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Markets, Institutions, and Transaction Costs: the Endogeneity of

Governance

Geoffrey R.D. Underhill, Amsterdam School for Social Science Research
Universiteit van Amsterdam

Abstract

Much of the literature contrasts the dynamics of free markets with the *political’ dynamics of
governance. The distinction portrays the process of ‘economic’ competition as separate from
the deployment of private political resources to affect the terms of competition in line with
agent preferences. This yields a distorted view of the ways in which real-world economic
agents compete with each other, and the market-governance/state-market dichotomy creates
more confusion than it clarifies, failing to account for the empirical observation that complex
market systems and institutions of governance cannot be found apart. Even as an analytical
distinction, the dichotomy blinds us to the ways in which states are active constituents of the
market place, and the ways in which market actors and their constituencies are part of the
wider process of governance shaping the terms of competition. This paper will extend the
transaction cost approach and the insights of institutional economics to demonstrate in
theoretical terms that the emergence of the institutions of governance is endogenous to the
utility-maximising behaviour of economic agents. Utility-maximising behaviour and conflict
over the terms of competition in the market generate both the formal and informal institutions
and processes of governance such as regulation and dispute settlement. The paper then
presents a conceptual model for understanding the essential integration of market and
governance processes, the ‘state-market condominium’, in which markets are not just about
what firms do in competition with each other, but are conceptualized as an ensemble of
regulatory authority operating simultaneously through policy processes and the competitive
interaction of firms. Contrasting forms of market correspond to political compromises based
on the preferences of interacting agents. The model hypothesises reflexively that conflict
over the terms of competition in markets generates changes in actor preferences concerning
regulation and governance, and that the outcome of conflict over divergent actor preferences
concerning governance and regulation generates changes in market structures. Changes in
preferences concerning governance therefore are intimately bound up with preferences
concerning market structure. This approach brings the work of economists and political
scientists closer together.
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Markets, Institutions, and Transaction Costs: the Endogeneity of

Governance

Geoffrey R.D. Underhill, Amsterdam School for Social Science Research
Universiteit van Amsterdam

“We cannot solve problems with the same kind of thinking which created them.”

(A. Einstein, attributed)

This paper contributes to our theoretical understanding of the relationship between
governance and institutions on the one hand, and patterns of market exchange on the other,
thus bringing the study of each closer together. Given the clear historical interdependencies
between the two, the study of each will arguably be the weaker if such attempts are not
regularly undertaken. The starting point is two empirical observations: that systems of
market exchange and institutions of some sort are not to be found apart from each other,* and
that the terms of competition in the market are shaped as much by the political as by the
economic strategies and resources of firms and of other economic agents. Market systems
thus range in nature from the highly competition-oriented to more collusive and/or regulated
systems. These observations should provide an in-built exhortation to theorists to develop
concepts which better theorise the relationships between governance and the market, and thus

the real world we live in.

Introduction: the Literature and the Argument
The idea that there are important interdependencies between the institutions of governance
and the functioning of the market is certainly not new. Classical political economists were

well aware of the symbiosis between the two (Smith 1937(1776); Krédtke and Underhill

!As has been firmly established by the transaction cost literature, among others.
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2006). Political economists from political science and economic history traditions? have for
some considerable time suggested that functioning market systems emerge largely as a result
of organised coalitions and political decision-making which alters the nature of rights and the
law for a range of economic agents (e.g. Polanyi 1944; Kehr 1977; Cox 1986; Schwarz
2000), and that the institutions of governance in particular economies are closely related to
the specific circumstances of their economic development and industrialisation processes
(Gerschenkron 1966; Skocpol 1979; Schwarz 2000). Comparative political economists have
also long analysed the relationship between different sorts of national economic institutions
and corresponding economic outcomes and relative levels of performance (Katzenstein
1978;% Zysman 1983; Gourevitch 1986; Hall 1986; Hall and Soskice 2000). They have
furthermore looked at the relationship between international level outcomes and political
processes at the domestic level, arguing convincingly that the emergence of liberal vs.
protectionist cross-border regimes in trade and financial markets is closely related to
domestic coalitions and politics (Kehr 1977; Gourevitch 1977, 1978; Milner 1988; Underhill
1991; Keohane and Milner 1996). Finally, successful economic development processes in
the emerging market economies have been explained in terms of institutional configurations,
specifically the capacity of ‘strong’ states characterised by institutions which are relatively
autonomous from societal interests to circumvent or co-opt incumbent anti-developmental
coalitions and to foster new and economically more successful interests who back the process

of industrialisation (Skocpol 1979; Johnson 1982; Haggard 1990; Wade 1990; Evans 1995;

