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German “Ordnungstheorie”

From the Perspective of the New Institutional Econmics

by
Rudolf Richtet

Abstract German Ordnungstheorie”(~ system theoryprdo theory) relates essentially to Walter
Eucken (Freiburg) who attempted to strike a baldyeteveen the economics of the German His-
toric School, still relevant in Germany of the 183@nd its opposing neoclassical analysis. The
paper starts, therefore, with a brief descriptibfEocken’s morphological approach, his “isolated
abstraction,” as an analytic method that is foaysin a precise description of the institutional
framework of the analysed economy with only vagasuaptions on human wants, behaviour,
behavioural constraints etc. Its considerations b@joosely compared with the strategic reason-
ing of lawmakers who are primarily interested ie tieneral consequences of their draft bills and
not in (theoretically or econometrically establidhgredictions of their effective functioning.
Marginal analysis is abandoned and replaced byrgkebehavioural assumptions such as “...all
normal men everywhere and at all times act in atzwee with the economic principle.” Target of
Eucken’s Ordnungspolitik (ordo policy) is to minimize (measurable market) powestéad of
striving for (immeasurable) Pareto efficiency. Eutkemorphology, his ideal typical description
and ordering of institutional frameworks by way ‘tdolating abstraction,” may be seen as a
predecessor of Williamson's formation and use dficient governance structures.” Eucken'’s
questioning of the regulative ability tfissez faireanticipates (instinctively) the consequences of
Olson’s logic of collective actions. Eucken, togattwith the other members of the Freiburg
school, demand from the state the establishmentgaadantee of an economic constitution of a
free market economy based on David Hume’s prinsiplenatural law: private property, freedom
of contract and personal liability. This paper con#s with a neoinstitutional discussion of
Eucken’sordo-liberal principles ofOrdnungspolitik,which served as basis of the West German
Wirtschaftswundeafter the currency reform of 1948. It ends witbritique of Eucken’s delibera-
tions and some reflections on Douglass North'’s fitigia efficiency” as another substitute for the
empty concept of “Pareto efficiency”.

JEL: B25, B31, B52, L16, L22.

Ordnungstheorig~ system theorygrdo theory) and New Institutional Economics have op-
posing objectives: The objective ©Ofdnungstheoriés the “...scientific understanding of real
economic life?, given the institutional framework (economic syster “order”) within which
economic life happens, while the objective of trewNnstitutional Economics is the eco-
nomic analysis of the institutional framework oétaconomy itself (its “order”). That is, in
spite of their different objectives, the two appio@s have one common point of interest: the

institutional framework of economic life. For thaason it may be of interest to neoinstitu-

" | would like to thank Nils Goldschmidt (Miinchef)r helpful comments and corrections as well astén
Honn and Dieter Schmidtchen (both Saarbriickenihir valuable discussion of earlier versions.
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2 Eucken(1950, 221)



Ordnungstheoriel3 30.03.2011 2

tionalists to have a closer look at Gern@minungstheorie
A warning in advance: To translate Eucken’s thosigiio to-day’s economic language - and
do him justice — is the task of a historian of emait thought, which we are not. We discuss

therefore in this paper Eucken’s theaiywe see.it
1. Introductory remarks

German Ordnungstheorie,together with its application a®©fdnungspolitik,”relate essen-
tially to WALTER EUCKEN (1940) and his criticism of the at his time in Gany still relevant
economics of the Historic School of Gustav Schm@ll®00) and its consequences, viz., the
infamousMethodenstreibetween the German Historic School and the Ausiftzeoretical
School of economics as represented by the worladfi@enger (1883). Eucken assumes an
intermediate position between German historic andt#an theoretic approach. This is one
reason why EuckenBoundations of Economigs so tedious to read for modern economists.
Another reason is that Eucken belonged to theadtitime large group of German “verbal”
economists, who were either hostile or stronglgmesd to the application of mathematical
methods in economics (at that time largely difféisdrcalculus) because mathematics would
belong to the natural sciences while economicshisraane discipline (see Stackelberg 1948,
X). Still, Eucken applies some concepts of “mathgoal” economics such as demand and
supply curves, Cournot’'s monopoly theory, Stackeiseoligopoly theory, the concept of
marginal costs. But he uses no utility function,mmarginal value theory, and no Pareto opti-
mality, i.e., Eucken keeps clear of value thedmg, prevailing economic theory of his time.
Instead, he suggests using a mix of historic aedr#tical analysis that he cati®orphologi-

cal approach (Eucken 1940, 1950, 293). In the subsé@irmman literature the ter@rd-
nungstheorieestablished itself. This method describes an@wogrfrom aspects of its outside

appearance, viz., from its type of economic systeriorder” (like “centralized economy” or

% That culminated in Hicks (1939).
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“exchange economy”), as well as from aspects ahfand structure of its internal organiza-
tion (like its market forms or type of monetary t&yss). The morphological approach is to be
seen in contrast to a “physiological” explanatidreconomic life, i. e., the explanation of
functional issues (as does neoclassical microecmsoon Keynesian macroeconomics). Its
aim is to explain - or predict - the consequenddb@general organizational structure of an
economic system, not to explain - or predict -dbwial level or development of specific eco-
nomic magnitudes such as interest rates, commpditgs, unemployment etc.. Thus, for the
morphological approach suffice very general infaioraon human wants, behaviour, knowl-
edge, constraints etc. It may be compared witlsttsegic reasoning of lawmakers who are
interested in the general consequences of thelaliafthey are voting on and not in (theo-

retically or econometrically established) predint®f their detailed functioning

Correspondingly, Eucken proceeds in general tetdesdescribes an economy asyatenof
actors whose actions “... are always based on arpetiorplan.® Economics behavioural
assumptions are only briefly mentioned, such as“thall normal men everywhere and at all
times act in accordance with the economic princigieucken 1950, 293). How actors pro-
ceed in detail depends on “spiritual and intellattharacteristics of individual men in differ-
ent periods, classes or nations” (loc. cit. 294)mdn actions are constrained by the givens
(“data”). Eucken apparently disagreed with the stdric methodology of “pure economic
theory,” i.e., its mathematical method of consteaimdividual utility maximization. Hence,
he does not use the concept of Pareto-optimaliagsess economic systems or “orders.” In-
stead, Eucken applies the conceptainomicpower,®> which became an object of dispute
between adherents of the Marginal Utility Schoglufe economic theory”) and the Historical

School in the early 19004ts issue was, how to explain income distributiopthe “natural

* Eucken (1950, 117 f.).

®> Which has many facets. Eucken’s attempts to glérifl950, 263 and Note 59.

