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The objection essentially is that the theory floathe
air. It is as if one studied the circulation of thleod
without having a body. Firms have no substance- Mar
kets exist without laws ... (Coase 1984, 230).

In approaching the literature on the “marketisiimportant to keep in mind that modern
mainstream economics gave no more than cursorgt@iteto the market as an institution
The broader theory of the market was simply noegigerious attention. Thus, as Coase
pointed out, while microeconomic analysis deakmsively with the determination of market
prices, discussion of the market itself was vitguabsent. In short, the post-war movement
toward more formal theory reinforced the generatlémcy of the profession to interpret the
market as simply a place where consumers and eatreywrs met, exchanged commaodities
and, in the process, established prices. This qaiocewas, of course, fully consistent with
the standard neoclassical model of a capitalish@ty. The latter construct assumed the ex-
istence of a large number of perfectly rationalividhals — with each endowed with a well-
defined preference ordering and a bundle of golmdthis system, individuals knew that, by
exchange, they could improve their welfare. Morepwgven zero transaction costs, they
would be motivated to bargain with each other uhigly reached a Pareto efficient exchange
equilibrium. That is, they would proceed to a statehe economy in which no actor could
improve his individual position without harming seame else.

In this neoclassical model of costless transastiparfect foresight, and perfect rationality,
there is no need for a specific market organizatibpdoes not matter whether an individual
trades only occasionally or professionally, whetmeigoes to the next street corner or sets up
a whole network of trade relationships. This is warld of general equilibrium theohyn
which each actor trades with everybody else forteder commodity he wishes, and for all
dates to come. Its order consists of the (abstedethentary constitutional rules of:

(i) private property,

! Thanks go toThe Hoover Institutiorat Stanford University and tHerivate Enterprise Research Centatr
Texas A&M University who aided our project by teatali assistance. The Thyssen Foundation provided fi-
nancial assistance for Richter.

2 partial equilibrium theory of the market for onessific good is a component part of general equiliorthe-

ory.



(i) contractual obligations, and
(i) obligations from tortuous acts.

All these rules are guaranteed by a supreme atytt{tre stated, and constitute the legal
basis for the perfect market neoclassical microeconomics. The rules arel icethe sense
that they serve to coordinate the individual constiom and production plans of a mass of
perfectly rational, self-seeking traders so th&aaeto-efficient allocation of all system re-
sources can be achievéth effect, then, the order, or organization, offeet markets is fully
described by the elementary constitutional rulestaeir enforcement mechanism.

By contrast, the New Institutional Economics (NEg)visions a much less perfect world
than the one just considered. It presupposes tlsteare of positive transaction costs, the
absence of a comprehensive set of futures marikepgrfect foresight, and the presence of
boundedly rational economic actors. Conditionssareh that specific markets and their char-
acteristics are of definite interest. Some of tlegkats are formally established and organized
like the London Stock Exchange, eBay, weekly towerkats, and annual fairs. Others are
informally, or semi-formally, established and st by intermediaries, or by producers.
Hence, institutions such as the automobile markéhereal estate market appear. These spe-
cific markets can be conceived as privately forraad operated public goods that are based
on sets of particular formal or informal rules &iddition to the elementary constitutional rules
noted above). Some of the markets operating incanany evolve spontaneously, however,
such as the black market for U.S. cigarettes imlgrat (Main), Germany after World War II,
the “Polish Market” in Berlin after the collapse the Berlin Wall in 1989, ettBut, in gen-
eral, most specific markets are established, odétaby identifiable people (such as the pro-
ducers of new products) even though they may cosfadntaneous elements.

In what can be termed a “neoinstitutional” systam jndividual who plans to buy or sell a
particular commodity necessarily faces two (interesd) institutional choice problem$hat
is, he first has to choose (or establish) a spenifirket organization within which to under-
take trade in the commodity; and, second, he malstt within that market organization, a
specific_contracta contractual governance strucfyr® utilize in conducting exchange with
a trading partner. Both issues represent non-mad@idination problemsThe initial prob-
lem is that of coordinating individual plans amangny suppliers and demanders; the second
is a problem of coordinating individual plans betwawo parties — viz., a supplier and a de-
mander. From the standpoint of the present colleatif essays, the first coordination prob-
lem, as the choice of a “market organization” withwihich traders are to do business, is the
one to which significant attention will be givenhd second organizational problem, the
choice of the governance structure of an exchaogéract is the subject of, e.g., William-

3 A simplification, cf. North (1990, 58)

) Monopolies are irrelevant (Demsetz 1968, 61).

® On the rise of open-air markets all over Easterrof®i in the 1990s see Sik and Wallace (1999); Kaaaz
Morawetz and Pilgram (1993) (quoted from Egbert 2007

® williamson (1985, 32): “Organize transactions sdécasconomize on bounded rationality while simudtaunsly
safeguarding against the hazards of opportunismSince large numbers of contracts are incomptatepar-
ties to a contract must agree, either explicitlyawitly, “about the procedure [the ‘constitutiotfijat will be
employed to deal with problems that may arise énftliure” (Macneil 1974, 753).
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son’s transaction-cost economics (which has, ingportant application to the theory of the
firm).

A central objective of the NIE approach is to ddas the implications of given institu-
tional arrangements for economic behavior. Witlpees to markets, a basic point often made
by NIE writers is that the marketers’ common gaala lower their costs of transacting. This
seems plausible at first thought but more has tgaie because the assumption of the NIE
include (besides positive transaction costs) tlea ithat human agents are boundedly rational
and have imperfect foresight. That is, we facertbed to consider the effects produced by a
number of variables, and it becomes difficult tdedaine which institutional arrangement is
more “efficient”, or socially preferable, to anothEor example, we might like to know which
of two real existing markets, A or B, has the mdesirable design features. But, unfortu-
nately, it is difficult (if not impossible) to maksuch a judgment. Market A may be said to be
superior to B because it economizes on transactists to a greater degree than does B. On
the other hand, market B may appear to be moretigdap certain possible changes in the
economic environment than A, and better suitech&éodognitive limitations of its potential
users. How to assess the relative significanceffafrdnt institutional characteristics that can-
not necessarily be reduced to a common measiw®usly presents challenges. Arguably,
however, the situation described is even hardeletd with if it is accepted that the ultimate
aim of institutional structures is to generateitytilwelfare) for a stipulated group of people
(as the citizens of a given nation). For, insolaaahange in, e.g., market arrangements tends
to bring about changi|e a system’s economic/social outcome, some iddidis are likely to
gain and others to lose. That is, some people ealybetter off with option A and worse off
with option B, while a different set of people imetsystem hold the reverse opinion. Then a
social welfare problem exists. And since compensaii the losers by the gainers is hormally
not a practical possibility, any solution reachedaerning the choice of A or B will be arbi-
trary — i.e., based on value-judgments and dea@smnthe relative “deservingness” of the
respective groups of people involved, or basedaditigal power.

As was explained earlier, the organization of fper markets” is fully described by the
ideal of an abstract legal orderthe elementary constitutional rules. When entethe more
realistic world of the NIE, though, market organiaas have to include, in addition, certain
more_concrete aids to trade is important to note, therefore, that a numdiepractical eco-
nomic and social arrangements, which we now takefanted, had to be devised painfully
over time in order to facilitate the effectivenesal growth of the market economy. These are
things such as the common usage of money, comm@yuating of time, common units of
measurement, common locations of trade (as locetets, an internet platform), the organi-
zation of the pricing mechanism (as auctioningdrgrices cum advertising, wage bargaining
between unions and employers). It is also truesonfrse, that any specific market order, or
market design, has to find ways of dealing withtaier basic activities of trade such as:
search, inspection, bargaining, contract executiontrol, and enforcemefitMoreover, the
manner in which these basic functions are accotmgidias great practical significance in the
friction-filled NIE world. Hence, we shall be comoed with this literature.

" Local markets are extended to large area markedsigmwide” or “global” markets).
8 As illustrated in Furubotn and Richter (2005, Ch. 7
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Despite the efforts made by neoinstitutional ecoists to date, there is, unfortunately, no
systematic theory of markets currently availablat theals satisfactorily with the complete
range of problems extant in an NIE world. What banfound, however, are explanations in
the NIE manner of why, under certain circumstandbs, basic activities of trade (noted
above) are organized in one particular fashionerathan another. These arrangements de-
serve attention. Thus, a few prominent examples fiilos literature are reprinted in the pre-
sent volume to illustrate this particular approadttcan be hoped, though, that the writings
chosen point up certain fundamental theoreticaleéssn the field, and serve to increase un-
derstanding of how a deeper, more comprehensiviuitienal economic theory of markets
may be developed.

In the interest of clarity and simplicity, the lementary transaction activities of concern
will be reduced to three categories. These are:

1. Precontractual activitigsearch and inspection)

2. Contractingcontract formation)

3. Postcontractual activiti€gexecution, control, and enforcement).

The reprints presented in this collective volum®&] aur comments on the respective papers,
will follow this classification scheme.

