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Abstract;This paper is motivated by the remark of Cad$88, p. 7) that “although economists claim
to study the working of the market, in modern econocthéory the market itself has an even more
shadowy role than the firm.” It is argued that under @@t of positive transaction costs, incomplete
foresight and bounded rationality — the conditions of Niesv Institutional Economics (NIE) — the
institutional framework not only of firms but also mfrkets matters. Actors who plan to buy or sell a
good under conditions of NIE are facing timstitutional choiceproblems: First, to choose or establish
a specificmarket systerwithin which to trade the good and, second, to chooseecifEpexchange
contract Both arenonmarket coordination problems the first is aproblem of collective action
between a multiplicity of suppliers and demanders; the setsoadproblem of bilateral action: the
coordination of individual plans between two parties. Qhby first problem is object of this paper.
Our hypothesis is that the organization of markets is a dollegbod, which may be a product of
laissez faire or of planned collective action. So far there emstsystematic theory of the NIE of
markets, only a number of considerations on specific issueseming the basic functions of trade,
viz., the activities of search, inspection, bargaining, e@htexecution, control, and enforcement. We
content ourselves to describe and comment on some promexemples from the NIE literature and
related approaches to illustrate the kind of consideratiatsate part of an evolving new institutional
economic theory of “the market itself” and argue that, for reasbrise general interest of traders
themselves, some forms of planned collective actions are uzdlei

1. Introductory Remarks

This paper is motivated by the remark of Cod€88, 7) that “although economists claim to
study the working of the market, in modern econotiéory the market itself has an even more
shadowy role than the firm.” It seems naturaletitect on Coase’s complaint by extending
Coase’s (1937) argument for the nature of the bBynpostulating positive transaction costs also
for the nature of the market (as an institutiomi@anization). Let us use the concept of

transaction costs in the wider sense of “the aoistanning the economic system” (Arrow 1969,

* Professor of economics (emeritus), University of SaarlBn€6123 Saarbruecken, Germany
http://www.uni-saarland.de/fak1/fr12/richter/home-ger.htm
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48) that include besides the costs of using th&etdine costs of using, maintaining, changing
etc. of institutions or organizations in generalatdition let us assume they include also the
costs of the consequences of imperfect foresigt@ the costs of planning mistakes, backup
arrangements, reorganization etc.) and boundetinad decision-making (like the costs of

gathering and processing information).

Now, in the neoclassical world of costless trarieast perfect foresight and perfect rationality
there is no need for a specific market systemodischot matter whether an individual trades only
occasionally or professionally, whether he goegh® next street corner or sets up a whole
network of trade relationships. This is the worfdgeneral equilibrium theofyin which every
body is trading with every body else on whateveodso (he wishes) for all times to come.
However, the model is institutionally neutral, ,i#e institutional framework is irrelevant if only
the optimality conditions of general equilibriunetry are satisfied. Thus, it would apply equally
to a socialist as to a capitalist econdnay to “hierarchies and markets.” In other wordg w
cannot differentiate between various institutioaslangements. Institutions don’t matter; their
productive results are the same as long as themalpty conditions of general equilibrium theory

are satisfied.

By contrast, Coase (1937) argued that the assumetipositive transaction costs is critical for
discriminating between different institutions, i1$ lsase, between the firm and the market. Under

certain circumstances the institution “firm” is f@eed to that of the “market” because “certain

! Partial equilibrium theory is an artifact of it.

2 “The optimality conditions [of general equilibrium thelpiyeing simply technical requirements, contain no
ideological implications. They apply equally to capitalismgialism, or any other “ism.” Whatever thelitical
ideology of a country, it could make all of its citizens éettff by ensuring that production and allocation satisfied
the optimality conditions. (Lancaster 1969, 276) See alsgbietn and Richter (2005, Section 1.2).
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marketing costs are saved” (Coase 1937, 38®)wever, the same argument can be used to
explain the existence of the enormously large nurobdifferent specific markets such as the
London Stock Exchange, eBay, weekly town marketsyal fairs, real estate markets,
producers’ markets like the US automobile markeet, &heir organization (market order or
system) can be conceived as a collective good whinsés to economize on the costs of
transactions, incomplete foresight and boundedmatity. Their specific norms may be
understood as being built on the elementary catistital rules of the liberal state regarding
private property, contractual obligations and adgiigns from tortuous acts that are guaranteed by
a supreme authority: the stdtS8ome specific market systems evolve spontanesusly as those
of the black market for US cigarettes in Frank{ivttin), Germany, after World War I, the
“Polish Market” in Berlin after the collapse of tBerlin Wall in 1989, ete.Yet most specific
markets are generated by identifiable people — asdhe members of a city council or the

producers of new products — even though they cordaimay containspontaneous elemerfts.

In every case, in the world of positive transactosts, actors who plan to buy or sell a specific
(type of) good face two (interrelated) problems institutional choice First, to choose or
establish a specifimarket organizatioh[market system] within which to trade the gooduets
as a stock exchange, a weekly market, a producerset, an online market, etc. and, second, to

choose within that market organization [system]pac#ic exchangecontract (a contractual

3 Coase continues: “The entrepreneur has to carry outiisidn at less cost, taking into account the fact that he
may get factors of production at a lower price than the madketdctions which he supersedes, because it is always
possible to revert to the open market if he fails to ¢o"tfibid.)

