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To understand the economic difficulties that countries in transition are 

experiencing, it is important to consider the informal sphere of economic relations. The 

assumption of separation between formal rules and incentives and the informal sphere of 

economic relations ignores the specific contexts in which business transactions are 

embedded. Actors’ incentives and expectations are shaped not just by formal rules, but 

also by the informal “rules of the game.” Informal rules often play a critical role in 

institutional outcomes. That the same formal rules and/or constraints imposed on 

different societies produce different outcomes demonstrates that informal constraints 

should not be ignored. Lithuania's post-Soviet legacy has influenced contemporary 

patterns of behavior, resulting in a culture of informality and widespread disregard for 

formal law. To understand the difficulties of economic sphere governance in Lithuania, 

the influence of informal institutions must be considered. My study identified informal 

institutions, tested the extent to which informal institutions are prevalent in the 
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Lithuanian dairy sector (specifically in transactions between dairy farmers and milk 

processing plants) and examines how informal institutions affect the outcomes of 

transactions. My study contributes to a better understanding of how to design more 

effective market institutions in transitional economies. 
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CHAPTER 1 
INTRODUCTION 

Overview 

My study built on the perspective and findings of the historical embededness 

approach (Perrow 1981,1986; Fligstein, 1985; Granovetter 1985; Bradach and Eccles 

1989; Powell 1990; Freeland 1996). I view the process of change as gradual and 

historically contingent (Thelen 1992). My argument emphasizes behavior, as well as 

attitudes. My study examined the connections among people’s prior experiences and their 

current attitudes and behaviors. Hence, I tested whether the informal institution of blat 

that persisted under the Soviet Union is able to change the outcomes of business 

transactions under today’s market system. I considered whether blat was a response to an 

inefficient state economy and has dissipated since the market system was established; or 

whether blat persists and is still capable of changing outcomes of market transactions.  

Under the Soviet system, ineffective government bureaucracy was largely 

responsible for growth in informal institutions (Ledeneva 1998, Bunce 1999, Jowitt 

1992). Since valued goods and services were hard to acquire, people developed common 

patterns of adaptive behaviors to resolve the problem of chronic shortages and to make 

the system more flexible and adaptive: 

The shortage economy and the communist party’s ruthless control of the public 
sphere caused citizens throughout communist Europe to develop adaptive 
mechanisms of behavior centered on private networks (Howard 2003: 10).  
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These networks were and still are called blat. This means that when people were faced 

with problems, they would resolve them privately, engaging in exchange of goods or 

privileges.   

The literature suggests that the Soviet legacy has created a widespread culture of 

informality, where social context inherited from the former socialist period affects 

patterns of behavior of today’s entrepreneurs (Smallbone and Welter 2001). In her 

analysis of blat, Ledeneva suggests that since the fall of the soviet system, blat relations 

have transformed market conditions, changing many relations and friendships (Ledeneva 

1998). However, it is not clear how blat relations have changed nor what role the culture 

of informality has played in this process. No studies have analyzed how patterns of blat 

could be affecting business transactions today. Who are the winners and losers in the new 

system? What are the possible outcomes of a given business transaction?  To answer such 

questions, it is not enough to evaluate formal governance structures and their effects. We 

must consider the influence of a post-Soviet legacy and the effects of informal 

institutions to comprehensively analyze such business transactions today.  

Generally, the change of informal institutions is expected to be slow and 

incremental (Helmke and Levitsky 2004). For example, many informal norms of 

behavior survived the transition from the soviet economy to a free market economy 

(Clarke 1995). However, informal institutions can change: sometimes quickly. For 

example, in Uganda the rule of law is not taken seriously regarding driving. It is almost 

impossible to get a speeding ticket since people can easily bribe their way out of it or 

avoid stopping altogether when police attempt to pull them over. However, since the 

summer of 2004, the government of Uganda has enforced a seat belt law. The 
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government has enforced this law successfully; and in response, every car, bus, and taxi 

has installed seat belts. This example shows that important sources for informal 

institutional change can come from shifts in formal regulations. 

The literature on informal institutions reveals little about how informal institutions 

change, are modified, or are reinvented over time in relation to changes in formal rules 

and regulations (Helmke and Levitsky 2004). No studies address how blat relations have 

transformed since the breakdown of the Soviet economy, what consequences this 

transformation may have for market transactions, or how widespread those consequences 

are.  

Statement of Purpose 

It is not enough to analyze informal institutions in a particular context. It is also 

important to understand whether informal institutions actually have consequences for 

business transactions and how widespread those consequences are. Therefore, I 

conducted in-depth interviews to contextualize informal institutions in the Lithuanian 

dairy sector and to validate surveys. Secondly, I surveyed dairy farmers to examine how 

widespread the prevalence of informal institutions is; and to examine how these informal 

institutions affect market transactions.  

My study had a double aim. First, I contextualized the understanding of informal 

institutions in transition and thus contributed to the understanding of how blat relations 

have transformed in the post-communist context. Second, I tested whether informal 

institutions can alter the outcomes of market transactions. My study challenges the 

assertions that market processes of efficiency are the primary forces that shape the 

outcomes of economic transactions (Williamson 1985). Market processes are embedded 
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in social structures, which are able to shape and structure market transactions; causing 

inefficient economic outcomes for the parties involved. 
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CHAPTER 2 
LITERATURE REVIEW 

Informal Institutions 

The term informal institution has been applied to many phenomena such as 

personal networks, corruption, mafia, second economies, traditional and cultural norms, 

and so forth. Therefore, it is important to clarify what an informal institution is and how 

the concept can be used to analyze how widespread its consequences are for transactional 

outcomes. My literature review, examined the concept of informal institutions generally; 

and how they manifest in the Lithuanian context specifically.  

Culture plays an integral part in shaping and defining formal and informal 

institutions. Culture in its broadest meaning includes mental processes, beliefs, 

knowledge, and values, including human actors and actions (Tylor 1871). Culture is 

unique in the means by which people in a given society satisfy their needs, regulate their 

society, and regulate distribution of social power. It is socially transmitted, often 

symbolic, and it constructs information that shapes human behavior and regulates human 

society. Culture is patterned and provides a model for appropriate behavior (Bodley 

2000). Culture fosters formation of informal institutions; however, in order to analyze the 

effects of informal institutions on transactions it is analytically useful to decompose the 

two concepts. Helmke and Levitsky (2004) suggest disintegrating the two concepts by 

defining informal institutions in terms of shared expectations rather than shared values.   