1. Precontractual Functions of Trade: Search and lspectior?

Search and inspection are specific informatignablems that require attention in an
economic system having non-zero transaction c8sitgler (1961) was the first to analyze the
search for product prices. Subsequently, NelsomQL@xtended Stigler's approach to the
search for information about product quafiyHe noted that information about quality could
be secured not only by way of search but also tiitaxperience, and that: “Experience will
be used when search becomes too expensive” (3X8prdingly, Nelson distinguishes be-
tween “search goods” and “experience goods”. Reddtid this classification, typical search
goods are cameras, furniture, china, glasswareflaodcoverings. Typical experience goods
are radios, television sets, tires, batteries,raatnles, and bicycles.

Advertising as a vehicle for conveying infornoatiplays a role in the case of search
goods, but personal inspection is also importasitéay., search for an apartment, a suit, a hat,
etc.). Interestingly, misleading advertising isdsto result in costs to the advertiser, for “he
suffers a decline in his credibility for future atisements and pays the costs of processing
non-buying customers”’Nelson 1974, 730 Therefore, “consumers can have some confi-
dence that the advertising of search qualities haaclose relationship to the truth” (730).
Such confidence, however, is much less likely tister the case of experience goods: “The

°Reprinted papers are indicatecbwldface type

Nelson assumes that consumers already know wheyec#in obtain each of the options open to themrThei
information problem is to evaluate the utility @fol option. He defines search to include any wagvafuating
these options subject to two restrictions: (1)abesumer must inspect the option, and (2) the ttgpemust
occur prior to purchasing the brand (1970, 312).



major control that consumers have over the mameekperience qualities is whether they
repeat the purchase of a brand or not” (730). brtsltonsumers cannot expect much direct
information from advertising concerning experiengalities. What they can get, though, is
important indirect information: “The consumer caarnn that the brand advertises. | contend
that this is the useful information that the consurabsorbed from the endorsement of an-
nouncers, actors, and others who are paid for #miomiums. These and other advertise-
ments for experience goods have no informationatesd. Their informational role — beyond
the relation of brand to function — is simply con&l in their existence” (732). Advertise-
ment for experience goods is of particular intetesteoinstitutionalists because advertising
outlay can be interpreted as a means to save pgairdon costs. Thus, the activity plays a
part in explaining the creation of a market orgahan. Moreover, viewed in this way, adver-
tising is not (necessarily) socially wasteful.

Relative to the question of inspection, two cimitions from the informal New In-
stitutional Economics literature are noted: a pdpeBarzel (1982)and one byKenney and
Klein (1983).

Barzel (1982)argues that the problems and the costs assoacidtiedneasurement
pervade, and significantly affect, all economimsactions. Understandably, errors in meas-
urement are too costly to eliminate entirely. Wewrthat the values of equally priced items
will tend to differ, and thus people will spend@asces to capture the difference existing in
valuation. Such resource expenditure, however aistefu] and it is hypothesized that traders
can generally agree on methods that help to rethiseind of resource use. A customer’s
random selection from an already optimally sortechmodity will serve to avoid the exces-
sive expense of oversearching. For example, a rhaigeeement among traders may be
reached to suppress some readily obtainable intaman order to preempt opportunities for
excessive measurement (Barzel, 1982, 48). In pecé variety of measures can be agreed
upon that help marketers to lower measurement.cAstsa result, there are product warran-
ties, share contracts, brand names, vertical iategr or simply suppression of information
(like selling oranges in sealed bundles).

Kenney and Klein (1983)provide an interesting example showing how overtea
ing can be prevented. The case in question coroes the experience of the Central Selling
Organization (CSO) of the DeBeers Group, whiclgre time, sold most of the world’s gem-
guality uncut diamonds. The authors suggest tlfet#ntel’s selling organization contributed
to a reduction of search cost by minimizing buyengrsearching for information. The pro-
cedure utilized was as follows. Stones were soatsubrding to shape, quality, color, and
weight in more than two thousand categories. Dedpis, variations in the value of stones
within each category were substantial. But to limwersearching, stones of each category
were sorted by DeBeers into imperfectly homogenemisgories and sold in preselected
blocks to preselected buyers at non-negotiableegrithe dominant position of DeBeers in
the world diamond market when this policy was ifeef made it possible for such arbitrary
rules to be enforced. Specifically, the monopdlistller was able to insist that if buyers re-
jected the sales offer they were to be banned &oynfurther dealings with DeBeers. Osten-
sibly, the policy was advantageous to buyers singermitted buyers to maintain a long-term
business relationship with DeBeers. And the retetigp enabled buyers to earn rents whose
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present value was greater than the present valtree@arnings stream they would otherwise
achieve if they rejected sights of lower than agerquality. “Since these rents are lost if the
buyer decides to reject a sight and is terminateth fthe list of invited buyers, a wealth-
maximizing buyer will not generally reject sights”.(Kenny and Klein, 1983, 506). While
the logic here is easily grasped, the whole DeBggstem rests on monopoly power, and it is
not clear that society would not gain from a mooepetitive market even if such change
would lead to increased search costs.

Another way to help reduce search and inspecists is for individuals to use per-
sonal contacts. Granovetter (1974/1995), for examghowed that personal contacts repre-
sented the method most widely employed by highlliiad peoplé® to find out about jobs.
Interestingly, the majority of those polled wasyomleakly tied to their contacts and saw
their contacts only occasionally or rarely. There, af course, some strongly tied contacts,
and direct or second and higher order ties, inforongormal relations, ett®. It is obvious
that social networks facilitate search and inspactif the objects of exchange — or Pasvell
(1990,304) argues — networks “are particularly apt for cirstimces in which there is a need
for efficient, reliable information”, and they “angseful for the exchange of commodities
whose value is not easily measured”. Central teghgroperties are reciprocal patterns of
networks that are enhanced by long-term relatigmssHPowell does not share Williamson’s
belief “that the bulk of economic exchange fits ¢ortably at either pole of the markets-
hierarchy continuum”. This would, presumably, resgr®@ too mechanical a view (298 f.).
Rather, “network forms of organization” should e as being the more general forms of
organization — with “markets and hierarchies” caoshg only special cases. Be that as it
may, Powell reports on interesting cases of maskganization in: craft industriggonstruc-
tion, publishing, film and recording businessesjustrial districtsor clusters (in Germany,
Italy, Japan, and Sweden), strategic allian@@smmon in technology-intensive industries),
and vertical disaggregatioisuch as the downsizing pattern in the Italiarilexndustry or
the American automobile industry). To these caeas, could add as well regional clusters
like Silicon Valley (Porter, 1998, ch. 7). The datale for the network forms of organization
is based, according to Powell, on three main factanow-how, the need for speed, and trust.
These elements are critical components of netwibr&isfurther knowledge sharing — a prac-
tice typical of industries characterized by ragidhnical progress (Richter, 2003).

The Maine lobster market offers a graphic exangblthe network character found in
an implicitly agreed upon market organizatiéicheson (1985)ives a detailed description of
this case. The actors involved are: lobster fisleerntobster dealers and cooperatives, whole-
salers, pound operators, trucking providers, mtsjlrestaurants, hotels, supermarkets, etc.
Only a few vertically integrated firms exist (embéireg units ranging from dealerships to
wholesale operations). The actors noted are aldatertain mutually agreed upon, long-term
vertical business connections. Normally, a fishermdl sell to only one dealer; dealers and
cooperatives sell only to a small number of poupérators, wholesalers, etc. In this scheme,
fishermen behave usually as price takers with deaveho buy all of the lobsters their fish-

1 professional technical and managerial workersBdston suburb.
12 ct. Granovetter (1973) on the “strength of weak.tie
13 See the ~S0cial network conceptual toolkit” Smitbhddr and Powell (2005, Fig. 1).
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ermen offer for sale. At the same time, restaurdratels, etc. want a steady supply of lob-
sters to come to them, and to be able to chargeed price for lobsters. These conditions
represent the constraints with which dealers, c@ipe managers, pound operators, etc.
must contend in negotiating. They do this by caimgceach other, vertically and horizon-

tally, to exchange information and speculate onithg the market is going (e.g., by consider-
ing impending changes in the supply of lobsters anticipated price changes). Acheson
(1985, 396) stresses that the way lobsters arehbaargd sold have strong relational fea-
turest* Individual identities matter on both sides of tharket. In fact, the relationship be-

tween nearby dealers and wholesalers is some raixtticooperation and competition. In

other words, the situation described is a charstizexample of a market order understood
as a system that involves mutual agreement amaomgjtgplicity of people.

Another aspect of the trading functions of “skarand “inspection” (under condi-
tions of positive transaction costs) is discussgdbdolny (1993)"> His analysis is con-
cerned with quality competition among experiencedgd® Product quality is said to be “sig-
naled” by the status of the producer in the marfRetiolny defines “a producer’s status in the
market as the perceived quality of that produgerglucts in relation to the perceived quality
of that producer’s competitors’ products” (830).shmort, producer’s status is viewed as a sig-
nal of the underlying quality of a firm’s product. Salcrelations mediate the link between
quality and status. There is, however, only a |dod&age between a signal and its meaning;
and, in consequence, quality shifts need not Heesiimmediately by consumers. Moreover,
lags between quality shifts and the perceptionuzlity changes by consumers are not only
caused by technical impediments but, to a degise,by the affiliations of consumers to so-
cial networks of brand users such as “Mercedessivor “BMW owners”.

