique. The control by mcrc"3nt 
classes over governments was apparently also true in many Italian cities during the period [5]. 
, The piepoudre (or pie powder) courts in England were the lowest form of court using the common 
law and adjudicated disputes during fairs. The term itself originated from the French pied-poudre. 
or powdered feet. because these were often held outdoors on the spot. with the litigants often coming 
in dusty shoes . 
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Champagnc) would resort not 10 th t:: local law but to a common body of custom adopted 
and accepted by lIlerchants of differi ng nationalities and adj udicated by pcers withollt 
recourse to ex isti ng statt:: authorities. While the form by which such a body of law was 
implementcd resembled third-party cn forct::melll , e.g ., ultimately invol ving specialised 
courts andjudges2, and while it facilitated impersonal ex~hange [2J the ultimate basis 
of such practices in mUlLlal agreement and self-enforcement and its nature as voluntary 
arbitration was ev idenl. A nati ve merchant from country A could cc rtainly have asked 
the local ruler to illlt::rcede (fairly or unfairly) in hi s behalf versus a colleague from 
country B, inevitably gaining the upper hand in the process. While the immediate 
benefit to such an action was evident. however, there would clearl y be a long-run loss 
in the form of ruining onc 's reputati on and hence prospects for doing further business. 
This underscores the truth in A. Smith' s earli er-citt::d assessment that a merchant 
"sensible of hi s real interest, would rather chuse to lose what he has a right to than gi ve 
any ground for uspicion". The law-merchant was notable, first, in that it asserted 
equality before the law, making it "a path-breaking deviation from the feudal class law" 
[9]. Second, of course, the law merchant notably came to be adopted by governments 
as forming palt of their formal laws, with the state's enforcement mt::chanisms bolstering 
what were previously commonly agreed rules. 

We are thus able to state tht:: hypotheses tlowing from a consideration of 
exchange and institutions in principle and in other hi storical contexts: 

First, for exchange to proceed beyond spot-transactions, the bad-Nash equilibrium 
of exchange needs to be solved either by self-enforci ng agreements thaI presuppose 
repeated transactions, or by third-party enforcement that will typically take the form 
of legal sanctions by a state. 

Secolld, the gains from exchange themselves constitute a powerful incentive to 
establish such institutions; as a corollary, the absence of such sizeable gains from 
regular exchange will effectively diminish the demands for institutions of either type. 
If the prospective gains from trade aresmall, neither the costs of information-gathering 
and -sharing required for a network of relations to implement self-enforcing agreements, 
nor the resources needed to establish the mechanisms of impersonal government will 
be justified. 

A third hypothesis concerns the factors that determine whether societies and 
groups tend towards formal and legal state-enforcement or informal mutual guarantees 
based on reputational mechanisms. While answers are far from complete in this regard, 
Greif [5J suggests that the outcome may depend on: (a) the cultural starting point, 
whether the group in question cultivates collec tivi st or individual traditions, and (b) 
whether the community occupies a dominant or minority position is in the existing 
political system. The Maghribis were nurtured in a collectivi st tradition and therefore 
already possessed the kind of "social capital" that - spread out over this small group 

, Understanding social capital as a spec ies of "fixed cost," it becomes plausible that costs first decline 
before they ri se as the size of the group increases. 
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- permiltcd low costs of gathering and sharing detail ed information about each other3
• 

as we ll as of sanctioning its erring members through informal means. Not so the 
Genoese, whose individuali stic traditions made such information-gathering costly and 
whose weaker social bonds also made it difficult. to eli cit cooperation with informal 
sanctions such as communal boycotts and shunning which require consensus. Under 
these circumstances , enforcement by a state may prove more expeditious. 

Collectivist and individuali s t soc ieties have distinct "demands" for a state. In 
particular, an individualist society, but not a collective society rcquires a 
government with the coerci ve power and admi nistrati ve structure required to be 
able to confiscate individuals' wea lth and impri son them in case of need. Yet the 
ability forthis demand to be fulfilled without undermining the economic growth 
by its own existence depends on the process through which the government is 
"supplied". When a strong government exists, to advance economic exchange 
and performance, effectively it should be able to commit to the security of private 
property rights. In the absence of such commitment, individuals would refrain 
from using the legal system to support exchange, fearing predation [5]. 

