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Who Listened?

Unappreciated Teachings of New Institutional Ecoiosm
Related to the Financial Crisis of 2008
by
Rudolf Richter
Saarbricken
(forthcoming in ,KREDIT und KAPITAL" 2009, 4)

Abstract: Who was listening before the Financial Crisis 602 to Arrow’s warnings and
the teachings of Coase? Due to transaction cost®miplete foresight and bounded
rationality not all risks that would be desirabteshift can be shifted through the market.
Financial firms and other institutions take on pzrthe burden. To expand the frontier of
risk trading requires institutional answers — inrtigalar new forms of credible
commitments. Improvements in information technolatpne do not do the trick.

JEL: D40, E40, E44, G 20, G21, G28, G29

The financial crisis of 2008 has many causes. Waethat one of them is the disregard of
facts that the New Institutional Economics (NIBpahed particular importance to, viz., the
existence of positive transaction costs, incomgietesight and bounded rationality. Our
point is that the classical bias of the theoryim@mcial markets and financial firms together
with the breath-taking progress in information tealogy of the last 30 to 40 years
contributed to the development of an overoptimiappreciation of the possibilities of
financial deregulation. The idea caught on thaggransion of the boundaries of risk trading
depends largely on the progress of informationrieldgy and data processing — a hopeless
and dangerous point of view as it turned out.

The purpose of the present paper is to commerftybae this view from the perspective of
the NIE - supported by a few remarks of distingaglkeconomists made during the early
history of the financial crisis of 2008. The papencludes with a couple of insights resulting
from the application of the NIE to financial ecoriom

" | wish to thank Kenneth and Sunny Scott (Stanfalidigen Eichberger (Heidelberg) and Ralf Friedmann
(Saarbrticken) for review and comments.
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|. Prelude on Terminology:

1. Basic assumption of the New Institutional Ecoieer(NIE)is the existence of transaction
costs in the sense of costs “of running the ecoaaystem” Arrow 1969, 48), i.e, including

the costs of adapting to unforeseen events angpaining errors resulting from bounded
individual rationality. Some of these costs aradhtardefine and measure. We therefore prefer
to describe the basic assumption of the NIE motaildd as positive transaction costs,

imperfect individual foresight and bounded indivadivationality.

2. Markets are conceived as organizatio@sven transaction costs, the classic competitive
market process does not work by itself automagicMlarkets become specific social entities
that can be distinguished according to which garddraded on them and how they are
organized. Rational actors, who plan to buy oraseipecific [type of] good, face therefore
two (interrelated) institutional choice problems:

(1) to choose a formal or informal organization pket” (a “market order”) within whose
limits they wish to trade specific goods - like @stock exchange or after-hours trading, a
weekly farmers market, a market for brand name goad online market; and

(2) to choose a specific formal or informal orgatian of the exchange contrabey wish to

conclude with their particular trading partner.

Both are non-market coordination problems -- thstfis a problem of collective action
between multiple suppliers and demanders (an aderbetween economy and polity); the
second is one of bilateral action between singlppkers and demanders. The first
coordination problem consists in the setting umrgeanization, choice etc. of a public or
private collective good,viz., a more or less sustainabfermal or informal organization

»-market,” within which traders wish to do busine3e provision of the collective good
“market order” is the fundamental function of theplkcit or implicit organization “market,”

which is related to Olson’s logic of collective iact* The second coordination problem

! SeeFurubotn/Richter(2005, Ch. 7)Richter(2007).

’A private collective good would be a club good @se of a closed market or a private public goazhse of an
open market — similar t6oaseés (1974) lighthouse example. The decline of thevmion of privately ordered
public goods may be the result of badly governéacpal-agent contracts between today’s capital eremnd
their agents (their “salaried executives and thaiaried managers and submanageB&ch(mpeterl942, 141).
Schumpeter speaks in this context of the erosimwafership interests (+,the figure of the proprietor and with
it the specifically proprietary interest have vargsg from the picture.” Ibid. It is tempting to illustrate the
wealth destroying consequences of such an employeeapitalism by the fallout of the financial ésief 2008.
% In the sense of containing more or less effeqtiewisions against market failures such as the Slewffect”
or monopolistic dominance (cornering). Note: Thesg/he more or less “dangerous” organizations “marke
Which one traders choose to trade on reveals sbbjective risk preference.