So, what does the word institution mean? Douglas North (1990) defines institutions 

as norms that regulate behavior and choice. Institutions are “rules of the game in a society 
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or, more formally, humanly devised constraints that shape human interaction (North 

1990: 3).” Institutions “are perfectly analogous to the rules of the game in a competitive 

team sport (North 1990: 4).” They consist of formal written rules, as well as unwritten 

codes of conduct that influence and supplement formal rules (North 1990). “Taken 

together, the formal and informal rules and the type and effectiveness of enforcement 

shape the whole character of the game (North 1990: 4).” North distinguishes between 

formal and informal constraints as part of the workings of institutions. On a continuum 

taboos, customs, and traditions would be at one end and written constitutions at the other 

(North 1990:4). Formal institutions include judicial rules and contracts, which determine 

formal constraints. Informal institutions are defined by codes of conduct and norms of 

behavior, which determine informal constraints. The fact that the same formal rules, 

when imposed on different societies produce different outcomes, illustrates the 

importance of informal constraints on formal structures (North 1990). 

Furthermore, according to the discussion by Helmke and Levitsky (2004) informal 

institutions are conceptualized as rule-bound, patterned behaviors that are rooted in 

shared expectations about other’s behaviors. It is important here to distinguish between 

informal institutions and other patterned behaviors. For example, to stand in line is an 

informal institution, while to take ones coat off in a movie theatre is a behavioral 

regularity. In the first case, not following the rules will trigger social disapproval, while 

in the second case, leaving ones coat on will not trigger negative reactions. To be 

considered an informal institution, a behavioral regularity must respond to widely shared 

expectations, the violation of which generate some kind of external sanction (Helmke and 
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Levitsky 2004). “Informal institutions are shared expectations that are enforced through 

mutual reciprocity (Helmke and Levitsky 2004: 725-740).” 

In contrast, formal institutions can be defined as the rules and procedures defined 

by law and enforced through official channels and government institutions, such as 

courts, legislatures, and police. Furthermore, formal institutions can be defined as 

organization rules, such as official rules of corporations, government agencies, and so 

forth. On the contrary, “informal institutions are usually unwritten rules, based on 

mutually shared expectations that are created, communicated, and enforced outside of 

formally sanctioned channels (Helmke and Levitsky 2004: 725-740).”   

Finally, it is important to distinguish between the existence of informal rules in 

formal organization and informal institutions versus informal organizations. Informal 

institutions imply rules that actors follow, not the actors themselves (North 1990). In 

organizations, informal patterns of behavior can fill spaces that formal rules cannot reach 

(Ouchi 1980). Ineffectiveness of formal structures can result in the use of informal 

networks, where the change in formal structures can result in a change of paperwork, not 

of the informal institution itself (Ledeneva 1998). Informal organizations such as the 

mafia or a clan can follow informal rules but are not informal institutions. Informal 

institutions develop when a group of people voluntarily agree on doing something 

together and they let a code of unwritten rules develop to guide their activities, including 

decisions on how to deal with those who breach these rules (G. Hyden, personal 

communication). Informal institutions can operate in the context of formal institutions, 

sometimes helping the system to perform and sometimes inhibiting its performance (G. 

Hyden, personal communication). 
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Informal Institutions in Lithuania 

In the Lithuanian context, informal institutions resemble blat; a word that does not 

need a definition for the people who lived under the Soviet regime. However, it is 

difficult to explain the essence of blat to those who did not experience it, as it means 

different things in different contexts (Ledeneva 1998). In the simplest sense, blat was the 

use of personal relations and informal contacts to obtain goods and services that were in 

short supply and were used to go around formal procedures under Soviet system.   

Blat is an acquaintance or a friend through whom you can obtain some goods or 
services in short supply, cheaper or better quality. Also, blat is a reciprocal 
relationship <…>. Blat is about using informal contacts, based on mutual sympathy 
and trust- that is, using friends, acquaintances, occasional contacts. Blat also takes 
place where one arranges a good job for another, or where, on otherwise equal 
conditions, the one who is known or recommended gets chosen. Sometimes blat 
means influence and protection, all kinds of ‘umbrellas’, using big names-so-called 
‘I am from Ivan Ivanovich’— introductions (Ledeneva 1998: 34).  

Blat relationships resembled family relations (Wittgenstein 1958). Furthermore, it 

was characterized by non-monetary exchange, similar to barter based on personal 

relationship. “In the planned economy, money did not function as the main element of 

transactions, things were sorted out by mutual help, by barter (Ledeneva 1998: 19).”  

Under communism, the economic and political spheres were tightly intertwined. 

Public and private spheres of life were not separate; everything was supposed to be under 

control of the state (Agh 2003). The informal practices, the so-called “second economy” 

pervaded the Soviet command system (Gregory and Altman 1989). “The informal 

economy took care of many needs, which were not met by the command economy, and 

thus contributed to the functioning of the Soviet system (Ledeneva 1998: 5).” 
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In this context, favors of access were possible because personal resources were not 

used. Resources of the state, which was perceived as the enemy, were distributed and 

were perceived as sharing, helping out, and mutual care (Ledeneva 1998). “Sharing 

access with friends and acquaintances became so routine that the difference between blat 

and friendly relations became blurred: one almost became the consequence of the other 

(Ledenva 1998: 20).” 

 Reciprocity in blat relations was not immediate. “Transactions could be circular, A 

provided a favor to B, B to C, C to D, and D to A, and the last chain might have not taken 

place (Ledeneva 1998: 21).” Blat relations were fluid; they permeated every sphere of 

life, making it difficult to draw boundaries between blat, corruption, and bribery 

(Ledeneva 1998). It was widely used therefore mutually expected and enforced through 

reciprocity. If you receive “help” you are expected to return the favor. If you do not 

“help” you soon receive a bad reputation and will not be “helped” in the future. Overall it 

was perceived as a legitimate practice by society and everyone widely used blat 

relationships. 