As for the second point, namely the group's position in the political system, the 
Maghribis werea minority, Jews in predominantly Muslim societies. while the Genoese 
claimed full birthright in their cities and were therefore in a better position to exact 
guarantees and check possible abuses from the ir government. For this reason, 
communities like the former, more so than the latter, wi II have found it more hazardous 
to seek to apply existing legal state-enforced mechanisms. One may hypothesise, then, 
that collectivist groups who are in minority or subordinate positions (indeed their 
subordinate social status may feed back and encourage their refuge in mutual 
protection) are more likely to subsist in informal, mostly reputation-based, arrangements . 
On the other hand, a resort to legal and state-enforced remedies may be more likely as 
a more individualistic ethos spreads, and to the extent socially dominant groups are 
involved. 

Suppressed trade and the weak demand for impersonal institutions 

It now remains to inquire whether and to what extent thi s framework applies to 
Philippine history and institutions. A hypothesis of thi s paper is that a principal reason 
that the demand for more impersonal institutions in the Philippines failed to develop 
was the suppression of trade under the long period of the Spanish conquest. 

There is tantalising albeit fragmentary evidence of incipient complex exchange 
taking place in the Philippines in pre-Hispanic times. To demonstrate hi s poi nt that hi s 

• Rizal [10] apparently used the earlier translation of the 13'" century manuscript made by Fri edri ch 
Hirth. "Zur Geshichte des Oricnthandels im Mittelalter." G lobus 56 ( 15) September 1839:238. 
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country men were in volved in an "acti ve trade no t on ly among themse lves but with a ll 
the ne ighbo uring countries" be fore the Weste rn contac t, Jose Rizal [lor c ited Chau 
Ju-Kua's in "Records of vari ous barbari an natio nd xs" (Chu-jan-chih , dated 1225 AD) . 

A late r transla ti on of the same document by Wu Ching- hong 111] is paraphrased by 
0 .0. Co rpuz [4 J to describe the trading re lat ions hips betw een Chinese merchants and 
early inhabitants o f a place call ed M a-y i, whi ch severa l hi srori :1ns take to re fe r to 
Mindoro o r Luzon. 

C hinese traders sail to Ma-y i and cast anchor be fore a des ig nated tradin g pl ace 
on shore. M a-y i 's more than I 000 famili es have theirhouscson banksof the ri ver. 
The traders g ive umbrellas as g ifts to the na ti ve chie f. The native traders go o n 
board and carry off the Chinese wares . There is apparentl y no ta lly o f who o f the 
nati ves carry off which goods; but the Chinese learn to identi fy the me n, and so 
no thing is los t. 5 (Filipinos prefer an older trans lat ion, which says th at no thing 
is lost because the natives are honest. ) The na ti ves take the goods for barte r in 
o ther barangays; they return months later and settle accounts by exchanging 
na ti ve p roducts for the Chinese goods. The local products in the trade were 
"yellow wax, colton , pearl s. torto ise-she ll , medi c in al bete l nuts, and uta clo th" . 
The Chinese barter goods were " porcela i n ware, trade meta ls, iron tripod vessels, 
bl ac k lead , variegated g lass beads, iron needles. etc." 

It is no t suffic iently appreciated that thi s fragment ac tually depicts complex trade, 
invol ving what Greifhas called a trade thatlilerall y in vol ves the "separation of the quid 
from the quo," a case of exchange separated in time . The ori g in al document speaks of 
a period of months6 before the natives return ed w ith the proceeds of barte r in the 
hinte rlands. Thi s exampl e in vo lves wh at in modern te rms would be equiva lent to 
supplie r' s credi t, a primiti ve form, but credit nonethe less . It is plausible to expec t that 
the basis fo r the success of these arrangements was the ex pectati on of repeat-business, 
and the opera ti on of reputation mechani sms. The presence of repeat bus iness is 
ev ident in the fact that " the Chinese learn to identify the men." As previously seen, 