“«__.the provision of public or collective goods ketfundamental function of organizations genera{i@lson
1965, 15).
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concerns the organization (choice of governanaesire) of a pair wise exchange between

individual traders.

3. Contracts include also relational contract&ollowing Macneil (1974) we distinguish

between “classical” and “relational” contracts.

» “Classical” contracts or “complete” contracts aesaaol and precisely specified.
They abstract from social relations between pattigbe contract (as in the
case of tradable claims for money such as comnidritigor bond

certificates) and are exclusively enforced by couderings.

* “Relational” contractare more or less “incomplete contractda(t 1987,
752) characterized by “relatively deep and extesmmmunication by a
variety of modes” between contracting partis¢neil 1974; 723f. The
contractual parties agree, explicitly or implicjtgbout the procedure (the
organization or governance structure) that wilebgloyed to deal with
problems as they may arise as in franchises, ya@ntures, long-term supply
contracts or labor contracts. Legal enforcemeiftat@issical”) contractual
obligations (public ordering) is supplemented, wvtituted for, by forms of
private ordering

4. Objects of trade on financial markets are clamhsnoneyThey can be contingent or
unconditional claims. A typical contingent cldiffiArrow security”) is an insurance contract
that allows the shifting of risks “and thus pernirtdividuals to engage in risky activities,
which they would not otherwise undertakeAtifow 1970, 137). The much criticized financial
derivatives are contingent claims,.j.@oneyclaims whose value is derived from the value of
“the underlying” such as an asset, an index orratbm (like weather conditions or the
residual value of a firm). Derivatives include plagiambling contractsas well as genuine

insurance contracts (like property insurance). 8ered claims of money are impersonal

*Williamson (1985).

®Note: “It is possible to think in terms of a whaieectrum of different types of contracts as defifnerh a legal
standpoint facneil 1974, 738). At one extreme, we have the “classamaitract, while at the other end of the
spectrum we find relations or arrangements suchasiage and employment relatiofaiubotn/Richter2005,
156).

"Arrow (1953).

8A person engages in gambling if he stakes or rsksething of value upon the outcome of a conteshance
or a future contingent event not under his cordgrahfluence, upon an agreement or understandiaighti or
someone else will receive something of value inethent of a certain outcome.”
(http://definitions.uslegal.com/g/gambling/
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obligations (like bearer bonds or asset-backedritis); they are unconditioned claimsl|

risks of the borrower are borne by hifh.
[l. First Theme: Institutional Characteristics of Financial Markets
Different from markets for goods and services,rfirial markets are characterized

0] by the ease (low costs) with which financiabgucts (money claims) can
be fabricating and transacted (as compared witptbéuction and

transaction of material goods or services);

(i) by the comparatively high costs of acquiringdible information about the
counterparty’s hidden information and hidden actian, the relatively

high measurement costB4rzel1982) of financial products;

(i) by the importance of the resale value (“lidity”) of financial products for
their owners because financial products, diffefeorh produced goods and
services, serve largely as assets;

(iv) by the relevance of their linkage with thelrpart of the economy: the

“purchasing power of money loans”;

(V) by the fact that financial assets lend themseleesaularly well for
speculative purposes and, since they are stromglgpendent, tend to
provoke systemic risk€

As a consequence of (i) to (v), the quality of fingl markets is based on the quality and

administration of their governance structure (@amization) that compensates for their
above-enumerated features. Investors in finanssgta, especially securitized money
claims, are particularly vulnerable to the lemofieat, i.e., to the collapse of the markets

on which the assets of their choice are tradedsi@emate investors will take this into

account by their choice of financial products amahigady existing market organizations

or by attempting to intervene in the design of ewg market orders (a collective choice
issue). The probability of the collapse of an assa&tket is the smaller the greater the

% Like mortgage based securities. Problematic aradheities of “structured finance” (Coval et ab@), the
manufacturing of AAA-rated securities such as Qeliaed Debt Obligations (CDO'’s). They are creatgd b
pooling and repackaging of cash flow producingtiicial assets into securities that are then solaviestors and
“enhanced” by Credit Default Swaps (CDS'’s).

%Hellwig (1998, 334).

YFinancial markets are mostly “resale markets” whmsality depends above all on the level of religbif the
organizational safeguards against market faillsash as the lemons effect).

12 Systemic risks were provoked by the manufactuoingollaterized Debt Obligations (CDO’s) or CDO’s-
Squared etcGovalet al. 2009).



