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ABSTRACT Thiv arniele first swiminocisis the arthodor approach in market arafysis ond examines the
caneeiuran: of the “new institationl coonomies™ fo the xtudy of mackers, Iy the thied part i eomparey and
copirasts (e fwo approaches examinmg e srrenaths wnd weaknesres of both and consludas by emphasising
the fraet thiat they Bove @ rale 1o play in eoonomic analvii

The relatively recent development in the ecomomics literature which has been coined
as the "new institutional econcmics” (NIE) has brought about many new perspeciives in the
study of economie relationships This essay trics to contrast the orthodox methodology in
the analysis of the market with that supgested by the NIE. The first part s devoted 1o
briefly outlimme the orthodox approach; the sccond pant will examine somie aspects of NIE
and the third concludes: by looking at the significance of the two approaches 1o the study

of markets 4

Incidentally. that one of the Nobel Prize winners of cconomics this vear (1993) is
Douglas Morth, & well known institutional economist, may reflect the fact that the

institutionalists are gaining recognition in economivs.
I. The ORTHODOX APPROACH TO THE S5TUDY OF MARKET SYSTEMS

The orthidox approach is mainly based. on the perfectly comperitive market mode!
which has plaved @ very important role o neoclassical economics and in economics as a
whole. Hence, to understand the hasic ides behind the orthodox approach, it will be useful

to start by looking at the assumptions underlying the perfectly competitive market madel.

T This article wus originally written o o sy sahmitned tiy Dr, Barbara Harriss as part of the study for
wn Mz oepricultaryl ceonomics al the Intermational Centre for Development, University of Oxford. The
wihar scknow|edges the unreserved Relp of T Barbare Harriss n writing this essay,
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(ine important assumption is the existence of free competition, i.e., a large number
of buyers und sellers exist in the market (theoretically, infinite number of buyers and
sellers). If there are a large number of buyers and sellers each one of them being too small

toinfluence the market condition, they will be price-takers.

Perfect knowledge by all participants is also assumed, This means all buyers and
sellers know about every thing that happens on the market. Participants in the market arc
not segmented by differential access o information. Al know the prices of the difforent
commidities, where and when they are sold, their specifications, ete. This assumption of
perfect knowledge, coupled with the previous assumption of free competition, will create

a condition wheré e commodity has only one price.

The perfectly competitive market model also assumes freedom of entry and exit for
the firms in the industry. This means there are neither institutional nor lepa] ohbsiacles
Against the free movement of firms between different industries, In addition 1o the frecdom
of entry and exit, the medel also assumes that there is perfect mobilitv ¥ resources.
Resources used in the production of one commodity can be used in the production of
anpther without any formidable problem. The above two assumplions draw a pictare of an
ceonomy which s highly flexible, Since there are no obstacles aeainst the entrance and ext
of firms and there is no problem of using resources used in the production of one
commodity for another, what is envisaged is an econemic system which can quickly and

fexihly respond to changes in demand,

In addition, the commeodity that 15 sold and purchased in the perfectly competitive
market is 4 homogenous one, That means the consumers see no differcnce in the poods
that are offered by the sellers. All commeditics of the same type are completels identicul

L gl

I the perfectly competitive markel, fransactions are costless,  In real miarkets,
lransaetions  involve transpociation and other costs (costs Incurred  in pathering  umd

disseminating  informaton, -advertisement costs, et¢)),  Between the producers and the
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consumers, there are many middle men that take their own share of the ‘margin'. In the
competitive market model all transaction costs are ignored and it is assumed that producers

and consumers are directly exchanging products without any ‘friction’,

In @ perfectly competitive market model, due to the ‘invisible hand’ of the market,
clficiency will be achieved. Consumers equate their marginal utility per unit of money
from different commeodities 1o maximize utility and producers equate marginal revenue with
marginal cost to maximize profit. And on the market as a whole total demand is equated
with supply at equilibrium, This creates a condition where on the one hand the consumers’
demand for the commeodity dt the ruling price is satisfied and on the other the producers”