The core of Podolny’s model is formed by thresumptions, which are coupled
with his implicit assumption of positive transacticosts, and the idea that producers are
boundedly rational profit maximizers. The basicuasgtions are as follows:

(a) Consumers cannot determine the quality of duymb(i.e., an “experience good”) prior its
actual use or consumption.

(b)The market status of a producer is taken ta begnal of quality on which consumers can
and do rely for their decisions.

(c)A producer’s relations with others in the markeediate the linkage between status and
guality. Such interaction creates inertial tendesén the formation of exchange relations by
biasing evaluation of the products (loc. cit, 833lite simply, the ties existing between ac-
tors play a significant role in the formation ofrpeptions of quality.

An important economic consequence of a produgestion in the market network is
that it affects his gross revenue and costs. Pgdaigues that: “For a producer of a given
level of quality, additional status is most likely translate into increased revenue, either in
form of higher prices or greater market share” |8%upposedly, then, for higher-status pro-

1 n the sense of Macneil (1978).
15 Though he mentions the term "transaction costs" mnpassing (1993, 838).
16 Podolny states: "quality is, by definition, unob&dble before the transaction" (834).



ducers, advertising costs for attracting a giveluwe of business are lower (838). The same
can be said for “transaction costs” in the senseoolincing customers of the quality of the
product. Finally, financial costs may also be loskby an increase in status (839). And, in
general, the presumption is that: “the costs fgiven quality output will be lower for the
higher-status producer than the lower-status pr@du@40). This conclusion is interesting
but seems to be based on a special set of circnoestaSpecifically, the notion appears to be
that advertising becomes increasingly effectivgrioducing higher status as the status level
sought is raised, and that quality claims do netha be supported by costly real improve-
ments in product characteristics. These cost-bemefids, though, are surely not inevitable.

It is true, of course, that the status of a fismot fixed. With some effort, firms can
shift their status positions within a market. Moreg multimarket identity is not inconsistent
with the dynamics of a status-based model. Thues,ntborporation of status processes into
the understanding of market competition is well thvatonsidering, and such action would
provide a good basis for the development and exterts a sociological approach to markets
(868). Finally, it should be noted that Podolnythier illustrates his analytical themes by ex-
amining the pricing behavior followed by investméainks in the underwriting of corporate
securities. The findings here provide empiricalmrp for his status-based model of market
competition.

The comments made above have attempted to irdeodome of the current thinking
found in the literature on search and inspectiod, @ show how ideas from the New Institu-
tional Economics underlie such thinking. An impotttheme advanced by the exponents of
neoinstitutionalism is that deviations from the atéype of perfect market may lead to
workable solutions to real-life market problemsr Eaample, long-term personal relation-
ships (i.e., implicit or explicit relational contig) between buyers and sellers, and between
competitors, can serve to facilitate the tradingctions of search and inspection. In effect,
traders here implicitly agree to a particular oiigation of search and inspection. Networks of
relational contracts make this accommodation ptssixplanations of this sort are plausible
but, like other findings of neoinstitutional analjsthey do not emerge from a precisely de-
fined axiomatic construct comparable to that em@tbin general equilibrium theory. By its
nature, the neoinstitutional world is more compémd fuzzy than the neoclassical world.
Hence, specialized models developed from diffesetd of initial conditions are encountered.

2. Contracting: Agreeing on Prices and Other Stipudtions

Markets, in the economic sense, can be understeadutually agreed upon organiza-
tions designed to facilitate the exchange of pevatoperty rights among parties. From the
perspective of the NIE, the way a market is orgaohiz explained by the existence of positive
transaction costs, and boundedly rational agentsgesed of incomplete foresight. There is
no ideal (or “perfect”) market organization thatisle to serve as a benchmark for the deter-
mination of “market efficiency” (as is assumed imonlassical microeconomics). Moreover,
what has to be recognized is that while the arnanagés of a capitalist system protect private
property from theft or physical change brought aldmuoutsiders, property is not protected
from changes in its market valuall private owners must bear market risk. Conseily,



their property may be “expropriated” by the legeliens of their economic competitors. As
Alchian (1965/1977 132) has put it: “If | open a restaurant nearrgand win away business
by my superior service, you are as hurt as if | bached part of your building.” For the
owner who is harmed this is clearly a problem; andh market-risk effects may also be a
problem for society in a “neoinstitutional” worl@hat is, society may suffer if, lacking a
comprehensive set of futures markets, the coordimatf investment decisions cannot be ac-
complished effectively. For example, overinvestmarparticular sectors may occur because,
in a neoinstitutional economy, the price systemsduoat represent a fully adequate signaling
device. Each individual investor operates largalygnorance of what other investors intend
to do, and thus each can form the wrong impressidhe profitability promised by his pro-
ject. What may appear to be a good investment elfoien an individual’s point of view can
turn out to be a disaster if many (honcommunicatiimms invest in the area simultaneously.

In theory, one alternative to this difficult stion would be to allocate resources
through hierarchies rather than markets. Publiteat of private ownership could be insti-
tuted. But, such policy would raise serious prolderoncerning how to control the public
activities — i.a., to avoid biased allocation indddy bribery. Alchian (1965/1977, 140) in his
discussion of the pros and cons of private andipuwnership, puts forward two reasons in
favor of “specialization of ownership” (i.e., prieaownership). These are: (1) Concentration
of rewards and costs modérectly on each person responsible for them, (@& omparative
advantage effects of specialized applications pk(@wledge in control and (b) of risk bear-
ing.” As for (2-a), the specialization in knowledgdchian’s remark reminds one of Hayek’s
(1945) argument in favor of (capitalist) marketoopposed to Lange’s (1938) idea of markets
in a socialist economy. The second point (2-b), enship specialization in risk bearing, calls
attention to the fact that people’s attitudes tavask differ. “Exchange of ownership will
reallocate risks among people, leading to gredibtyun the sense that exchange of goods
does" (Alchian, 1965/1977, 144).

Alchian makes clear, however, that his remarksrast to be understood as a general
condemnation of public ownership. At the same tiheenotes that one should keep in mind
that “the presence of one kind of relative deficierdoes not justify a switch to another
agency — which has other kinds of deficiencies48)1lin other words, it can be argued that
while the price system in a neoinstitutional ecogpaitnes not perform in the ideal way that
the frictionless neoclassical model suggests, fdgs does not justify the abandonment of
market capitalism. Traditionally, neoclassical emoists have focused their interest on the
formation of prices on markets. The correspondirggitutional framework of perfect compe-
tition is consonant with that of an auction. Thattraders agree explicitly to a public sale.
They agree that an auctioneer will administer priegotiations between sellers and buyers
according to an established rule (e.g., an EngirsButch auction). This implies a formally
peaceful “conflict” in the sense of Weber (1968).3Bhe resulting competitive equilibrium
price is illustrated by the intersection of a dethaarve and a supply curve. And, signifi-
cantly, this theory has been corroborated for see®f a double auction B Smith (1962)
in his famous experiment on competitive market behalt can be asserted, then, that if
traders agree and are able to organize their madaetrding to the conditions of perfect com-



petitiont’ (the classical ideal type of market organizatigmjces will converge to their com-
petitive equilibrium (the intersection of the Maa#iilan Cross) even if the number of traders
is small.

Of course, under the conditions of the NIE, sanharrangement among traders repre-
sents more a theoretical concept than a practigtra Obviously, the informational and
other requirements needed to effectuate the scheondd be extraordinary and extremely
costly. To organize all markets of an economy ia fibrm of a commodity exchange or an
organized stock market (where prices adapt to s demand or supply in fractions of a
second) would demand an elaborate, strictly mosit@nd enforced institutional framework.
Such a structure is just not feasible. What is tbumthe real world is a system in which most
prices are administered. They are usually annoubgedne side such as the dealers in our
example of the lobster market, or the produceithéncase of producers’ markets, and after-
wards are kept constant for a time. As a resulteprare comparatively rigid a phenomenon
that characterizes all advanced economies. YeGaaton (1986) has shown, the degree of
price rigidity differs greatly across industries. dome industries, the average price does not
change for periods of well over one year, whilepthers, the price changes quite frequently.
One reason for price rigidity is found in the eaiste of “menu costs” (or the costs of chang-
ing price labels). These costs are not negligiblaas been shown by the work of such writers
as Levy, Bergen, Dutta, and Venable (1997). Othasans for keeping prices unchanged are
said to be concern about the emergence of price,vaad the possibility of alienating cus-
tomers (Blinder et al., 1998, 85). Differently egpsed, the explanation could be said to lie
with the price setters’ desire to cultivate longrteelationships with their competitions and
customers.