® Debated was the relevance or usefulness of mangioductivity theory for the explanation of reabrid in-
come distribution. Béhm-Bawerk (1914) defended mefi-known paper Austrian marginal utility theory
against Stolzmann (1909) who argued that it is p@i@ne that determines the distribution of income.
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laws” of marginal utility analysis or by means bétsocial concept of “power”. However,
Eucken does not deal with distributional aspetis.refers to the general aspechafman

freedomviz., that power confronts men and politics witie dilemma that

the possession of power provokes arbitrary actiendangers the freedom of other people, and destnayure
and good institutions. Nevertheless, without thesgssion of power there can be no social lifetifere must be

authority— in the state and in a firm. (Eucken 1952b, 38)

Eucken continues that economic power would reachaximum concentration in thetally
centralised economyand its minimum in aexchange econonfytp wit, under conditions of
perfect competition on all market®ut in this context “economic power” is merelygesific
type of power, viz., “market power;” or more presis the power to admit/exclude someone
to/from a market and to make/take pric2€f course, Eucken disapproves of centralized
economies? He opts for an exchange economy with perfect caitipe i.e., a market econ-
omy with an entirely functioning price mechanisno. achieve such an economy, economic
life would have to be controlled by an appropriadem system or “order” whose develop-
ment must not be left taissez fairébut should be designed and enforced by the state-i
cordance with a catalogue of constitutional norfigs catalogue has been suggested by
Eucken (1952a), in apparent accordance with ther stiembers of the Freiburg School like
Bohm. He argued that what matters is the qualityhefdesign of the constitution or order of

the economy and its defence by the force of lawh(Bd 937, 106).

"« _..in the central authority, which alone formulatsonomic plans and controls the actions of alhtieenbers
of the community, who for their part are left witligpower or freedom.” (Eucken 1950, 265).

8Eucken (1950, 269).

° That is probably what Eucken (1950, 205) calls “ptate general equilibrium” or the “static statethod
Lausanne School”, i.e., what we now call “generalildgrium.”

10 Schmoller (1906) vividly illustrates this aspeteconomic power.

1 As for the “centrally administered” economy, “...bese of the size of the community and the number of
goods to be valued, it is impossible to expresv#hges of goods in quantitative terms....[and] &sdny shows,
economic calculation, and therewith any precisiothe control of the economy, encounters the gsediicul-
ties.” (Eucken, 1950, 119, 120) “Men have expeargehthe extraordinary disadvantages that are celaith
centralised planning.” Eucken (1952a, 118 1.).
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We'll describe first Eucken's conceptions@ifdnungstheori@ndOrdnungspolitikas we see
them and then continue with a neoinstitutional uéston of his views. Some analytic remarks

and inferences are following. An afterword conchlutigs paper.

2. On Eucken’sFoundations of Economics

The GermanMethodenstreitreached in Germany into the 1930s. An importapictavas
Schmoller's demand that before one starts to dremeal conclusions from a set of underly-
ing assumptions these have to pass the test twattthly are the crucial causes of the eco-
nomic phenomena in question (Schmoller 1883, ZARAt would be the ,stricter'srengerg
form of science (Schmoller 1894, 538). All othermis of theorizing would be ,premature®

and should be avoided.

By contrast, Eucken argues:

The theoretical questions do not come at the emdiogcience, and the theoretical propositions, whic

we have to seek, are not simply a distillationxgfegience. (Eucken 1950, 40 f.).
The economic process goes on always and everywhtria the framework of a historically
given economic system (or order) (Eucken 1950, B6yvever, his theoretical approach — a
morphological approach - differs crucially from tloé neoclassical economics (marginal util-
ity approach). It demands a precise descripticqth@®f'outside” appearance of an economic
system or order (Eucken 1950, 89). For this purpleseuggests to apply the concept of an
“ideal type” in the following sense:

The individual features of an individual phenomenare .extracted and ideal types built up out of

them. ...The method of “isolating” abstraction or bsaaction of the distinguishing or significant eha

racteristic¥’ starts from the individual fact. (Eucken 1950, 17

12 By applying “the method of ,isolating’ abstraaticor of abstraction of the distinguishing or sfigmint char-
acteristics” that starts from the individual faéh-contrast to the “generalizing” abstraction withich the con-
structors of “stages” or “styles” of developmerdn (Eucken 1950, 107). Pointierend hervorhebende” oder
“isolierende” Abstraktion“ (Eucken 1947, 114)].
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Such ideal types “are ... to be used as ‘modelsherbisis of which theoretical propositions
can be worked out. (1950, 233).
Note that Eucken’s ideal types differ from Webeaviso describes his ideal type as a thought
up “Utopia,” which is “...to be contrasted and comaghwith actual economic condition¥'.”
Against this, Eucken’s morphological ideal types got the other way round - from the ac-
tual economic world - to help us understand ifalet, they would be completely indispensa-
ble “...for an understanding of the structure of ateconomic systems, that is for one of the
central problems economics has to solve.” Theyljirfa.help us to understand both the na-
ture of different economic systems and that ofetb@omic process, that is, the whole field of
economic reality.” (loc. cit. 173) Thus, “...the knladge of the different kinds of systems (of
Wirtschaftsordnungéris the first step towards knowledge of econoreality.” (Eucken
1950, 90)
Eucken'’s “ideal types” might be seen as “clinicadess!: A special real world case is assigned teeis
spective ideal case (or “ideal type”) — the sunitbutstanding properties — like that of the méarke
forms of monopoly, duopoly or perfect competitido. € Williamson (1985, 79) proceeds in a similar

fashion by use of his types of efficiegiivernance structuresuch as “unified governance”, “bilateral

governance” etc.

As mentioned above, Eucken distinguishes two exdreases of ideal types: tbhentrally
directed economgnd theexchange economyBetween them are numerous types of mixed
economic systems, so that we have a whole cataloiguerphological schemesf different
ideal types of economic systems with numerous miffefeatures. Of particular interest for

us is the general system of an exchange econorsgrided by Eucken as an open or closed

13 A good summary of Eucken’s views on these mafisssides Schmidtchen (1984, 57 f.).
14 See, e.g., Weber (1968, 6).
15 See Eucken’s list of “forms of market” (1950, 158)
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systeni® of interrelated markets of various forfis;ombined with some monetary system

(1950, 156 ff.).

Eucken’s ideal types of an exchange economy aerrdeted by
(i) a set of'data” that comprise individual needs, the stock of alygaroduced goods, land
and natural resources, technical knowledge, legisacial organizatior®

»n19

(if) a set ofempirical rulesor “laws,”~ of which Eucken lists Gossen'’s First Law, the tafw

diminishing returns, and the law of productivity“cdundabout” production; and

(iii) the presence dfrisk .”*

Of particular interest for the neoinstitutionalise Eucken’s comments on the “datum” of
legal and social organization. It is here wherelkeats Ordnungstheoriend the New Institu-
tional Economics overlap. Eucken is convinced “. ttha modern industrialized world does
not of itself produce an effective economic systbuat,requires certain controlling constitu-
tional principles as a foundatiothat are to be issued and guaranteed by the sfite. tit.
315)% Legal thought and practice would to an increasixignt have the task of co-operating
with economists in the design and implementatiothefnorms of this economic constitution.
Beyond question, Eucken’s morphological theory semdre into a “historic-legal” direction

than into one of “pure economic theory” that becameclassical microeconomics.