Ms. fur ,,KREDIT und KAPITAL,“2, 29.06.2009 5

credibility of the seller’'s promise to refund the money (thietdies liability). In other
words, the quality of the debtor’s liability matteit may be reinforced by private or
public deficit guarante€'s.Incomplete foresight and bounded rationality meyatiowed
for by suitable arrangements of debt contractspik#it/loss sharing contracts combined
with co-administration (as of venture capital agneats) or plain non-market constructs
(public collective actions) such as licensing, atéesor public regulation, limited liability,

bankruptcy - or “large business organizatior&téw 1970, 141).

Only in Arrow’s time state preference theBrgre financial markets perfect and risks
optimally distributed. No promises are broken egtgand thus credible ex ante). In
equilibrium, each consumer maximizes Yien-Neumann-Morgensterexpected)-utility
subject to his wealth constraifitHowever, financial markets of real life are impeitf
because of positive transaction costs, imperfeesight® and bounded individual
rationality. As a result, “...not all risks whichwtould be desirable to shift can be shifted
through the market**

The imperfections of financial markets imply asyntnee information and thus a
distortion of the incentive structure of contrattsinterestingly, incentive structure
problems seem to have been disregarded by finaac@omists like Ross (1976) who
deals with overcoming the incompleteness of a ogetit claims market through the
introduction of options written on existing assétke basic welfare idea behind it is: An
expansion of the frontiers of risk trading is Parghproving. This appears to have been
the basic welfare justification of the rising waskasset securitization during the last 20
or so yearsAllen and Galg2006, 17) express this as follows,

13 Simple convertibility of tradable (private) moneiims into real goods can be substituted (asdrcéise of a
paper currency) by an institutional arrangemertt hieéps to avoid the oversupply (“inflation”) ofdumoney
claims. In the case of inconvertible paper monégak quite a while until the discovery of a worlab
institutional replacement of the convertibility pdiper into gold or silver. Rating agencies canddpfhl but they
are insufficient, as insufficient as purchasing pomeasuring statistical offices would be, if left their own, in
case of inconvertible paper currencies. Credibtaradments of the issuer of bonds are needed: ofttite in
case of paper currencies, the private or publirfaial intermediary that issues tradable privateenalaims
such as structured asset backed securities.

4 Ingeniously described Hyebreu(1959). Trade in common stocks is not includetinre-state-preference
theory, and transaction costs are assumed to beirdividual rationality and foresight to be peitie

5 Hirshleifer (1970, 231 ff.).

16 Unknown events* as opposed to ,known events &t fikelihood”; an extreme type of unknown everng
“Black Swan” eventsTaleb2007).

7 Arrow (1970, 139); Arrow puts the problem as follows:f&l¥ we observe is that the failure of the price
system to handle risk-bearing adequately leadgimamished use of prices even in contexts wheeg thould
be most useful in bringing about a careful andifiexconfrontation of needs and resources” (1940).1

18 Arrow relates to insurance against failure of hass or of research projects which has not ariseause
“...the incentive to succeed may be too greatly reducNote, Arrow wrote this about 40 years befdre t
widespread use of credit default swaps and itssteting effect on the originator of loans.
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if there are enough derivatives and contracts, etankill effectively be complete and allocationrisk
will be the same as in the Arrow-Debreu equilibridrhis is the sense in which credit risk transfer is

desirable.

I11. Second Theme: On the Nature of Financial Firms

Financial firms (such as commercial banks) — aadigenerally — exist as a consequence
of the imperfections of financial markets due tansaction costs, incomplete foresight

and bounded rationality. They coordinate by nonkaamechanisms the basic financial

operations such as originatigincluding underwriting), guaranteeing, servicirand

fundingof money claims.