“* A simplification, cf. North (1990, 58)

®0n the rise of open-air markets all over Eastern Eumofigei 1990s seakSAND WALLACE (1999); KARAZMAN -
MORAWETZ AND PILGRAM (1993) (quoted from &ERT 2007).

® “Spontaneous” and “made” order in the sense of Hayek (1I94\8) Legislation and LibertyVol. I, Rules and
Order, Ch. 2).

" Or market “order” (HYEK 1973, 40 ff.).
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governance structufewith their trading partner. Both ar@nmarket coordination problems
the first is aproblem of collective actiohetween a multiplicity of suppliers and demandérs;
second is @roblem of bilateral actiometween two parties: a supplier and a demandéeh &m

at an institution or organization that economizedre costs of transactions, incomplete foresight
and bounded rationality. The Coasian question, kwhie set out to deal with, relates to the first
problem: the establishment or choice of a speaifaket [system] on which traders wish to do
business. The second problem, the choice of the transaatiost economizing governance
structure of exchange contracts, is the problemwiifamson’s transaction cost economics. We
argue that the organization of a specific markstesy is a collective good. It is either the result
of spontaneous action (controlled by an “invisibEnd” mechanism) or it's order is “made” by
human desigh (by a “visible hand” mechanism). For both viewssexinstitutional economic
approaches: The spontaneously evolved order [sysienobject of the“institutions-as-an-
equilibrium-of-a-game” approach? the “made” order is object of Olson’s (1965pgic

collective actioi. ** We'll keep these two approaches in mind and resditem as needed.

Though, Coase compares only two general typesstifutional arrangements, markets and firms,
he could have gone on to compare with each oth@usspecific types (organizational
templates) of firms or markets or hybrid forms betw markets and firms. In the NIE world,

Coase’s reasons for the nature of the firm coulettended to the nature of the different specific

8 WiLLIAMSON (1985, 32): “Organize transactions so as to economib®onded rationality while simultaneously
safeguarding the against the hazards of opportunism.inee$arge numbers of contracts are incomplete, the parties
to a contract must agree, either explicitly or tacitly, “alihatprocedure [the ‘constitution’] that will be employed t
deal with problems that may arise in the future” (Macneil 19%3).

° A private collective good would bectub goodin the case of a closed market, guravate public goodn case of
an open market — similar to Coase’s (1974) lighthousmpba

9 Hayek (1973).

* According to which an institution is defined as a saliash equilibrium of a recurrent “supergame” about the
way a given “underlying game” (e.g., a prisoner’s dilemma gasnmepeatedly played (see Furubotn and Richter
2005, 8),

2 That answers the free rider problem, the problem who payké set up and administration of a “made”
organization (Olson 1965, 9 f.).
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organizational templates of an economy, mar&atsfirms (or mixtures thereof), that can be
seen as different ways of economizing on transacasts - inclusive the costs of incomplete

foresight and bounded rationality.

2. On Elements of Market Systems

The organization of “perfect markets” is fully debed by theabstractelementary constitutional
norms of private property, contractual obligatioasd liabilities from tort — given zero
transaction costs, perferct foresight and perfadividual rationality** In the more realistic
world of the NIE, however, market systems (or oigations) need to include also maencrete
elements, among theraids of tradesuch as common timing,common units of measureméfit,
common locations of trade (local mark&tsn internet platform), common usage of money, the
legal construct of “liquidity,*® the organization of price formation (auctioninigjid prices cum
advertising, wage bargaining between unions andl@meps associations) — and all this
interlinked by a network of social ties betweerdéias and the rest of the economy. The reason ist

that markets do not function in a social vacudm.

13 To understand correctly: Different from neoclassical microec@symwe think in a non-optimizing sense. Reason
is that it makes not much sense to add up transaction magter, costs of adaptation and costs of bounded
rationality like production costs. Instead we are follgpdemsetz’'s (1969) comparative institution approach, i.e.,
we stop thinking in constraint optimization processes asuanas that actors compare with each otwercrete

patterns of market organizations by taking into account ecaigréspects, if only in some rough comparative
manner. (See, e. g., Furubotn and Richter 2005, 108 - 110)

* The proper design of “market order,” i.e., the order of gmérimarkets, is the central issue of German
Ordnungspolitik as advocated by Walter Eucken, Franz Béhm, Wilhelm RopkexaAter Ristow and the
“Austrian” economist Friedrich August von Hayek; see Schechigh (1984) or Richter (2011).

!> The calendar introduced by Pope Gregor XIII in 1582t only slowly accepted by all trading nation states;
the introduction of international time zones based on GrednWime was suggested by an international congress
1889. It took a couple of decennia until it was acceptedatiiob

'® The extension of local markets required an extension aftige of validity of units of measurement and weight.
The metric system has been introduced in th& déntury and is by now almost globally applied. The only
exceptions among large states are England and USA. Gernteodued the metric system in 1868.