2An excellent and up to date survey of the range of this political economy literature is provided by
Cohen, forthcoming 2008.
*Who originated the strong state-weak state hypothesis.
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Weiss 1998; Woo-Cummings 1999).* Theoretical attempts to explain the relationship of
political authority and institutions to economic processes have been likewise abundant
(Gilpin 1987; Strange 1988; Gill and Law 1988; Stubbs and Underhill 2006). All have
employed a range of approaches and methodologies from rational choice to historical
institutionalism to overtly interest-based political economy approaches which take into
account history, culture, and institutional constraints to a greater or lesser degree.

In economics, the transaction cost and institutional economics literature has also devoted
considerable attention in recent years to this question of the relationship between institutions,
governance, and market processes. Analysis began by focussing on the firm (Coase 1937,
Williamson 1975) and later began to focus more explicitly on the institutions of governance
and their relationship to the relative economic performance of national economies (Olson
1982; North 1990a, 1991), including corporate governance (Morck et al 2004; Berglof and
Claessens, 2006). Given the effects which political interventions can have on the functioning
of markets, it was a logical step for economists focussing on development issues to argue that
the quality of institutions and governance are likely to be crucial to successful economic
outcomes (Olson 1982; North 1990a), and to explore the conditions under which successful
forms of governance might be fostered so as to improve development prospects over time
(Acemoglu 2005). Economic theories of politics have also been developed, such as North’s
(1990b) theory invoking the notion of transaction costs in relation to the ‘political market’,
though with no apparent reference to earlier but similar efforts by political scientists (e.g.

Keohane 1982). Acemoglu et al (2005) recently presented a theory of interest-based

*Concerning further literature on the developmental state debate, see the literature survey in Underhill
and Zhang (2005).
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constituencies remarkably resembling much work by political scientists, but again with
almost no reference to their long-standing work.

There is here a clear case for bringing the two disciplines together. Had there been greater
levels of cross-fertilization, it is unlikely that Williamson (1985, 15) would have been moved
to declare: “The study of the economic institutions of capitalism has not...occupied a position
of importance on the social science research agenda.” More accurately, it had not occupied
an important place on the economics research agenda, a fact which has impoverished the
institutions research agenda in general. The separate efforts of disciplines would have been
far more complementary, and progress faster, had the debates in political economy been
joined earlier by scholars of institutional economics.

This broad range of literature focussing on institutions and economic exchange has then
emerged to address similar, by nature interdisciplinary questions, but there is little dialogue
across the disciplinary boundaries. While a division of labour based on specialisation is
surely beneficial in many respects, if the same subject is being addressed, better
interdisciplinary collaboration should help rather than hinder progress and understanding.
The literature cited above, a small part of an enormous accumulation of scholarship, provides
a suitable starting point for such an endeavour. One purpose of this paper is therefore to
bring the economics and political science literatures out of their splendid isolation and to
demonstrate how the tools developed by each are useful for the other.

Furthermore, this effort is also aimed at overcoming some important limitations of the
current literature across both disciplines. Both literatures increasingly recognise the
importance of institutions and governance for explaining outcomes in market-based economic
development processes, and both recognise the mutual interdependence of market processes

and processes of governance. However, each also presumes that what happens in the market
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and the economic domain is fundamentally different, separate in nature, from what happens
in the process of governance: what firms do when they compete with each other is
fundamentally different in nature — has different motivations and origins — from what
political institutions do when they make decisions concerning allocation and distribution.