16 «supply and demand are ‘open’ if every individoalgroup has access to the market as suppliemoanier,
and if each individual can supply or demand whateuantity he thinks fit.” (loc. cit. 134)

"'Such as competition, oligopoly, monopoly eithersapply or demand side or both, with open or closad-
kets (loc. cit.158).

18 Eucken (loc. cit.178 ff.)

Yoc. cit. (loc. cit.186 ff.)

2 Loc. cit. 198 ff.; Eucken mentions at the sideli@sght (1921), thus his term of “risk” might haireluded
~Knightian“ uncertainty.

21 According to Hutchison (1979, 433) there are twares of arguments for free markets:

a “Smithian” and a “Ricardian.” The latter would &leo followed by some “neoclassical.” It is dedeom an
abstract, purely economic model of competitive Blopiim...”, while the Smith mode is formulated in stu
broader terms, “...comprehending the political ancladmrder, and especially the legal foundatiornd faame-
work of the economic order.” The ideas of Euckédignungstheori@ndOrdnungspolitikfollow this Smithian
mode.



Ordnungstheoriel3 30.03.2011 8

Unsurprisingly, Eucken’s ideas attracted the irgeoé German legal scholars. Thus, Eucken
and two law professors at his University of Frefhwiz., Franz Bohm and Hans Grof3mann-
Doerth, established in 1936 a series of publicatemtitliedOrdnung der WirtschaftThe
series was opened by Bshm (198 %ith a paper on “The Design of Economic Order & H
toric Task and Law Creating Achievement.” In castrto Hitler's actually practiced policy,
Bohm argued that the economic constitution in fatcthat time [1937] would still provide
for a free market economy, and continues
That implies our responsibility to restore the ndimgacharacter of the constitution of a free maihket
its highest possible purity and to do the utmosegiore the normative character of a free marntet ¢
stitution in best possible purity and to do ondisast to encounter (oppose) the cult of soft l&wl{

des Faktischeneven in cases where markets are still freeetp Win the economic constitutional way

of thinking (B6hm 1937, 71).

He supports the idea of a liberal economic cortgiituunderstood as a legally protected sys-
tem of competitive markets. His paper is an outspokttack on fascist corporatism that was
increasingly practiced in Germany of that time. BilEucken, GroBmann-Doerth together
with another Freiburg economist, Leonhard Miksc®3@), became known as the founders of
the Freiburg School of economic thought — whosasdeere soon dubbe®rdoliberalism.

It is to be seen as a counter movement againswitlespread German centralist, anti-

bourgeois and anti-liberal trends of the time bemvehe wars and thereaftér.
3. On Eucken’s “Principles of Economic Policy”

Given Eucken’s reservations towards pure econadneorly (marginal utility theory) and
maintenance of his interest in historic-legal chegastics, “efficiency” (like Pareto-
efficiency) of economic systems is not his probl@mvelcome attitude from the perspective

of the NIE). Instead, he is interested in the dasgue of the control of power through price

22 The first issue appeared behind issues 2 and 3.
23 On the intellectual movements of the 192md 1938 see, e.g., Kiesel (2007, Vierter Teil).
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competition. Therefore, and not for efficiency i@as, Eucken favours the market form of
perfect competition. To work properly, competiti@guires areconomic constitution {or-
der”) whose formation cannot be leftltossez-faire Rather, design and administration of the
economic constitution is the task of economic gotic,,Ordnungspolitik by the state. How-

ever, the state should not intervene in the econpmicess itseft!

We continue with a description and discussion efliasic norms orconstituent principles’
that, according to Eucken, should characterizeettmsmomic constitution of an exchange
economy. His constituent principles lean on thénfeatures of the classical liberal state.
They are listed in his posthumously publisi@&dindséatze der WirtschaftspolitikPrinciples

of Economic Policy, and read briefly as follows (own translation):

(1) The basic principle of the economic constitatemd economic policy consists in the
creation of a viable price mechanisn{Eucken 1952a. 255). “That is the strategic
point.” For this reason economic policy has to &mthe development of the market
form of perfect competition (ibid.) in which “... theupplier or demander takes the
‘anonymous’ market price ...” as a datum (Eucken,01939)% Different from, e.g.,
Keynes, Eucken is convinced that competitive pgainfailingly leads to market
equilibrium (1950, 252, 2545.

Proper functioning of the competitive price meckandemands the realization of the

following six constitutional principles.

%4 See Eucken (1950, 314, 1952a, 336); similarly En¢k852b, 95f.)“The state should influence tiiermsof
economy, but not itself direct the economic procgsg State planning of forms — Yes; state planramgl con-
trol of the economic process — No!” The latter wodistort relative prices and lead to misallocatidmesources
(see Eucken 1952a, 287).

%5 In the real world it is not the exact number giliers or demanders that determines the markat édrper-
fect competition but “it is the economic plans tbatide.” (Eucken 1950, 140)

%6 Concluded from what Eucken (1950, 523) calls ,mdthbvariations* — an equivalent to what is caltexiv
“comparative static.”
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(2) The principle ostable moneyto guarantee the functioning of the price mecharmém
an economy and thereby the equalization of [mam@tjer?’ For this purpose
Eucken demands the introduction of absolutelytstnaney supply rules, viz.,
[1] To give the central bank direct control of tngantity ofdemand deposit&ucken
advocates application of the “100 Per Cent Money P i.e. a banking rule that de-
mands in its pure form that the full amount of edepositor’s funds are held in re-
serve as central bank money.
[2] To avoid the discretionary supply of centrahkamoney (“cash”), Eucken supports
a commodity standard in form of the “Graham PI&He argues, a currency order
that leaves a free hand to monetary policy makeos)d give them more credit than

they are up to (Eucken, 1952a. 257).

(3) The principle obpen marketsor freedom of traddo help avoid monopolistic prac-
tices and achieve, or guarantee the existenc@wipetitive markets. Neither public

nor private barriers to trade shall be allowed (E64).

(4) The principle oprivate property, as basic means to achieve an economically alloca-
tion of resources by means of self-interest. Euckews private property as precondi-
tion of a competitive economic system. (274) Unoksfect competition economic
power would be equally distributed among all prevatvners of firms, and private

property of use for both, owners and non-ownerg)27

(5) The principle ofreedom of contract to allow the economic allocation of privately

owned resources under conditions of a competitimeket system. However, there is a

" Eucken (1952a, 255) speaks of the ,primacy of auayepolicy.*

%8 See Simons (1934). However, what becomes of fingrizusiness firms through bank loans? (see H&3,19
439).