l Wu's lit eral tran slation of the tex t rcads: '"rhe c us tom o f the trade is th at the barbari a n traders 
come in crowds. and carry away goods with them in to bmnboo baskets . It looks as unable (s ic) to 
unde rstand the m at the /lrst s ight. when slowl y distinguish (s ic) the men who re mo ve the goods and 
nothing w ill be lost [J fl. " 
, Poss ibly relyin g o n the Germ an trans lati on. Ri za l interprets the account as sayin g that the nati ves 
took the Chinese goods away for dis tr ibution and did not re tu rn until nine months later ("travelling 
nine months and retu rning afterwards" ). Wong's [1 21 versio n. o n the o the r hand. states th at " they 
(the native traders) did not return until the 7" or 8" month o f the year (v iz .. August or Septe mbe r)", 
which by itself preven ts a ny concl us ion regarding the length of time they we re away . Ko lbtI 3]. 
on the o ther hand. places Chinese traders as typicall y arr iving in March o f each year and leav ing 
in May. whic h may explain Chao's observati on that merc ha nt s to the. south seas were freque ntl y 
the latcst to re turn . 
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repeated g;lI11es are one solution orthe one-sided pri soner's dil emma problem, which 
is certainly what the Chinese woul d have faced. 

Thi c frag ment is notable ev idence of the fairl y complex institutions that may arise 
in response to trading opportuniti es, even in the contex t of barter. Not less than the 
Maghribis, the thirteenth-century inhabitants of the Philippines and their Chinese 
partners had evolved an institut ional so lution to the agency problem in trade that was 
based on the desire to maintain mutuall y bene fi cial repeated transacti ons. Other 
passages in the manuscript also suggest that exchange with fore igners was also 
characterised by a kind of community responsibility system typica l of societi es built 
on communitari an principles. This is suggested by the role of the chief in impli citl y 
guaranteeing the transacti ons. 

At the very least, this fragment suggests that the potenti al ex isted for developing 
informal, reputation-based, self-enforcing agreements among some ancientcommunities 
in the Philippines. Whether and in what form thi s would have developed further, and 
whether some of these could have subsequentl y - as the Genoese did - branched off 
towards more a greater reliance on state enforcement is not clear. 

Mcrcantilisl,n 

What is undeniable, on the other hand, is th at the Spanish conquest precluded 
any further opportuniti es for an expansion of such self-orga nised trading institutions. 
Guided by a mercantilist policy and partl y out of fear of invasion by neighbouring 
countries, Spain effectively closed off the Philippines to foreign trade except through 
Manila, and then only toChinese traders. The fa irl y open trading regime that had ex isted 
hitherto between foreigners and various nati ve communities prior to the occupation 
was replaced by the centralised and hopelessly li mited galleon trade between China and 
New Spain , through Manila, which was carr ied on until 1813. 

Ri zal also condemned the mercantili st poli cy of suppressing exchange between 
the Philippines and other countri es because it constituted a huge di scouragement to 
effort and hence formed part of the explanation of the Fil ipinos' alleged "indolence": 

Fearing to have the Filipinos deal frequently with other individuals of their own race, who 
were fre'e and independent, as the Borneans, the Siamese, the Cambodians, and the 
Japanese, people who in the ir custOIllS and fee ling's di ffe r greatly from the Chinese, the 
Government acted toward these o thers with grea t mistrust and great severit y , as Morga 
testifies in the last pages of his work , until they fi nally ceased to come to the coun try. 
In fact, it seems that once an upri sing' planned by the Borneans was suspected : we say 
suspected , for there was not even an attempt , a lthough the re were Illany executi ons. And, 
as these nations were the very ones that consumed Philippine prod ucts, when a ll 
communication with them had been cut o ff, consumption of these produc ts also ceased. 
The only two countri es with which the Ph ili ppines continued to have rdations were 
China and Mexi co, or New Spain, and fro m thi s trade on ly Ch ina and a few pri vate 
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individuals in Manila gOt any benefit. It . fac t. the: Ce lestial Empire sent her junks laden 
with mcrchandise. thutmcrchandise which shut down the factor ies ofS cv ille and ruined 
the Spanish industry. and returned ladcn in exchange with the si lver that was every year 
sent frolll Mex ico. Nothing from the Phil ippincs at that timc went to China, not even gold. 
for in those years thcChinese traders would accept no payment but silvercoin . To Mexico 
went little more: some clot h and dry goods which the cncomenderos took by force or 
bought frolll the nati ves at a paltry price. wax. alnber. go ld. civet,.:tc, but nothing more, 
and not even in great quantity ... 1101. 