Since the break down of the Soviet Union, the market economy has transformed 

many relationships and friendships. Money became the main mode of transaction, and 

access to goods and services that were in short supply under the Soviet system became 

open if one had money to purchase those goods. However, in some cases it is still 

common to hear of people receiving special services under blat, especially when one 

deals with government. To cut through bureaucratic red tape, it is not as simple as just 

paying somebody a bribe. One has to know how to do it in a ritualized symbolic manner. 

If the person just receives a monetary bribe he/she is afraid to be turned in, it is also easy 
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to label the person who took the bribe as corrupt. Paradoxically, one can still bribe, but it 

has to be done according to a specific ritual of exchange. This means following certain 

unwritten rules of behavior that are almost ritualistic. The exchange is blurred between 

friendship and bribery. In other words it is a blat exchange.  This means that there has to 

be an impression of friendship and mutuality between the two parties. Establishing a blat 

relationship is a subtle balance between intimacy and distance. It is important to act very 

friendly to the person that one wants to bribe. Under this type of exchange, the word 

bribery is not even used. It is called helping out or asking for a favor. Under this 

ritualized exchange the party that is asking for a favor, in addition to paying the bribe 

monetarily, also invites the party that is “helping out” over to ones house for a dinner and 

drinking, where the two parties spend a substantial amount of time sharing intimate life 

stories with each other. Sometimes, one can receive a favor without paying a monetary 

bribe, by inviting the party that is “helping” for an extravagant evening of dining and 

drinking. After this ritual there is an impression of mutuality and trust. Where the party 

that gave the bribe, whatever form it was presented in, should not feel violated and the 

person who took the bribe feels better because they helped somebody who now is a good 

acquaintance. Usually after this type of exchange there is a hope for future interaction 

with expectations of mutual help if needed from either party.   

Today, from qualitative accounts it seems that blat exchange plays an important 

role when one deals with government. However, economists (Scherer and Ross, 1990; 

Schmalensee and Willing, 1989; Williamson, 1985, 1991) would expect that in a 

capitalist exchange, market forces will pervade, eradicating culturally conditioned social 

norms of exchange. Therefore I ask: Can social norms of exchange, in this case the 
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institution of blat, change the outcomes of market transaction in the Lithuanian dairy 

sector? 
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CHAPTER 3 
OVERVIEW OF THE LITHUANIAN DAIRY SECTOR 

The agricultural sector has always, before and during the years of Soviet control, 

been an important aspect of the Lithuanian economy. Agricultural production during the 

Soviet years had been built through the creation of collective farms. Agricultural 

collective farms under the Soviet Union were exclusively organized around production 

and sales cooperatives. Under the system of mass collectivization, everyone living in the 

countryside was forced to work on collective farms. However, workers were allowed to 

till some private land, a household plot, assigned to individuals by the collective farm.  It 

was possible to rent some equipment from the collective farm to work on household 

plots. 

After the breakdown of the Soviet system, farmland was ceded to its original 

ownership before the 1940 communist takeover. Collective farms were dissolved and 

workers were allowed to take anything from collective farms, such as animals and small 

equipment. Expensive equipment, such as cars and tractors, were auctioned off. Since 

then, market transactions have dominated the sector.  Some collective farms were able to 

sustain themselves and not dissolve. Today, around 33.5% of Lithuanians are farmers 

(DSRL 2002). 

A significant share of the Lithuanian gross domestic product (GDP) is produced in 

the agricultural sector; 14.7% in 2002 (Ministry of Agriculture 2002). Traditionally the 

dairy sector has been export-oriented (Kedaitiene and Hockmann 2002). In 2000, more 

than 40% of production was exported to foreign markets (Ministry of Agriculture 2000). 
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Individual milk processing firms have achieved expansion into international markets. 

Therefore, the dairy sector is highly competitive internationally (Lithuanian Agrarian 

Economy Institute 2001), accounting for over 30% of Lithuanian agricultural exports 

(Ministry of Agriculture 2003).  

The main products for export are skimmed milk powder and cheese. Together they 

account for more than 50% of total dairy exports. By 2000, the United States had become 

the main export market for Lithuanian dairy production. CIS countries attract more 

exports than the EU. A good image of Lithuanian dairy products, similarities in business 

practices, and old business contacts due to 50 years of common history provide 

competitive advantage in this market segment for Lithuania (Kedaitiene and Hockmann 

2002). 

The milk processing industry sector is highly modernized. The industry was well 

developed even in the mid-wars period (1918-1940). Lithuanian dairy products were well 

known in European markets. During Soviet times, the dairy-processing industry was slow 

to modernize due to the lack of equipment and capital (Kedaitiene and Hockmann 2002). 

However, it was one of the main sectors in the food industry. It encompassed production 

of whole milk, cheese, butter, and canned dairy products (Kedaitiene and Hockmann 

2002).  Before Lithuania gained independence and became a market economy, there were 

45 dairy plants in Lithuania, each was part of one of the nine major dairy complexes. 

Each plant had well defined areas of milk purchases and sales (Kedaitiene and Hockmann 

2002).   

Since the 1990s, the dairy-processing industry has undergone several rounds of 

privatization. Kedaitiene and Hockmann (2002) in their description of the Lithuanian 
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dairy industry summarize this process. During the first round of privatization, of 33 milk 

processing companies, only three firms (Biržu Pienas, Rokiškio Suris, and Jonavos 

Pienine) were sold. This led to partial privatization of the sector. In this round, only 30% 

of assets belonged to private capital. According to the law of privatization at the time, 

dairy producers could obtain up to 50% of the capital of the dairy plants. However, 

because of the lack of capital and complex privatization process, primary producers were 

reluctant to take part in the privatization process. Foreigners could not participate in this 

initial phase. This resulted in a partial privatization of the sector dominated by domestic 

capital. In the second round of privatization that started in 1995, rules were modified to 

ease access to assets of milk processing enterprises. Additionally, foreign investors were 

permitted to participate. Financial investors EBRD, Namura, Bankers, and Trust 

Company provided the majority of foreign resources (Jansik 2001).  

On the other hand, small-scale farming, the fragmentation of farmland, and a low 

number of livestock per farm characterize the Lithuanian dairy production sector. Most 

farmers in Lithuania are somewhere between producing for subsistence and for market 

exchange. Farms are small: between 6 and 10 hectares (Lithuanian Agrarian Economy 

Institute 2001). However, if farmers need more land, it is easy to rent at low rates, often 

more as little as the maintenance of the field.  

