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Abstract: The purpose of this paper is to illustrate — arguatéere style — that once we abstain
from the usual neoclassical assumptions and intedransaction costs, imperfect foresight and
bounded rationality into present neoclassical (gmot futures) market theory, we get a more real-
istic perception of the decentralization of intemporal economic decision making. The failure of
most futures markets for goods and services is eosated by firms (“hierarchies”), which are
lead by entrepreneurs in the sense of Knight (1921) may be seen as surrogate forward traders
for goods and services. We claim that the “moréistgaassumptions” of NIE, inter alia, provide a
better perception of what takes place behind thkeofé‘money and finance” than neoclassical
economics, and why it makes sense to occasiorediylate free markets. It might also help to ex-
plain some aspects of the financial crisis of 2008.

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

1. TheProblem

An act of individual saving means — so to speakde@-

sion not to have dinner to-day. But it does notessitate a
decision to have dinner or to buy a pair of bootweek

hence or a year hence or to consume any specifig #t

any specified date.

Keynes (1936, Ch. 16)

Only a few goods are traded forwardbecause, asieks (1946, 139) explains, of “...the
uncertainty of the future and the desire (of thestimner) to keep ones hands free to meet that
uncertainty, which limits the extent of forwarddiag under capitalism.” Most forward mar-

kets for consumer goods féilCause is - from the perspective of the new irtitinal eco-

" | would like to express my thanks to Giinther Hé®aarbriicken for his helpful comments.
! Such as the London Metal Exchange, the New Yorkd@ofTrade, or the New York Mercantile Exchange.
2 On the difference between the technical termaitfrés and forward contracts see Wikipaedia: Baghcan-
tracts “...to deliver an asset on a future date@earranged price, they are different in two maspects:
0] Futures are exchange traded, while forwardgrased over the counter. Thus futures are standard-
ized and face an exchange, while forwards are mizénl and face a non-exchange counterparty.



nomics — the presence of positive transaction castperfect individual foresight and
bounded individual rationality. The unspoken asstiwnpof classical economics is that pri-
vate firms, their managers or entrepreneurs, sasvsurrogate futures traders of goods and
services. They decide “today” what, where, and mouch is going to be produced for “to-
morrow” and, in that context, what etc. should leaight “today” of factor future inputs of
labor, land, capital. The reason why the price raa@m is superseded by “the firm,” whose
“entrepreneur-coordinator” directs production, &iensaction cosbr the “cost of using the
price mechanism” (Coase 1937, 390) and, accordirthe reading of Williamson (1975, 4),
“[Knightian] uncertaintyand, implicitly, bounded rationality® The latter two attributes in-
clude the costs of adapting to unforeseen evends adinrepairing errors resulting from
bounded rationality. Anyway, transaction costs, enfict foresight and bounded rationality
require suitable institutional arrangements and 6me authority (an “entrepreneur”) to di-

rect the resources” such that “certain marketirgjs*care savedlCoase continues:

The entrepreneur has to carry out his function & t®st, taking into account the fact that he nety g
factors of production at a lower price than theifard] market transaction which he supersebes,
cause it is always possible to revert to the opanket if he fails to do thigCoase 1937, 392, italics
added)

However, the last line of above reference is atavae with the fact of the failure of most
futures markets for goods and services. Becauge #re (practically) no forward markets,
the Coasian entrepreneur-coordinator cannot conwaigttethem. He competes, instead, with
the multiplicity of entrepreneurs of other firmghe standard problem of industrial organiza-

tion.

The purpose of this paper is to illustrate — arguiaiieve style — that once we abstain from the
usual neoclassical assumptions and integrate thosacosts, imperfect foresight and

bounded rationality into present neoclassical (gpat futures) market theory, we get a more

(ii) Futures are margined, while forwards are fidgtus futures have significantly less credit riskd an
have different funding.”
3 Williamson relating to Coase (1937, 392), itakckled.
* Coase (1937, 392).



realistic perception of the decentralization oemgemporal economic decision making. The
not existing futures markets for goods and servaes replaced by firms (“hierarchies”),
which are lead by “entrepreneur-coordinators.” They be seen as surrogate forward traders
for goods and services who are bridging presentfanole engagements by use of the ser-
vices of financial markets and financial firms. \8laim that the “more realistic assumptions”
of the NIE lead to a better perception of what saglace behind the veil of “money and fi-
nance” than the present neoclassical theory arfthéacial counterpart. It might also help to

better understand aspects of the financial cris068.
2. On Neoclassical Forward Market Theory

Standard market theory deals with spot marketsthant equilibrium as illustrated by the
“Marshallian Cross.” The general equilibrium versiaf it provides Hicks (1946, 140) for his
“pure spot economy”. It contains no forward markéist assumes that individuals form ex-
pectations about future prices, and take them awtwount in their spot market decisions.
Hicks describes basically the theory that undeiegnes’s General Theory. As reasons why

there are only a few futures markets for goods $1(d046, 159) mentions:

Generally ,,it is uncertainty of the future, aneé tihesire to keep one’s hands free to meet thatrunce

tainty, which limit the extent of forward tradingder capitalism;...” (Hicks 1946, 139)

Different from Hicks’s temporary general equilibmyu Arrow (1953) and Debreu (1959) de-
scribed a full-fledged general equilibrium over éinthat incorporates risk, though not
(Knightian) uncertainty. The first step from a pwseot economy to Arrow-Debreu’s time
state preference theory is comparatively simpleodsand services are now characterized not
only by their physical nature and the location htol they are available, but also by the point
of time at which they are available and the stétthe world on whose occurrence their ex-

change contract is contingent on (Debreu 1959,983> The probabilities of the various

® For instance: | purchase x bushels of wheat tdédwered here, one year from now, payable todaythe
condition that my next year’s crop has been destidyy hail (i.e., the purchase of hail insurantajividuals



states of the world are assumedagsriori known. In this sense people possess perfect fore-
sight and thus “full information about the naturela@onsequences of their choiéeFurther-
more, consumers are assumed to act perfectly edtiorthe sense that they maximiteeir
individual utility’ subject to their endowmehtndividual utility functions are stable, well-
ordered time-state preference orders over thefsdt imdividual consumption plans (bundles
of commodities) - weighted by their related indivadl state preferences (the individual atti-
tudes towards risk). Finally, competition is petféansaction costs are zero, money is irrele-
vant — and there are firms. They perfectly hedgé beir sales and their factor expenses; as
a consequence, the profits of firms are certairerdhs no room for entrepreneurs. Firms are
profit-maximizing automatons, with their profitsibg distributed to consumers who own
shares of firms. Risk behavior within this timetstareference economy is reflected only by

the risk behavior of consumets.

This is no longer true under conditions of the NLE,, under positive transaction costs, in-
complete foresight (we don’t know all possible fetevents, not to speak of their statistical
properties) and bounded rationality. Textbooks kkrshleifer (1970), mention of these three
properties onlypositive transaction costs the sense of positive costs of using the market
and speak of “incomplete” instead of “complete” keds for time-state claims (Hirshleifer
1970, 264 ff). However, we prefer to at least ateate alsancomplete foresightKnightian
uncertainty). Arrow (1970) mentions it explicitly ihis discussion of time-state-preference
theory by arguing that the establishment of a nesirtess or the investments in technical

progress are “...by their very nature leaps intouhlkenown.” (1970, 135) He continues:

have full knowledge of all possible events (haibujht, normal weather) and their probability dsitions at
each particular location etc.

® Cooter and Ulen (1988, 235).

" More precisely: their Von-Neumann-Morgenstern p@oted)-utility.

8 Under this condition, since all firms are privgtelned by assumption, their managers have to magithe
firms’ profit subject to the firms’ production futiens. Managers are fully informed about their tachlly fea-
sible production plans.

® Hirshleifer (1970, 231 ff.).



In any economic system, capitalist or socialistréhis a responsible agent to whom the burdenyf an
given risk falls in the first instance. In a cap#&aworld ... the owner of a business typically igps
posed to assume all the risks of uncertainty, gpgiat the unexpected losses and enjoying the unex-
pected gains. (Arrow 1970, 135)

About here enters the support of the institutiohsnoney, money loarend, important, the
diverse forms ofimited liability. The latter implies a termination of the chainpefsonal li-
abilities - as in the case of equity ownership amkyuptcy - which amounts to a disruption of
what classical economists since David Hifhwiew as the “naturalti.e., determined by self-
interest) control mechanism of the capitalist ecopoArrow (1970, 139) explains it as soci-
ety’s answer to the progress impeding fact thataflatisks, “which it would be desirable to
shift'* can be shifted through the mark&.Of course, this interruption of the “natural” capi
talist control mechanism has to be filled by somperapriate “made” control mechanism such
as the establishment and administration of corpdratrds, securities and exchange commis-
sions, financial regulators, bankruptcy courts, jtidiciary in general etc. Certainly, the real
world economy, understood as a system of surrdgateard markets, works well only if the
institutions of these “made” control mechanisms laoéh, well designed and well manned
(referring to Poppé?). It is against this background, we interpret #utivities ofentrepre-
neurs the leading managers of private firms, as sutefatures traders of goods and ser-
vices. They are bridging present and future by agoog decisions process that is coordi-
nated by means of a complex system of market amdnrarket organizations (firms). For
convenience, we distinguish between four kindsemiglons:spot market decisionurchase
of inputs),non-market decisionfiransformation of inputs into output$jture market deci-

sions(adapting output to expected sales, influencingssdly marketing etc.), arfthancial

9 One of the “three fundamental laws of nature,”ldaene (1739/40, Book IlI, Sect. VI).

™ For reasons of economic progress.