From the bcginning the purposcsof thegallcon trade werecxtrcmelycircumscrihed. 
It was meant to provide a livelihood that would sustain the Manila traders, no more, 
no less. It was a concession within the more general mercantili st policy of prcserving 
both the colonial and home markets for Spanish goods (" the factori es of Seville"). 
Castillo[14] summarises the views of thesigni fica III Spanish mercantilist Uztarriz, who 
favoured limiting the galleon trade between the Philippines and Mexico "because the 
Chinese infidels and the Mohammedans were reaping th e greater benefit of the traffic; 
draining America of the gold and silver which by ri ght should go to Spain". The 
mercantilist policy deliberately limited the amount of both Chinese and colonial goods 
that arrived in the Americas and in Spain in order to preserve the markct for Spanish 
goods. Laws that were implemen ted strictly beginning in 1593 limited the amount of 
merchandise carried on the galleons to Mexico, all as part of a policy limiting trade 
between the colonies: 

All Chinese goods imported into Mexico had to be consumed there and shipment of 
Chinese cloth to Peru was absolutely prohibited, and in 1636 all traffic between New 
Spain and Peru was interdicted. The object of all these laws is very obvious; they were 
intended to reserve the American market for Spanish silk [141 

Similarly. Corpuz [4 J notes that the underdevelopment of the economy's rcal sector was 
actually part of a mercantili st poli cy: 

There was no legal system or offi cial policy to promote ei ther corporate or plantation 
agriculture because this would entail export oreo lon lal prod uce, whieh woulll violate the 
narrow perspectives of the galleon trade, which was maintained to support the Spanish 
shippers of Manila and enrich the merchant. of Cadiz and Acapulco - but in the end 
funnelled the larger part of, the profits into the hands of the south China traders [4] . 

The restriction of trade and the designation of Manila as the only international 
trading port was logical if the point was to monopoli se the market for Chinese goods 
(effectively lowering their price to the shippers) as well as to restri ct the channel s for 
selling these to New Spain (raising thei r price tothe buyers there). The policy amounted 
to what in modern terms would be called a Hvoluntary ex port restraint" which aillled to 
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meet the twin goa ls of g uarantee ing a degree of profits just eno ugh to susta in the 
Manil a co lony whil e protecting the interests of the horne industries . 

From the viewpo int of nascen t comm uniti es in the Philippines, howevcr, the 
s igni ficant impact o fthcsc po l icies was e ffec ti vely to res tric t their links to cross-c ultura l 
trade. If anythi ng, it cvcn re i n fo rced a revers ion to loca l autarky and a discouragemcnt 

o f spec ia li sa ti on as the exacti ons of the co lonia l authori ties placed a strain o n food 
producti on. In additi on, inter-prov incial trade and labour movements were severe ly 
restric ted. The impact o f fo reignl radeon domes ti c spec iali sation, notab ly in agri culture. 
would not be fe lt un til the reforrn -schemcs of Basco in the late 1700s im po ed the 
c ult ivati on of certa in cas h crops, notabl y tobacco, in st: lected regions of the coul1l ry. 

Reca ll th at the some earl y Phil ippi ne communities had at 1I10St reac hed the poi nt 
o f es tabli shing reputation-based enforcemen t mechan isms tha t sustai ned the lo ng
term informa l and personal re latio nships that suppo rted cross-cultural trade. It would 

be purely specul ati ve to ask w hat woul d have ind uced furth er develop ment a long the 
lines o f/ egal , state-enforced rul es. Clearly, however, the decl ine of ex terna l trade itse lf 
re moved any further prospects of advance. For it is typica ll y the neeu to dea l 
inte nsively with strangers possess ing di ffe ri ng customs and req uire ments th at 
necessitates the de lineation of impartial rul es (suc h as the law merchant ) th a t do not 
s imply favo ur the na ti ve if repea ted transac ti ons are to be supported. Where any ki nd 
of po liti cal authority exists, it must at least com mit to be ing non- arbitrary and 
no np redatory. parti cularly wi th respect to foreign in terests with w hi ch it hopes to 