Interestingly, empirical work on rigid prices éaged during the last decade (Campbell
and Eden, 2007). The motivation for this line ceaarch, however, was not to support trans-
action cost economics but to prove the non—netytrafi money and, as a consequence, the
effectiveness of an active monetary policy. Itriset of course, that “rigid” prices are not
permanently fixed and are changed from time to tildéhough traders are not constantly
changing prices, they may try to approach equiibrprices by a weekly or monthly trial and
error process. Thus, for example, Campbell and Eg@ea7, 1) report that there is evidence
that grocery stores “extensively experiment” witkeit prices:® At the same time, there may
also exist tacit price agreements among competésrimdicated by oligopoly theory. More-

Y Traders are faceless strangers, traded producteeeetly homogenous, traders are perfectly infatime the
good’s quoted or traded price.

18 Campbell and Eden (2007, 2) report that accordinbdd study “Increasing the difference betweertem's
price and the average price for the same itemhatr gttores substantially raises the probabilitg pfice change.
However, the probability of changing a price clesaverage far exceeds zero, and most price chamges
with the original price close to average. In simplenu-cost models, extreme prices arise from thei@n of a
fixed nominal price by other sellers’ adjustmenfiserefore, they are older than average. We findrticat
extreme prices are relatively young (less than athmold). That is, grocers deliberately select ertreorices,
which they then quickly abandon. Taken togethereesults suggest to us that sellers extensivglgranent
with their prices.”(Emphasis added).
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over, suppliers may change their prices only dfierannouncements made by one firm — the
price leader (Stigler, 1952, 234).

Representatives of the New Institutional Econemsuich ad\lchian and Woodward
(1987) argue that rigid prices are the result of a cative between sellers and buyers. Thus,
these writers explain the practice_of posted pras#ollows: “Posted prices, announced pub-
licly and maintained until publicly revised, aregass at which the posting party will transact
any amount. All parties obtain the same price; ghiee to a particular party could not be
changed while all others were getting better pfi¢#27). The authors give as examples tuna
and salmon fishing: “where the fishing boats ateamnté on a unique buyer—processor. Simi-
larly, a fixed price guarantee occurs in many agtical product markets where farmers plant
crops relying on a unique buyer—processor” (12Tother reason for price rigidity is that, in
long—term business relationships that requireiggiahip—specific investments: “opportunistic
price changes (intended to effect a hold—up) ateclearly or cheaply distinguishable from
price changes to which the parties would have aghesl the demand and supply environ-
ment been mutually foreseen” (Alchian and WoodwEd87, 128). These explanations draw
upon neoinstitutional reasoning. A key understagdiere is that contractual relations de-
velop between firms that are suppliers and thoaé dre buyers (Macneil, 1978). Hence, a
vertical form of cooperation can appear. That igeig specific investments on both the sup-
ply side and the demand side, a lock—in effect cand, in this setting, quantity adjust-
ments have much better incentive compatibility prtips than do price adjustments. As Wil-
liamson (1985, 76) argues: “price adjustment prafsomvolve the risk that one’s opposite is
contriving to alter the terms within the bilatenabnopoly trading gap to his advantage.”

Of course, bilateral relationships between fiengaged in trade with each other do not
constitute the only area in which price rigidity usilized. The basic argument for rigidity
could also be applied to the relationship betweesler and his many customers (i.e., the
seller’s clientele). All parties here may make sii@vestments. Then, with all locked-in to
a degree, price inflexibility can be interpretedaa$rotection of the expropriable composite
guasi—rent of dependent resources” (Alchian and daod, 1987, 128). Similar arguments
may be drawn upon to explain wage rigiditiescause the employment relationship is often a
strongly relational contract with specific investmte taking place in human and physical
capital on both sides.

In contrast to the situation in neoclassical meoonomics, contracts in a neoinstitu-
tional system are not considered as a means byhwiaasacting parties fully define future
performances and allocate risks of future contiogen(as in the Arrow—Debreu model). In a
neoinstitutional context, such complete contractsraled out because the existence of trans-
action costs, bounded rationality, and limited sight make their formulation prohibitively
expensive. Thus, in cases of long—term relatiorsshipgpbecomes rational not to specify con-
tractually all elements of performance and, instéacenter into cooperative exchange rela-
tionships that are able to adapt to unforeseenteVeRor these cases, the term relational

19 »This includes internal and external dispute-resotutstructures. At this point, the relation hasdme a
minisociety with a vast array of norms beyond tloenms centred on exchange and its immediate prdcess.
(Macneil 1978, 902).
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transaction(or contractual relation) was introducedMiacneil (1974,1978) Contract, in the
traditional legal sense of the word, relates tasardtetransaction. And in the model of per-
fect competition such transactions are assumedki® place in a social vacuum. Real-life
transactions, however, are embedded in sociaioratMacneil’'s premise emerges from his
belief in the pervasiveness of “relation” in thespandustrial socioeconomic world. Indeed,
he says of “relation” that “its dominance seemsstantly to be increasing” (1974, 694).
Networks of contractual relations play an importané in market organization (as was illus-
trated above by Acheson’s essay on the Maine Iplostggket). In the lobster market case,
market organization rested on the expectation afketaparticipants that the existing ex-
change relations would be ongoing and continuetimecfuture. As Macneil says: “Such rela-
tional expectations, if firmly grounded in fact,sase ‘satisfactory’ exchanges in the future
without the need for present specificity, presemhmunication or present measured reciproc-
ity. A vast amount of economic activity is carrieal at least partly on that basis” (1974, 718).

Note that it is possible to think in terms of hoke spectrum of different types of con-
tracts as defined from a legal standpoint (Macriéif4, 738). At one extreme, we have the
classical contract (regulating a discrete, one—tiraasaction), while at the other end of the
spectrum we have relations or arrangements suaiasage and employment relations (Fu-
rubotn and Richter, 2005, 156 f.). Contracts ofédhreme “relational” pole entail strong per-
sonal involvement, are long-term, and anticipatepbssibility of trouble as a normal part of
the ongoing association between the parties tacdméract. Significantly, any difficulties or
problems that do, in fact, arise are to be deal Wy means of cooperation and other restora-
tional techniques (Macneil, 1974, 738-40). Lessmemthan the twelve restorational “con-
cepts suggested by Macneil is his three—way claasion of contracts (1978). Here, he dis-
tinguishes among the classical, neoclassical, elational categories of contract law, and this
approach has relevance for the NIE and this colieatolume. Macneil (1978) emphasizes
the need to plan flexibility into long—term contisicor to leave gaps in the planning that can
be filled in as required. The justification for feeprovisions is that, with the increasing dura-
tion and complexity of contracts, it becomes tdfialilt and too time consuming to agree ex
ante on how to respond to potential problems (asrasd in neoclassical contract law). In the
long—term cases, of course, very different adjustrpeocesses of an ongoing—administrative
kind are needed that include internal and extedigbute—resolution structures. Macneil's
“relational contract law”, then, seems to be caesiswith the neoinstitutional view of the
economy since the latter envisions Knightian uraety, and questions the capacity of
boundedly rational agents to establish optimalreyeanents that will comport ideally with all
the events that emerge in an ongoing system.

It was noted earlier that a key economic probfemneoinstitutionalists is to explain
why one institutional arrangement (governance #ire¢ order, or constitution) can be said to
be preferable to another. But, despite the impoganf this issue, a clear and unambiguous
determination of the “best” institutional structuwrannot easily be made. Since major institu-
tional reorganization will almost certainly bringpaut gains for some people and losses for
others, value judgmentaust be involved, ultimately, in institutional ¢be (Buchanan, 1960,
111-116), (Furubotn, 1987). But, apart from thigtara it is also arguable that the special
conditions existing in a neoinstitutional systene.(i positive transaction costs and decision
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makers having limited ability to acquire and pracagormation) rule out the possibility of
actual optimization in most cases of practical inigpace (Gigerenzer and Selten, 2001). In
short, there is controversy in NIE circles abowt éxtent to which certain formal mathemati-
cal concepts drawn from orthodox neoclassical thean be adapted to the requirements of
neoinstitutional analysis. Thus, Williamson, recagrg the_uncertain futuréhat is character-
istic of a neoinstitutional environment, arguestitha. a governance structure obviously re-
shapes incentives. To focus entirely on ex amtentive alignment, however, is a truncated
way to study organization — especially if all complcontracts are unavoidably incomplete
and if adaptation is the central problem of ecomoorganization” (2000, 599). From this
standpoint it is crucial to be able to adjgswvernance structure to the actual economic situa-
tions encountered over time by effecting “a disanaing match, according to which transac-
tions are aligned with governance structures stm ggomote adaptation of autonomous and
cooperative kinds” (2000, 599). In principle, thehe institutional solution adapted at any
time can take the form of one of the extreme opgtipnarkets or hierarchies) or of any form
falling within these limits.