" Local markets are extended to large area markets (“nationwidglobal” markets).

18 The ability to fulfill one’s payment obligations. ($t&l 1959, 625).
19 HAMILTON AND FEENSTRA (1995, 61).
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However, the centuries old debate on the naturesantiition of moneyllustrates the scientific

and political difficulties that such aids of tra@ad trust into them) can raig®.

Interestingly, the assumed use of money in markets (whesupposes frictions = transaction costs) did not
induce economists to call such markets “imperfect markets.” Faathe reason, financial markets are seen
as a natural part of perfect markets (= efficient markets) ththugy make only sense if — due to imperfect
foresight - pure futures markets “fail” (Hicks 1946, p. P adapt freely Goethe: Two souls alas! are

dwelling in the neoclassical economist’s breast.

As for location issueenly transportation costs, not the more genenatept of transaction costs,
have been considered and gave rise to a speciatibraf neoclassical economics: location

theory®

Location theory is neglected by new institutional econtsmia spite of the fact that, up to date,
transportation costs make up a non-negligible part of this o using the market (“transaction costs”). The
problem is that the transportation problem lends itseltémdard “quantitative” analysis (optimization
under constraints), while institutional economics requivesy different, “qualitative,” methods of

optimization. Still, location problems are a central issue afket organization and should not be

disregarded completely by institutional economists.

Regarding the role of social relationshipsne sociological textbook example comes from
Abolafia (1984) who showed that even in securitgh@nges — the classic example of perfect
markets — social structure (informal organizationgtters; it helps improving the market

mechanism. “Fiercely independent economic actasairthe same time, reliant on one another.”

(Abolafia1984, 132)

Anyway, there exists no systematic theory of thE N markets, only a number of

considerations on specific issues concerning tsiutional economics of the basic functions of

20 On the history of monetary economics see Dimand (2008).
L More or less started byHUNEN (1826).
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trade, i.e., the activities of search, inspecthlmrgaining, contract execution, control, and
enforcement. We content ourselves to describe amunent on some prominent examples from
the NIE literature and related approaches to iéistthe kind of considerations that are at least
part of an evolving new institutional economic theof markets. (The examples from the NIE

literature and more are reprinted in Furubotn aiuthier 2010).

For clarity we are reducing above six elementaaggaction activities into three categories:
1. Precontractual activitiegsearch and inspection)
2. Contracting(contract formation)
3. Postcontractual activitiegexecution, control and enforcement).

After a compressed report and comments on sonteeahstitutional economic answers on above
issues and their assessment we shall indicate pas&ble steps towards a more systematic

presentation of the characteristics of the NIE afkets.
3. Precontractual activities: Search and Inspection

A typical “classical” answer to the problem of sgraand inspection would be to do what
textbooks do?? namely, to allow only for spot trade and let bsyand sellers meet at the same
time and same place, such as on weekly marketse\Rut then information about product prices
and product qualif} will be a problem under NIE conditions. As for gust quality, Nelson
(1970) points out that information about it caralsieved either by way of search or through
experience. “Experience will be used when searcloies too expensive” (318). Nelson

correspondingly distinguishes between “search goaad “experience goods.” Typical search

22 Cf. Stackelberg (1948, 219 ff.).

23 Nelson assumes that consumers already know where they eameduth of the options open to them. Their
information problem is to evaluate the utility of each aptiHe defines search to include any way of evaluating
these options subject to two restrictions: (1) the consamst inspect the option, and (2) the inspection must occur
prior to purchasing the brand (1970, 312).
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goodsare, according to his classification, camerasyifure, china, glassware. Typical

experience goodare soft drinkstelevision sets, automobiles, and bicycles. Adsielg as a

vehicle for information plays a role in the casesearch goods, but personal inspection is also
important. Misleading advertising results in cdstthe advertiser, for “he suffers a decline in his
credibility for future advertisements and payschsts of processing non-buying customers”
(Nelson 1974, 730). Therefore, “consumers can Bawge confidence that the advertising of
search qualities bears a close relation to th&'t(wB0). This is much less so in case of
experience goods: “The major control that consurhax® over the market for experience
qualities is whether they repeat the purchasebofad or not” (730). Therefore, consumers
cannot expect much direct information from advergsoncerning experience qualities. What

they get is important indirect informatiofifhe consumer can learn that the brand advertises

Nelson contents that this is the useful informatiddvertisements for experience goods need not
have informational content. Their total informatdmole .... is simply contained in their

existence” (732). It is advertisement for expereegoods that is of particular interest to

neoinstitutionalist®s a means to save on transaction costs.

A general answer to Nelson'’s problem is to viewaatsing expenditures (sunk cost) as hostages
in the hands of ones customers. The analyticaldracikd for that view is provided by the theory

of self-enforcing contracts, which we’ll returnftather below.