maintain future dealings. At a max imum, social in vestment is required to maintain 
courts, poli ce, and o ther standing organi satio ns to enforce contrac ts imparti a lly . T he 
incenti ve to invest in th is type of soc ial overhead woul d obviously d iminish if the extent 
of trade with foreigners was s mall to begi n w ith . 

Aside from the decline in co mmerce itself, a second di st inc t reason that F ili pinos 
' na ti ve wo uld not have de manded impe r ona l instituti ons was thei r inferi or pos iti on in 
coloni al socie ty . Above we already c ited Greif's conjecture th a t min oriti es and 
subordinate groups-even ifthey had been engaged in trade li ke the Maghri bis - would 
have a greater likelihood of re lyin g on in fo rmal and personal ne tworks as means of 
enforcement, rather than on lega l rul es enforced by the state, in re lation to which they 
were o uts iders. 

Indeed the indi rect evidence that bo lsters thi s conjecture is the Chinese 
community during the Spani sh conq uest. T he positi on o f the sangleys in Philippine 
colonial soc ie ty most rese mbl ed that of the Jewish M aghrib is in M usli m soc ie ties. The 
sangleys were engaged continuously in com merce a nu managed to attain a degree o f 
prosperity, but as a subordinate class, they were a lways treated poorl y by the Spani sh 
regime, with persecution a t times taking the extreme form of expulsions and massacres . 
For apparent reasons, there fore. the lega l system of the Spani sh regime would not have 
served them either to e nforce cont rac ts a mong themselves or to reg is ter mutual 
liabilities with either Filipinos or Spani ards . As a resul t, li ke the Maghri bis, the Chi nese 
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in the J>hilippines and elsewhere in Southeast Asia sustained their overseas and 
domestic trading activities by using informal ' networks based on kinship and 
geographical origin (hence the almost homogeneous f-ujianese ori gins of Chinese in 
the Philippines).' 

It should follow that given their dependence on th e Chinese forsupplies of traded 
goods and as a pool of craftsmen. the Spaniards should in principle have had an 
incentive to smooth out relations with the sallgleys and have thi s expressed in their 
formal lega l system. This indeed was the case: Corpuz [4] points out how an entire 
chapter in the Recoflilacioll (Libro VI. Titulo 18) was devoted to the Chinese and how 
such laws "attrac ted and protected them and regulated their numbers. terms of 
residence, occupations. as well as relationships with the Spaniards and Filipinos". The 
problem, of course, was whether such laws amounted to and were regarded as bi nding 
ob ligations . The absolutist nature of the Spanish regi me (both at home and in the 
colonies) made it difficult to make binding commitments - an issue to be discussed 
further below - and relations with the Chinese were time and again characteri sed by 
a high degree of arbitrariness, vacillating between a loosening of the quotas on 
immigration and settlement on the one hand , and pogroms and expulsions. on the other. 

Thea -fortiori argument to be made is as follows : ifthesangleys themse.lves. who 
were continuously and intensively engaged in trade, had little incentive to make use 
of the superimposed Spanish legal system, preferring instead to resort to second-party 
enforcement. then the indios who were Cllt off fro m trade had even less reason to do 
so. 

Domestic trade 

Domestic trade at first glance might have seemed promising. since the Spanish 
regime did not in principle prevent nati ves from engaging in it ; indeed they even 
appeared to reserve this sector for them (shades of retail -trade nalionalisation) by 
prohibiting domestic trading by the Spaniards 14]. The Recopilacion de las leyes 
explicitly forbade Spanish officials froll1engaging in domestic trade. 