Relational contracts are designed to offer agemnse flexibility to deal with unforeseen
events. Such contracts may be bilateral or mudtitdt(as, e.g., bilateral cooperation between
buyer and seller in a market exchange, or mult#hteooperation among all buyers and sell-
ers within a market). These are joint actions iawg two or more individuals. In the latter
case, the term collective action is used in trexdiure. Collective action can be private (the
market, the firm), or public (the community, thats). Recognizing this dichotomy, the New
Institutional Economics operates at two levels mdilgsis. There is a macroscopic level that
deals with what Davis and North (1971, 6) call thstitutional environmentand a micro-
scopic level that the same authors call instit@i@rrangementdVilliamson’s (1979) trans-
action—cost economics is concerned with the |aitea.

Transaction—cost economics suggests that by ifugs transaction costs, and seeking
those arrangements, or governance structurese¢babmize on such costs, a decision maker
is able to determine favorable organizational desi¢Masten 1996, 4). Although this ap-
proach may tend to oversimplify the problem of itasibnal choice, transaction—cost eco-
nomics does provide useful insights into the pre@dscontracting. In particular, TCE empha-
sizes that since major frictional forces exist ineminstitutional economy, complete contracts
dealing with all conceivable contingencies, canm@twritten. Inevitably, then, any contracts
that are put forward will contain loopholes andcansequence, there will be a need to revise
or adapt contracts periodically to adjust themdaditions that were unforeseen initially. In
principle, courts might be relied upon to enforcenmdify contractual obligations, but actu-
ally this procedure tends to be relatively costig anefficient. Particularly when transaction—
specific investments are involved, and the hazafdex—post” opportunism are faced, gov-
ernance by court ordering will usually have to bpmemented, or even replaced, by private
ordering. This line of analysis is of direct imgpaorte to the interpretation of works in the pre-
sent collection because of the apparent practiceaoketers to utilize relational contracts.

Williamson’s transaction—cost economics appraadhicates that there is no black and
white contrast to be made between “markets” andrdnchies”. Also made clear is the fact
that, in a neoinstitutional world, the concept aféo optimality has no applicabilitipem-
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setz (1969kemphasized the same point with respect to the eh&akureissue raised by pub-
lic policy economists. He argues that the relevadndice in the real world is not between an
ideal norm (Pareto efficiency) and an existing “erfect” institutional arrangement. Indeed:
“This nirvanaapproach differs considerably from a comparatngitutionapproach in which
the relevant choice is between [various] altermat®al institutional arrangements” (1969, 1).
The core reason for the disparity noted is founth@massumptions made about the environ-
ment in which activity takes place. In a neoinsiital world, decision makers are not ideal-
ized “perfectly rational beings” but individuals whliffer widely in respect to their abilities,
initial resource positions, information endowmenisk preferences, and so on, and who face
a great variety of constraints that limit their iops. These obstacles are, for the most part,
ineluctable and cannot be swept away by any simiiglans available to society. Nevertheless,
individuals have motivation to undertake continuswparch for better information and im-
proved methods of decision-making. What is impdriarthis kind of environment is what
“works”, and therefore, diverse institutional sabuts can be expected to emerge. Moreover,
survival of diverse forms is possible because, evégh competition, an organization need
only be_relatively efficientrather than ideally efficient, to maintain itssgiamn in the system
(Alchian, 1950).

3. Postcontractual Activities: Execution, Control,and Enforcement

The functioning of any market, or market socielgrmands that a set of elementary con-
stitutional rules be established together with &lmaism to enforce the rules. The key areas
to be regulated would be: (i) the property rigbtsindividuals, (ii) the procedures for the
transferof rights according to contractual agreement, @indthe liability of individuals for
contractual obligations. The enforcement mecharmisnsists in the social sanctions in effect
— which may be supplied by the traders themseleshe organizers of specific markets, or
by public bodies such as the city or state. Funadatlg, market economies depend on the
support of a public authority in its capacity agiséator, administrator, and enforcer of the
elementary _constitutional ruled the game. In addition, public authorities pky important
role in the creation of operational rulesch as national (or international) agreementthen
unit of account and means of payment, on the iat@nal calendf and time zone%: on
common measures and weigftgtc. Yet, the role of a public authority involhvasontradic-
tion. For, a state “strong enough to protect priypeghts and enforce contracts is also strong
enough to confiscate the wealth of its citizeWggingast (1993287)% Hence, thriving mar-
kets require not only an appropriate system of wtisnal rules: “... but a secure political
foundation that places strong limits on the abibfythe state to confiscate wealth” (ibid.).
What is needed is a credible commitment by the dtatespect private property and individ-
ual contractual obligations. But even though teigm old and well-discussed insight of the

2 The Gregorian Calendar was decreedPboye Gregory Xlllon 24 Februarn1582 by papal bullinter gravis-
simasand slowly accepted by all trading nation states.

1 Based on Greenwich Time as suggested by an intenahitongress 1889. It took a couple of decenriiitin

was globally accepted. Germany introduced the @EBtiropean Time in 1893.

%2 The metric system was almost globally introducethan 19" century. Exceptions among large states are Eng-

land and the USA. Germany introduced the metritesysn 1868.

23 Furubotn and Richter (1993).
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science of the state, it had little impact on tleiee being offered by economists to the
emerging democracies immediately after the breakdofvthe Soviet Union and its allies.
Apparently many of the economists “doctoring thkngieconomies of central and Eastern
Europe” believed that the necessary institutioratdres of a free market would appear and
“be the automatic outcome of getting the pricestridirough elimination of price and ex-
change controls” (North, 1993, 12).

The central question of Weingast’'s paper conc#radimits that can be placed on the
ability of the state to seize and appropriate viedlte asks: “What makes these limits credi-
ble, i.e., what makes them binding on politicaloas?” Weingast goes on to focus on the
critical role of federalisnfor protecting markets in both England and thetéthiState® and
argues that federalism must have played a majeriroprotecting the growth of economic
markets. In his response to Weingast's papernholz (1993 317) argues that federalism
seems to be neither a necessary condition foreanfrarket economy, as the success of Hong
Kong, Japan, France, and Taiwan demonstrates, swffieient one “... if not combined with
a strict division of power, as the example of modengland shows” (1993).

The fact is, however, that the perfect constindi state does not exist. In the real world
of positive transaction costs, incomplete foresighd boundedly rational agents, there is no
legal, administrative, or judicial perfection — arettainly no perfect control of governmental
powers. Inevitably, formal institutional arrangerteesuch as constitutions, laws, contracts,
and charters are incomplefEhey are to be completed (ideally) by “commumtyms based
on intense social interaction” (Aoki, 2001, XI i9r “private orderings” between the contrac-
tual parties (Williamson, 1983, 520). The probleim#lved are central to the new institu-
tional economics.

The possibility that private ordering can takagel has importance for neoinstitutional
theory. And it is said that self—-enforcemeiicontractual obligations is perhaps the most ele
gant form of private ordering. Its simplest marni&i®n is seen in simultaneous exchange. If
the quidand the qumf exchange are separated over time and spaagytththe type of self—
enforcement found depends on the frequency of trade extreme cases can be distin-
guished. These are: (a) Traders trade only evitte marketers, or (b) indefinitely oftemith
marketers. With respect to case (a), parties te-siarultaneous exchange can help them-
selves by conveying valuable assets such as hgstagellateral or by unificationwith the
other party (as in marriage or vertical integratiddronman (1985) exemplifies and dis-
cusses these three cases and ofiéts. warns that the existence of the state anchftree-
ment machinery does not make the three safeguatdoigniques superfluous. In fact, we
know that provision of collateral is a current nethused for securing money loans. Appar-
ently, “the legal right to enforce a promise caduee but never eliminate the insecurity asso-
ciated with all temporally asymmetric exchanges (1985, 25). But, of course, to use these

%4 He could have added “@entury Germany.

25 He adds as fourth technique “hands tying” - “givortce reputation in the community for your prontise
perform” (loc. cit. 18), — which requires repeatathanges on the side of the hostage giver. Inigslinsofar to
our second extreme.
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techniques has its costs. “Both hostages and eddlatreate their own forms of opportunism
and are costly too ...” (1985, 29).

In case (b), if traders trade indefinitely ofigith others, agreements can be enforced by
the threat of breaking off the business relatigmsimsofar as the system is assumed to be
such that perfect rationality, perfect foresighidaero transaction costs hold, detection of
wrongdoing iscertain Therefore, rational actors, who will always dedio maintain profit-
able trade, have no choice but to avoid dishonst &®ne’s reputation for honesty becomes
an issue. The basic hypothesis of the modellelser (1980,29) describes it, is “...that
someone is honest only if honesty, or the appearainiconesty, pays more than dishonesty.”
This statement , however, is a bit confusing beeausherely the “appearance” of honesty is
possible, various dishonest strategies are conaeivaand decision makers are not “perfectly
rational.” In any event, the fundamental logic bistapproach indicates that self—enforcing
agreements will probably not work if, first, thegsence of transactions has a known end
point (like an agreed upon marriage for two yedPs@¢sumably, the end point must at least be
uncertain. Second, the expected horizon must la¢ivrely long. The longer the expected ho-
rizon, the greater is the return to the partiesnfiecdherence to the terms of their agreement
(Telser, 1980, 44). Third, if the agreement musplaged out under highly uncertain condi-
tions, the situation is not conducive to self—eaiftog contracts. This is so because the pro-
spective gains to the principals are not clear,taed interest in collaboration is correspond-
ingly dimmed.