‘normal”’ profit 1s guarantesd,

No researcher who uses the orthodox approach will “expect to find all the
characteristics of the perfectly competitive market in reality, But the model i5 taken as a
reference and real markets are judged by their similarities and differences with it Those

which are similar are taken to be more competitive gnd efficient. %

[f the market under study is one with many sellers and buvers it is taken as an
indication that there is freer competition. If we have markets whete information easily
flows from one locality to another, the participants have a good knowledpe of what is
happening and correspondingly will have a better oppariunity to .mti-::-nu]iy and timely
respond to changes, [T the govermment or other social instittions have not imposed
restrictions on the movemen! of capital, lubour, other resources, sellers and buvers, the
assumption of freedom of entry and exit is approximated and correspondingly markets will
he more competitive and efficient,  1f markets have a better system of determining the
auality of the product differentiating it from other similar goods (for example scientific
methed of quality standardization) the assumption of homageneity of the product is

approximated.

The more the conditions in real markets approach the perfectly competitive market

model the more the markets 0 a country or in a region will be integrated, [f the markets
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in a region or a country are well-integrated, the price differcnces between them will be (he
transport costs incurred to move the poods from one market to another. When there e
price differentials, traders will start 1o move the goods from those markets with tower prices
t0 others with higher prices reestablishing equilibrium. [n order to examine whether
murkets are integrated or aot the standard procedure that i5 used by miany researchers is (o
caleulate the correlation coefficients between the prices of different markets (net of
transport costs). If the coetficient is significantly closer to one a stronger integration and
if eloser 10 zero o weaker miegration 15 supposed o exist.  Many researches have beon

made by using this erthodox approach [3.3].

The arhodox approach represents the markel as un agglomeration of bilaseral
exchanges without constdering the different institutions which make market relationships
possible. [tipnores both “tangible’ (middle men. transportation and other transaciion costs;
ate, ) and Cintangible” (reles, business norms, customs, ete) institutional factors,  There s
also no attempt to explain why there are different Institunional forms, For example, thers
i no attempt o explain why commodities are produced by firms instcadgof individueals
working independently (incontrast ‘transaciion cost economics’, which may be considered
as part of instututionalism, trics o explain the existence of firms as & way of minimzing
hoth production and transaction cost). Behaviourial ditferences among people in different
Ivpes ol institetions are not aken into account. For instance, the behaviour of people as
members of households and @8 members of business firms may vary, hut in the grthodox

approach they dre abwavs assumed 10 maximize on the nargin.

Oihers eriticised the use of vorrelution “analysis to examine market integration
because 1L takes intoaceoun g statstcal model which neéplects problems refated with
wutocorrelated disturbances| 7] Under the presence of autocorrelated disturbances and non-
stationary variables (and usuvally price datn are like that) the significamce tesis on

coelTiclents are myvahd and as analiernative the method of co-integration 15 suppested[ 7|

Now let us look ar the altemative approach supgested by the NIE,

tn
[+2]
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2 THE NEW INSTITUTIONAL ECONOMICS AND THE MARKET

The MIE criticises most of the definitions of the market becavse they do not
emphasise their institutional nature, As an allernative Hodgson defines the market in the

following way!

"We shall here define the market as a set of social institutions in which a large
number of commuodity ¢xchanges of a speeific type regularly take place; and to some
extent are facilitated and structured by those institutions.  Exchange .. involves
¢ontractual agreement and the exchange of property rights, and the market consists
in part of mechanisms 1o structure, organizc, and legitimate these activities.
Markets, in shorl, are organized and institutionalized exchange. Stress is placed on
those miarket institutions which help to both regulaie and establish a consensus over
prices and, more generally, to communicate information regarding products. prices
quantities, potential buyers and potential sellers”[2].