Subsistence farming is used to supplement household incomes. There are many 

farmers at retirement age and between 40 and 50 years old. The young population tries to 

get out of the countryside to find jobs in the cities. It is uncommon to find young, 

progressive farmers. The farmers who are in their 40s or 50s either have a job outside the 

farm, such as teaching, carrying mail or other government employment or are 
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unemployed. There are not many job opportunities outside of governmental jobs in the 

countryside. Most farms in Lithuania are mono-crop producers who consume part of their 

production and sell the rest (Lithuanian Agrarian Economy Institute 2001). 

Dairy is central to the livelihood of most Lithuanian farmers. Forty-one percent of 

all farms are involved in dairy production (Ministry of Agriculture 2002).  

Of these, 84% are small producers who own 1 to 2 cows, and 15% own 3 to 9 

cows. Fewer than 1% are large producers, owning 10 or more cows. About 90% of dairy 

is produced in mono-crop farms.  These features limit the ability to modernize 

agricultural production, because only a few farmers posses capital resources to mechanize 

their farms. 

Nevertheless, the industry of dairy production and processing has been 

acknowledged as a priority branch of agriculture. The Ministry of Agriculture (2001) 

stated that modernization and restructuring of the primary dairy production sector is one 

of their main priorities. Since the second round of privatization, which was boosted by an 

influx of foreign direct investment and modernization of equipment in the milk 

processing sector, the modernized firms have pushed through high quality requirements 

for raw milk production. This was generated by EU requirements of quality certification 

regarding dairy exports into the EU. The EU has delegated money to the Lithuanian 

SAPARD program for promotion of dairy farm modernization. Furthermore, in the 

negotiations with the European Commission, of all new EU members in 2004, the 

Lithuanian dairy sector received the highest financial support.  

Milk Quality Evaluation System    

In the transaction between dairy farmers and milk processing plants, two 

organizations play important roles. First, the government laboratory (Pieno Tyrimai) 
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plays a primary role by determining milk quality grade for payment purposes. Second, 

the Cattle Breeding Agency plays a secondary indirect role by monitoring good milk 

quality producing cattle. This agency monitors good quality cattle by testing milk 

samples according to the same protocol as milk processing plants at the laboratory Pieno 

Tyrimai for cattle breeding purposes. Because Cattle Breeding Agency collects milk 

samples and delivers them to the state laboratory following the same protocol as milk 

processing plants, milk quality results should be similar between the two organizations. If 

milk quality results are drastically different between the two organizations it is indicative 

of problems with milk quality results as reported to farmers by milk processing plants.  

A centralized independent state laboratory (Pieno Tyrimai) is responsible for milk 

quality control of the entire country since 1998. It is associated with the Veterinary 

College of Lithuania and shares its database on milk quality results with the faculty and 

students of the veterinary college for research purposes. It tests raw milk composition, 

quality falsification for payment purposes, and performs all necessary tests for milk 

recording. The laboratory is equipped with modern equipment, which allows testing in 

compliance with EU legislation. Pieno Tyrimai has been accredited to perform physical, 

chemical and microbiological testing of raw milk.  

Pieno Tyrimai has developed an expedient system of milk sample delivery and data 

reporting to their clients. Milk samples are collected by employees of milk-collection 

centers from individual farmers, delivered to the laboratory, and than tested by the 

laboratory. The laboratory performs milk quality tests on fat content, lactose, somatic 

cells, total bacterial count, inhibitory substances, and on milk freezing point. Based on 

these indicators the laboratory assigns a quality grade to every milk sample delivered that 
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is not damaged and meets laboratory’s requirements. After testing milk samples, test 

results are entered into the laboratory's computer database, where they are systemized and 

delivered to their clients in printed test reports or if possible by e-mail. 

Another agency that plays an indirect role in the transaction between dairy farmers 

and milk processing plants is the Cattle Breeding Agency. This agency is responsible for 

controlling dairy cattle for breeding purposes, in order to improve the reproductive 

capacity of Lithuanian dairy cattle. This agency is responsible for collection, 

maintenance, and monitoring of breeding information for the cattle database. In order to 

evaluate cattle breed quality for milk production, the agency collects milk samples from 

farmers who sell their milk and are registered to participate in the program and deliver 

them to the state laboratory Pieno Tyrimai for milk quality analysis. This agency collects 

milk samples from farmers according to the same guidelines as milk processing plants 

and evaluates milk grade according to the same criteria based on the quality results 

reported to them by Pieno Tyrimai. The agency has no incentive to falsify milk quality 

results as higher or lower since there is no monetary exchange based on milk quality 

between farmers and the breeding agency. This is an independent party that is involved in 

the transaction. Therefore if milk quality grade as reported to the farmer by milk 

processing plants and the Cattle Breeding Agency differs, it is a good indicator of 

whether a farmer is being cheated by milk processing plants. As my findings show a lot 

of farmers indicate that the breeding agency often shows higher milk quality results than 

the milk processing plants.  

One important factor in determining the price of milk is its quality. Milk quality 

grade is determined by Pieno Tyrimai, based on indicators of fat content, lactose, somatic 
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cells, total bacterial count, inhibitory substances, and on milk freezing point. According 

to the report of the laboratory, the price of milk is determined for each farmer using a 

formula. The strongest determinants in the price that a farmer will receive for their milk 

is lactose, fat content, and the level of somatic cell count. Milk processing plants are 

interested in having lactose levels and fat content levels lower, because this results in 

lower prices that the firms have to pay for raw milk. 

In-depth interviews with government official of the Cattle Breeding Agency, 

experimental results from the Food and Veterinary Agency, and Pieno Tyrimai’s apparent 

transparency, suggest that the state laboratory Pieno Tyrimai is a credible organization. 

Pieno Tyrimai does not falsify milk sample results. Therefore, my data indicates that 

somewhere before milk samples arrive to the laboratory, most of the cheating occurs that 

results in lower milk quality evaluation reports. 