29 Graham (1937), Hart (1953, 442). The Graham Rlas to answer the problem of price fluctuationsmé
single money good by using instead a bundle of mgoeds whose price fluctuations tend to offseheztber.
Milton Friedman provides a critical discussion ltand other forms of commodity standards. He lcoles:

“In every important respect the commodity-resemmency is technically inferior to the fiat currericFried-
man (1953, 249):

30 At the high time of German hyperinflation Eucke823, 80), unsurprisingly, advocated the gold steshda
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hitch: freedom of contract would include also tlght to conclude monopolistic

agreements such as cartels, which should not leegt§275 ff.).

(6) The principle opersonal liability, to achieve promising capital investments. Eucken
underlines also its property to hamper mergerdlwraestraints of competition. The
escalating limitation of personal liability wouldve opposite effects (destroys the so-
cial control mechanism of selfish actors). Euclkendncerned over these develop-

ments (281).

(7) The principle ofconstancy of economic policyto facilitate long term planning under
conditions of a competitive economic order (286E)cken demands regularity of
economic policy “... in order that a satisfactoryestment activity is getting started.
Besides, no competition ordei/éttbewerbsordnungvould work without such regu-

larity.” (loc. cit., 288)

Eucken (1952a, 289) emphasizes the interdependéiie constitutional principles. Only
together they are able to serve their common perpos., to control the economic process
through competitive pricing. Thus, if all constitirtal principles would be realized but one,
say “private property” or “open markets”, the cahfiunction of the price mechanism (with
its power reducing effects) would no more work.

Eucken concedes that his constitutional principdegiire balanced interventions ©yd-
nungspolitik To this end he suggests a setagjulating principles of his Ordnungspolitik
regarding the passage of anti trust laws, of incoedestributing tax laws, of laws to curb or

avoid external costs (1952a, 292 ff.).

Summing upDifferent from Keynes, Eucken follows the classiproposition that competi-
tive pricing balances supply and demand. He is iomed that power reaches its minimum
concentration in competitive market equilibrium. dchieve this aim an appropriate eco-

nomic constitution or “order” is required. Differefrom libertarian economists, Eucken does
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not believe in the spontaneoudaissez fairedevelopment of such an appropriate system or
“order”. Therefore, the economic constitution ha®¢é established and guaranteed by the
state according to above listed constitutional@pies. Eucken is convinced that competitive
pricing does always lead to stable market equdibfThere is no tenable economic basis for
the view expressed by, among others, Keynes aralPiat after a static state has been dis-
turbed a new static statannotagain be reached.” (1950, 254; emphasis in thygnad)
Rather, markets are destabilized by monopoliesofigdpolies, i.e. on the strength of eco-
nomic power, and by the creation of money by concraébanks (money supply determined
by credit demand) that would have a particularlgnifal effect on employment (1952b, 67).
This being so, economic policy should concentrat®anungspolitikj.e., the development
of an economic system (“order”) that is conducivenarket equilibrium. The essential aim of
economic and social policy should bectmstruct a framework for everyday functioning of
the economyand not to attempt sole control of the economynaans of central planning.

(Eucken 1952b, 67, emphasis added).

4. Eucken’s Approach Seen through NIE Glasses

Opposed to neoclassical economics or macroeconpwicsse object of research is fhr@c-
ess(the functioning) of economic activities within asgn, loosely described institutional
framework, Eucken’s object of research is the tagtinal framework or “order” itself, within
which the economic process proceeds. While nedcidsricroeconomists or Keynesian
resp. neoclassical macroeconomists model econdumesonally, as systems of structural

equations (target functions and its constraints siscproduction functions, utility functions

31 Eucken apparently did not attach any great impogtaa the at his time debated phenomenon of thehdg
(Hanau 1927).
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etc.) or behavioral equations (consumptions funstignvestment functions, et9.suggests
Eucken to model economies “morphologically” by gagig observed institutional structures
to their respective ideal types (1950, 2¥3nsofar Eucken assumes an institutional eco-
nomic point of view. We ask: what can be said altudken’s approach from aspects of
NIE? To answer this question, we’ll discuss infisiowing his above listed constitutional

principles.

(1.) Central target of economic policy is for Eugkbae creation of giable price sys-
tem in asystem ofperfectly competitive markets in which “...economic power
disappear[s] completely” (1950, 268)As one recalls, this is for Euckéh952a,
254) the basic principle @conomic constitutional law. In this context, Eucken
gives priority to fighting economic power (not tchgeve efficiency), because
“...the possession of power destroys mature and gaidiutions” (1952b, 38)
and it contradicts the cardinal principle of theéstitutional state, viz., to safe-
guard individual rights and liberties against vimas by fellow citizens on the
one hand and the state on the other (1952b, 3&edPeompetition would be the

economic constitutional answer to the problem aihemic power.

Eucken is aware of the argument that — at leastruretelassical conditions - “perfect competi-
tion” is compatible with extremely different didititions of individual wealth (Eucken 1950, 269).
He replies that individual wealth or firm size neatonly if the actor or the firm, in consequence of
size, “...has certain markets partially or entirehdar its control; that is, where it is not subject
competitive conditions but to some other form ofke&” (1950, 270), i.e., if he has some degree

of “market power”.

However, as is known since the debate on Coas&)1H8cken’s problems of

market power (in neoclassical jargon: of “monopaisefficiencies”) occur

32 Some early versions where represented in the sifapeeulating fluids - called by Coddington (1978264)
“hydraulic Keynesianism.”

33 By referring an observed real case to its correspgrsiiecific ideal type.

34 . or, as Stigler (1968, 181) states, in which poiséutterly dispersedand all resources are efficiently allo-
cated — the latter remark is not used by EuckenQ)195
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strictly speaking only under conditions of posittv@nsaction costs, imperfect
foresight and bounded rationality - not under ctads of neoclassical models.
Therefore, from the perspective of NIE, neocladsiuaroeconomics in its pure
form may be a misleading basis of competition theord policy. It could be used
in a hybrid form, partly neoclassical, partly nestitutional (as in contract the-
ory), but that is an unpleasant mix of high prexisind vaguenes3 As opposed
to this, Eucken’s dispensation with rigorous mic@®mics and use of his mor-
phological approach relieves him from the requinettie exactly define and
model the reduction or equalization of “power” thgh “perfect competition®
His distrust inaissez faireand his argument that the state would have t@desi
establish and administer a progeonomic constitutionis supported by Olson

(1965) in his logic of collective actioli.