Interestingly, this essentially Coasia@o@se 1937) observation seems to have been
completely disregarded by leading representativékeomodern finance literature. Thus,
Greenbaum/Thakof1995, 389 f.) in their textbook on financial inteediation ignore the
Coasian explanation of the nature of the firm. fh@m transaction costs appear to be the
equivalent to information costs that become irrafewvith the advances in information
technology. As a consequence, they argue, it validme easier for investors to rate
assets, and therefore reduce informational gapgeleet investors and the originator of the
loans. “Moreover, information technology has be®a key to the serving and monitoring
provided by financial institutions, especially widtripped cash flows. This facilitated
securitization” (390)Greenbaum/Thakoronclude that

securitization is likely to grow, as long as worlkalsolutions to the moral hazard problem can be
developed.” (437f

Regarding the moral hazard problem,

we can expect banks to develop workable risk-spaciontracts to overcome the problem. Such an
advance is likely to open the floodgates to theisgzation of hitherto unsecuritized assets. (ipid
The answer of the market to the expected developrmértworkable risk-sharing
contracts” was the introduction of credit defaullaps (CDS), which certainly helped
opening the floodgates to securitizati@ut instead of solving the moral hazard problem
they aggravated it. Unaware of the upcoming devatgs Greenbaum/Thakor

continued:

19 Greenbaum/Thakarontinue: "If these solutions involve some fornretourse on the part of the originator,
then they will need to satisfy accountants, regu$atand contracting parties.” Yet as it turnedlatér, recourse
did not matter.
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With the growth of securitization, some banks miaypy become specialists in evaluating credit risks

and monitoring borrowers. This would create theetnp for a new banking system. A new payment

system might emerge around the securities manketsjal funds, and credit cards. (ibfd.)
The financial crisis of 2008 darkened this prospEcthe future of banking. Still, given
the undeniable progress in information technolaggguritization remains an option. It
might be a viable one, provided its proponentsvalieng to offer an institutional answer
to the related NIE problems of imperfect foresigiid bounded rationality. The mere
strengthening of the information infrastructure s-saggested bghiller (2008, 121) —
would be an insufficient answer. Instead, instinél arrangements are needed that (1)
contribute to the credibility of the commitmentsis$uers of financial products and (2)
account for imperfect foresight and bounded indiaidrationality. Relational contracts or
systems of relational contracts (like financialnfe) may serve as a measure against
imperfect foresight. Their interposition into théain of classical financial contracts
(money claims) may serve as shock absorbers asd#ip to avoid its braking like glass
in a crisis. The existence of bounded rationakiyuires the use of legal tools that convey
to investors (in a practical and easy to understaag) and instruments that express the
credibility of the issuers’ promises (like mortgager a government guarantees; the
judgments of rating agencies or other “informatimakers®* should not be confused with
guarantee instruments). All that seems to have ered by financial firms or traders

and their supervisory authorities in recent years.

Finally, protection against systemic risks requgebective action: public regulation that
may be supported, or even substituted, by privegarozations like clearing houses or
security exchanges. The present situation is spesiafar, as, after the deregulation of
the 1980s, financial actors seem to have lost gf¢@Quinn 2009). Their financial

innovations of asset-based securities in combinatith credit default swaps(by some

20Rajan/ZingaIeL?(ZOOO, 210 f.) touch the same chord: “Technologgnge, especially the improvement in
communications technology, and institutional chasgeh as the advent of credit rating agenciess lensened
the link between depositors and local bank.” Réfgrto these developments, R&Z illustrate their hjesis
that the old boundaries of the corporation, defimeigrms of the ownership of physical assetshbarmming
less meaningful than the ability to link the firnte&dented employees to it. The authors refelaion Meriwether
the former vice-chairman and head of bond tradirfg§gdomon Brothers, who left 1994 Salomon togettidr a
group of talented traders to establish a new ventiong Term Capital Management (LTCM). The groups wa
enlarged byMyron ScholesndRobert C. Mertonwho shared the 1997 Nobel Memorial Prize in Economic
Sciences. Still, LTCM went under after six yearsxég&nce.

2L Whose performance “...is assessed on the basiswfvell its predictions did relative to observeeris
subsequent to the predictions;” followiRgamarkishan/Thakof1984, 416), who analyze the question when it
will be beneficial for agents engaged in the praiduncof information to form coalitions.

2Credit default swaps (CDS) are contracts in whieh liuyer makes a series of payments to the seltkria
exchange, receives a payoff if a credit instrungmds into default or in case of a specified credint like
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people misunderstood gearantee instrumentsiduced a massive creation of disputable

papers that wound up as “toxic waste”.
V. Finale: What did we learn?
Basically four major insights:

(1) ltis a basic error to equate transaction cosith information cosf$ and to conclude
(quietly) that the advances in information techggland their enormous savings in
information costs are drawing reality (so to spea@drer prevalent microeconomics or
finance theory* Transaction costs include also the costs (or enimoonsequences)
of the shortcomings of imperfect foresight and lmedrationality. It would be hubris
to claim that men are on their way to become oryeodaniscient and perfectly
rational — and that capital markets become efftélerthanks to the progress in
information technology and computer science. Thstemce of transaction costs (in
above sense) has institutional consequences thabthe answered by neoclassical

optimizing procedures.