It was to be expected, however, that such a law would be ineffective, and that 
instead the real property rights would go to those wi th the most to gain by it [161. There 
was adisjunction between the written law and facts 0 10 ille ground , a case of what North 
and Thomas [i7l called a lack of correspondence between the property rights and the 
proper incentives. It was, after all, the alcaldes who had both the capital and perhaps 
the entrepreneurial ability to engage in internal trade. The privileged social and political 
status of the alcaldes thus did not match their deprivation of rights in the law, which 
assigned thi s to the natives. Corpuz (4] notes how it became common practice for 
alcaldes to engage in trade, since after all: 

) The role o f socia l network s among overseas Chinese. in sustaining trade even ill more recellt times 
is mentioned in Ranch and Trindade l15). 
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Nobody could compete with the merchant-alcaldes and governors in their provinces . 
They were de facto entrepreneurs in local trade. whe ther overland or the coasting trade , 
with the friar-traders in the secondary role. This was the reason why the formula of the 
indulto para comerciar had been devised for them in 1751 [4] 

Despite its paternalistic intentions, the regime in the end simply had to come to 
terms with the fact of the violation and allowed the alcaldes to trade for a fee , the well
known illdulto de comercio or indulto para comerci(lf.ll [4] . The basic problem, of 
course, was that overweening political power allowed petty tyrants merely to manipulate 
flows of domestic trade that admittedly became increasingly profitable as specialisation 
increased and population grew. 

Taking Barzel's point, however, it should cause no surprise that the rights 
ultimately went de facto to the alcaldes and were tolerated, if not recognised. What is 
remarkable is that the natives, who possessed this right in principle, derived so little 
benefit from the fact. Theories of contract, a la the Coase theorem, would predict that 
the interest of the rights-holder should have at least been bought out by those who 
could derive a greater benefit from its use . The fact that this did not happen must be 
traced to the overweening power of the state and the lack of restraints on the actions 
of the elite. The need for contract and compensation is suspended when seizure and 
predation serve just as well (a point we shall return to below). Indeed, the alcaldes' 
participation in trade often took the form of forcible and arbitrary confiscations, 
bolstered by the existence of numerous restrictions on the movements of goods and 
persons. 

Again, from the viewpoint of supporting domestic trade , this was obviously an 
unsatisfactory approach, and economic theory would predict - as indeed happened 
- that this would lead to is a contraction of commerce. Rizal [1 OJ summed it up by noting 
how "the coastwise trade, so flourishing formerly, disappeared on account of the piracy 
of the Malaysians of the south, and trade in the interior of the Islands almost 
disappeared completely owing to the restrictions, passports, and other administrative 
requirements". 

Having considered the conditions of both foreign and domestic commerce, we 
contend, therefore, that no effective "demand" for impersonal rules invoking third
party enforcement could have emanated from the Filipinos (orthe Chinese) early under 
the Spanish conquest. First the expanded trade across cultures and nations that would 
have made such impersonal rules necessary did not exist - indeed was suppressed -

• This "remarkabte" innovation was in fact a typical response of the mercantile system, which would 
have been anxious to earn revenues that were more easily collected from the alcaldes than from 
dispersed peasan ts. North and Thomas r 171 note how "the beneficiaries of a monopoly were easily 
identified. the private benefits measured, and the tax readily negotiated. Enforccment of the 
monopoly by the statc was not difficult, since the monopolist could inform the authorities of 
violations and the collection of the tax was easy." 
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and second. the subordinate position of the population would have made an appeal 
for state enforcement futile . 

The other poss ibility , of course. was for a demand for impersonal institutions to 
have arisen from and among the Spanish colon ists themse lves, since they were after 
all the de facto possessors of ri ghts. Why thi s did not occur to any significant degree 
may be attributed to the low colonia l scttler-density in the archipelago, a fact that has 
also been adve rted to by writers such as Acemoglu et a!. [/8) in explaining differential 
deve lopment between colonies. Pursuing a similar argument for the Philippines, Cruz 
[19] finds that Spaniards barely reached one percen t of the population of Filip in as. The 
great distance and hazards of travel from the Peninsul a and Spain ' s absorption with 
its wealthier American posscssion, played a rolc not on ly in limiting the number of 
colonists but also in se lec ting them advcrsely for quality , causing a high rate of 
turnover, and fostering a get-rich-and-get-out-quick mentality. Together with the 
overall mercantilist policy that was hostile to trade to begin with, 110 clamour for 
impersonal institut ions was likely to arise even from [hat quartcr. 