Transactions between Dairy Farmers and Processors 

Three large milk processing companies and four smaller ones dominate the milk 

processing market. Some processors provide credits to large-scale producers for 

modernization of their farms and establish long-term contracts.  The main mode of 

governance in the market of raw milk is contractual arrangements. Spot markets of strong 

vertical control are unimportant (Kedaitiene and Hockmen 2002). The Ministry of 

Agriculture sets up the basic guidelines of the contracts, such as duration or payment 

schemes. The contracts between farmers and milk processing plants are renewed 

annually. The contracts do not predetermine how much the farmers will get paid for their 

milk; it is open to fluctuation. So farmers promise to sell the milk to the given processing 

plant without knowing how much he/she will get paid for their milk in a few months. If a 
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farmer wants to terminate the contract she is allowed to do so for a fee. Farmers get 

charged fees for entering into the contract and terminating it. 

Processors provide better conditions to large milk producers, due to lower transport 

and transaction costs. Small farmers get paid less for the same quality raw milk than large 

farmers. For the most part all farmers are price takers. However, large farmers have a bit 

more leverage than small farmers. They can negotiate 3 to 6 cents more than small 

farmers per kilogram of raw milk. Furthermore, if farmers are organized into milk 

production cooperatives they can negotiate higher prices for raw milk. Some large 

farmers are organized into a powerful lobby group Lietuviskas Pienas and are able to sell 

their milk for more than other large farmers who are not organized. Smaller farmers for 

the most part are not organized into milk-collection cooperatives, so they are not well 

positioned to negotiate for better prices. The pricing system of raw milk is categorized 

according to the quantity of milk an individual farmer sells per day. A farmer selling up 

to a 100 kg of milk per day is paid approximately 30 cents per kilogram of raw milk. A 

farmer selling from 101 to 200 kg per day is paid approximately 40 cents per kg of raw 

milk. A farmer selling more than 200 kg is paid from 50 to 65 cents per kilogram of raw 

milk. These prices are paid only for the highest milk quality grade. If milk quality does 

not meet the highest standards the price for raw milk is much lower. Small farmers bring 

their milk to the milk-collection centers that have refrigerators. The farmers who get paid 

from 30 cents per kg to 50 cents per kg bring their milk to the same collection centers and 

pour it into one big refrigerator where everyone’s milk is mixed. However, milk prices 

are determined according to how many liters of milk they sell to a given collection center.  
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For the most part, milk-processors own milk-collection centers. Sometimes 

cooperatives or private individuals who are usually richer farmers own sometimes milk-

collection centers. These collection centers sign contracts with the processing plants. 

Processing plants send trucks to collect milk from the milk-collection centers or 

sometimes collection centers have their own transportation to bring milk to the 

processing plants. Farmers who bring their milk to the milk-collection centers in their 

transactions deal with milk-collection centers. This is where their milk samples for 

quality evaluation are collected and this is where they are paid for their milk.  

Under the formal rules, milk samples are collected randomly for fat content, 

lactose, somatic cells, total bacterial count, inhibitory substances, and milk freezing point 

twice a month. Before milk samples are collected milk has to be mixed with metal non-

rusting tools in circular motions going up and down. The samples are collected into dry 

plastic containers and placed into boxes, which should be locked in the presence of a 

farmers’ committee selected to supervise this process. However, my survey indicates that 

the rule of how milk samples are locked is not uniformly enforced. 

Usually in twenty square kilometers there are from one to three collection centers. 

So, sometimes there is no competition and sometimes there is little competition between 

milk-collection centers. Where few collection centers are found close to each other, 

prices might differ between the two by 1 to 2 cents per liter of milk. If the farmer is 

dissatisfied with the way milk-collection center operates, such as there is a lot of overt 

corruption he/she can leave to another one, if one is present. However, if a farmer 

chooses to leave due to some kind of dispute he probably will never come back to the 

same milk-collection center, unless the employees change. Therefore, these disputes are 
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not very common because farmers realize their vulnerability, since there is no guarantee 

that the farmer will be treated better in the other collection center. 

Large farmers belong to a different milk-collection system than small farmers. Milk 

processing plant cars come to collect milk directly to large farmers’ farms. Furthermore, 

milk samples for large farmers are collected under different rules. In 2002 the food and 

veterinary agency conducted experiments to evaluate whether there was cheating in the 

milk quality evaluation process. This experiment was based on the complaints by the 

large farmers, which are organized in the powerful lobby group. The experiment 

discovered that there was a lot of cheating in the system. In response to the study, the 

legislation was passed that gave more power to large farmers on how milk samples 

should be collected. Farmers who sell 500 kg of milk per day and have their own milking 

and cooling systems are allowed to collect milk samples by themselves. Pieno Tyrimai 

comes to these farmers to pick up milk samples or the farmers can deliver the samples to 

the laboratory themselves.  

In this system farmers are monitored by milk processing plants, which take milk 

samples for themselves to double check on the farmer’s performance. The employees of 

the state laboratory indicated that due to this new system, large farmers have more 

control over their milk samples. However, since large farmers now have the power in 

their hands some of them figure out how to deceive milk processing plants.  

Other farmers who have their own milking and cooling systems but produce less 

than 500 kg per day are allowed to have their own boxes that are locked on their farms. 

Milk collectors usually come to these farmers to collect milk. After milk-collection center 

employees collect milk samples, the box with samples has to be signed and locked by the 
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farmer whose milk was collected. This way the farmers are able to observe and make sure 

that no cheating occurs before boxes with milk samples are locked. After the containers 

with milk samples are locked they are not supposed to be opened till arrival to the state 

laboratory for testing. 
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CHAPTER 4 
METHODS 

Formal institutions are written down, easily identified, and officially enforced their 

measurement does not require extensive contextual understanding which facilitates large 

n studies (Helmke and Levitsky 2004). On the other hand it is much more difficult to 

identify informal institutions. This type of study requires in-depth contextual knowledge 

that can be attained through in-depth interviews and complemented by questioners. 

Therefore, due to the need for substantial contextual knowledge, my study is limited to 

the small n case study design.   

In my study I identified informal institutions by identifying stable patterns of 

behavior that do not correspond to the expected outcomes according to the formal rules in 

the domain of market transactions between milk producers and processors. My study 

consisted of the two series of interviews. The first part included 32 in-depth interviews 

with farmers, milk-collection plant employees, government officials, and members of 

dairy cooperatives. This part of the analysis familiarized me with the industry and 

sensitized me to the existence of informal institutions. I conducted the first round of the 

in-depth interviews before surveying farmers. The in-depth interviews helped me to 

create the questionnaire. Before the conduct of surveys, I reviewed the draft of the 

questionnaire with several farmers to test if the language used in questioners was 

appropriate. In light of these responses the questioners were adjusted.  