12 «“Fytures contracts in commodities and in foreigohange are well known to supply insurance agairise
movements among their other social functions.” @970, 137)

13 Who said: “You cannot construct foolproof instituts. ... [and] institutions are like fortresses. Thayst be
well designedand properly manned.” (Popper 1957, 66)



decisions,i.e., decisions of how to financially bridge presand future actiods (i.e., the
choice of their leverage rate or their demandss@wices of financial markets or firms that

are led, of course, also by entrepreneurs).

The problem obounded rationality brought up by Simon in 1957, took a bit longesé®p
through into the microeconomics of institutionahbssis’® It might sound like a bad joke for
some people, but legal rules and legal practiceigeoexamples of how society allows for
our cognitive limits. An example is contracts. T@asaching into the future may be unavoid-
ably incomplete. The standard technique to deallliggvith the difficulties created by “gaps”
in such incomplete contracts is to apply certaicepted principles—for example, the com-
mon judgment of what is “reasonable.” The most fasmnexample of this technique in Anglo-

American law is the use of the standard of due itacases of negligence.

For obvious reasons, a judge is not free to detédes according to his whims. He has to apply some
principle that, ideally, is understandable, recarible, and predictable. Unavoidably, bargainisg
pervasive. And this process seems to obey somaecithpbr explicitly agreed upon principles. In any
case, the rational lawmaker knows that additionkds will evolve over time. Changes will come about
partly by the extension of judge-made law, or tigtodhe writing of individual contracts, and partly
through the generation of informal rules. (Furubari Richter 2005, 22)

Summing up: In the world of NIE, markets for tim@te claims are generally open ended or
“incomplete.” As a result, market promoting institens like money and money loans and

non-market institutions like firms, limited liakiji or bankruptcy courts matter. Non-markets
are helpful not only for reasons of transactiontedrit also because not all risks which it
would be desirable to shift can be shifted throtlgh market. Given that, “...the economic

problem of society is mainly one of rapid adaptatio change in the particular circumstances
of time and place” (Hayek 1945, 524), the searchafgovernance structure of non-market

institutions, managed by qualified entrepreneusy iprove the adaptability of economy to

4 Note, the combination of spot and forward purchaseth payable today, may be separated [in thergen
equilibrium case] into three individual transaciomhen a money loan is inserted, viz., into a $@tsaction
payable today, a money loan transaction, and aafi@htvansaction payable tomorrow (cf. Richter 1981).

15 See above reference to Williamson (1975, 4).



an uncertain and changing environment, and, in ghisse, contribute to itsadaptive effi-

ciency”®

But what about itsdllocative efficiency(or Pareto efficiency)? The answer is that
Pareto-efficiency is a foreign word in NIE. It iset result of an (as-if) optimization-under-
constraints exercise that is based on assumptidrish contradict the premises of the NiE.

The existence of transaction costs, incompletesight and bounded rationality has institu-
tional consequences that cannot be answered byassmal optimizing procedures. Thus,
under conditions of the NIE, the advantages of ‘gnoarket” — an increase in risk shifting by
means of financial innovations - is not necessavéyfare improving. To the contrary, it may
invite moral hazard (opportunistic actions of tleumterparty)® on a scale that by far out-

weighs the advantages of “more market.” The finalnmiisis of 2008, which followed a rising

wave of asset securitization and risk shiftingistrates this point.
3. Entrepreneursas Surrogate Forward Traders of Goods and Services

As we have seen, the costs of using the marketptblelems of incomplete foresight and
bounded rationality do not only help to understay there are firms but also why there are
only a small number of forward markets for goodd aervices. In this case it appears prefer-
able to restrict ourselves to a study of the ingohal economics of a pure spot market econ-
omy based on Hicks’s (1946, 140) temporary equilibranalysis. By assumption, prices or
sales of future goods or services are oekpected not known In addition, because of
Knightian uncertainty, not all kinds of goods arevices available in the future are known
today. The firm, under the leadership of its “eptemeur-coordinator,” is now not only the
institutional answer to the costs of using the raatkut also to the problems of incomplete
foresight and, to our understanding, of boundembmatity. The Knightian entrepreneur re-

places Coase’s entrepreneur-coordinator.

1 North (1990, 80).

Y Furubotn and Richter (2005, 71); on the other hégificiency” is, in a general sensen important purpose
of economics - as is “general health” in medici@éen the assumptions of NIE — positive transactiosts,
incomplete foresight and bounded rationality — oray speak of “NIE-efficiency”.