In the process of exchange, the prices of goods and services must be fixed and
communicated to potential buyers, The suppliers must also have a mechanism of knowing
if there is demand for theie produce. Before praduciﬁg and in the pmccm‘nf selling the
goods, the suppliers must use transportation.  The exchange process is also a transfer of
property rights from the seller 1o the buyer and this requires an established legal institution,
To the NIE, "customary, legal, political and other social arrangements are central to all

markel systems,"[2]

“ahli and Nugent aiso stressed the same aspects when discussing the important

characteristics of institutions (which also apply to ‘markets),

"The first characteristic is the rules and constraints nature of institutions. Elinor
Strom ... hns defined these rules and constraints as ‘prescriptions commonly known
and used by a set of participants to order repetitive, interdependent relationships.
Prescriptions refer 1o which actions are required, prohibited or permitted.™

"The second characteristic of institutions is their ability to govern the relation among
individuals and groups,..”

“The third characteristic of institutions is their predictability. The rules and
constraints have to be understood, at least in principle, as being applicable in
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repeated and future situations. Agents should expect these rules and constraints o
have some degree of stahbility; otherwise, they would not have an insttutional
character"[6].

The definition of a market as a social institution brings about a different perspective

to the understanding of the market than orthodox neoclassical theory,

(i} Mainstream economies considers the market as a "natural or normal crder” and
considers the institutional framework either as given or completely omats it from
analysisf6]. In NIE the "view that the market is simply an aggregation of bilateral
exchanges between individuals, or essentially some kind of reflection of given

individual preferences and purposes, 1s rejected."[2]

{i1) The wsual dichotomy between "free” market and “institutional constramis'’ are
rejected in NIE, In mainstream cconomics, while the markel 15 assumed to he a
mechanism encouraging mobility, mstitutions restrict it And Iwncel‘mr it luence
of imstitutions must be minimized.  Bul in NIE “as in the case of other social

institutions, the market has enabling as well as constraining functions'[ 2},

(iii) The notion of the market representing the free expression of the individual 1o

coftrast o institutions representing "collectivist” behaviour is rejected in NI,

"..this ethereal, non-instilutional conception of the market [by onhodox
econontic theory] enables it 1o be reparded as the supreme medijum for the
expression of individual choiee.  Nom-mirket institutions, bv contrast, wre
seen as being “collectivist in nature; they are seen to restrict gxpression of
these preferences and exchanpge activity based opon them: However, it s
argued here that the market bas ineradicable social and “collectivist® nspects
as well"[2)

{iv} The market does not only provide information 1o its participants, but like other
social institutions it also influences the way people understand economic relatipns,

"it structures the process of cognition of the agents involved and can aclually alfec
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their preferences and beliefs"[2]

In addition to the shove, NIE criticises orthodox economics on the grounds that it
excessively overemphasises rationality of decision-making, it concentrates on equilibrium
atid statics, @t wsually ignores chunges in preferences and underestimates the fact that

hehaviour 15 usually repetitive and habiwal[é],

Even though the literature on the NIE can not be taken as a completely homopenous
ume, it basically developed arcund the discussivns on problems of information and

transacton costs and the theory of collective action,

I the NIE, markets are soceal mstitutions: that nimimize transaction costs.  Thass
eosts e of three types: costs of discovenng what the relevant prices are; costs of
negotiating and concluding a scparate contract and costs of policing and enforcing the
contract [2]. Since the market is an organised form of exchange it helps by publicizing
prices amd creating repularized comtacts belween sellers and  buvers 4[ also ereates
procedures and conventions for schieving baspains decreasing the cost of negotialing: Since
norms of conduet are established in the market, policing and enforcement costs will he

decreased

Informastion cost can &lso be considered us part of transaction cost. If ssymmetrics
of inlormation are present in the market opporunistic behaviour will be an inevitahle
outeorme. o overcome this danger sellers and buvers would have 1o meur a large ameunt
af cost 1o colleet the additional informtion.  The market minimizes the cost needed to do
that by both disseminating information more widely and by establishing norms and codes
of conduet hetween the agemts: In addition, institations help as means of discriminating
useless Jnformation from the wseful one so that participants in the market are not