A different way to cut search cost is to use peabtiasas done by Granovetter (1974/1995) for
cases of job search. According to his sample, patsmntact is the predominant method of
finding out about jobs. Thus, the relevant factafrBnding a job turn out to be social. Job finding
behavior is "... heavily embedded in other sociakpeses that closely constrain and determine
its course and results.” (1995, 39). Of those pebpding a job through contacts, the majority

saw their contact only occasionally or rarely, iveas only weakly tied with their contacts.
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Granovetter is certainly no new institutional ecmst (in fact he is opposing it — or at least
Williamson’s TCA). But his study fits well into thetyle of neoinstitional research. Granovetter
himself concedes that many of his findings arelgasiplained in terms of rational behavior.
(1974/1995, 96) The reason would be that infornmaigocostly (loc. cit. 99). But also the quality
of information would explain why employers and eaydes prefer to or make use of personal

contacts in securing labor market information.

The point underlined by Granovetter’s study is thatkets do not function in a social vacuum
(Hamilton and Feenstra 1995, 61). Personal conteatperation, social ties between potential
buyers and sellers (including hierarchical relagldips and relationships arising from organized
groups) all play roles. Analytically this aspecb&sed on network analysis. Actors are, as
Granovetter puts it, "embedded" in a network ofaaelations. They

"... are so constrained by ongoing socials relations thabtstaie them as independent is a grievous

misunderstanding." (Granovetter 1985/1995, 212).

These arguments were put forward not only by Gratiex but also by other sociologists among

them Coleman (1984), Burt (1983), Abolafia (1984).

Barzel (1982) concentrates much of his work onpifedlems and costs of inspecti@re calls it
“measurement”). To eliminate errors in measurergentpletely would be too costly. The value
of equally priced items on weekly markets, e.gll, effer, and people will spend resources to
acquire the difference. Such resource expenditaddvbe wasteful, and Barzel hypothesizes
that traders therefore implicitly agree on methiba@d help to reduce this kind of resource use.
The customer’s random selection from an alreadyr@ily sorted commodity will avoid the
excessive expense. A mutual agreement among tresderbe expected that some readily
obtainable information will be suppressed to preeogportunities for excessive measurement

(Barzel 1982, 48).
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Analytically, Barzel’'s measurement problem restrlisn the existence of asymmetric
informationbetween buyer and seller - with the seller bemgdneral the better-informed party
(Spence 1974). While sellers of low quality produ¢temons”) might be tempted to mislead
their customers, sellers of high quality producii$é indertake efforts to “signal” their quality.
For a signal to be effective (credible), it mustngrofitable for sellers of low quality products
to imitate it (Spence 1976, 592). Thus, e.qg., “Tieroawarrantyis a costly activity for the seller
of lemons, but not very costly for the seller obdaars. Hence, this signal allows the buyers to
discriminate between the two types of cars” (Vad802, 469). Provided it is sufficiently costly,
the seller of the high quality product can affavcapply the signal “warrantee,” while the seller
of low quality products cannot. Similarly, investmién brand-name capitathrough, for

example, high advertising expenditures can be as@mnedible signals.

Kenney and Klein (1983) describe the somewhat jpcslling policy of the Central Selling
Organization (CSO) of the De Beers Grolas a practical device to avoid oversearching. They
suggest that its selling practice contributes tedaiction of search cost by minimizing buyers’
oversearching for information. Stones are sortewm@ing to shape, quality, colour, and weight
in more than two thousand categories. Still, théawvds in the value of stones within each
category are substantial. To avoid oversearchioges of each category are sorted by De Beers
into imperfectly homogeneous categories and sopiteselected blocks to preselected buyers at
non-negotiable prices. In this case the agreenraahg marketers is somewhat forced by the
(once) monopolistic seller: If buyers’ rejected Hades offer they were no more invited by De
Beers to purchase stones. However, this policyd¢rasad) also its advantages to buyers, who,
since they have a long-term business relationshtip e Beers, are earning rents the present

value of which is greater than they would earméyt rejected sights of lower than average

%4 That markets most of the world’s gem-quality uncut diagison



ISNIE2011 10.03.2011 11

quality. “Since these rents are lost if the buyerides to reject a sight and is terminated from the
list of invited buyers, a wealth-maximizing buyeitlwiot generally reject sights . . . ” (Kenney

and Klein 1983, 506).

Important is to remember that above described g colutions of the problems of search and
inspection are a matter of an implicitly agreedrupmarket ordefmarket organization, market

system), i.e., they are a problem of collectiveéosacin most of above examples it may be seen as

result of an invisible hand process. The usualraegu is that market system tends towards a
transaction cost economizing state. The specidll@nas (and costs) of incomplete foresight and
bounded rationality are rarely mentioned (for aception see Williamsdn). They play a vital

role on asset markets where the expected resale wéthe traded products is essential — as
illustrated by the financial crisis of 2008. Indluase, Akerlof's (1970) lemons principle is
strikingly important — much more so than on hisdusar market example. The buyer of a
financial asset (such as a subprime mortgage $gcmust worry about the quality of what he

buys.