18 Arrow (1970, 142 f.) expressly points to this desh.



At this point, it suggests itself to consider soafieknight's views, among them his idea to
compare the evolution of hierarchical organizatiangler uncertainty, with the evolution of

biological organisms:

When uncertainty is present and the task of degidihat to do and how to do it takes the ascendancy
over that of execution, the internal organizationis.no longer a matter of indifference or mechahnica
detail. Centralization of this deciding and coritngl function is imperative, a process of “cephaliz
tion,” such as has taken place in the evolution of orglfgcis indispensable, and for the same reasons

as in the case of biological evolution. (Knight 19268 f., italics added)

It is tempting to digress into the history of econo thought like the ideas of David Hume
(1739/40) concerning the origin of justice and @y, of Carl Menger’'s (1883) organic in-
terpretation of social phenomena or the differeraces similarities with the much referred to
entrepreneur of Joseph Schumpeter (1911). Yet w# dant to get involved here in the his-
tory of economic thougHt. All we wish to do is to point out that not onlyetproper design of
institutions, and their being manned by capablejeas society’s best answer to the impon-
derables of life, but also entrepreneurial leadprgauthority) as described by Knight. Nu-
merous organizational questions arise that arelatebp foreign to the neoclassical theory of
the firm such as the problem of teeparation of ownership and contra$ in case of a joint
stock company (corporatiorAs all “made” disruptions of the “natural” contnmlechanism of
capitalism, it needs a “made” replacement in threnfof some kind of “hand” control mecha-
nism — such as the establishment of a board ottdire that has the task, i.a., to supervise
entrepreneurial decision making. Consequently, sidBolars started to view firms in an en-
tirely different direction, viz., aslégal fictions, which serve as a nexus for a setaoftract-
ing relationships among individualé® As a consequence, the core theme of the theateof
firm switched from its neoclassical engineeringspexctive to the institutional (legal) perspec-

tive of corporate governancelhe problem involved is that, with uncertaintggent, “...the

9 Knight (1921, 271) did not view entrepreneurs me personality but as a “special social class bimsness
men, [who] direct economic activity;” ... On this ppiand related issues see also Drucker (1946/1962,36,
235n). The history of the figure of “the entreprerien economics is reviewed in Ricketts (2002, ph8).

20 Jensen and Meckling (1976, 310).



primary problem or function is deciding what to a@od how to do it” - not the execution of
activities (Knight 1921, 268). Consequently, prefesal managers, in their capacity as
Knightian entrepreneurs (or “surrogate forward éradof goods and services”), need suffi-
cient leeway. In actual fact, corporate law givescaitives - for a limited period of time - full
ownership rights in the corporatioff. To avoid managerial exploitation of the firm's re-
sources, management is subjected under contrdleo€drporation’s board of directors - not
of its shareholders (the owners of the firm). Taitelr may be understood as a legal answer to

Olson’s (1965) logic of collective actiGh.

By their nature, economists emphasize the nee@@bikg an eye on tleconomic incentives
slumbering in legal or administrative control meaisans such as corporate governance (e.g.
Vives 2000). Thus, corporate governance is trefited various angles, such as aspects of the
forces of internal or externabmpetitior?® the role ofstrategic maneuversetween insiders
(like management, supervisory board) against oeitsi¢stockholders, taxpayefé)he influ-
ence of too narrowpersonal closenesgetween members of the supervising and executive

board®®

In short, talking about entrepreneurs as surrofyateard traders for goods and services im-
plies to view the core problem of the firm not slynps how to adjust production to given
input and commodity prices but, rather, as howlém @nd decide under conditions of uncer-

tainty.

2L Schumpeter (1942, 141) complains in this contéxiufithe erosion of ownership interests. [“... figeire of
the proprietor and with it the specific proprietanyerest have vanished from the picture.”] It ésnpting to
illustrate the wealth destroying consequences gil@yee run capitalism by the fallout of the finaalarisis of
2008 or such events like the Enron scandal (seEdbromistFeb. 9, 2002, 9).

%2 Because without an (costly) organization of stadtters, “any effort the typical stockholder makeoust the
management will probably be unsuccessful;” (OlsB651 55). The law seems not to be able to comperisat
that phenomenon. At least according to Baums atk £005) “..it cannot be said that either US or German
law is designed to give primacy to shareholderéests.”

%3 Holmstrém and Tirole in their survey article (19883tinguishing betweeimternal discipliningby design of
executive compensation plans, axdernal discipliningoy managerial labor markets, product market digeipl
(competing away slack), capital market disciplinedetting takeovers).