The second part of my study included a random sample of 85 surveys conducted in 

person with dairy farmers whose cows are controlled by the Cattle Breeding Agency. The 
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random sample of farmers who participated in the surveys was obtained from Cattle 

Breeding Agency’s municipality offices. The surveys were conducted in three 

geographically dispersed municipalities. In the first, the Sirvintu municipality in the 

western part of Lithuania, 55 surveys were collected with 7 missing responses. In the 

second, the Jonavos municipality central part of Lithuania, 12 surveys were conducted 

with 2 missing responses. In the third, the Plunges municipality in the eastern part of 

Lithuania, 18 surveys were conducted with 6 missing responses.  

After the questionnaires were completed I conducted a second round of in-depth 

interviews with a few government officials mentioning the results that I found from the 

survey. During this round of interviews government officials were more willing to share 

information since they recognized the discovery of the true problems in milk grading 

system. These interviews reaffirmed my findings and extended the understanding of the 

problem with quality evaluation system in the industry.  

Overall, I analyzed how informal institutions affected the outcome of transactions. 

The outcome of the transaction between the two parties is the grade of the milk. The 

grading system of milk determines the price that the farmer gets for his/her sold milk. 

From this analysis I further extrapolate the effect of informal institutions on the outcomes 

of the market exchange between dairy farmers and milk processing plants.  
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CHAPTER 5 
DATA AND FINDINGS 

In-depth interviews with farmers and government officials indicated that there was 

a lot of shirking in the way milk samples were handled by the employees of milk-

collection centers. For milk grade to be accurate, the sample has to be taken strictly 

adhering to a protocol. First, milk has to be well mixed in circular motions moving up 

and down, than a sample has to be collected into a clean dry container, and conserved. 

Some farmers suggested that one way to change milk quality grade is to add a drop of 

sweetened water to the sample. This would drastically affect lactose and protein levels in 

milk and lower milk quality grade. Milk quality grade could also be affected if the sample 

is taken without thoroughly mixing milk before it is collected. This could either lower 

milk quality grade or make it higher depending on how the sample is taken. Furthermore, 

some farmers reported that around the holiday seasons their fat content as reported by  

milk-collection centers tend to be lower than reports of fat content by Cattle Breeding 

Agency. Other farmers described that when the differential between the milk-collection 

center and Cattle Breeding Agency persists they argue with the milk-collection center 

employees. After that type of confrontation milk quality as reported by milk-collection 

centers tends to improve for a while.  

Many farmers in the in-depth interviews indicated that their milk quality grade as 

reported to them by the milk-collection centers drastically differs from what Cattle 

Breeding Agency reports. This differentiation should not be large affecting the grade of 

milk. It is natural that it will not match precisely but the differential should not be by an 
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entire grade or 1% in fat content. Milk quality usually fluctuates according to seasonal 

variation and the type of food the cattle are fed, but it does not fluctuate daily, where one 

day fat content is 4% and the next day it is 3% (Aniulis and Japertas 2001).  

Reflecting on this information, I concluded that the question of whether milk 

quality grade matches between milk-collection center reports and Cattle Breeding 

Agency would be a good indicator whether cheating is taking place in the way milk 

samples are handled before they arrive to the state laboratory Pieno Tyrimai.  

The survey question “Does controlled milk grade match with milk-collection plant milk 

grade?” was used as a dependent variable in the logit regression model. Therefore, the 

sampling frame was limited only to the farmers whose cows are controlled for breeding 

purposes by the Cattle Breeding Agency. The farmers who answered NO to the question 

were likely to be cheated in their transaction with milk processing plants. This means that 

these farmers receive much lower pay for raw milk. Sixty seven percent of farmers 

replied that their milk quality results as reported to them by milk processing plants did 

not match and were lower than quality evaluation reports provided to them by the Cattle 

Breeding Agency (Table 1). Sixty four percent of the farmers, who said that their milk 

quality grade is the same between the two organizations, indicated that in the past their 

milk quality was not the same (Table 2). 

Table 1. Does controlled milk grade match with processing plant milk grade? 

 Frequency Percent 
Valid 
Percent 

Cumulative 
Percent 

Valid No 
 54   63.5   67.5   67.5 

  Yes 
 26   30.6   32.5 100.0 

  Total 80   94.1 100.0   
Missing System   5     5.9     
Total 85 100.0     
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Table 2. Did milk quality match in the past?  

 Frequency Percent 
Valid 
Percent 

Cumulative 
Percent 

Valid Did not 
match in 
the past 
 

16   18.8   64.0   64.0 

  Always 
matched 
 

  9   10.6   36.0 100.0 

  Total 25   29.4 100.0   
Missing System 60   70.6     
Total 85 100.0     

 
Most farmers expect to be cheated in their transactions with milk-collection centers. 

Sixty seven percent of the farmers who reported that their milk quality grade differs 

between milk-collection center reports and Cattle Breeding Agency believe that it is due 

to cheating. Fourteen percent believed it is due to natural conditions, and 20% gave other 

reasons (Table 3).  

Table 3. Why do you think these differences exist? 

 Frequency Percent 
Valid 
Percent 

Cumulative 
Percent 

Valid Cheating 
 34   40.0   66.7   66.7 

  Natural 
conditions 
 

  7     8.2   13.7   80.4 

  Other 
 10   11.8   19.6 100.0 

  Total 51   60.0 100.0   
Missing System 34   40.0     
Total 85 100.0     

 
These results indicate that farmers in most cases expect to be cheated in the transaction 

and do not respond to it by filing complaints to the government. Seventy eight percent of 

the farmers who reported that their milk quality grade differs between milk-collection 

center reports and Cattle Breeding Agency indicated that they could not do anything to 
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change the situation (Table 4). This context provides an incentive structure to which the 

farmers attempt to respond covertly without government’s intervention, because 

government intervention is perceived to result in negative consequences. If farmers 

expect to be cheated and accept it as the rules of the game they also expect to be able to 

cheat the system and get away with it.  

Table 4. What could the farmer do? 