Disciplinary specialisation has arguably carried this separation furthest in economics:
contrary to neoclassical economics, both Arrow and Williamson have argued that market and
non-market processes, while fundamentally different, are potential if imperfect substitutes for
each other. Arrow (1974, 15-43) argued that organisation and institutions emerge as
substitutes for market allocation when the price system fails for a range of reasons: “The
functional role of organisations is to take advantage of the superior productivity of joint
actions (ibid., 53).” Therefore, “we may take the very existence of an organisation with a
need for co-ordination as evidence of the infeasibility or at least the inefficiency of the price
system,” economising the transmission and handling of information (69). This may involve a
range of tradeoffs in terms of efficiency, especially because organisations sometimes prove
less than adaptable over time. If transaction costs prove too high, the situation will block the
formation of markets in the absence of other forms of institutions. Williamson (1975, 1985)
argued that institutions emerge as efficient solutions to the problem of high transaction costs:
non-market forms of organisation may emerge to assume the function of allocating scarce
resources more efficiently than decentralized exchange. This renders each essentially a
substitute for the other (“alternative contracting modes,” Williamson 1975, 253), although
each remains a very different kind of allocative process in and of itself.

There nonetheless remains in the economics literature a strong presumption that
governance (in the form of regulation or other forms of ‘external’ intervention by political

institutions in the market), interferes with the market, resulting in costs in terms of
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inefficiencies and welfare losses, and this sits uneasily with the clear realisation that the two
appear so closely intertwined. Anne Krueger’s classic article (1974) on rent-seeking
behaviour in relation to import licensing is representative of this ambivalence: “government
restrictions upon economic activity are pervasive facts of life,” (291, italics added) she states
in her first sentence, implying that if the market were left to its own devices, these restrictions
would be less in evidence.> She goes on to recognise that some producer groups may well
benefit from the rents associated with this same state intervention, which logically implies
that such rent-seeking is competitive in important ways; her focus is on the costs which this
interference with the market mechanism implies.® Thus these very economic agents deploy
resources and compete (Krueger 1974, 292-3) to establish forms of intervention which
interfere in the market mechanism in which they are involved,” and there will of course be
transaction costs attached to this behaviour which will need to be overcome.

Behaviour which is part of what economic agents do is somehow, implicitly, not part of
the market and how it is understood. The link between the process of market exchange and
the institutions of governance is therefore recognised but not yet fully explained by the
literature in theoretical terms. It remains a paradox as to how competitive rent-seeking is part
of the economic game, yet interferes with the market of which it is part. Explaining this
paradox, the governance-market link, is what this paper sets out to do. It does so by arguing
that the differences between markets and governance are more apparent than real, and that the

two processes are fundamentally part of the same phenomenon of economic competition.

*Although the argument in this article is that this is an unlikely real-world outcome.

®And, furthermore, these costs represent a higher ‘deadweight loss’ in the presence of competitive rent-
seeking for import licenses than when import restrictions are applied in the absence of this rent-seeking
behaviour, with considerable implications for the development process (299; 302).

"Krueger argues convincingly that this rent-seeking activity is not carried out by separate economic
entities, and sees rent-seeking as one part of economic behaviour along with production and distribution. She
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This paper thus not only claims that governance is endogenous to market processes in the
sense of being interdependent with/inseparable from them. Using the tools of the transaction
cost and institutional economics approaches which Williamson did so much to develop, the
paper argues that they are at root part of the same process and behaviour of economic agents.
This requires taking a significant new step, demonstrating that governance emerges from and
is rooted in the very process of market-based rivalry among economic agents themselves,
embedded in the rivalry among competing economic agents and factor-based constituencies.
Conflict over the terms of competition in the market and the permeation of the institutions of
governance by these same economic agents means that both market interaction and processes
of governance are part of the ongoing conflict over the terms of competition among agents
and factors of production. Rent-seeking is indeed competitive, endemic, in economic
interaction, and (not necessarily good) governance is part of this process, helping set the
terms of competition in favour of some and to the detriment of others.

The argument here is that conflict over the terms of competition is a direct extension of the
profit/utility-maximising behaviour of firms or other economic agents and their attempts to
realise competitive and distributional advantages over their rivals of various kinds. The
principal determinant of market structure in either domestic or cross-border context is
therefore the capacity of producer agents themselves to organise institutionally in order to
determine the terms on which competition within and across borders will take place,
suggesting rivalry not just among firms but with agents in producer groups such as labour. In
this way, the awkward political economy of liberalisation becomes easier to comprehend.

Preferences for fully competitive versus highly restrictive market contexts are situated along

also draws attention (302-03) to the potential political and social costs of widespread policy-based rent-seeking
as the primary route to gain.