** Hellwig (2000, 98).

%5 Bebchuk et al. (2002, 2003, 2004) who stressttieproblems of executive compensation arrangenaests
rooted in the boards’ failure to bargain at arngtérnwith executives.
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4. On the Role of Financial Markets and Financial Intermediaries

The counterparty of entrepreneurs, understood aegate forward traders, is the consumer
(somehow). In their desire to keep their hands foeeheir uncertain future, consumers pur-
chase rarely goods and services for future delivEhey either “save” by buying financial

assets like claims for money, with the latter bedfigred by financial firms, or else purchase
on credit later. Anyway, a number of financial itigtonal constructs dispense consumers

from deciding, what to have for “dinner... a week ¢teor a year hence.” (Keynes 1937, 210)

It is about here where financial capital enterssiineogate futures market for goods, and the needrf
“advocate of capital” (Hinds 1990, ) becomes relevant. As a result, the speculatidgeavor of in-
dustrial entrepreneurs is controlled (or disturbbg)the activities of financial entrepreneurs — who

themselves are also both: traders and market makers

Among these financial institutional constructs are

1.) Financial assetanoney and claims for money. Both allow their oveie transfer of
purchasing power from “today” into the future. Tihesic institutional economic prob-
lem of claims for money is measurement proble@@arzel 1982) that requires the in-
put of resources (transaction costs) to deterntieectedibility of a debtor’s promise
to serve and repay his debt — or to legally enfardelinquent debtor’s liabilities. The
“invention” of the transferability of money clainf&ithout need to inform the debtor)
was a big cultural step forward; in effect it alledvrisk shifting through the market.
However, tradable money claims aassetswhose market value equals the present
value of their expected future payments or resalees Thus, trust in their future trad-
ability matters. Another important institutionalvantion are contingent claims or de-
rivatives i.e., moneyclaims whose value is derived from the value oé“timderlying”
such as an asset, an index or other item (like lveeatonditions or the residual value

of a firm). Such an insurance contract allows thiéiag of risks “and thus permits in-

%6 “In the absence of central planning, the finansigtem becomes the center piece of the allocatiawe-
sources.” (Hinds. ibid.) It is a mix of the actiet of financial entrepreneurs and the market m@shaof in-
complete financial markets.
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dividuals to engage in risky activities, which theypuld not otherwise undertake.”
(Arrow 1970, 137). A typical NIE problem of monelaiens (financial assets), besides
the above mentioned measurement problemsyoial hazard(or opportunism) as a
consequence of changes in the incentive struchae dccurs through risk shifting

(e.g., by insurance purchase).

2.) Financial markets:Financial markets are social arrangements thdlitéae repeated
exchange of financial assets among a pluralityaofips (as opposed to occasional ex-
change between individuals). Trust in their peesise - in the future tradability of
their objects of trade - is vital for the existerfdinancial markets. Under conditions
of the NIE, markets — assets markets in particalare “incomplete” in the sense that
not all risks can be shifted through the marketaAsonsequence, the chain of liabili-
ties is disrupted by the norm of “limited liabiljtyan interruption that has to be filled
by some collectively agreed upon control mechani@wen the large numbers of
traders on financial markets, collective agreementsnarket control need to be or-
ganized and financed and thus become subject tmB1§1965) logic of collective ac-
tion. Anyway, it is implausible to see them as-®elfanizing social entities. As a con-
sequence, rational actors who plan to buy or seltlg — especially financial (or other)
assets - face theroblem of choosing (organizing themselves) a $gemarket or-
ganization(“market order”) on which they wish to trade thagsets - like on a secu-
rity exchange or an over the counter market. Bgjcdhis is an institutional choice
problem concerning the setting up, running, reomgion, funding, etc. of apecific

27 that economizes on

public or private collective good “asset marketasrgation
transaction costs, the effects of unforeseen evéidtsghtian uncertainty) and

bounded rationality. Assumed is, of course, thetexice of an elementary legal order,

2" A private collective good would bectub goodin case of a closed market opavate public goodn case of
an open market — similar to Coase’s (1974) lighsigoexample.
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containing secure property rights, a well-functr@pjudiciary etc. As has been men-
tioned, the specific problem of asset marketseg ttollapse as a consequence of Ak-
erlof's lemons principlé® At issue for traders is the choice between (le) ebtab-
lishment of a “made” organization “asset marketc(dective goodl like a security
exchange or other collectively organized superyisoeasures, and (2.) to leave fi-
nancial markets on their own and wait for the “dpoeous” evolution of self-
regulation, like by the “spontaneous” evolutionimfiovative financial products such
as Collateral Debt Obligations (CDOs), CDOs squared®® “enhanced” by Credit
Default Swaps (CDSs), and publicly ratedc@lective goodl by private rating agen-
cies (who are financed by those rated). --- As wevk now, after the 2008 crisis, the
“spontaneous” answer # (2) contributed in everpeesto moral hazard, i.a., among
the originators of loans, who had much less ingento care about the quality of the
contracts they wrote because they thought the vigkdd be someone else’s problem.
Thus, there are good reasons for discarding thentgmeous” solution and favor
choice # (1.): The establishment of a “made” orgaton “asset market” by collec-

tively setting up some form of market supervision.