From a technical standpoint, there is anothareissonnected with the role of uncer-
tainty. The self-enforcement model is based on gduw@ery, and thus requires very detailed
information about what will eventuate over time eTihnformational requirements here are, of
course, inconsistent with the basic NIE assumptiddiesvertheless, many theorists sympa-
thetic with the aims of neoinstitutionalism are eimged that game theory represents an im-
portant tool kit for institutional economists prded there is awareness of its strong assump-
tions. Binmore brings this position out clearly:

Game theorists believe that they can demonstoateally how even the most selfish
individuals will often find it in their own enligbhed self-interest to cooperate with their
neighbors in a long—term relationship. For thispmse they study the equilibria of repeated
games. ... Little of what they have discovered i @iriea so far would have come as a sur-
prise to David Hume (1739-40, bk. 3) who alreadycallated essential mechanisms some
two hundred years before. However, these insigiesaw firmly grounded in formal models
(1992, 21).

The point is that a repeatedly played game of lainfy interests (say a prisoner’s di-
lemma game) can be transformed into a game of iclimgcinterests (in which the agents co-
operate and achieve the efficient solution). ltsitsan is a Nash equilibrium of the recurrent
(strategic) “supergame” about the method of playiegeatedly a given “underlying game”
(here, the prisoner’s dilemma game).

The question of how to interpret a multiplicitiyemquilibria in a game was addressed by
Shelling (1960) with his focal-point concept. S¢bo(1981) developed, starting from Lewis
(1969), what can be called the institution—as—aun#ibgum—of—a—game approadkurubotn
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and Richter, 2005, 8). According to this view, aatitution is defined as a salient Nash equi-
librium of a recurrent “supergame” about the wagieen “underlying game” is repeatedly
played. It may be plausible to assume, then, thagfficient equilibriumis a salient Nash
equilibrium — if we start from an unhistoric poitziero”. But life is an ongoing process, and
thus institutions are generally path dependentlaugible “salient” Nash equilibrium could
then be the precedence — but this equilibrium mexde efficient. Since no actor has an in-
centive to change his strategy if no other doesnatitution could conceivably persist in a
“bad” (inefficient) Nash equilibrium even thoughckasingle player would like to reach an
efficient one. Such a set of events might explaédbserved persistence of inefficient social
structures (Eggertsson, 2005).

Self—enforcing contracts are of particular ingerné the contractual terms relate to hard
to measure product characteristics such as thée"ta$ a Hamburge(Klein and Leffler,
1981 616). In cases of this sort, “market arrangemsoth as the value of lost purchases
which motivate transactors to honor their promis@y be the cheapest method of guarantee-
ing the guarantee” (1981, 616). The fundamentairitecal result of the Klein—Leffler article
is that market prices above the competitive level the presence of non—salvageable capital
are means of enforcing quality promises. The rélerand—name capital investments, which
are “sunk investments”, thus becomes understandaMeat assures high—quality supply is
the capital loss due to the loss of future busiifegsv quality is produced” (1981, 627). The
role for advertising can also be seen in this liflot,

... when consumers do not know the minimum quajitgranteeing price, the larger is
the firm’s brand—name capital investment relativsdles, [and] the more likely its price pre-
mium is sufficient to motivate high quality prodiat. Competitive investment in brand—
name capital is now no longer constrained to asgleitsh yield direct consumer service flows
... For example: Luxurious storefronts and ornateleigs or signs may be supplied by a firm
even if yielding no direct consumer service flo®sch firm—specific assets inform customers
of the magnitude of sunk capital costs and thgapBuof information about the quasi—rent
price—premium stream being earned by the firm asté the opportunity cost to the firm if it
cheats (1981, 630).

The authors repeat the argument by Nelson (1%i&t)advertising, by definition, provides
valuable information to the consumer — namely,rimi@tion that the firm is advertising (1981,
631 ff.). The paper by Klein and Leffler, then, aeg “that consumers can successfully use
price as an indicator of quality” (1981, 634). Tagthors refer in this context to the informed
buyers who know of the existence of a gap betweengrice and salvageable costs. In other
words, consumers appreciate that the existencepata premium gives them “quality assur-

ance”?®

One of the basic assumptions of self—enforcingharisms is that the misbehavior of
players is public information (costlessly achieveal)d that the threatened retaliations are
sufficiently balanced (i.e., equally hurtful). Hoves, in the real world, actors can be incom-

26 On the game theoretic background see Fudenbergiesid (1991, 168 ff.) on ,Repeated games with vagyi
opponents.*”
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pletely informed because of transaction costs,thadhreat of retaliation may be unconvinc-
ing because of differences in the size or powehefactors involved. It is worth noting in this
connection that although transaction costs aneérdiffces in size or power play no (essential)
role in game theory, game—theoretic explanationsetff-enforcement mechanisms are still
applied to explain real-world situations that ataracterized by costly information and
power asymmetries. In such models, special ingiitgtor organizations are assumed to pro-
vide low—cost information about each player's betal history and to coordinate commu-
nity responses.

Numerous papers on self-enforcement mechanisissiaxhe literature. Five signifi-
cant examples of this writing are discussed inftll®wing pages. The first three of these
reproduced represent frequently quoted articlesestain historic institutions that served to
encourage long distance trade — viz., the papemdilgiiom, North and Weingast (1990),
Greif (1989, 1993), and Greif, Milgrom and Weing$994). The fourth paper by Baron
(2002) describes one of today’s most successfuhess innovations — the reputation mecha-
nism of eBay’s online market. The last paper by Ntav and Woodruff (2000) reviews sys-
tematically the different self-enforcing arrangetsetmat exist under conditions of incom-
plete information.

Milgrom, North and Weingast (1990) analyze the “law—merchant” system of the
Champaign Fairs of the twelfth and thirteenth ceatuthat introduced the special institution
of the “law merchants”. This approach involved tee of private judges drawn from the
commercial sector who administered the Lex Mera#@a{@ private code governing commer-
cial transactions). The authors argue that, a® tcachmunities grew larger, it became:

“... too costly to keep everyone informed about imnanspires in all trading relation-
ships, as a simple reputation system might req&icethe system of private judges [the Law
Merchants, LM] is designed to promote private regohs of disputes and otherwise to
transmit_just enougmformation to the right people in the right cinostances to enable the
reputation mechanism to function effectively fofa@nement” (1990, 3).

Two techniques were used to save on informatiatsdor traders:

(1)“A merchant could not enter the Fair withoutrigein good standing with those who con-
trolled entry, and any merchant caught cheatirtheafair would be incarcerated and brought
to justice under the rules of the Fair. So anyongeechant met at the Fair could be presumed
to have a good reputation ...” (1990, 20).

(2) “Any party can visit the LM prior to finalizana contract. At that time, for a cost ..., the
party can queryhe LM for the records of previous judgments akawyt other player” (1990,
10).

The possibility that traders have of asking questiabout the commercial history of trade
participants had a second advantage. It:

(3)“provides an opportunity for the judge to cotlpayments for his services even if no actual
disputes arise. As applied to the Champagne Raeslocal lord or his agents could appoint
honest judges, register transactions, and tax tl{@é$0, 3).
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The core version of the Milgrom—North—Weingastdeld‘is based on the presence of a
special actor — a ‘judge’ or ‘law merchant’ (LM) wiserves both as a repository of informa-
tion and as an adjudicator of disputes.” The LMitharity includes the ability to award dam-
ages if the defendant is found to have cheatedpthimtiff. But payment of the damage
awarded is voluntarin the sense that there is no state to enforcenpaiy The authors argue
that the LM system is a low cost way for dissemimgainformation about traders so that the
person seeking information is not required to utaker widespread investigation. Moreover,
the seeker need not know his party’s whole histarymerely whether there are outstanding
judgments involving the party. In effect, then, thiid system is a centralized record keeping
system (1990, 15). Finally, it should be noted thathonesty of the LM judges is explained
as a consequence of their administering_the Lexhidoriafor a fee. They receive compen-
sation for their services so “that the LM businissi$self valuable and [the] LMs may wish to
maintain their reputation for honesty and diligén¢E90, 16). In short, arrangements are
such that judges must remain (within limits) honkstctionaries who cannot be bribed to
falsify information about traders’ misbehavior. Taethors argue that the institution of the
LM arose to make the reputation more effective bynmunicating information. And, seen
from this perspective, it is plausible to say tti “importance of state enforcement was not
that it provided a means of enforcing contractsretane previously did not exist. Rather, it
was to reduce [further] the transaction costs ditjpg exchange” (1990, 21).

The logic of the system just discussed is cleat,questions might be asked about the
way in which the reputations of traders were eghbt. That is, if information was accurate
and local authorities allowed only merchants witlod) reputations to enter the Fair, there is
at least some reason to ask why these honorahblgaduadls would possibly change their be-
havior once admitted to the Fair and risk permae&olusion.