Another important reason for collective design addhinistration of market organizations in a

world of positive transaction cost is the needrotgctive measures against market collapse as a

35 Furubotn and Richter (2005, 512): In some areas) as contract theory, neoclassic modelling and &in
NIE modelling is mixed. It would be extreme to shgt such “... hybrid models have nothing to offed @an-
not contribute anything to our understanding ofrernic phenomena. Yet, it remains true that thesgetsaare
vague about the fundamental significance of traimacosts and bounded rationality (Denzau andiNd®94).
All too frequently, the technical discussion mobesk and forth haphazardly between different legéksb-
straction. Economic activities that are supposediyied out within one universe are judged relatovan effi-
ciency standard or other considerations that Hagie origin and justification in a completely difémt universe.
Ultimately, it would seem that analysis cannot l&f ‘ neoclassical and ‘half * neoinstitutional.”

% His “perfect competition” demands only a markesteyn (order) of many small (non-cooperating) suggli
and demanders who take the price of the traded aulitynas a planning datum - as a consequence afizbeof
the market and the negligible size of supply or aedh [and act according to the economic princifdeg
Eucken 1950, 140).

3"The collective choice problem of market organizagien“Who pays?” for the public good (like antitrus
measures). Olson answers: “...the larger the grdwpfarther it will fall short of providing an optahamount
of a collective good.” (loc. cit. 35) The reasonhat large groups will face relativeliygh transaction costs
when attempting to organize for collective actioa.{ high costs of setting up, administering anfbecing a
collective order or constitution, incl. the costkeeping away free riders). In contrast, smallupwill face
relatively low transaction costs. Furthermore,itfentive to contribute to the collective good (avitingness
to pay) differs: individuals in large groups wikig relatively less per capita of successful collectiedon and
thus are less keen to contribute to the “commonaliftmmpared with individuals in small groups whdl\gain
relatively more per capita. Olsorizgic of collective actiorwontains important insights at the borderline be-
tween the NIE proper and public choice theory égimated by Buchanan and Tullock (1962) or the gane
field of political economyBernholz and Breyer 1993, Drazen 2000, PerssdrTabellini 2000).
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consequence of the Lemons Principle (Akerlof 191t@3. particularly important for asset markets,

and received broad attention of economists in these of the financial crisis of 2058.

(2.) A viable price mechanism demarstigble money Now, “money” — stable or not
— is itself an institutionit presupposes an explicitly or implicitly agregabn
constitution or “order.”

The use of money has been justified, for a lon@tias a means to ease transac-
tion costs (“frictions”§%; however, it is also recognized as an instrumecbpe
with problems of incomplete foresight ("uncertaiffy) and bounded rationality
- i.e., the three basic disturbances of the nesidalsworld that underlie the New
Institutional Economics.

Amagzingly, the institution of “money” does not playich of a role in the devel-
opment of the NIE? Yet its analytical methods may be easily appledstplain
issues of the institution of money, in particul&its constitution or ordef’
Eucken’s preference of an automatic money supplghaugism - “100 Per Cent
Money” plus “Graham Plan” — corresponds to extremeservative views of his
time (1940%* but contrasts NIE. It leaves no room to (central@mmercial)
banks to adapt to unforeseen events. Becauseahpiete foresight public or

private institutions have to leave gaps in thesigie*> To avoid (or minimize)

% Hellwig (2008), Richter (2010).

39 Money as a “contrivance for sparing time and labill (1987, chap. 5 as quoted by Niehans (1933,
“OHicks (1946, 139) explains liquidity preferencdinectly as a consequence of “...the uncertaintpefftiture
and the desire (of the consumer) to keep ones Heewlto meet that uncertainty, ....”

1 As for the latter, money in its capacityaounting uniandmeans of paymeig an ingenious way to deter-
mine the form of calculating and the manner in \uhjgayments” are made (cash payments, check pagment
bank transfers, etc.). Schumpeter (1970, 206) thesctpayments” as being basically bookkeepingiesin an
imaginary “social ledger.” (Richter 1989, 100)

“2 Furubotn and Richter (2008).

*3 See, e.g., Richter (1989, Chapter 4).

4 Milton Friedman favoured 100% money (Friedman )988t rejected the Graham Plan (Friedman 1951). As
for the rest, Friedman (1948, 246) repeats Euckapiision: “(1) Government must provide a monetaanfe-
work for a competitive order since the competitivder cannot provide one for itself. (2) The monefeame-
work should operate under the ‘rule of law’ ratttean the discretionary authority of administrators...

> See Furubotn and Richter (2005, 21). Or they hawe subject to the same legislative processxashanges.
The suggestion that the rule should be embodiedconatitutional amendment reflects excessive cenfie (or
hubris) (see S. Fisher 1980, 230).
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opportunistic behaviour of parties in charge (cartank presidents, head of
elected governments, corporate executives), gomeenby legal procedures has
to be supplemented or even substituted by thattodjedicial ordering to effec-
tively protect citizens or legal parties againg tpportunistic behaviour of civil
servants or legal counterparties. In other wordsabse of incomplete foresight
the “rule of law” has to be supplemented by sonmel kif extrajudicial govern-
ance or discretionary authority such as by thedoéadirectors of the central
bank or corporative boards. As for the institutedipaper money, the predomi-
nant opinion of how to guarantee stable money eaddscribed by the following
constitutional principles:

The state (parliament) should pass a law statiag th

1. The central bank alone has the right to isstiesno

2. The management of the central bank is not stitmenstructions by the gov-
ernment;

3. The central bank is legally obliged “to guaranpeice stability™®

In addition, the executive board of the centralkoamust be made up of people
who have the reputation of standing for stable igpaed who are not at any
price ready to jeopardize their reputation.

The purchasing power promise is then enforcedthestheory goes — by the
threat of money users to destroy the reputaticgh@members of the central

bank’s executive board. They would do this by usthérag a hyperinflation

6 However, price stability (or “sound money”) doex guarantee financial stability — an old problesavily
debated when Peel's Bank Act of 1844 was passdte(R€D65, 165 — 197). The financial crisis of 2068
minded central banks of their function of lendetast resort and of the Bagehot rule. The Fed leeratentral
banks took, as is said, “unconventional” measukes‘tuantitative easing.” They were insofar “uneen-
tional” or “inventive” measures as they consistea iparticularly carefree application of the oldyBlaot Rule
(Bagehot 1873/1962, 25).
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through their refusal to use the central bank’s @y$hDoubts can be raiséd,
though we’ll stop here. Anyway, our presentatioregds the wide gap between
Eucken’s institutional demands for stable moneythiatl of modern, in a sense,

institutional economic theorists.

(3) Eucken’s (264 ff.) principle aipen marketsis directed against public and pri-
vate impediments of the price mechanism. This gla@ppears to be a plausible
norm of competitive pricing. However, resource editton takes place not only on
markets, controlled by the price mechanism, bud @afishin firms, controlled by de-
cree. Thus, the decision to produce some gooceepied by a “make or buy” deci-
sion, i.e., by the decision tnakethe good yourself within your firm or tauythe
good on the market. In other words, the foundaiothe size of firms becomes an is-
sue. As Coase (1937) had shown and Williamson (1§&écified, firms may be re-
source savinglternativesto markets. Which organizational mode (firm, mare
anything in between) is preferable depends onc¢heblevels of transaction costs,
Knightian uncertainty and the limits of human raabty. Anyway, from aspects of
the new institutional economics, it is impossildedte barriers to trageima facieas
economically unwelcome impediments of the price ima@csm.