3.) Financial firms(such as commercial banks) exist as a consequdnbe imperfec-
tions of financial markets due to transaction castsomplete foresight and bounded
rationality. They compensate the failure of the keaito handle risk bearing and the
effects of uncertainty adequately by organizingpa-market mode of coordinating the

demand and supply of claims for money. As Arrow7({1,9141) puts it:

What we observe is that the failure of the pricgteyn to handle risk-bearing adequately leads
to a diminished use of prices even in contexts whbey would be most useful in bringing

about a careful and flexible confrontation of neadd resources.

?’Bad products drive out good producikérlof1970).

29 Collateral debt obligations (CDOs) consist of dsified portfolios of securitized bank loans, whitte origi-
nators had sliced into different tranches that thetyonly sold to investor groups with differentitaties towards
risk but also to themselves.
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Financial firms buy money claims from (give monegns to) ultimate borrowers and
sell money claims to (accept deposits from or Isefids to) investor®. They are lead

by financial entrepreneursvho are individuals, with the abilities of the dig of the

Knightian entrepreneur, in their capacity as orgars of financial firms who are able
to deal with the consequences of unforeseen e¥eAis.any entrepreneur, financial
entrepreneurs are also of the Schumpeterian typetamtroducefinancial innova-

tions like (more recently) securitized bank loarGollateralized Debt Obligations
(CDOQO'’s) or Credit Default Swaps (CDS’s). As any alty, financial innovations are
not necessarily beneficial. Thus, the introductadnunregulated CDO'’s and CDS'’s
lead to a remarkable increase in opportunism (moaabrd) among their originators
and trader&? which contributed to the extent of the 2008 crisigl resulted in the

enormous complexity of their liability structufa.

In fact, the problem of the separation-of-ownersdmgl-control of banks is probably
more critical than that of manufacturing firms —particular under aspect of today’s high lev-
erage ratio of commercial banksOf all firms, salaried executives generally manfigen-
cial firms so that most equity is external (i.eof pwned by management). Given the consid-
erable discretion of, in this case, financial egmtemeurs, the above-described problems of
corporate governance become particularly seriowt. exhazingly, in their draft report, the

OECD Steering Group on Corporate Governance (Kirigg@2009) comes to the conclusion

%0 As Freixas and Rochet (2008, 15) say, they ...ireéihancial contracts (loans and deposits), whiahnot
be easily resold, as opposed to financial secar{stocks and bonds), which are anonymous...anddasity
marketable.”

31 Example: The German house bank as described by EslanddFischer (1994, Ch. 7).

%2.G. Wagner, ,Falsche AnreizetjandelsblatLegal Succes24, 09. 09, p. 16, handelsblatt.com

33 Scott (2009) describes the complexity of CDO’s adds: “About 80% of the 2.5 trillion subprime ngages
made since 2000 went into securitization pools.f #flostration, he adds an example of a Clx@eated by a
large bank in 2005. “It had 173 investments in ¢taes issued by other pools...It issued 975 milliorfonir
AAA tranches, and three subordinate tranches of @lton. ....Two of the 173 investments ...were traesh
from another billion-dollar CDO..., which was compds®aainly of 155 MBS tranches and 40 CDO’s. Two of
these 155 MBS tranches were from a 1 billion RMBS8Igreated in 2004...composed of almost 9000 moetgag
loans (90% subprime)...” etc. etc. Scott conclud&gjth so much complexity, and uncertainty about fetu
performance, it is not surprising that the seaesitire difficult to price and that trading dried"up

*In Germany: 1872 ca. 45%, since 1960 about 5%essi(Welcker 1978, 67).
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that the financial crisis of 2008 “can be to an aripnt extent attributed to failures and weak-
nesses in corporate governance arrangements.réllasts also to the problem of bonus pay-

ments.
5. Conclusions

(1) To begin with, our argument is directed agamgblic investment planning as suggested

by Keynes (1936, 164):

| expect to see the State, which is in a positmnoaiculate the marginal efficiency of capital-geath
long views and on the basis of the general sodigatages, taking an ever greater responsibilitglifo

rectly organizing investment;

We claim, instead, that Knightian entrepreneursning capitalist firms, are much better
equipped to successfully direct investments — alsdong views. They promise to be the
more successful surrogate forward traders tharpatitician or public servant could be - not
least because of their efficiency oriented markeentives and the much greater adaptability
of their private organizations (firms) to unforesesvents in comparison to government de-

partments or other public organizations.