“If he suspects that the security is being offered because ldrekseiws that the security has a problem, he

will not be willing to buy it unless he is given a largsatunt. Because the potential sellers’ reactions to the
discounts depress quality even more, trading volume cegdbieed to a bare minimum; as in the used-car

market, there may even be a complete market breakdown.” (H200ig;, 9)

Avoidance of a brake down of financial markets dedssthe supply of a collective good, viz., a
market system that includes some type of qualityrod or regulation. Opportunistic
misrepresentations or supposedly cost saving ssgipreof information on the quality of the
traded product becomes a problem. There are reasawoubt the regulative ability of an

invisible hand mechanism and demand a ‘made’ margsem (or market organization) in which

%5 He mentions “... the ex post costs of maladaptation amd atusthat arise when contract execution is
misaligned as a result of gaps, errors, omissions, andicipated disturbances.” (Williamson 1996, 379
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case Olson’s (1965) logic of collective acti@pplies. The organizational answers include

anything between establishing of a private orgdinglike a security exchange) and passing of

special laws by the state.

Different from — say - diamonds, money claims requireinaotis monitoring. In case of bank loans, the
financial intermediary combines origination, underwritinqmding, and servicing of the loan — and it is
liable towards investors. As a consequence, the bank haseamive to monitor the loan — a costly activity.
With securitization, however, origination and fundarg separated, which weakens the originator’s
incentive to monitor the securitized portfolio. Moral haZecomes a problem, and is enhanced by the
formation of CDOs. Different from, the diamond marleetppression of information on financial markets
entails the incentive to originate and sell low quality clatinas may (and in fact did) end up as lemons or

“toxic assets”.

4.Contracting: Agreeing on Prices and Further Stiplations

We shall discuss two NIE problems in this sectibe: problems of the formation of prices (a

central issue of price theory) and of contracttipligations (an issue of contract theory).

The mantra of neoclassical price themyhat demand and supply determine the price as

graphically described by the Marshallian Cr&gernon Smith (1962) corroborated it with his
experimental study of competitive market behawbs. experiment and the praxis of auctions
show that neoclassical style price formation dersahd strict observation of a clearly defined
set of market rules. To organize a complete mar&ehomy in this style would not only be a
very costly affair, it would also demand a bureaagrthat hampered the economy’s adaptability
to unforeseen everifginclusive unforeseen ideas and technical devedoyps). De facto, most

prices are announced by one side (usually the peodior sellers) and then kept constant for a

% The illustration of the equilibrium price of a commodity the intersection of an upwards sloping supply curve
(“law of supply”) and a downward sloping demand curve (“lBfxdemand”) in a system of coordinates whose

vertical axis denotes the price and horizontal axis the quanititye commodity. We are concerned here only with

issues of the institutional framework of markets. Fat thurpose suffice, for the time being at least, the classical
plausibility considerations regarding the price dependencehef quantities of demand and supply. The

microeconomic foundation of these relationships and of théeexis of market equilibrium is object of neoclassical

microeconomics.

2" Not unlike to the Lange-Lerner model of market socialisiayek 1945).
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while. As a consequence, prices are comparativgily, a phenomenon that characterizes all

advanced economié&One transaction cost reason is the “menu coste’dosts of changing
price labels). Their size is not negligible as shpia., by Levy, Bergen, Dutta, Venable (1997).
Other reasons are based on the worry of price aratsrritations of customers (Blinder et al.
1998, 85), or, differently expressed, on the comuesire to cultivate the price setters’ business
relationships with their competitors and customers.
Empirical work on rigid prices exploded during the lastatle (see Campbell and Eden 2007), though not
with the purpose to support the NIE but to proof tbe-neutrality of money and, as a consequence, the
effectiveness of an active monetary policy. Rigid prices acewfse changed once in a while. Traders
don’t change prices all the time but may try to approachibguiin prices by a weekly or monthly trial and
error process. Thus, e.g., Campbell and Eden (200&pujtr there is evidence that grocery stores
“extensively experiment” with their pricéHowever, there may exist also tacit price agreements among

competitors as explained by oligopoly theory, and suppliey change their prices only according to the

announcements of a one firm - the price leader (Stigler, 2333,

Representatives of the New Institutional Economigsh as Armen A. Alchian (1987) argue that
rigid prices are part of an — between sellers angkts - implicitly agreed upon market order
(market system). He describes the practice of ggsteesas follows:

Posted prices, announced publicly and maintained untilgiuloévised, are prices at which the posting

party will transact any amount. All parties obtain the sanmeeptie price to a particular party could not be

changed while all others were getting better prices (127).

8 However, as Carlton (1986) has shown, the degreea# fgjidity differs greatly across industries. In some
industries the average price does not change for perielilswver one year while in other industries the price
changes quite frequently.

29 Campbell and Eden (2007, 2) report that according to shaidly “Increasing the difference between an item'’s
price and the average price for the same item at othessstabstantially raises the probability of a price change.
However, the probability of changing a price close terage far exceeds zero, and most price changes occur with
the original price close to average. In simple menu-cosetmpextreme prices arise from the erosion of a fixed
nominal price by other sellers’ adjustments. Therefore, éheylder than average. We find that most extreme prices
are relatively young (less than a month old). That is, gsodeliberately select extreme prices, which they then
quickly abandon. Taken together these results suggesthatusellers extensively experiment with their prices.”
(Emphasis added).
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The author gives as examples tuna and salmon @istwhere the fishing boats are reliant on a
unique buyer-processor. Similarly, a fixed pricaguntee occurs in many agricultural product
markets where farmers plant crops relying on ausiouyer-processor” (127). The reason is to

create planning security.