8
a continuum where neither pole is ever reached. Policy preferences are seen in relation to
potential outcomes in terms of the breadth of the market, the intensity of competition, and the
subsequent distribution of benefits relative to realisable growth in output/wages etc. In view
of this analysis, the paper will also explore how one might devise strategies to move up or
down the protection-liberalisation continuum to optimise the benefits for particular
constituencies which, on normative grounds, one might argue deserve a better outcome. The
paper proceeds by employing a transaction cost approach® and consists of a conceptual
discussion of the political economy of liberalization, emphasising the range and essential
unity of various means employed by economic agents of various constituencies to gain
competitive advantages, in turn generating more open or closed market structures. In this
sense, the paper demonstrates theoretically how and why the institutions of governance are
necessarily endogenous to the functioning of the market.
The argument in brief proceeds as follows:
1. Rivalries among economic agents principally concern the terms upon which
each will compete with the other, with interests focussed on maximising respective
utility functions. This concerns both rivalries among sets of like economic agents (e.g.
sets of firms or workers in competition with each other) and rivalries across the land-
labour-capital-consumer constituency divides.
2. Rivalry among economic agents involves as much collusive as competitive behaviour,
with rent-seeking both endemic and, for particular agents, often more utility-
maximising than open competition. In this sense, rivalry among agents does not

always lead to competitive behaviour, and collusion-based co-operative processes are
one way to resolve a range of transaction cost problems ranging from continuity of

®The question arises as to what is meant by transaction costs in the context of this paper. Williamson’s
discussion (1985,18-23) provides a suitable definition. Transaction costs are for the process of economic
interaction the equivalent of friction in physical processes: ex ante costs involve negotiating, drafting and
safeguarding agreements (20). Ex post costs (21) involve the cost of adjusting to changing context or other
misalignments, of securing commitment to contracts (enforcement; dealing with opportunism) and of setting up
the institutions of governance. These costs are interdependent with each other and relate especially but not
exclusively to maintaining the continuity of transactions in the market over time. A further aspect on which this
paper will also place considerable emphasis concerns the costs of collective action dilemmas and free-rider
problems (Olson 1971), of uncertainty (Williamson 1985, 56-61; e.g. uncertainty related to informational
deficiencies, see Arrow 1974, 33-59) and the costs of dealing with calculable risks.
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exchange in the market, to the provision of the collective and public goods which
resolve collective action problems, and controlling free rider behaviour.

Forms of organisation and institutionalised behaviours emerge as a result, which both
resolve conflicts and facilitate co-operation, though they may involve aggregate-level
costs. The utility-maximising behaviour of economic agents in competition with each
other is therefore directly linked to the emergence of both the institutions of
governance and of the organised social constituencies which compete for/within them.
These institutions may be classified as first, second, and third order institutions.
Contrasting forms of market and institutional development correspond to political-
institutional compromises based on the preferences of interacting agents.

Logically, this means that the terms of competition are affected not only by the
competitive deployment of ‘economic’ resources in the market, but also (and
sometimes principally) through the (institutionalised) deployment of political
resources in line with agent preferences. This provides a further incentive for ongoing
investment in the institutions of governance in a situation of economic competition.
Economic agents are involved in the simultaneous deployment of both political and
economic resources, which means that there is a fundamental unity between political
and economic aspects of rivalry among agents.

(Perceived) preferences depend upon the sort of agent, their resulting perceived utility
function, and their real economic and political resources and position in the broader
system of production and distribution. These preferences are relative to the self-
interest of agents in the market and to their (institutionalised) position in relation to
the range of social constituencies, to their corresponding capacities simultaneously to
deploy a range of economic and institutional power resources, and (eventually) to
institutionalised patterns of behaviour by vested interests.

What is efficient for some is not always for others, and preferences for protection
versus open markets coexist on a continuum between open competition and collusion,
with neither pole ever being reached in the real-world. Each point on the
competition/free trade—regulation/protection continuum represents a governance
solution for particular constituent interests in specific circumstances. The
institutionalisation of first-mover preferences and the phenomenon of path
dependency makes it highly likely that a *bad equilibrium’ producing poor economic
outcomes may persist for some time.