 Frequency Percent 
Valid 
Percent 

Cumulative 
Percent 

Valid Cannot do 
anything 39   45.9   78.0   78.0 

  Other 11   12.9   22.0 100.0 
  Total 50   58.8 100.0   
Missing System 35   41.2     
Total 85 100.0     

 
In the transaction between dairy producers and processors, milk-collection center 

employees are inter-agents between the two parties. They hold a position of authority 

over farmers. They are the ones that are responsible for paying for milk and for collecting 

milk samples from farmers. A lot of tensions surround milk-collection center employees. 

When asked to be interviewed about their work they were very unwilling to speak and 

often would say that they are under fire from both ends. They are sometimes perceived as 

cheaters, sometimes as victims, sometimes as collaborators in helping farmers to covertly 

defy milk processing plants.  When farmers get low milk quality grade, their aggression 

focuses on the milk-collection center employee, if prices are low for milk they complain 

and ask milk collectors why the prices are low and if there is any way that they could be 

higher. If farmers have problems with their cows where most of them have a mastitis 

infections and milk quality is low, collection center employees are asked to “help” and 

collect milk samples only from the cows that are healthy.   
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The authority and power increases if the milk-collection center is owned by the 

milk collector himself/herself. Many farmers suspect that milk-collection center 

employees are partially responsible for faking milk quality results. Eighteen percent of 

the farmers who responded that their milk quality differs between the two organizations 

believe that it is solely the fault of milk-collection center employees, 39% believe that it 

is the fault of milk processing plants, 14% believe that it is the fault of the sate laboratory 

Pieno Tyrimai, and 12% believe it is the fault of milk processing plants and collection 

center employees (Table 5). 

Table 5. Who do you think is responsible for the differences in milk quality? 

 Frequency Percent 
Valid   
Percent 

Cumulative 
Percent 

Valid Milk-collection 
plants 
 

19   22.4   38.8   38.8 

  Milk-collection 
center employees 
 

  9   10.6   18.4   57.1 

  Laboratory - Pieno 
Tyrimai   7     8.2   14.3   71.4 

  Don’t know   4     4.7     8.2   79.6 
  Processing plants 

and laboratory   4     4.7     8.2   87.8 

  Milk-collection 
plants and 
collection center 
employees 

  6     7.1   12.2 100.0 

  Total 49   57.6 100.0   
Missing System 36   42.4     
Total 85 100.0     

 
However, even though the employees of the milk-collection centers or their owners 

have more authority and can abuse it, they cannot do it overtly. For the most part, milk-

collection center employees live in the same communities or neighboring ones. They do 

not want to be isolated from their communities. Milk collectors deceive farmers, but are 
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also willing to help them when they are asked to do so. Farmers do not feel as abused and 

are more willing to accept cheating, if they have an impression that they can somehow 

circumvent the system as well. From in-depth interviews some farmers acknowledged 

that in cases of emergency they can make arrangements with the milk-collection center 

employee to collect milk samples only from some cows and not the others.  

One story illustrates this pattern. A farmer with a medium sized farm hired bad 

milk maids; therefore, cows were not milked properly. If the cows are not milked 

appropriately, they have a high risk of getting mastitis infections. Therefore, the farmer’s 

cows contracted a mastitis infection. The farmer was afraid of bankruptcy, because he 

could not sell the milk for an extended period of time and could not get any revenue. He 

had also had taken a loan to upgrade his farm. The farmer arranged with the milk 

collector that he would take milk samples only from the healthy cows. The milk collector 

and the farmer lived in the same village and were long-term acquaintances. The milk 

collector sympathized with the problems that the farmer faced and agreed to help for a 

favor. The farmer indicated the milk collector was a good person and therefore agreed to 

help.   

Furthermore, if the farmers are cheated in the transaction, there has to be at least an 

impression of mutual exchange where both sides the farmers and milk-collection center 

employees pat each other’s backs. One other way in which farmers feel that the employee 

of a collection center is on their side is if they are told when milk samples will be 

collected. Thirty seven percent of surveyed farmers reported that the employees of milk 

processing plants tell them, against formal rules, when milk samples will be collected 

(Table 6).  
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Table 6. Do milk-collection center employees tell when milk samples will be collected? 

 Frequency Percent Valid Percent 
Cumulative 
Percent 

Valid No        48   56.5   63.2   63.2 
  Yes, 

sometimes 
 

       28   32.9   36.8 100.0 

  Total        76   89.4 100.0   
Missing System          9   10.6     
Total        85 100.0     

 
One of the farmers described that the milk collector is her neighbor and a long-term 

friend. However, she knows that this friend cheats her because her milk quality 

sometimes drastically fluctuates; even though, she has not changed feeding patterns for 

her cows or done anything else differently. The farmer also knows that the milk collector 

is cheating other farmers, because the milk collector always struggled due to the shortage 

of money. However, now the milk collector is able to renovate her house, which would 

not be possible if she was living just off of the milk collector’s salary. However, the 

farmer does not challenge her friend and neighbor because she is afraid her milk quality 

will get even worse and besides her friend always lets her know when the milk samples 

will be collected. It appears that some farmers operate under mutual expectation of being 

cheated, accepting this as a part of “rules of the game” and engaging in it by attempting 

to cheat the system as well. This circular relationship of you scratch my back, I will 

scratch yours resembles blat that persisted under the Soviet Union for circumventing 

inflexible government bureaucracy.  

However, data analysis shows that persistence of blat relations has a deleterious 

effect under the market system by increasing transaction costs for all the parties involved.  

The logit regression model shows a positive significant association between the 

dependent variable, whether milk grade as reported by the Cattle Breeding Agency 
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matches the milk grade as reported by the milk processing plant, and the explanatory 

variable, of whether a farmer is told when milk samples will be collected, controlling for 

other variables (Table 7).  