The "supply" oflegal enforcement 

The converse of the Fili pi nos' lack of an exchange-motive for demanding impersonal , 
state-enforced rules is the government's inability to commit to such rul es. Greif [ 71 
notes that: 

[elstablishing an exchange based on the law amounts to providing a public good, implying 
that thi s will happen only if the soc iety can overcome the associated collective action 
problem. Furthermore, establishing an effective legal system requires institutions that 
will enable a state to committa not abusing property rights l7l. (Emphasis supplied.) 

In short, the frequent resort to lega l enforcement systems in exchange is likely 
to arise only if the state can restrain its ac ti ons and effectively commit to protect 
property rights in an impartial man ner. It is well known, however, that the Spanish 
regime from the beginning fa iled to protect the rights and entitlements of the natives 
even from depredations of its own officials. The :lhsolute power of the government 
during the Spanish period made it an unreliable enforcer of impartial rules, with only 
weak, if any, controls on the actions of the elite . The checks and balances that the king 
of Spain hoped to institute in the govelllmcnt of the colonies fai led miserably, owing 
in no small part to the distance from the mother country, the adverse selection among 
the settlers in Filipinas, and the relative insignificance of the country. Hence the 
nati ves' complai nt recorded by Bowri ng (ci ted in Corpuz [3]): "The governor-general 
is in Manila (far away); the king is in Spain (father still); and God is in heaven (farthest 
of all)." 

Examples abound from the early years of the conquest of the Spanish regime's 
reliance on exactions rather than contract. The tribute was a compulsory head-tax 
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imposed on all natives (initially either cash or kind. but later explicitly ill cash). The 

compra 011 the other hand was an exaction in the guise ora sale, in which en.comenderos 
stipulated quotas for produce to be bought at a price they themselves specified (4) . 

Commodities were accumulated for the purpose of s upporting expeditions and 
provi s ioning galleon crews. The former practice essentially removed the certainty of 
ownership overoutpul. The forced labour imposed in thepolos yservicios (for clearing 

forests. constructing galleons, erecting churches. and rendering personal services to 
the frailocracy, etc.) made the supply of own-labour unpredictable. 

In La indolencia. Rizal recounts the earlier period of the conquest and cites the 
number of dis incentives to work and trade: 

Is it strange then that the inhabitallls of the Philippines should be dispirited when in the 
face of so many calamities they could not tell if they would ever see sprout the seed they 
have planted. if their farms would be thei r graves. or if their crop would feed their 
executioner? What is strange when we see the pious but impotent friars ofthat time advise 
their poor parishioners, in order to free them from the tyranny of the encomenderos. to 
stop work in the mines, to abandon their industries. to destroy their 1001115. pOintinp to 
them heaven as their sole hope, preparing them for death as their only consolation? [10]. 

In another article entitled "Filipino farmers" [Los agricuLlllresjilipillos] for La 
SoLidaridad, Rizal points to the primary di s incentives to production on the part of 

Filipino capitalist-farmers (to which his own family belonged), which consisted of both 
natural causes of uncertainty and the uncerta inty in property rights caused by the lack 
peace and order, the rule of law. and arbitrary exactions by the elite: 

The Filipino farmer has to struggle not only with plagues and public calamities, but also 
with petty tyrants and robbers . Against the first, defence indeed is permitted ; against 
the latter. not always (10] . 

Sometimes, fortunately rare [sic] a compania volante sweeps the province. Woe to those 
who have enemies! It is enough to be in the list of suspects for the head of the squad to 
pick him up and take him to another place without trial or filing of a complaint. Goodbye 
farm and goodbye everything! See if after this he will be encouraged to plant in other 
islands [1O]. 