This model hypothesises reflexively that conflict over the terms of competition in the
market generates changes in actor preferences concerning regulation and governance,
and that the outcome of conflict over divergent actor preferences concerning
governance and regulation generates changes in market structures. Changes in
preferences concerning governance therefore are intimately bound up with
preferences concerning market structure. The long-standing distinction between the
economic domain of ‘markets’ and the domain of governance inhabited by the state
and government breaks down, and should be replaced by the notion of a state-market
condominium.
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8. In practical terms, real-world preferences and outcomes should not be understood
against criteria of economic efficiency, but against the perceived utility functions of
agents in their broader social context. While real-world outcomes may well be
measured as more or less efficient in relation to theoretical norms, ‘efficiency’ in this
sense is no less abstract than the ideal of perfect competition. Following Acemoglu et
al (2005, 451) but taking the point both further and more seriously, issues of
efficiency and distribution are “inseparable”: if what is efficient for some may not be
for others, then efficiency should be understood in relative terms. “Ou en est la
rente?”? remains the central focus of enquiry, and policy-makers will need to engage
in normative choices as to whose version of efficiency should prevail. This is a
central task of governance. Establishing open systems of competition-based rivalry
may be one solution to the problem.

Markets, governance, and competitive behaviour: the conceptual dilemma

The economics literature has long been concerned with explaining markets as a spontaneous
extension of human propensities and freedoms (Leube and Zlabinger 1985; Hayek 1949,
1960). Adam Smith’s often misunderstood work (1937 (1776)) is at least partially
responsible for this. Thus, in the literature, the benefits of ‘free’ trade and competitive
markets are typically contrasted with the negative effects of their polar opposites: regulation,
protectionism, or monopoly. Free competition arises spontaneously from the interaction of
market agents, and restrictions to competition are typically exogenous, imposed by arbitrary
political authorities. Free competition represents the smooth and self-regulatory functioning
of the market, despite the possibility of private restraints to competition through monopoly or
oligopoly. State intervention at the domestic level and protectionism at the border represent
the dysfunctional role played by political intervention. The struggle for the free market as a

system of allocation is a struggle against politics.

My thanks to Patrick Messerlin, who many years ago advised me to shape my enquiries into public
policy on this basis.
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This vision in much of the literature yields a conceptual dichotomy between the market as
exchange, and governance as coercion. This dichotomy assumes that the model of the
competitive economy “is a reasonably accurate description of reality (Arrow and Debreu
1954, 265)” and that conditions can be specified which correspond to a wide variety of actual
situations under which a competitive economy tends towards equilibrium (p. 266), a form of
spontaneous order. The standard neo-classical notion is that economic competition operates
through the deployment of management skills, product innovation, and relative factor costs in
the strategies of firms, and its effect is measured in terms of competing prices relative to
quality and tastes/utility functions or income levels in the market. Coase (1992, 714) points
out that economics has largely consisted of increasingly abstract formalisation of what is
claimed to be Smith’s central idea that an economy could operate in an orderly fashion free of
government regulation and central planning. “Sometimes, indeed, it seems as though
economists conceive of their subject as being concerned only with the pricing system and that
anything outside of this is considered no part of their business.” The economics literature
(along with most of the political economy literature of political scientists) employs both
theory and empirical research methods to develop this contrast between market versus non-
market or ‘political’ systems of allocation, basing the distinction on the ‘observable’
behaviour of economic agents and the nature of market outcomes. Once again, governance
and institutions are understood as organisational substitutes for market exchange that emerge
when the market has failed (Arrow 1974).

One may challenge the literature in more ways than one: by focussing on the nature and
internal consistency of the particular model, or on the assumptions employed and the nature
of the data and methodology, or one may challenge the notion of the market as spontaneous

order itself. The argument here takes the latter route, building in several respects on the
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critique of neoclassicism offered by transaction cost approaches and institutional economics
(e.g. Coase 1937, 1992; Williamson 2005; North 1990a, 1991; Acemoglu et al 2005;
Acemoglu 2005), which will be discussed below. The question concerns not only the utility
of the analytical distinction between markets and governance, but also is it empirically
reliable?