(2) It is anothebasic mistake to believe that (sustainable) maokganizationga public
good)would form themselves within no time by someilsieifland mechanisnNorth
(1993, 12), in a cautionary tale, relates to ecastam‘doctoring the ailing economies
of central and Eastern Europe,” who believed thattecessary institutional features
of a free market would appear and “be the autonmaticome of getting the prices
right through elimination of price and exchangetonls.” The evolution of a private
or public organization “market” - a collective goeds related to Olson’s logic of
collective action, and as we know from history gt®Ilution by way of invisible hand
mechanisms tends to work slowly and at high cOsortunately, however, the work
of the invisible hand can be accelerated substhnténd transaction costs lowered
remarkably, by planned collective action undertatkeaugh either public or private
auspices.” Furubotn/Richter2005, 20 f.) Anyway, we have no choice but actiept
vital necessity to find appropriate institutionakaers to the coordination problem

that may be anything between “markets and hierastiiVilliamson1975, 1985).

bankruptcy. Interestingly, it is not necessarytfa buyer to own the underlying credit instruméygt.a result, a
large speculative bubble in CDSs seems to haveredol

23 As done, e.g., bFoley (1970),Hahn (1973),Niehans(1971); or later byareenbaum/Thakaf1995), See also
Dahiman(1979, 148).

4 «prevalent” in the sense of constraint maximizatimder perfect rationality and perfect foresigtsi(but no
Knightian uncertainty).

*Fama (1970).

*For example, we know that in primitive societies #tbsence of effective government contributesniieil
exchange in property?psner1980).
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Economic, social or legal history appears to affiere relevant answers than
constrained optimization techniques. At any rataliscussing institutions, it is more
promising to think in (imaginable) concrete soce&htionships than in mathematical
functions and to ask to what extend known propguienstitutions (1) improve a
system’s adaptability to the unforeseen, and (&) tato accounts the shortcomings of

human bounded rationalify.

(3) Crediblecommitmenti.e., credible liability)of debtorgnot information per sa¥ an
important preservative against the “lemons prineiff and the resulting collapse of
markets?® an insight that applies even more so to finanoiatkets than to markets for
material goods and services. Even though credijlfiliist) cannot be bought over the
counter - it can be acquired in a roundabout wakddp of formal or informal
institutions such as trustworthy private or pulgiiarantees, licenses given by
someone trustworthy, et As for financial products, credibility of commitmis (of
liability) is a particularly delicate issu&hus,Shiller (2008, 117) rightly stresses the
effects of the “continued growth of computer, datdiection and processing
capabilities, ‘smart’ technology, and rapid, inexgge communications” — but we
don’t agree with his argument that they would “pdevdramatically effective tools ...

to correct some of the egregious faults in the eoois institutional foundation.”

(4) Relational contract®r systems of relational contracaésd their organizational fallouts
(like financial firms lead by Knightian entrepremgti - but also public organizations
like the European Central Bank or the Federal ResBystem) offer institutional
solutions able to adapt to the unforeseen. Theyseare as shock absorbers (as elastic
interlinks) within the otherwise brittle chain ofomey claims (a chain of classical

contracts) and thus can help avoiding the collap$mancial markets in a crisis.

Most of above insights seem to have been ignoredeoe superseded by an
overoptimistic believe in the advances of finandory and seemingly high-powered
products of structured finance like Collateralizzebt Obligations (CDQO’s), CDO’s-
Squared etc. There is hope that liability suits malgash legal controversies that will

bring down to earth such high-flying applicatiorisyathematical finance and statistics—

2'By the use of appropriate organizational or legald together with "fast and frugal" heuristics ifedividual
decision-making.

8Bad products drive out good productéérlof1970).

2%As the markets for structured securities such dmt@ealized Debt Obligations (CDOs), CDOs squastd
®Fururbotn/Richter(2005, 245).

31 Knight (1921).
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and that new institutional economists will startnat last, to analyze the institutional

structure of financial markets, a field they seerhave ignored hitherto.
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