A further barrier to the emergence of exchange institutions was the insecurity of 
property in the land. To begin with, in the early encomienda economy, there was no 
landownership in principle, all lands belonging to the king' s estate. Natives were simply 
assigned lots of equal size to cultivate, with usufruct rights. Again Corpuz [4) : 

The families were landholders, not owners of the lands they worked. The lands could 
not be pledged as collateral for loans or mortgaged or sold to enable the rami lies to engage 
in alternative occupations. Property rights in the pueblo lands remained in the king. so 
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tnat they were untaxed. For thi s reason the bnds were ulltiti ed to the ass ignee.s. The lack 
of a titling requirement effec ti vely t:rascd the nee I for a land su rvey and cadastral system. 
The pueblo lands remained untitled and unsurveyed during the whole of the Spanish era. 

The lack of property rights to their fi elds and the loss of mueh of the output from 
culti vat ion th rough various obli gations dulled or extingui shed incentives on the part of 
the tillers for greater efforts and improvements in pueblo agriculture. The mass ofpu eblo 
families had no overt savi ngs. or stocks of produce for trading. 

In short, even as suppressed exchange and the subordinate position of the indios 
weakened the exchange-moti ve for the demand fur law and state enforcement, the 
supply of governance itself during the greater part of the Spanish occupation was not 
of the sort that would have encouraged it. In such ci rcumstances it was to be expected 
that Filipinos would not generally gain confidence that formal institutions and legal 
enforcement mechani sms could serve as effecti ve and unbiased means to resolve 
disputes and enforce contracts. 

Conclusion 

It is important to note how the suppress ion of trade with the rest of the world 
removed an important external factor for the Spanish regime to improve its legal system. 
As a result, the economy largely deve loped wi thout too great a resort to the law as a 
support to exchange - indeed the law would more frequently prove a hindrance, either 
because its contents did not match the facl on the ground (e.g., prohibitions on 
trading, on land sales, and on lending and borrowing) or because they provided the 
pretext for often abusive and arbitrary behaviour on the part of officials, who did not 
have to contract for what they could simply exact. 

Competing against the legal system, on the other hand , were the older and more 
tractable second-party enforcement mechanisms for exchange, based on repeated 
transactions, reputation, and frequently kinship, such as those the Chinese and the 
mestizos had long been accustomed to. With the scope of trade limited, these informal 
reputation mechanisms were beyond the pale of the law but accessible and suited the 
purpose for a level of exchange that was mostly loc ,d in scale and limited in scope to 
begin with. 

Indeed, it is indicati ve that even by the time the country was opened up to world 
trade and British and American firms had become ac ti ve, there had been no great change 
in the manner in which these merchants operated: they largely internalised or mimicked 
the pre-existing informal channels of buying goods, particularly in agriculture, relying 
on Chinese merchants who had their own informal buying networks, or employing their 
own provincial agents who acted largely in the same way. 

By examining aspects of the formation of institutions affecting exchange, it has 
been our hope to contribute to that larger effort of understanding the evolution of the 
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more general attitudes of Filipinos with respect to stale institutions in general. At least 
from thi s vantage, we find that during the Spanish period - which represents a large 
slice of history - neitherthe demand northesupply could be found forthe establi shment 
oflarge-scale impersonal institutions that would facilitate commerce and theenforcement 
of contracts. The threccrucial and intcrrelated variables in this institutional failure have 
been the degree of openness to trade, particularly to foreign trade ; the degree of 
subordination of ordinary Filipinos in the colonial political system; and the lack of 
guarantees within the system against the ul1lrammelled actions of the elite. The first 
two reduced the demand for such institutions ; the last acted on the supply of credible 
commitment. 

As a result, the majority of the people then came to regard government largely 
as an abstraction , if not an actual burden, vacillating between extravagant expectations 
of the idyll of the law writ on paper, on the one hand, and the reality of its fecklessness 
and exactions on the other. 

At its best. government eame to mean for the Fi I i pi no an institution that was burdensome; 
at its worst, it was predatory. At the same time, that it was incapable of promoting hi s 
welfare, it deprived him of his liberty, and was an ever-present threat to hi s security. To 
the Filipino, governmclll became an institution to be avoided, for it s interests were 
contradictory to his . People and government were estranged from each other, and the 
bonds of community were di ssolved [3]. 

Corpuz' s words, it is well to remind ourselves. pertain to a hi storical past, 
although it may just as well have been taken from yesterday's papers. 
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