Another reason for price rigidity is that, in lotgrm business relationships that require
relationship-specific investments, “opportunisticp changes (intended to effect a hold-up) are
not clearly or cheaply distinguishable from priteeges to which the parties would have agreed
had the demand and supply environment been muitedden” (Alchian and Woodward 1987,

128).

Whether prices change by split seconds or oncal-y&hat matters is that the price mechanism
steers demand and supply towards equilibrium -nootprice controls such as queues or
rationing cards and not take-it-or-leave-it offefsnonopolists. It is here where the collective

actions of anti-trust measures and their enforceéfmgihe state enter the pictufe.

We now come to the problem of contractual stipategia central issue of principal agent or

adverse selection theory. Both approaches dealpsitblems of asymmetric information but
continue to use the neoclassical assumptions &gaationality, perfect foresight (apart from
some “asymmetric” blind spot) and zero transactiosts. Mathematically their approach is
based on an ingenious form of constrained optinamawith pretty far-reaching assumptions on
the constraints. Thus, in case of the principalkageproach, the principal is admittedly unable
to observe what effort level his agent is supplyiBgt he knows perfectly well his agent’s
preferences and his reservation utility or the props of the stochastic influences of nature on

the result. Contracts are complete in the sensedhee concluded, they are (and can be)

%0 To work properly, price competition requires an economistition (“order”) whose formation cannot be left to
laissez-faire Rather, design and administration of the economic cotiatitis the task of economic policy or
»Ordnungspolitik by the state (Eucken (1950, 314).



ISNIE2011 10.03.2011 15

executed as agreed upon. It is here where Williarsswitique enters by emphasizing the
problems that may arise after contract conclusidwy can be particularly bothersome if
transaction specific investments play a role, whictuld require very detailed agreements before
contract conclusion. However, under (Knightian) entainty it is impossible to write a complete
contract that details all possible future continges>* wherefore contracts are unavoidably
incomplete. They contain loopholes and the lockfithe parties (resulting from their transaction
specific investments) may invite opportunistic bebrof the other side. Due to information
costs (a special kind of transaction costs), thhéggamay be unable to verify their case to a court
Thus, governance by court ordering may have taipplemented or even substituted by that of
private ordering to effectively protect the partminst opportunism of their trade partr@ras
one can realize, Williamson'’s theory of contracstglulations (his “transaction cost theory”)

stretches to the Postcontractual activities wervesefor the next section.

Williamson (1985), for one, drew economists’ atientto the American legal literature, in
particular Macneil’'s concept oélational contractlt is based on long term arrangements in
which past, present, and expected future persefalons among the contractual parties matter
(Macneil 1974, 753). Therefore, such contractstare,degreamplicit, informal, and
nonbinding.Self-enforcement (private ordering) becomes an mapb supplement of court
ordering. Transactions are normally part of ong@nd long-term business associations. As
such, they play an important role in modern ecowdifa.

Often contracts are necessarily and intentionally incomplete secdunutual desires for flexible but

bounded responses to uncertain future conditions thitthie scope and precision of verifiable terms.

%1 For lack of knowledge of what the future will bring.i of all the stochastic variables.

%2 Mathematical economists such as Grossman and Hart (1986)ritaised the imprecision of TCE. They tried to
develop, instead, a formal version of transaction cost es@soBut their theory of incomplete contracts, as it
became known, does not really deal with the central problérCif ex post opportunism. Grossman and Hart
explain rationally onlywho should acquire a (private) property right, in their cake should become the owner of
the residual decision right of a contractual relation betweserpplying and a buying firm (Hart 1995, 5 ff.).
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Moreover, incomplete contracts often exist deeply embeddad ongoing relationship. The parties are not
strangers; much of their interaction takes place “off the coritraetdiated not by visible terms enforceable
by a court, but by a particular balance of cooperation aectiom, communication and strategy. (Hadfield
1990, 927)
Sociology aside, social relations play an importafé in both the legal and the economic side of
the organization of markets. That is, contractakdtrons (Macneil 1978) develop between
suppliers and their customers: Customer relatigussimatter. Given the specific investments on
both sides, and the resulting lock-in effect, camation by advertisements or research and
development (qualitative competition) has muchdrgitoperties than price adjustments. As
Williamson (1985, 76) argues, “price adjustmentpmsals involve the risk that one’s opposite is

contriving to alter the terms within the bilatenabnopoly trading gap to his advantage.”