In any event, Greif (2006) has pointed out thatesy effective institutional arrange-
ment, the “community responsibility system” (CRBgrmitted_impersonal exchangathout
any knowledge about individual traders prior bebavi\ccording to Greif, it was used widely
in premodern Europe. Under this system, a majoaridge existed because trade could take
place safely and securely between merchants wittheunheed of any knowledge of a trading
partner’'s past conduct, or the expectation of futtrade, or the necessity of reporting a
trader's misconduct to others. The CRS mechanismkedo because any local politi-
cal/economic community (as city A) had significamterest in protecting its merchants’ abil-
ity to trade with other communities (as B, C, ..., @xd would lose this capacity (via retalia-
tion by other cities) if it failed to safeguard theperty rights of alien merchants or failed to
enforce contracts impartially on their behalf. ther words, if an (alien) merchant from city
B was wrongfully deprived of his rights by a menshin city A, the political authorities of A
would take action to ensure that the claims ofBh@erchant were satisfied. The authorities
had incentive to act in this way since they wisteeg@rotect the interests of the total mercan-
tile class in A to trade with other cities. As Greays, this arrangement is worth considering
because: “The community responsibility system dtrists the missing link in understanding
the institutional developments that led to the n§empersonal exchange and modern mar-
kets.” (2006, 232)
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In thinking about this general area of reseaitcts important to understand that new
institutional economic historians are not “histgis” in the sense of Popper (1950, 51). They
do not suggest — as Karl Marx 8id that society will change “along a predetermimedh
that cannot change” (Popper ibid.). Nor do theyehtaptest a universal law of history accept-
able to science on the basis of the observatianwifique historical process. Historical proc-
esses, however, do consist of a series of recufuingtional componenf$ such as the ele-
mentary functions of trade. And these elements beayeduced to testable hypotheses on or-
ganizational mechanisms (“organizational templgtéisat underlie the working of specific
economic institutions (as, e.g., the market). Ecaioatheorists can proceed in this manner.
And their theories are based, characteristicaltyfveo types of hypotheses. The hypotheses
involve: (i) human behavior and (ii) the instituted environment that influences behavior. An
example of the latter is found in the conditions ‘fperfect markets” noted by Stackelberg
(1948) as: “indifference concerning the locatiome, quality, and personal properties of
markets, commodities, and tradefs”.

In this historical workGreif (1993) offers an example of a repeated merchant—agent
game (the formal properties of which are reviewadfly by Aoki (2001, 48-71)). Specifi-
cally, Greif examines the organization of a coaiitior economic institutigrof Jewish trad-
ers, the MaghribiThese traders pursued complex, long—distance tradhe Mediterranian
region during the eleventh century. Seeking efficieand security, the Maghribi organized
an informal principal-agent arrangement with wheltonduct their affairs. In this construct,
the traders were the principals and their employmarseas agents” were the agents. The
latter accompanied the sea transport of goodsclsearfor buyers, negotiated and concluded
purchasing contracts, monitored the transfer ofdgpand secured payments. Under the con-
ditions that prevailed, complet®ntingent contracts between the principals arahtsgwere,
of course, impossible because of the lack of fgrésiAlso impossible was the direct moni-
toring of the agents by the principals. And frawhilagents could not be dealt with through
court ordering. Nevertheless, despite these unédolercircumstances, the Maghribi mer-
chants were still able to devise a system thatedf¢hem some protection. This took the form
of an agreement with the agents having the follgwpnovisions. The agents were to be, or
become, members of an economic institution — tleaigrof traders of the Maghribi. They
could earn premiums for good behavior. But, if aggnt deceived his principal just once, he
was punished by being barred for life from anytartassignments from the merchants of the
Maghribi group. Moreover, if a fraudulent agenedtito become a principal (a merchant)
himself, a Maghribi agent was free to deceive hiimat is, no Maghribi tradesmen or mer-
chants would punish the deceptive agent in thelusaaner. Therefore, the would—be princi-
pal having a tainted record would soon be drivet afubusiness. In this fashion, “... the

2" “When a society has discovered the natural law dezermines its own movement, even then it catheei
overlap the natural phases of its evolution, naiffidh them out of the world by a stroke of the pBut this
much it can do: it can shorten and lessen the-patigs.” A formulation due to Marx in his prefaceDas
Kapital, Vol.1, July 1867 quoted from Popper (1960, 51).

%8 For the sunctional“ approach see Turner and Marka(1979).

29 Stackelberg (1948, 219 ff.)Kkine raumliche, zeitliche, personliche oder qudiite Unterschiede(Literally
translated: No local, temporal, personal or quialitedifferences).
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Maghribi traders established a relationship betwpast conduct and future economic re-
wards. As a result, agents resisted the short—tg@ams attainable through deception ...”
(Greif, 1989, 881).

The papers discussed so far concern “... institstizssed to overcome contractual prob-
lems among individual merchants active in long-atiseé trade.” Individual merchants, how-
ever, were not the only important parties. “Thesrsilof the trading centers at which the mer-
chants met and brought their goods were an impoitalependent force. Trading centers
needed to be organized in ways that secured trempeand property of the visiting mer-
chants.”

Greif, Milgrom and Weingast (1994) interpret_merchant guilds the light of a re-
peated—game model which leads to the conclusiangtilds emerged to allow the rulers of
trading centers to credibly commit themselves ® pinotection of the personal safety and
property of alien merchants. The guilds centraliséddrmation about rulers’ behavior and
about disputes among merchants, and were ableet@ftective collective actions to apply
sanctions against breach of promises by rulerg ¢ut’ernments). Basically, guilds provided
merchants with both the leadership and the infaonatransmission capability required for
coordinated action. In theory, at least, they calddide when to impose a trade embargo and
when to cancel it (1994, 755). Moreover, memberseweee to obtain information from
guilds concerning disputes between their membedsoimer traders. This kind of analysis of
city—trader relationships, however, seems to beesdmt problematic. Modeling activity as
equilibria of repeated games is not appropriatewbse of the differences in power that exist
between city and foreign traders. Further, therpusition of a merchant guild, as the agency
organizing communication and coordination betwernldrs, does not necessarily lead to
reputation equilibria. This is so because individuwaders have no incentive to participate in
the boycott of a city. To be effective, merchanildg) like modern labor unions, have to be
strong enough to force members to follow guild clirees rather than to serve their individual
interest (1994, 771). The authors do not deny riietchant guilds were cartels but maintain
that they originally served as countervailing poeenters against the rulers of trading centers
(cities), and thus facilitated trade expansion.tf other hand, in the course of time, when
larger political units emerged and took over thections of merchant guilds, the guilds did
not necessarily disappear but were transformednanopolistic organizations that may have
hindered the expansion of trade (1994, 773).

We know that self-enforcing agreements or, moreeggly, private ordering tends to
develop not only in the absence of public ordeiirfasedieval Europe) but also in the context
of existing public order (in the “shadow of the lawlhe case of the private ordering in the
eBay community of traders illustrates the lattémation. Different from the preceding exam-
ples, though, eBay’s self-enforcement mechanismaeagyned by a visible hardthe foun-
ders and managers of eBay. The example revealshthanstitution—as—an—equilibrium—of—
a—game approach is employed by economists nottongxplain past developments. In the
eBay case just considered, it is applied to devatapjustify ongoing business strategies such
as that used by eBay.

Baron (2002)gives a detailed description of the online auctimarket that is provided
by eBay. As might be expected, the market in qaesis rather imperfect. Traders are
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anonymous and remote. Thus, buyers cannot examééems before bidding, and have to
pay in advance for items they have not inspectedth® other side, sellers have little recourse
if a winning bidder refuses to pay (2002, 254). essuch drawbacks, though, trade flour-
ished in this market, and eBay turned out to beadrtee true successes of the Internet. Pre-
sumably, success was based on the existence batneng members of the eBay community
of traders. Indeed, it is trust that representsy&Bparincipal asset: “eBay’s strategic focus is
to support and expand this community” (2002, 24&)e centerpiece of that support was a
multilateral online reputation mechanism based woliphed reports describing the outcomes
of actual transactions undertaken. It appearsthitmechanism generated incentives similar
to those in a long—term relationship between a baywl seller. The mechanism, in fact,
would seem to have many of the same features asgtieition of law merchants — with the
Internet serving the informational and reputatiageanting functions as well as facilitating
dispute resolution. A community based on trusbfsgourse, vulnerable to (outright) fraud.
Yet experience showed that fraud remained rare,cantt be covered by insurance against
fraud (2002, 272). Baron’s general assessmenteofeBay case is, therefore, that: “... the
internet allowed an online reputation mechanisrsupport trust among anonymous traders,
most of whom would not have repeated bilateral argle. The reputation mechanism was
multilateral and based on feedback provided bypidugies to a transaction. This mechanism
was the heart of eBay’s strategy of building a camity and sharing in the value created for
its members” (2002, 272).