There are in fact at least two problems with this ‘standard” view.'® The first relates to the
nature of utility-maximising behaviour of economic agents. The classical political economist
Adam Smith (1937 (1776), 250) argued persuasively that business has an inherent tendency
to seek to “widen the market and narrow the competition.” In this sense, and based on his
own empirical observations, he contrasted the interests of mercantile and manufacturing
classes with those of the broader public, including labour, consumers, and the state. Here he
hit upon an important characteristic of markets and the way they work: the agents most
intimately associated with market transactions and support for markets as allocative devices
are those most likely to interfere with their effective functioning and overall efficiency.
Utility-maximising behaviour under conditions of economic rivalry may prove as collusive as
it is competitive. As Arrow (1974, 42) points out, the “usual” economic analysis argues that
collusive agreements are unstable because the there are always preferable allocative deals for
at least some of the participants. He goes on to correct that view by paraphrasing Smith:
“members of a common trade find it easier to communicate with each other...[thus] it may
well be that the exchange of information leading to a collusive agreement among producers
of one commodity is much cheaper than that needed to achieve a blocking coalition. Hence,

the collective agreement may in fact be stable (ibid., 42).” It is a pity that much

19 yse ‘standard’ in the sense employed by Oliver Williamson (2005),by which he essentially refers tto
the neoclassical approach; see also Williamson 1985.
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contemporary economic theory does not take more notice of the insights which these
passages in Smith reveal about the nature of markets, and the relationship of market
processes to various forms of political processes, or what is commonly called ‘governance.’
“...[C]ollective action can extend the domain of individual rationality. Collective action is a
means of power, a means by which individuals can more fully realise their individual values
(Arrow 1974, 16).”* The principal impact of the point is that markets are unnatural
institutions which do not tend towards spontaneity, equilibrium or continuity, peopled as they
are by rent-seeking agents whose rational utility-maximising motive detects little interest in
competing regularly with others if they can help it (Fligstein 2001). If the theoretical benefits
of markets as specific forms of allocation and distribution are to be achieved, then the
institutions of governance in society must aim to underpin and enforce some form of
competitive outcome. In this sense governance is all about the market, and the market is a
broad and complex form of governance based on a series of equally complex institutions for
regulating conflict amongst the constituent elements of society.

A second problem with the free market spontaneity view is more an empirical one. While
models of perfect competition may help us understand the benefits of removing significant
barriers to the freedom of transactions and movement of goods, situations of perfect
competition are not found ‘walking about’. Real-world markets are approximations of this
abstract concept (or rather the other way around) and exist on a continuum of more or less

restraint to trade, factor mobility, and the like, just as real-world “free’ cross-border trade

1n other words, collusive and co-operative behaviour which leads to the substitution of market
exchanges by institutional hierarchies (or the reverse) should not be regarded as outside the bounds of utility-
maximising behaviour and economic rationality. Just as concepts of bounded rationality introduced context,
culture, and other sorts of “constrains” on rationality into the picture, the point here is that given positive
transaction costs, uncertainties of various kinds, and the dilemmas of collective action, the competitive,
collusive and hierarchical aspects of utility-maximising behaviour in conditions of economic rivalry are rational;
see Williamson (1985, 44-6) .
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exists on a continuum with protectionism. It is a matter of degree. Furthermore, the many
possible states of affairs on the open competition-protectionism continuum share important
characteristics in the sense that each is better for some agents than for others, even if one may
argue that one or the other is better for all and constitutes the ‘public good’. Each,
competition/free trade vs. regulation/protection, represents contrasting preferences of
different producer groups in the economy; each is a governance solution peculiar to
particular constituent interests in specific circumstances. They are not contrasting principles
but part of a continuum of preferences for greater or lesser degrees of raw competition
among agents in the economy. Both governance and the deployment of resources in
competition with rival economic agents are all about setting the terms of competition in line
with agent preferences.

In this sense, the analytical distinction between markets and governance established by the
literature obscures more than it clarifies. Theory should therefore focus more on explaining
the relationship as opposed to the dichotomy between the two, yet this is not always the case.
Why is the real world so? The traditional understanding of markets in the neo-classical
approach is of a natural or spontaneous pattern of production and exchange free of political
intervention. This implies a domain of economic interaction which permits the natural
human proclivity for utility- and profit-maximising behaviour to flourish. In Smithian terms,
the individual pursuit of private interest can under specified conditions serve an important
public purpose: developing the division of labour, improving the prospects for growth,
allocating more efficiently, and granting access to wealth to a wider range of citizens than
closed oligopolies or state-chartered monopolies, which historically used public authority to

limit who would gain from the most lucrative economic activities, who would face
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competition and who would not. It is the specification of the ‘conditions’ where the
controversy lies.