(2) Knightian entrepreneurs - the leading managemoduction firms directthe “real part”

of the modern enterprise system underabsistanceof the “financial part” of the economy,
i.e., its financial firms and financial markets.€eTteal part of the economy determines essen-
tially the direction of its evolution; the finantiside serves as an indispensable link of the

capitalist feed-back system — as a more or leskfigda‘advocate of capital” (Hinds 1990,

20%).

(3) Firms (production and financial firms) are the miammls of entrepreneurs in their capac-

ity as surrogate forward traders of goods and sesvi The organization of firms helps

% “In the absence of central planning, the finansigtem becomes the center piece of the allocatiawe-
sources,” (Hinds. ibid.) which sounds somewhat giixafter the show offered by financial firms amarkets
during the development of the 2008 crisis.
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Knightian entrepreneurs not only to save on tramsacosts but also to deal with the limita-

tions of human rationality and the troubles of imipet foresight.

(4) Financial markets are especially endangerethbyconsequences of the “lemons princi-
ple,” i.e., market collapse as a consequence adradvselection (exemplified by the collapse
of the market for “toxic assets” during the finactrisis of 2008). Akerlof's (1970) model
case of the collapse of the market for used cac®igparatively easy to avoid by credible
guarantees from car dealers that hardly have aehsde effects. By contrast, credible guar-
antees from financial dealers, such as Credit Defwaps, may cause the collapse of some
markets (and thus systemic rid}sas illustrated by the fate of certain Collatddabt Obliga-
tions (Hellwig 2008). The avoidance of the collap$endividual financial markets, and sys-
temic risks, requires collective actions of indivadl traders and managements. Olson’s logic

of collective action applies.

(5) However one proceeds, since the “discoverythefrational expectation hypothesis some
40 years ago, one should stop modeling econonkiesriore or less simplified mechanical or
electronic devices that reduce entrepreneurs tfitqpnaximizing automatons and markets to
self-adjusting organizations. Entrepreneurs playngyortant role for the “rapid adaptation to
particular circumstances” (Hayek 1945, 524) of 8rand collective actions to guarantee the
continued existence of specific markets and theleo- to avoid the collapse of markets or of
the market mechanism due to teenons principleor of the break down of competitive pric-

ing due tomonopolization

Thus, neither Keynes is right to argue for a regiaent of certain market activities by gov-

ernment action (like planning of financial and réatestments) nor are believers in self-

% “The risk of a chain reaction of falling intercomted dominos.” (Kaufman 1995, 47) Systemic riskensiom
the perspective of a repeatedly played trust-abasee, is the “risk” that existing reputation edurilim might
keel over to its opposite: no-trade equilibriumrasult of an extreme lemons effect. Note, reputagiquilibria
rely heavily on buyers’ beliefs.
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regulating markefd right to argue that the institutional frameworkroérkets (their "organi-
zation") adapts itself fast enough to environmeaokainges to supersede any (private or pub-
lic) collective intervention. We have to brace @lves for an appropriate private or public

regulation of financial markets.

References

Akerlof, G. A. 1970. “The Market for ‘Lemons’: Quil Uncertainty and the Market Mecha-
nism.” Quarterly Journal of Economid4:488-500.

Arrow, K. J. 1970Essays in the Theory of Risk-BeariAgnsterdam: North-Holland.

Arrow, K.J. (1953), «Le role des valeurs boursiguesr la répartition la meilleure des ris-
ques» EconométrieParis: Centre National de la Recherche Sciensfi§l — 120.

Baron, J. N., and D. M. Kreps. 199%trategic Human Resources: Framework for General
ManagersNew York: John Wiley.

Barzel, Y. 1982. “Measurement Cost and the Orgaioizaf Markets.”Journal of Law and
Economic25:27-48.

Baums, T. and Scott, K. E. (2005), “Taking ShardbolProtection Seriously? Corporate
Governance in the United States and Germafgnérican Journal of Corporate Law,
53,31 - 75.

Bebchuk, L. A. and Fried J. M. (2003), “Executiver@ensation as an Agency Problem,”
Journal of Econmic Perspectives, 71 — 92.

Bebchuk, L. A. and Fried J. M. (2008ay Without Performance. The Unfulfilled Promise of
Executive PayBoston, MA: Harvard University Press.

Bebchuk, L. A., Fried J. M., andWalker, D. I. (2002lanagerial Power and Rent Extraction
in the Design of Executive Compensatiodyiversity of Chicago Law Revie®d, 751
— 846.

Coase, R. H. (1974), “The Lighthouse in Economidatrnal of Law and Economic4y,
357 — 376.

Coase, R. H. 1937. “The Nature of the FirfBdonomica4:386—405.
Cooter, R., and T. Ulen. 1988aw and Economicsslenview, lll.; Scott, Foresman.
Debreu, GTheory of Value: An Axiomatic Analysis of EconoEdggeiilibrium (1959).