Table 7. Logit regression model 
 B S.E. Wald df Sig. Exp(B) 
 TRUST - 1.323 0.558 5.610 1 0.018    0.266 
  LOCKED - 0.811 0.645 1.579 1 0.209    0.445 
  CONTACTED    1.978 0.726 7.431 1 0.006    7.230 
  HOWMILK    1.468 0.923 2.530 1 0.112     4.341 
  Constant    5.227 2.645 3.905 1 0.048 186.290 

 
The model demonstrates that even though all farmers have a high probability of being 

cheated 67.5% (Table 1), the farmers who are told in advance when milk samples will be 

taken are 92.5% of the time more likely to be cheated than the farmers who are not told 

when milk samples are going to be collected, whose probability of being cheated is 

62.9% of the time (Figure 1).  
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Figure 1. Probability of being cheated, if informed when milk samples will be collected 

versus not informed when milk samples will be collected (1 not informed, 2 
informed) 

An account by the owner of a large farm (20 cows) illustrates this paradoxical 

finding.  The farmer said that his milk quality results in the past were not very good; even 
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though, the milk collector who came to his farm was open for “negotiation”, meaning he 

offered to “help” if the farmer ever had a problem. The farmer refused the offer from the 

milk collector and requested the state agency to issue him an individualized code for 

locking his samples on his farm this farmer was qualified to get individualized box 

because his farm is modernized. Since then his milk quality has improved dramatically. 

Another variable (TRUST), whether the farmer trusts the milk-collection center 

employee or not, is significantly related to the dependent variable. The dependent 

variable is negatively associated with the independent variable (TRUST). As trust 

increases, the likelihood for a farmer to have his/her milk quality match between milk 

processing plant and Cattle Breeding Agency increases. When the farmer fully trusts the 

milk collector the likelihood of having milk grade differ between the two organizations is 

60%. If a farmer somewhat trusts the milk-collection center employee his/her probability 

of having different reports from the two organizations increases to 85%. If a farmer does 

not trust the milk-collection center employee his/her probability of having different 

reports from the two organizations increases to 99% (Figure 2). 

I also tested for other variables to see if they have significant effects. Some of them 

were excluded from the final model and some of them were left, due to their theoretical 

importance. Because the data was collected in three municipalities, I included the region 

effects into the model to see if the region had an affect. The model showed that region 

had no significant influence on the results; therefore, I excluded the region out of the final 

model (Table 7). Other non-significant variables were left in the model due to their 

theoretical importance. Whether cows are milked by hand or by milking machinery 

(HOWCOW) could affect the quality of the milk because of higher risk of contamination 
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when milking by hand. However, when this variable is tested against dependent variables 

it is not significant. Therefore, whether cows are milked by hand or not has no influence 

on the response variable. Furthermore, whether milk samples are locked (LOCKED2) in 

front of farmers or not is not significantly related to the response variable either. The 

reason why this variable is not significantly related to the response variable is because the 

policy where the boxes with milk samples are locked is not clearly defined and it appears 

that it is not uniformly enforced. 
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Figure 2. Probability of being cheated if one trusts milk collector versus if one does not 

trust milk collector (1 = do not trust, 5 = fully trust) 

.
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CHAPTER 6 
CONCLUSION 

The process of change as it applies to the Lithuanian dairy sector is gradual and 

historically contingent. Economists are reluctant to include independent effects of social 

structure on economic organization. The theory of economic organization (Williamson, 

1985, 1991) argues that market processes of efficiency and competition form economic 

organizations and their transactions. My analysis suggests a different direction, showing 

the importance of social processes of Granovetter’s (1985, 1994) embeddedness 

argument, where economic actions are embedded in social context and shape economic 

outcomes. Social institutions interact with economic realities and shape path-dependent 

trajectories that can be altered with the change in economic incentive structures such as 

greater market transparency, alterations in power dynamics, and competition pressures.  

It is not clear who the beneficiaries are in transactions between dairy farmers and 

milk processing plants: if it is the processing plants or the intermediaries, the people who 

are involved in transportation and collection of raw milk from farmers to milk processing 

plants. However, farmers with small farms are clearly the losers in the transactions with 

milk processing plants. They are too small to qualify for individualized milk containers 

for their samples with individualized locks, they are not organized to challenge the 

system, and they get the least pay for the same quality raw milk as larger farmers. They 

are the most disadvantaged group with the least economic power. Their rationality is 

context bound (Simon 1957). Under the Soviet system, blat was an efficient response to 

the ineffective Soviet economy and latter it became a part of cognitive map of behavior in 
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regards to the way transactions were conducted. In the early stages, ”institutions develop 

as repeated patterns of behavior that evoke shared meanings among the participants. The 

legitimation of this order involves connecting it to wider cognitive frames, norms, or 

rules (Scott 1995: 68).” Today, blat has not lost its legitimacy and it is a familiar path to 

follow in attempts to protect one’s interests. Furthermore, the Soviet legacy has 

weakened civil society and prejudiced people against civic organizations and the 

formation of formal interest groups to defend ones interests (Howard 2003). These 

realities contribute to bigger problems of information asymmetries.  

For the most part, farmers expect to be cheated and they believe nothing can be 

done about it. This system persists and farmers contribute to its persistence by engaging 

in blat relations instead of finding other channels for solving the problem of corruption.  

Thirty-seven percent of farmers reported that they are engaged in blat relations in their 

transactions with milk processing plants (Table 6). This is likely an underestimation, 

since this was a sensitive topic and not all farmers were willing to share this information.  

Therefore, the institution of blat persists even though it is not the most efficient economic 

outcome. My data shows that under blat, the institutional framework provides a context 

under which the outcome is not conducive to capturing more of the gains from market 

transaction.  

My study illustrates how the persistence of blat contributes to the persistence of 

corruption. Persistence of blat today perpetuates the cycle of corruption and disregard for 

formal law. Consequentially, market transactions are less efficient due to increased 

transaction costs for parties involved. Under the Soviet system, blat was perceived as a 

legitimate practice (Ledeneva 1998). Blat is hard to label as a corrupt exchange because it 
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is not understood as such, it is interpreted as mutual exchange or “helping out.” 

Consequently even though the country has undergone drastic changes in formal rules and 

has become a market economy, the legitimacy of blat still persists, causing widespread 

disregard for formal law and altering efficient market outcomes.  

 “The success stories of economic history describe the institutional innovations that 

have lowered the costs of transacting <…> and hence permitted the expansion of markets 

(North 1990: 108).” As a society develops economically, its social context must evolve as 

well, allowing interpersonal networks to be replaced by formal institutions of market 

system in order to be able to capture more gains from market exchanges (North 1990). 

This process eventually will lead into the system where social relations are embedded in 

the economic system rather than the other way around (Stiglitz 2000).  
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