Smith’s work implies that a much broader notion of ‘economic’ interaction is required
than that found in the standard economics literature, one which includes forms of governance
normally associated with the “disabilities’ of political intervention. Regulation and political
intervention providing co-ordinative or collective goods is very much part of creating the
‘specific conditions’ under which systems of free exchange will accomplish their public
purpose. Thus over time the literature has indeed evolved to understand institutions as central
to the way in which market-based systems function (e.g. North 1990a, Acemoglu 2005).
Likewise, the quality of the institutions of governance is now seen as a central element of
successful economic development and growth (World Bank 2002, 2005). Institutional
economics contributions attempt to complement and enhance these insights, demonstrating
that functioning market systems tend to be accompanied by a range of institutions which
appear in empirical terms to be closely related to the issue as to why markets function at all.
Despite exceptions (e.g. Acemoglu et al. 2005), however crucial institutions are seen in
relation to the functioning of market systems of exchange, the institutions of the market are
not seen as part of the process of governance itself, and thus governance is seen as exogenous

to the market.

First, Second, and Third Order InstitutionsA first step is to recognise the variation in
institutions associated with the market. Empirically speaking, the terms of competition are
set not only by firms and other agents interacting as rivals in the market, but also by a range
of factors external to market exchanges themselves but integrally linked to the preferences of

market agents. More or less hierarchical institutions arise through the utility-maximising
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behaviour of the range of economic agents in the political economy as agents attempt to
realise their preferences in relation to the competition-collusion continuum. Institutions
associated with the functioning of the market therefore vary in form, function, in terms of the
access they permit to client constituencies, and in terms of membership/direct participation.
Some (such as firms or forms of labour market organisation) arise in the organisation of
production. Others arise to resolve collective action problems or potential/existing market
failure, or to share or reduce risk and the collective costs of the same. Still others arise to
resolve disputes and enforce outcomes, and some to define directly the terms on which agents
may enter the market and/or interact with each other.

In the context of a market-based economic system, three orders of institutions may be said
to be integral to the functioning of markets, ranging from private ordering, via private (self-)
regulation and enforcement, to external or ‘public’ institutions. Some in a first category
(category one) are indeed attributed to the private order of the *‘market’ such as factor prices:
cost barriers to entry; energy, land, raw materials and other inputs; the structure and quality
of firms and management; product research, innovation and pricing; or private restraints to
trade linked to dominant market players. These have been clearly identified by transaction
cost scholars in the ‘markets and hierarchies’ literature (Williamson, 1975). A second
category (category two)is situated on the border between private market order and ‘external’
(political) intervention: overtly organised or officially recognised cartels; systems of self-
regulation such as industry-enforced standards; sectoral or other representative associations
of firms or labour market constituencies; or complex private organisations such as stock
exchanges, operating markets and designing and enforcing their rules. The third order
(category three) is often openly associated with institutions external to the pattern of market

transactions: political intervention, such as dispute settlement and enforcement by the courts
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and the definition of the law; environmental regulation;, social welfare and labour market
regulation;, health and safety standards and legislation; collective pension and health
provision; collective provision of educational; or local land-use laws. Many of this latter
category are recognised to enhance the operation of the market and its efficiency even if they
constitute external third-party intervention in otherwise free exchanges among economic
agents. They are associated with regulatory and often overtly political decision-making, and
often involve conflicts of interest among a range of factor-based constituencies. They operate
through a range of more or less autonomous state or other agencies of governance, but are at
the same time characterised by their interaction with and permeation by constituencies of
agents in the market. These active and organised constituents of the market with contrasting
preferences along the competition-collusion continuum deploy both informal and
institutionalised political resources to influence the extent and nature of intervention by
category three institutions.

These three orders of institutions® exist in different configurations depending on a range
of variables. These might be structural economic or organisational variables related to
economic, social and institutional development and path-dependency. Variables include the
nature of the different economic sectors or production processes concerned, the national or
local context and history, the nature of corporate governance and labour market organisation,
the level of internationalisation of the economy, and the nature of the underlying
constituencies of agents and their organisation and linkages to state or self-regulatory

decision-makers.