vverwhelmed by superabundance of information

The NIE considers the participants in the market not as perfectly rational beings

imvolved in complicated probahbility caleulations but as people that are influenced by norms,

ol




Bercket Kebede: The Contribution of The MNew Institutionsl Economics

conventions, expectations and uncertainty playing very important roles. Due to this aspect,
the game-theoectic litlerature is closely related with the NIE literature. Some of the recent
works on the pame-theoretic literature by using the models of recurrenmt games; Le, games

that arc played over and oveér again: show that

"the plavers develop certain societally agreed to rules of thumb, norms. conventions
and institutions which are passed on to succeeding generations of players',

Within this framework, Schotter shows that institutions and routings are, far
from heing market “imperfection’, actually necessary to supply vital information.
particularly about the future stratagems of other agents.”[2]

Pvent though the development of the-game-theorenc literature is one ol the important
sources Tor the emereence of NIE, that particular literature ulone ¢an not be its foundation.
This 1% true because in mest of the game-theory  lierature the assumptions ol thy
‘maximizing ceonemic man’ who 15 suppoesed to use all relevant information in glohal
caleulations is still retamed. Tn addition, the hterature usually also assumes the mwarcness
of the players about the options und pavoffs of each other.  But in NIF instead ol the
rationally caleulating economic agent, the focus is on actors whe operate ¥ BnCertiingy,
one agent exploiting the ignorance of another and surprises playing u very important mle

[2: 192-193]

Another source of NIE is the literature (both cconomic and non-cconomicl o

collective action,

“The key issue in the collective action literature is to ‘explain collective oulcomes
in terms of individual motivaton' .., , or, o put it differently. 1o explain the
likelihood "of success or failure of given ser of self-interested andividuals an
undertaking actions that may benefit them collectively” [6: 1988 1338]

[he existenee of tnstitutions (ineluding the market) can be considered as a result vl
collective action.  And usaallv 1o overcome the problems related with collective actions
ilike opportunism, ‘the free-rider problem’. “the tragedy of the commons’. ele..) people will

imstitute (consciously oo unconsciousty) norms and values, [Hence, to understand in what
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Wilys anstitutions. Turction it is casential 1o understand the *riles of the pame’

' literature on collective action alsa emphasiges the relatianshi n hetween interes|

croups and the stane

"Frequently. . the state and s agents dre miol merely neutral and passive bystandens
in the process of group interaction. This has gIven rise W positive theory of ren
seehing which 1s concerned with the means that jnterest {roups bse for getting what
M want, es by affecting voting patterns, legislation and regulatary apencics,
whimnistrative budpers: rules andior Judicral decisions” |, 1330)

he voneept of collective aeton can he famong other wses) 2 very wood means of

shaminmy the political ceonomy within which markess Tupetion,

I NIE nstead of ravonal and global cateulmions determining  the auleome o

crents, the influcnee of other factors: wre siressed.  One cnse in point is perhiedepandion

I-'l,l.l.l. ala ‘

when these are friereasing returns: 1o adeptaon ol o particuler (technological e
msttlutioaal ) innovaton - el the more i1 i adopted the murd it s anmcrive o
shmventent far the others 10 join the bandwagon e account of infrastrictural
reiwork externalitivs, learmng and coordinanon elfecrs und adaplive expeciutinns
+ peith chosen by some minal adopeers 1o suit their interests may “lock-in” the whole
syt for a long time e come, denving later, more approprite. technologies or
Instituions o fouttne.., historeal “simall evens carly on may well decide the larzer
course of structural change® |10 139121382

Fivehe NIF fnstitutions may come fnto existence in different wavs: The tisinetion
Peween Corganie” amd Cpriepebic’ msiutions (o fe Menger) s relevam lor the NIE