As for financial markets, securitized money loantcacts are as classical as contracts can be —
with market prices being proverbially flexible. Hewver, it would be wrong to conclude from this
that financial markets are perfect. In the contrémgy are incomplete markets - in the sense of
Arrow’s time-state preference marketdue to transaction costs, imperfect foresight lamahded
individual rationality. As a result, “...not all riskwhich it would be desirable to shift can be
shifted through the market*The incompleteness of financial markets can il for by
suitable arrangements of debt contracts or by narket constructs (collective actions) such as
licensing, private or public regulation, limiteaMility, bankruptcy - or “large business
organizations” (Arrow 1970, 141). The latter iseiffiect a repeat of Coase’s (1936) explanation
of the nature of the (financial) firm “by other nmsa’ viz., for reasons of incomplete foresight:

Financial firms offer, i.a., an organizational aes\{/'hierarchy”) to the trials and tribulations

33 Arrow (1970, 139); he puts the problem as follows: ‘&\ve observe is that the failure of the price system to
handle risk-bearing adequately leads to a diminished usé&efmven in contexts where they would be most useful
in bringing about a careful and flexible confrontatiomeé&ds and resources” (1970, 141).
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caused by transaction costs, imperfect foresigtitomunded rationality, a governance structure
of a collectivity of actors that allows them to ceto unforeseen events by non-market methods.

They can be seen as of privately controlled forfnsotiective actions

5.) Postcontractual Activities: Execution, control,and enforcement

Under conditions of the NIE, the activities “exdontand control” of contractual obligations
require a communication mechanism that providesrtoemation necessary to know when
“enforcement” is required (cf. North 1990, 57). fRrcement” of contractual obligations may
either be seen as an activity of a higher authoffiign organization or state (an agreed upon
mediator, a corporate board, a court) or as a fdreelf-enforcement in the sense of game

theory. In the first case the activity enforcemisrd_collective goodf whose provision the

community benefits but whose costs are born onlg bynall set of individuals. Olson’s free rider

problem may arise. A ‘visible hand mechanjsne., an organization is required to finance and

carry out the activity “enforcement” when necessémthe second case we are dealing with an

‘invisible hand mechanisnd@s described by the “institutions-as-an-equilibHafra-game”

approach? that leads on to a Nash equilibrium, i.e., a statghich no actor has an incentive to

deviate from his present plan of action as longther actors do not do so.

The institutions-as-an-equilibrium-of-a-game appfoassumes that the misbehavior of players is
public information. However, under conditions o tNIE, real world players are incompletely
informed. Anyway, though transaction costs playessential] role in game theory, game
theoretic explanations of self-enforcement mecimasiare applied to answer real world

situations characterized by costly information. ISowdels are therefore assumed to contain

34 According to which an institution is defined as a saliash equilibrium of a recurrent “supergame” about the
way a given “underlying game” (e.g., a prisoner’s dilemma gasmepeatedly played (see Furubotn and Richter
2005, 8),
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special private or small-scale public institutiadhat provide low cost information about each
player’s behavioral history and coordinate commurgsponses. The development of such
institutions is the object of divers historic seslby scholars such as Milgrom, North and
Weingast (1989), Greif (1989, 1993, 2006) and Gidifgrom and Weingast (1994). However,
from a certain point on transaction costs of sutyage (or small public) systems of third party
enforcement would become prohibitive (North 1999 &&d will result finally in the
establishment of a territorial state - in spiteéha problems of its control. We’'ll relate in this
paper briefly only on three articles - two histac@ntributions by Greif (1993) and, Greif,

Milgrom and Weingast (1994) plus one on modern s$ifoye Baron (2002).

The two historic papers describe an early and &nmdermediate stage on the road from

personal to impersonal exchange - both charaettby the separation betwettre quid and the

quoover time and space. The third paper on moderestidescribes one of todays most

successful dot-com ventures: the reputation meshanf eBay’s online market.

The paper by Greif (1993) deals with the problenradt between a merchant and his travelling
agent using the example of the organization ofadittan of Jewish traders, thdaghribi, who
pursued complex, long-distance trade in the Mediteran during the eleventh century. The
Maghribi had organized an informal principal-agexiationship—with the traders being the
principals and their employed “overseas agentsidéie agents. The latter accompanied the sea
transport of the goods, searched for buyers, natgoktiand concluded purchasing contracts,
monitored the transfer of the goods, and securgoheats. Complete contingent contracts
between principals and agents were impossible Isecalulack of foresight. Also impossible was

a direct monitoring of the agents by the princip&isnilarly, court ordering against fraudulent
agents was not feasible. Despite these difficuliddmons, the Maghribi merchants were still able

to help themselves by establishing the followingeaghent. The agents were, or became,
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members of an economic institution, the group adérs of the Maghribi. They earned premiums
for good behavior. But, if any agent deceived hisgipal just once, he got no more assignments
for the rest of his life from the merchants of Maghribi group. If a fraudulent agent tried to
become a principal (a merchant) himself, his Madghagent was free to deceive him. No
Maghribi tradesmen or merchants would punish hitéusual manner. Thus, he would soon be
driven out of business. Insofar, “...the Maghribidieas established a relationship between past
conduct and future economic rewards. As a resgéines resisted the short-term gains attainable

through deception . . . ” (Greif 1989, 881).