20ther scholars have attempted similar systems of classification. For example, Bergl6f and Claessens
(2006, 125-31) employ a four-part classification with respect to enforcement: private ordering (the exception),
private law enforcement, public law, and state ownership/control. See also the account by Haggard and Lee
(1995, “Introduction: Issues and Findings,” by Haggard and Lee) of configurations of state, firms, and market
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The most important point is what category three shares with the first two categories: they
all have a direct impact on the terms under which competition among agents in the market
takes place. A closer look yet is necessary: even those at first sight belonging in category
one, thought of as having prices set in the ‘market’ may in fact be highly politicised in
important ways. Energy input costs are determined by a combination of competition
juxtaposed upon OPEC or other government policy, (sometimes monopoly) utilities
regulation, and other ‘non-market’ factors. Indeed the traditional factors of production (land,
labour, and capital) are part of highly politicised market settings integrated into the decision-
making structures of states, and in which organised economic agents participate. Land use
and environmental policies shape the market for land. The cost of capital is shaped by both
market interactions and often highly political decisions concerning interest rates, exchange
rates, or the licensing of financial institutions. The cost of labour and its relative skills and
efficiency are determined as much by educational policies, minimum wage legislation,
pension and healthcare provision, or collective bargaining institutions at peak or sectoral/firm
level as they are by ‘market’ forces.

In this sense the distinction between these three different categories of elements affecting
the terms of competition is purely analytical - based on the distinction in the literature
between private order domain of the market and public domain of politics. Empirically
speaking they all affect for better or for worse the terms of competition and there is a
systematic attempt by market agents to deploy resources to determine them. There exists a
series of socio-political institutions of governance to resolve conflicts about them, shaping

the market as they go. Simultaneous to competition with each other in the market, firms and

exchange which constitute the institutional setting for capital markets and, when they function well, may
contribute to the development process.
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other agents in the economy deploy political resources to affect their costs. The measures
associated with political intervention and regulation do not have a price in the market as such,
but they certainly have a cost through their effects on transactions, and as such also have a
direct or indirect impact upon prices and the incentive structures and relative competitiveness
of firms. Both this ‘political’ and the traditional ‘economic’ aspect of the terms of
competition are integral to the strategies of firms and other economic agents, operating singly
or in associations, and thus to the way in which markets operate. In this sense, what is
referred to as the political and institutional aspects of ‘governance’ and what is referred to as
‘market’ are elements of the same phenomenon: ‘governance’ encompasses the market and
its organisational forms, and most of ‘governance’ is aimed at resolving the social conflicts
of interest around issues of production and distribution, facilitating various degrees of
market-like forms of allocation and distribution. As Polanyi (1944) argued, the self-
regulating market was a myth.

Of course, Category 2 or 3 institutions may also be considered to frustrate competitive
processes, rendering the working of the market less efficient, in this sense adding to both
transaction costs and creating potential welfare losses for a range of actors through the burden
of regulation, taxation, or labour market conditions. Thus it is possible to claim along with
much of the literature, and in contrast to the argument presented here, that external regulatory
intervention constitutes a barrier to successful systems of market-based transactions.
Krueger’s analysis (1974, 302-3) certainly points to additional ‘deadweight costs’ in the
presence of competitive policy-based rent-seeking behaviour by economic agents. Yet her
basic analysis of competitive rent-seeking behaviour as part of what economic agents do

reinforces the argument presented in this paper: that the terms of competition are set through
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the simultaneous deployment of both policy-process based and traditional ‘economic’
resources.

A further response to the argument that institutions frustrate, not facilitate, competitive
market processes has several facets. To begin with, the argument here does not claim that
any of the three orders of institutions necessarily imply outcomes characterised by perfect or
near-perfect competition, and therefore market efficiency. A normative or theoretical claim
that competitively-structured markets lead to more optimal outcomes is not at stake in this
discussion, though the claim may indeed be correct. The claim here is that different levels of
intervention, different forms of regulation or terms of market access, represent the range of
actor preferences along the competition-collusion continuum: the prevailing terms of
competition are better for some than for others. Depending on the circumstances and
structure of the market, insiders should tend to prefer category two or three regulatory
arrangements restricting competition, while market outsiders would seek liberalisation across
or within sectoral and/or jurisdictional boundaries in order to gain access to lucrative market
segments from which they are excluded. Thus category two or three institutional (political)
compromises may lead to enhanced competition outcomes, but this is rather unlikely because,
as o