It has been said that: “... in communities wherepbe hide behind their anonymity,
private order, if it is to operate at all, mustdrganized” McMillan and Woodruff, 2000,
2458). This generalization concerning the privateedng of contractual relationships seems
to be correct. History suggests that while privatder organizations emerged during past
millennia in quite diverse settings, all work imndliar ways. That is: “An organization such as
a market intermediary (wholesaler) or trade assiocialisseminates information about con-
tractual breaches and coordinates the communiggiganse to breaches. The usual sanction is
to boycott the offender” (2000, 2458). In their@dd, McMillan and Woodruff provide a sys-
tematic review of work done by economic historiansprivate ordering. The papers consid-
ered are based largely on the problem definedisoper—dilemma games, and on the results
of a survey of the role of private ordering in f@mnsoviet—type economies. With respect to
the game—theoretic material, they emphasize twoswaycounter the self—defeating incen-
tives of PD games. One is the law; the other isidoin the repetition of PD games and the
implied threat of retaliation. If the legal systdamnctioned perfectly, contracts would never
need to be self—enforcing. A frictionless legaltegs would always work at least as well as
relational contracting. In practice, however, “ewelnen laws exist, their application and en-
forcement may not be cost effective or even possig000, 2425). It follows that, even in
countries with functional legal systems, privatdesng (the use of self-enforcing mecha-
nisms) may complement or even substitute for puldldering. The advantage of private or-
dering is that the market participants are geneiaditer informed about actual contractual
issues than judges. “... They possess greater es@arntimonitoring other participants con-
duct, ... their decisions can be more nuanced anthey. ¢an consider information that can-
not be introduced in court ...” (2000, 2425). Buisitalso understood that there can be disad-
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vantages of private ordering. These “range fromnenuc inefficiencies of exclusion and
collusion to social costs of racial discriminatiemd criminal violence”.

McMillan and Woodruff define the formulation obmtracts based on private instead of
public or legal order as relational contractifitpat is, they use the term (and concept) of “re-
lational contract” in a different sense than Mat{®d74) who first introduced the term as a
way of viewing incomplete contractéThe authors distinguish between bilateral and tatHti
eral relational contracting — which they first diss from the standpoint of spontaneous order-
ing. Bilateral spontaneous contractimgthe authors’ sense requires some degree ofahutu
dependence of the parties, and thus the threakaking off business relations (as in Telser’'s
model) is ruled out. An example would be the “d@ization” in Moroccan bazaars that
arises because of a lack of an organized markeinformation (2000, 2430). Multilateral
spontaneous contractinmgay develop if community ties are strong enouglhso the provi-
sion of information and the coordination of retatia need no special organization. McMillan
and Woodruff go on to discuss four other exampleshis kind of spontaneous ordering.
They find that private ordering becomes more diffi¢f information about breaches and co-
ordinating responses to those breaches requires siafinite organization. They speak of
“organizing private order”, mentioning as exampless an organized private order the Law
Merchants (Milgrom, North, Weingast, 1990) and terchant Guild (Greif, Milgrom,
Weingast, 1994). After listing and discussing tartHer examples of organized institutions
(2443 ft.), the authors conclude: “The organizestitations divide along several characteris-
tics. Some institutions provide only informatiorhile others sanction their own members for
failure to sanction defectors.”

Finally, McMillan and Woodruff give attention the interaction that can occur between
private and public order using the results of aveyrtaken in former soviet—-type economies
(2000, 2446 ff.). “The survey asked the managemitthe ability of courts, other govern-
ment agencies, or private parties to enforce cotgtnaith customers and suppliers. Overall,
just over two thirds (68%) of those surveyed saidrts could enforce contracts with custom-
ers.” In addition, trade associations turned outdee a significant effect on business trust in
Eastern Europe. “Geographic distance adds to theplexity of relationships, making ship-
ping, payment, quality inspection, and other issoewe difficult.” (2450) Apparently,
though, there is no evidence that courts on tradeaations support long distance trade. In-
stead, wholesalers provide useful assistance (2&b@eir summary, the authors repeat that:
“While private order fosters economic efficiency byaking gains from trade realizable, it
sometimes also harms efficiency by excluding newaas from trading or by achieving
price collusion.” And they end by saying that: YRtie order can usefully supplement public
law, but cannot replace it.” One might add thatedl functioning legal order is and remains
the basis of a well functioning market economy.

%0 Relational contracts, in the sense of Macneil cargracts that do not try to take account of &llife contin-
gencies but are nevertheless long-term arrangerimemsich past, present, and expected future paiseia-
tions among the contractual parties matter (Mact#i, 753). Therefore, such contracts are, tayeegem-
plicit, informal, and nonbindingSelf-enforcement, in a concrete sense, plays aoriaut role here (Furubotn
and Richter 2005, 173).
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4. Final Remarks

The argument has been made in the literaturdahbed are two possible justifi-
cations for the use of conventional maximizing msde applied microeconomics (Thaler,
1991, 254). One justification, based on the famiigs if” position, is that maximizing mod-
els are good predictors. The other is that maressire that agents have to follow rational
optimizing behavior in order to survive in a comipat economy. Practical experience, how-
ever, indicates that, in many situations, optingamodels fail to produce the good results
claimed for them. Writers of the NIE School arecofirse, particularly concerned with the
limitations of traditional analysis. Hence, theges that greater understanding of real-world
economic behavior can come about only if attenagiven to the roles played by transaction
costs and bounded rationality in shaping eventes&mew assumptions, pertaining to eco-
nomic “frictions” and human cognition, are saico®“crucial” because they represent as-
sumptions on which the conclusions of microeconaimory are “sensitively” dependent
(Solow, 1956, 65). Arguably, then, the NIE linere$earch is promising and can reasonably
be expected to lead to more robust descriptiveryheeer time. Nevertheless, given the com-
plexity of formulating a comprehensive model ofemmstitutional system, work goes for-
ward slowly. Indeed, at present, there exists rstesgatic new institutional economic theory
of the market. On the positive side, though, thgirbengs of such a construct are to be seen
in the research that has been done in explainimgthe basic functions of trade (search, in-
spection, bargaining, contract execution, contnol anforcement) can be handled in a neoin-
stitutional world. Writings in this area have bdeatured in the present volume. And the hope
is that, by presenting examples of this NIE literatand related works, readers will be able to
gain greater insight into the true nature of thekeiproblem.

Anyway, we have seen, the market is not just “sppld demand determines the price.” To
function properly, it demands a set of rules tlegjutate not only the price mechanism, but
also the other basic functions of trade like seartpection, contract execution, control, and
enforcement. Independent of whether these ruletvedspontaneously or were made by
identifiable people, they must be well designed amil implemented. As the present sub
prime mortgage crisis illustrates, the quality axecution of these trading rules is vital for
the functioning of the market itself (of the marlkest an organization). But the requirement
poses a problem. Since the realization of an efficinstitutional design for the market is dif-
ficult to accomplish, this fact may lead some obees to the conclusion that the only reason-
able course of action for reform is to impose ao$dtighly restrictive rules on market opera-
tion. The thought here is, presumably, that onlystrict regulation can the chaos and corrup-
tion engendered at times by market activity be kbdcOpportunism and self-seeking behav-
ior, however, are endemic to human society, and beyarried to counterproductive ex-
tremes in any system. Thus, from the standpoirthefNIE, there is danger of reform that
goes too far and, through over-regulation, causedass of the flexibility and innovative po-
tential, which market freedom promises. In shdw, possibilities inherent in effective institu-
tional design should not be underestimated. FoNilke there is hope that cleverly conceived
institutional arrangements can shape behavior addce decision makers to undertake so-
cially productive activity.

24



It should also be noted that another way to detl Coase’s complaint concerning the
neglect of broad market theory would be to dis@mscific market organizatiorss special
arrangements designed to accommodate the six elampduanctions of trade specified above.
That is, consideration could be given to caseshithvcertain special purposes are served by
market organization — as, for example, to facsittaade in rare pieces of art (auction), in fi-
nancial titles (stock exchanges), etc. But, unfoataly, no NIE studies of specific market
organizations exist. To date, authors interestedeiinstitutional economics seem to be oc-
cupied with seeking the practicahswers to problems of the economics of infornmefas in
search), and, in particular, the problems relateddymmetrical informatioas in cases of
inspection and contract execution). Such work identaken with a critical eye on the theo-
retic answers of game theory (as in contract theoryj, Bagardless of the way one views
these special lines of investigation inspired byngatheory, the volume of this literature
forthcoming (including the papers reproduced irs lume) indicates that game—theoretic
material can hardly be neglected. If nothing etbe, writings on the phenomena of sel—
enforcement and its relation to (temporarily) stablisiness relationships certainly demand
attention. What is also significant, of courseths fact that new institutional economists,
unlike neoclassical theorists, reject the use effgrt markets” as the benchmark for evaluat-
ing the economic quality of markets (i.e., theiffidgency”). Instead, they try to give reasons
why so—called market “imperfections”, or deviatidnam the neoclassical ideal, may actually
give rise to economic advantages. The developmietiti® basic theme has real importance
for the advance of descriptive economics, but itlésar that much more is to be done along
these lines if the NIE model is to offer a seri@hsllenge to the received mainstream doc-
trine.
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