Interjection on the following three constitutiongbrinciplesof private property, freedom of contract,
personal liability:

Theycorrespond to the thréuindamental laws of nature,” which are, accordiogHume ([1739-40]

1969, 578), “...that of the stability of possessiohits transference by consent, and of the perfagea

of promises.” According to the doctrine of natuights, who provided the basis for classical econom

*’ There is an extensive literature on this topic.ddition to Kydland and Prescott (1977), there heswworks
of Barro and Gordon (1983), Blackburn and Chrisé@nd987), Persson and Tabellini (1990) among atkers
a survey see Persson and Tabellini (1990). Theseaites of the “new classical macroeconomics”, adoay to
which in the short-run, despite the hypothesisatibnal expectations, room remains for monetaryiktation
policy. We announce our doubts about this approach.

“8 Richter (2002).
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ics, man is seen as a selfish creaftifieaking this into account, above three principles loa seen as
the elements (incentive structure) of a social-eatin control system or “order” that coordinates the
allocation of resources within a society of seliigopleby means of individual self-intereStogether
with the institution of money such an individualstontrol system is a method to overcome the short
comings of positive transaction costs, limited figat (Knightian uncertainty) and bounded individua

rationality — the three basic assumptions thatrdjsish NIE from neoclassical microeconomics.

(4) The principle oprivate property (in material and immaterial goodS)infolds its so-
cial control function only if sanctioned ownershights are transferable by consent
and in accordance with the principle of freedoncaritract. Central insight of prop-
erty rights analysis is that under the conditiohilki>" the allocation of property
rights to selfish individuals (the “owners” of resoes who are following the eco-
nomic principlé® gives them not only an incentive to handle th#itted (“owned”)
resources parsimoniously but navigates their useiato the macro economically
right direction. Eucken continues: Only under ctinds of perfect competition do

both, owners and non-owners, profit in the instiniof private ownership® Thus,

asprivate ownership in resources (“means of produt}ies a precondition of a competitive order
(Wettbewerbsordnung@s is a competitive order a precondition of asoie of economic and social
grievances due to private ownership in resourcestefbre:Private ownership of the means of produc-

tion demands its control by competiti(Eeucken, loc. cit. 275 — own translation; emphasided).
The principle of private property cannot be todhygpraised. It forms the basis of

human self-determination — described by John Lask&roperty in one’s own per-

Son.”54

%9 Who “loves himself better than any other singlespar and in his love of others bears the greatfesttion to
his relations and acquaintances” (Hume [1739-46D1839).

*0 Understood in the sense of full ownership.

1 Among them information costs due to which knowkedgy“not given to anyone in totality” (Hayek 1945)
2 Eucken (1950, 281).

3 Because: “In the state of perfect competition [Furckneans: in general equilibrium] are private owrogr
firms in an equilibrium of economic power.” (Euck&d52, 274) In microeconomic terminology: The stafte
general equilibrium is Pareto efficient — a ternh nged by Eucken.

*4 The relevant sentence is: “Every man has a propettisiown person. This nobody has the right tohimt
self " (Locke [1823] 1963). For further interprétets see Furubotn and Richter (2005, 91 f.).
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(5) The principle ofreedom of contractmeansnter alia that the individual has the right
to contract the transfer of property rights witfieely chosen partner in a mutually
binding agreement. It supplements the principlprofate property in an essential way
insofar as it allows individuals to use their sfiedinowledge (“not given to anyone
in totality” Hayek 1945) to adapt to unforeseeablents that would be uncontrollable
(or very costly to control) by central decision-rmak Actually the principle of free-
dom of contract, just as that of private propemtyeals its relevance as an instrument
of social control only under conditions of the NHE.icken (1952, 275 f.), who high-
lights the working of the price mechanism, emphessits role as precondition of
competition. His argument that the principle offilem of contract can be (and actu-
ally is) used to form coalitions with the purposedstrain competition (Eucken 1952,
48), implies the assumption of positive transactosts. In such a world the constitu-
tional state Rechtsstaatmust protect its citizens not only from the coesqower of
government but also from arbitrary acts by othézens> Insofar, Eucken can con-

clude:

[...] it has become obvious that the modern indu&ted world does not of itself produce an effective
economic system, but requires certain controlliogstitutional principles as a foundation. [...] Legal
thought and practice will to an increasing extemtehthe task of co-operating [with economics] ia th

building and establishing of the economic constitut(Eucken 1950, 315)

One should adat leastfter the financial crisis of 2008, that the prpieiof freedom
of contract allows also the creation of “finangabducts” that are prone to above

mentioned Lemons Principle, i.e., to market cokapsn object of public interest that

%5.f the constitutional StatdRechtsstadtwas able to protect its citizens from arbitracyseof the State itself, it
was unable to save them from the arbitrary actstbgr citizens” (Eucken 1952, 52). Eucken warns tita
constitutional state is only able to succeed cotapléf together with its public legal order an ‘&gliate” eco-
nomic order is realized (52).
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demands public measures (given positive transactets), as do monopolistic prac-

tices.

(6) The principle ofpersonal liability relates to the concept of contract, which accgrdin
to common law is a commitment to act lateRebtors should not promise more than
they expect to be able to fulfil. The principlepsrsonal liability, therefore, is sup-
posed to invoke trust in future actions of the psmn Anyway, it commits the promi-
sor. If the debtor doesn’t live up to his promitbes creditor (promisee) may sue him
to get access to his wealth. T$wial control functiorof the principle of personal li-
ability springs from the incentive for the debtoraict judicious.

Differently expressed, personal liability is a dmvior forcing actors to internalize the
social cost of their actions. “Limiting liabilityam thus be seen as subsidizing risky
behaviour and allowing some actors to externalan @f the costs of their actions.”
(Carney 1999, 665).

Eucken (1952a, 280), whose central interest isvibr&king of the price mechanism,
emphasizes that the principle of personal liabiltpedes the merger of firms in their
“thirst for power.” It therefore would strengthdretformation of a competitive order
(Wettbewerbsordnun@gnd help make the competitive process effectie.states,
“Without personal liability a competitive order lmeaes just as little functioning as
without adequate market forms and monetary ortd€i®52a, 280 f.) He observes
skeptically the enormous increase of the numbebgforate bodies “during the last
decennia”, and with it the decline of the importauot personal liability. Limited li-
ability rules “...would promote concentration of fisrand impair the functionality of

the price mechanisit’ They would greatly contribute to the evolutiorbokiness

*® Following Llewellyn (1931-32, 708): the term “comtt” understood as “the legal effects . . . ofises.”
Time is involved in an essential way — as opposédtiédanguage of the German Civil Code accordinghizh
contract is “a juristic actHechtsgeschflf normally consisting of two declarations of wiWillenserklarungeh”
(Horn, Koétz, and Leser 1982, 74).