Prugsamiee” iestyiions

are thise which are the direel noteome of conscious contractual design, ws n the
wise o seme corparste structuré and  practices. Orpanic (nstitutions..are, on 1he
nther hamd, compuratively: undesigned. and they evedve pradually as the unintended
st i foreseeable resull of the pursuit of mdividuil interess,. at is possible that an
mstitusion 35 created organically but preserved pragrutically” [1-1382]

£33




Bereket Kebede: The Contribution of The Mew Institutiona! Economics

The market can be considered as an ‘organic’ institution which is heing

‘pragmatically’ preserved.

To conclude, the NIE considers the market as & social mstitution which is'a result
of collective action, regulaling the exchange relations in an organised manner by a-sel of
rules; modes: of conduct, habits ‘and by so doing creates a more stable, predictable

relationship betwesn the agents and minimises the transaction and information costs

3, SOME COMMENTS ON THE RELEVANCE OF THE ORTHODOX AND
THE NIE APPROACHES

In the previous two sections we have looked at some of the salient features of the
arthodox and the NIE approaches in the understanding of the market, In this section we
will brietly examme the relevance of the two to the study of markets.

%

One important thing to bear in mind, as already mndicated, is the fact that the NIk

proup is not still a group with 2 homogenous set of “monolithic’ ideas. But the outline of

a clearly defined “schocl of thought” 15 obviously discernible.

Even though the study of markets by considering the perfectly competitive market
model as a reference can not be sald to be totally worthless, the neglect of the institutional
set-up of markets is not affordable. Probably, due to the understanding of this fact some
necclassical economists: are now engaged in the study of institutional factors affecting
economic relationships (the neoclassical NIE considers the changes in relative prices of
different factors* of production as the central cause behind the evolution of institutions,
The study of markets in the fashion of the orthedox approach (in its broadest sense) has still
relevance because it helps to understand the mechanisms through which interactions of
individuals ¢an be coordinated and resources allocated through the market. But in trying
i understand the mechanism of the market, looking at the somewhat ‘mechanistic’

relationships contained in them must not be the end of the stary. A thorough examination

4
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of the institutional set-ups must also be done,

Instead of considering the orthodox neoclassical models (models of perfect
competition, monopaly, eligopoly. monopolistic competition, etc.) as totally alien theoretical
constructs to NIE, it is better to consider them as highly simplified and siylized
representations of reality, which can be developed and modified (sometimes discarded) and
more 'flesh’ added on them. In addition, we can look at them as skeletal representations
of ‘institutions’ (in the NIE sensc) under highly simplifying assumptions (it is as the result
of these simplifying assumptions that they have become ‘mechanistic’). On top of that, it
5 also wise 10 make them references in theoretical discussions since a lot of intellectual

‘capital” has been invested on them and they are better known.

One strength of the NIE is that in trying to understand institutions (including the
market} it follows a multi-disciplinary approach. Since in real life economic relationships
are seldom found in iselation, this approach has an obvious advantage, But this sirength
is.at the same time its weakness: since the problems to be solved correspogglingly become
complicated and multi-disciplinary.  They become complicated because on the one hand
many variables must be considered (more unknowns than the equations?) and on the other
hand the researchers’ capacity to rigorously analyze all these multi-disciplinary variahles
will be limited.  The NIE stresses the importance of uncertainty, surprise, etc., but

madelling these variables to examine their relationships is next to the impossible,

Lven though the above problems are difficulties, this does not mean that there is no
sulution for thenr. With the recent development in game theory and related subjects we can
hwpe that many important steps ahead will be made in the study of problems that are raised
by the WIE.

I addition we should not always forget that the development of sciences is usually
cnhanced by cross-fedilisations that occur between them, The two methods discussed in
this essay may also have a possibility of fertilising each other, the result being a better

understanding of the prablems at hand.
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