The paper by Greif, Milgrom and Weingast (1994iptetsmerchant guildsn the light of a
repeated-game model to conclude that guilds (a@uoldanization) emerged to allow rulers of
trading centers to credibly commit themselves &décurity of the person and property of alien
merchants. They centralized information about gileehaviour and disputes among merchants,
and were able to apply sanctions against breaphoohises by rulers (city governments) that
required effective collective actions. In effeatjlds provided merchants with the leadership and
the information transmission mechanism requirecttmrdinated action. They decided when to
impose a trade embargo and when to cancel it5@). Members could also obtain information
from guilds about disputes between their membemtlar traders. Modelling city — trader
relationships as equilibria of repeated games saible because of the asymmetry of power
(size) between city and foreign traders. Also titerposition of a merchant guild, which
organizes communication and coordination betweagtets, does not necessarily lead to
reputation equilibria because individual tradergehao incentive to participate in the boycott of a
city. To be effective, merchant guilds (like lahorions) have to be strong enough to force
members to do so rather than to serve their indalithterest (771). The authors do not deny that

merchant guilds were cartels but maintain that tvéyinally served as countervailing powers
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against rulers of trading centers (cities) and faagsgitated trade expansion. In the course of fime
when larger political units emerged and took owerfunctions of merchant guilds, merchant
guilds did not necessarily disappear but were toamsed into monopolistic organizations that
may have hindered the expansion of trade. (773)e-ifistitution of the merchant guild was so to
speak complemented by the institution of the “comityuresponsibility system” as described by

Greif (2006). It was a further step into the direetof modern impersonal exchange.

One of the most extreme cases of modern impergxeakinge represents the online auction
market organized by eBay. Baron (200R)es a detailed description of it. Traders are
anonymous and remote; buyers cannot examine tis ibefore bidding and have to pay in
advance for items they had not inspected. Sellevs httle recourse if a winning bidder refuses
to pay (Baron 2002, 254). Still, trade flourishesl @Bay became one of the true dot-com
successes. Its achievement is based on trust amemdpers of the “eBay community of traders,”
which represents eBay'’s principal asset; “eBayatsgic focus is to support and expand this
community.” For that purpose eBay established dtshds to a multilateral online reputation
mechanism based on [published] feedback providetiéeyransacting parties (2002, 246). This
mechanism generated incentives similar to thoselamg-term personal relationship between
buyer and seller. Of course, a community basedust tvas vulnerable to (outright) fraud. But
fraud remained rare and can be covered by an insaragainst fraud (2002, 272). Baron
concludes:

“The internet allowed an online reputation mechanism to suppsttamong anonymous traders, most of

whom would not have repeated bilateral exchange. The reputa¢icimanism was multilateral and based on

feedback provided by the parties to a transaction. This merhavés the heart of eBay’s strategy of

building a community and sharing in the value created$anagmbers.” (Baron 2002, 272)
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So much on our three examples; for a systematiewe®f economic historic papers on private
ordering that are largely based on the problenrisbper-dilemma games see McMillan and
Woodruff (2000). They emphasize two ways to coutiterself-defeating incentives of PD-
games: The law and repeated PD games with thelpp@sisreat of retaliation. “If the legal
system functioned perfectly, contracts would nenemd to be self-enforcing. The advantage of
private ordering is that the market participantsraostly better informed than judges. “

Important as private ordering may be - in a modewmiety it could not replace public ordering.

6.) Final Remarks (sketch)

As we have seen, the market is not just “supply @gerdand determines the price.” To function
properly, it demands a set of rules that regulateonly the price mechanism, but also the other
basic functions of trade like search, inspectiamtiact execution, control, and enforcement.
Independent of whether these rules evolved spootmtye or were made by identifiable people,
they must be well designed and well implemented.tifes sub prime mortgage crisis of 2008
illustrates: the quality and execution of thesealitig rules is vital for the functioning of the

market itself, which is by no means a marginal fgob

To be sure, there exists no comprehensive NIE yheioithe market itself.” But there are a
number of empirical studies on the basic functioisade: search, inspection, bargaining,
contract execution, control, and enforcement. Méshem read like illustrations of an invisible
hand mechanism. But there are also a few reportsean cases of visible hand interventions of

which the following were briefly mentioned:

- Public or private quality control of financialsess to avoid the brake down of financial

markets as a consequence of Akerlof's lemons pieas illustrated by Hellwig (2008),
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- Public anti-trust measures to secure the funictgoof the price mechanism as

emphasized by Eucken (1950),

- Public or private organization of execution, cohaind enforcement as described by

North (1990).

- Bankruptcy as a means to secure an orderly lajioid of debtors in financial distress or
to help the rehabilitation and continuation of thrisiness — for reason of the “failure of

the price system to handle risk-bearing adequaté@yow 1970, 141).

We wish to mention that the institutional detailshee basic activities of trade are also subject

matter of legal regulations such as of propertitrigw and contract law.

We conclude by repeating that the market is a plyaor publicly supplied collective good and

that the assumption, sophisticated market partitgwmill seek to protect themselves by purely
relying on invisible hand mechanisms is contraffat? For reasons of general public interest
some visible hand mechanism — products of collecactions — seem unavoidable, such as

antitrust measures (Eucken 1950) and regulatiofisarfcial markets’

= Examples see e.g. Furubotn and Richter (2005, ch. 3)and 4
% Quinn (2009, 6).
37 For fear of systemic risks; see, e.g., Kroszner anth&irg1999).
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