" Eucken (1952a, 281).
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mergers and monopolistic practices and impair tbeking of the price mechanism

(ibid.).

However, Eucken disregards that, because of incampbresight (Knightian uncer-
tainty), not all risks can be shifted through tharket wherefore Arrow (1970) con-

cludes

... the failure of the market to achieve adequatesisfting leads to compensatory alterations onasoc
institutions, licensing, bankruptcy and limitedlility, and large business organizations. But athese
institutions are steps away from the free workinthe price system... [and] all the institu-
tions...decrease the flexibility and responsivenéssesystem to change and innovation. (loc. cit.

141)

Of course, interruptions of the ‘natural’ capitatentrol mechanism —i.e., its control
by the price mechanism — has to be bridged by sppeopriately designed non-
market control mechanisms (organization) like coagions, corporate boards, securi-
ties and exchange commissions, financial regulabaiskruptcy courts, the judiciary
in general, etc. However, Eucken distrusts suchmarket control mechanisms.

To be noted, in this context, is that Eucken, as raoshomists of his time, dealt with
price theory only on the basis of spot marketsthed equilibrium, as illustrated by
the ‘Marshallian Cross’. Futures markets are leff and thus financial markets - like
bonds and stock markets. However, it is in paréichkere where the problem of liabil-
ity arises, and where Akerlof's Lemon Principle eges. It supports Eucken’s de-
mand for a publicly designed orderd@llective goojdisuch as of public supervision of
asset markets and the application or threat of mgrcion>® The unpleasant results

of alaissez fairgpolicy are illustrated, i.a., by the consequerafdbe financial crisis

%8 Eucken (1952a, 281 ff.).
%9 See also Bhm (1937, 106).
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of 2008%°

The existence of incomplete foresight (Knightiarentainty) can in principle be al-
lowed for (and are in fact regarded) by the desigworkable organizations that
bridge the gaps in the chain of personal liabgitad thus try at least to mend the self-
enforcing mechanism of a liberal market economye Gas to accept that, in a world
of incomplete foresight, the price mechanism hasntits.

The principle ofconstancy of economic policynakes sense only for Eucken’s eco-
nomic constitution of the real part of the econdthyot of its monetary system for
which he demanded a once and for all fixed aut@matAs for the rest he allows for
changes of the institutional framework. Howevengrider-political measures are chas-
ing each othethe borderline betweedrdnungspolitikandProzesspolitibecomes
blurred. Too frequent changes of norms are in effet much different fronfProzess-
politik and would disturb the functioning of the price maaism and hamper invest-

ment planning.

%0 One such moral hazard was that banks, insteadlding loans on their balance sheets, changed torayi-
nate and distribute’ model. ‘They repacked loanspassed them on to various other financial investbiereby
offloading risk’ (Brunnermeier 2009, p. 78). In dgiso, banks created ‘structured’ productsoffateral debt
obligations(CDOs) consisting of diversified portfolios of mgeges and other types of loans — sold in private
placements with confidentially agreements. Banks tsliced these portfolios into different tranchelich they
sold not only to investor groups with differentitaties toward risk but also to themselves. Furtloeenbuyers
could also protect themselves by purchasimglit default swapgCDSs).

%1 Especially private property rights, contract laegulation of personal liability, competition lavaplor law,

etc.



Ordnungstheoriel3 30.03.2011 23

5. Retrospective and Inferences

As was mentioned at the beginning, it is not eadyanslate Eucken’s ideas in to-day’s eco-
nomic language and do him justice. We’'ll try toalo best by discussing our expositions of
Eucken’s ideas under two aspects: Firstly, fronol@ipal-economic point of view, as an eco-
nomic policy program against a strong anti-libeaati-civil movement and its outfall since
1933 and after; Secondly, from an analytical pointiew, as an attempt to describe (or un-
derstand) the economic process morphologically,frem its “outside”, its institutional

framework or “order,” within which it occurs.

On political-economic aspectsEucken’sOrdnungstheoriés characterized by its emphasis
of and trust in thg@rice mechanisr{control of demand and supply by price competjtion
given an adequate economic constitution, and sisudit in daissez fairdevelopment of an
adequate economic constitution or “order”. As &diconsequence, Eucken wants the state
to enact, implement and administer an economictitohen whose norms agree with above-
described constitutional principles. Given theatment of such an economic constitution
(Wirtschaftsordnungand its administration b@rdnungspolitik “...economic power [will]
disappear[s] completely” (Eucken 1950, 269), wh&eonomic power” means “market
power” or the power to admit/exclude someone taifeomarket and to make/take prices.
Eucken’s emphasis of the term of “power” is to bersagainst the background of the wide-
spread belief that “...modern technology concentrpteduction and economic power, and
that competition is doomed to vanish from modemmnemy.®? Instead of the term of “eco-
nomic power,” Eucken might as well have used it®aym “economic freedom” - as did his
Freiburg colleague Franz Bohm a couple of yearseeeaBohm demanded the “restoration of

a free market constitution in its best possiblatpu(Bohm 1937, 71). Anyway, after the

%2 Eucken (1952b, 41f.); this view underlies, e.ghrBaller’'s defence of cartelization (Schmoller 19282 f.).
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West German currency reform of 1948 trdo-liberal concept of the Freiburg School was at
least partially realize®f It served as the theoretical basis of the Wesi@ar
Wirtschaftswunder- in spite of the fact that the views of the bteg School contrasted
sharply with the, at that time, most widely propagakeynesian doctrines in Britain and, to a
lesser extent, in the United States. , Thereforestmdthe comments forthcoming in Britain
and the USA tended to be suspicious, disapproyiegsimistic, or outright condemnatory.”
Thus Hutchison (1979, 435) with interesting refeemnto Balogh and other Keynesians.

On analytic aspects ofOrdnungstheorie As indicated above, with his morphological ap-
proach - olOrdnungstheorie,-Eucken attempts to strike a balance betweennhi@dgrmany

at his time predominant) historic-legal approactl és opposing purely theoretical way of
thinking. The historic-legal approach deals withiable historic phenomena of economic life,
it shies away from general explanations. Its carsitions may be compared with the strate-
gic reasoning of lawmakers who are primarily inséed in the general consequences of the
draft bills (the institutional framework) they areting on. The opposing theoretical approach
aims at a detailed prediction of the economic pe@es it actually takes place that institu-
tional framework. Both approaches demand speafim$ of “exactitude”: the historic-legal
approach requires descriptive precision; the putedpretical approach logical rigor. In
Eucken’s attempt to balance these two extremessombrphological approach, “exactitude”
means a precise “isolated abstraction” (abstrauttcagion) of the ideal typical features of an
economy’s institutional framework. The economicqass occurring within that framework is
assumed to be driven by only vaguely described t#vesonomic behavior such as “...all
normal men everywhere and at all times act in atzore with the economic principl&ln
other words, Eucken’s measurement problem focusélseoprecise reproduction of the insti-

tutional characteristics (the constraints of imdlial behavior like property rights, contracts,

%3 Except antitrust legislation that had been enaletied — pretty much watered dow@ésetz gegen Wettbe-
werbsbeschrankungen vadti, 07, 1957).
% Eucken (1950, 293); no reference to marginal ytilieory.
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obligations, the structure of the monetary syst@arket orders etc.) and not on a detailed
description of behavioral hypotheses as in standaodlassical or Keynesian economics —
and their econometric offshoots.

The basic idea of Eucken’s morphological approach;isolated abstraction” of ideal typical
features of an economy’s institutional framewotkns up (in a way) later in the form of Wil-
liamson’s “efficient governance” structures (1989) or his description of the basic nature of
transaction cost economics (1993, 107).

On analytic aspects ofOrdnungspolitik As with regard to Eucken®rdnungspolitik it is
interesting to note that his constitutional prinegfocus on the basic principles of natural
law, viz., private ownership, freedom of contraatd acceptance of obligatihThey are the
linked up parts of an ingenious social-economid@dsystem (“order”) that coordinates in a
“natural” way, i.e. by means of individual self-interesite allocation of resources within a
society of selfish peopf&.It forms the basis of neoclassical microeconorifidss pure form
with zero transaction costs, complete foresight@arfiect rationality. Insofar, Eucken’s
(1950, 269) verbal description of archange economwith perfect competition on all mar-
kets is quite similar to the, at his time, striathpdelled “pure spot economy” of Hicks (1946,
140)®" Here — as in Eucken (1950) — all markets are spit markets. However, different
from Hicks and other neoclassical economists, Buessumes simply that all decision mak-
ers act according to the “economic principle” — enbugh for neoclassical micro-economists
but quite agreeable with neoinstitutional econosnistwhom allocation efficiency (Pareto
efficiency’®) is a meaningless concept. The reason, why netittitisnal economists question
the notion of allocation efficiency is that indival decision making suffers not only under

positive transaction costs but also (and in padrguncomplete foresight and bounded ra-

%5 Hume ([1739-40] 1969, 542).

6« _.who find it in their own enlightened self-intesteto cooperate with their neighbours in a longteglation-
ship.” (Binmore 1992, 21) Game theorists can dernmnatesthat formally - under ideal assumptions..

%" Hicks’s book is listed but not referred to in Eank(1950, note 41).

% Defining a state of the economy in which all iridivals maximize their utility under some compleksfe

constraints
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tionality. North (1990, 80) suggests to strive ‘fadaptive efficiency® instead of allocation
efficiency. He concedes, though, that

...we are far from knowing all the aspects of whakesafor adaptive efficiency, but clearly the ovkiradtitu-
tional structure plays a key role in the degre¢ ttia society and the economy will encourage tladstrexperi-

ments, and innovations that we can characterizelagtive efficient (loc. cit. 81).

In his elaboration on the notion of adaptive effiy North relates to Pelikan (1987, 29),
who advocates the development of suitable orgdnizatstructures that allow, i.a.,
“...societies to maximize the efforts required to lexp alternative ways of solving prob-
lems.” (North 1990, 81) The role of the Knightiamtrepreneurd as creative talents among
decision makers of firms and other organizatiomse®to the foré*

Different from Eucken, the relevant answer to thebfem of rapid adaptation is not the de-
mand of ‘more market,” such as an increase ingisking that may invite moral hazard (op-
portunistic actions of the counterparfgjut the search for an efficacious mix of market an

hierarchy as has been explained by Williamson (1985

6. Afterword

The new institutional economics is not to be seas fequently occurs - as a form of neo-
classical economics enriched by the assumptiomsitipe transaction costs but as something
else. It is a new style of economic analysis basethe three interrelated assumptions of
positive transaction costs, incomplete foresiglat lamunded rationality that are assumed
away in neoclassical economics. Institutions arenece means to economize on transaction
costs subject to constraints — an organizatiorapm that would soon solve itself in the

wake of to days the rapid IT evolution. Ratherythee complex social tools to overcome the

% The concept of adaptive efficiency may be reachasmwer to Hayek’s claim that “... the economic peab
of society is mainly one of rapid adaptation torggin the particular circumstances of time andela(Hayek
1945, 524).

O Knight (1921, 268 f.).

"I See Richter (2010) on the role of entrepreneussiasgate forward traders.

2 Arrow (1970, p. 142 ff.) expressly points to thiblem.
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shortcomings of our limited foresight and ratiotyain a world of positive transaction costs
and ever changing circumstances in an economigsdtifiable manner. Pareto efficiency,
any form of constrained optimization, does not makeh sense under these conditions.
Rather, what matters to neoinstitutional econonisss®me form of evolutionary @daptive
efficiency, i.e., the capacity of individual or collectivetais to adapt to unforeseen events at
reasonable cost. To tackle the problem of “adagflieiency”, instead of defining it away, is

an important, though not a simple task in our “mogedic™®

world that is characterized by
ever changing circumstances (crises).

The problem is how to describe the social tools d@ina helping to overcome the shortcomings
of limited foresight and rationality in an econoally justifiable manner under conditions of
positive transaction costs. To ideally answer gjuisstion, it is neither sufficient to specialize
on the “physiology” of economic life, given its titational “morphology,” as done in main-
stream economics. Nor is it enough to focus orettemomy’s institutional framework, given
elementary assumptions on the behaviour of actns Bucken’s morphological approach.
Ideally, both must be analyzed: the economic sygtender”) and the economic behaviour
occurring within it. That does neither Eucken by mmorphological approach nor mainstream
neoclassical theory and its various spin-offsl,Jilicken’s morphological approach, his “ab-
straction of the distinguishing or significant cheteristics” touches upon an important area
that is neglected by most economic theorists. ie¢miniscent of later neoinstitutional styles
of reasoning — such as Williamson’s use of the ephof efficient governance structures —,
whose behavioural assumptions (like that of “oppmem”) go further than the general be-
havioural assumptions underlying Eucken’s morphickigapproach. To be noted is that both

institutional methods have one advantage - diffieireim the economic analysis of law -, they

put economic and legal analysis of institutionseqnal footing. That is best illustrated by the

3 North (2005, 19).
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close cooperation of Eucken with legal scholafsratburg and — to a degree — by the interest

of (German) young law professors in the insighteexinstitutional economics.
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