%" Thus, Carl Mengeone of the prominent representatives of the theboyganic institutional evolutionar-
gued rather cautiously ,...some social phenomeadhar results of aeommon willdirected toward their estab-
lishment (agreement, positive legislation, etchilevothers are the unintended result of humarrtsfiimed at
attaining essentiallindividual goals (the unintended results of these).” (Med®&3, 133; emphases in the
original)



17

Drucker, P. F. (1946/1962%,oncept of the CorporatigiBoston: Beacon Pr. (Second printing
with new foreword 1962).

Drucker, P. F. (1955) he Practice of Managemeiilvesir

Economist(2010), “The Gods Strike Back. A Special ReportFanancial Risk,” February
13" 2010, 16.

Edwards, J. and Fischer, K. (199Bgnks, Finance and Investment in Germabginbridge:
Cambridge Universiy Press.

Fama, E. (1970). "Efficient Capital Markets: A Rewi of Theory and Empirical Work".
Journal of Finance&5: 383-417.

Freixas, X. and Rochet, J.-Ch. 2008icroeconomics of Bankingzambridge, MA.: MIT
Press.

Furubotn, E.G. and Richter, R. (2008)stitutions & Economic Theory. The Contribution of
the New Institutional Economic&™ ed., Ann Arbor, MI: University of Michigan
Press.

Hayek, F. A. (1945). “The Use of Knowledge in Ségie American Economic Review5,
519 - 530.

Hellwig, M. (2000), “On the Economics and PolitmsCorporate Control,” pp. 95 — 134, in:
X. Vives (ed.),Corporate Governance. Theoretical and Empirical $perctivesCam-
bridge: Cambridge University Press.

Hellwig, M. (2008), Systemic Risk in the Financéctor: An Analysis of the Subprime-
Mortgage Financial Crisifreprints of theMax Planck Institute foResearch on Col-
lective Goods, Bonn 2008/43. Electronic copy:
http://www.univie.ac.at/vwl/TheoretischerAusschi®sgiers/2009/Hellwig_Subprime-
MortgageFinancialCris.pdf

Hicks, J. R. 1946Value and Capital: An Inquiry into Some Fundamemahciples of Eco-
nomic Theory2d ed. Oxford: Clarendon.

Hinds, M. 1990.ssues in the Introduction of Market Forces in EastEuropean Socialist
EconomiesWorld Bank Reports, no. IDP-0057. Washington, DWZorld Bank.

Hippel, E. von. 1963Die Kontrolle der Vertragsfreiheit nach anglo-anmemischem Recht.
Frankfurt: Klostermann.

Hirshleifer, J. (1970))Jnvestment, Interest, and Capitdénglewood Cliffs. N.J.: Prentice-
Hall.

Holmstrom, B. R., and J. Tirole. 1989. “The Theofythe Firm.” In R. Schmalensee and R.
D. Willig, eds.,Handbook of Industrial Organization,.63—-133. Amsterdam: North-
Holland.

Hume, D. [1739-40] 1969A Treatise of Human Natur&dited by E. C. Mossner. London:
Penguin.

Jensen, M. C., and W. H. Meckling. 1976. “Theorytb&é Firm: Managerial Behavior,
Agency Costs and Ownership Structurgtrnal of Financial Economic3, 305-60.

Kaufman, G.G. 1995, 47) “Comment on Systemic Rigk’Research in Financial Services:
Banking, Financial Markets, and Systemic Ri&i. 7, G.G. Kaufman (ed.), pp. 47 —
52, Greenwich, Conn.: JAL.



18

Keynes, J. M. 1936The General Theory of Employment, Interest, and éyiohondon:
Macmillan.

Kirkpatrick, G (2009), , The Corporate Governancess@ns from the Financial Crisis," Secre-
tariat’s draft report prepared under OECD Stee@mngup on Corporate Govenance by
Grant Kirkpatrick under the supervision of Matsaksson; pre-publication version for
Financial Market Trends  Vol. 2009/1, © OECD 20009.
www.oecd.org/daf/corporateaffairs

Klein, B., and K. B. Leffler. 1981. “The Role of et Forces in Assuring Contractual Per-
formance.”Journal of Political Econom§9:615-41.

Knight, F. 1921Risk, Uncertainty, and ProfiBoston and New York: Houghton Mifflin Co.
Kreps, D. M. 1990 “Corporate Culture and Econontfiedry.” In J. E. Alt and K. A.

Macneil, I. R. 1974. “The Many Futures of ContrdctSouthern California Law Review
47:691-816.

Menger, C. (1963)Problems of Economics and Sociolo@grbana: University of lllinois
Press, Translation by F. J. Nock of C. Mengértersuchungen tber die Methode der
Socialwissenschaften, und der Politischen Okondnsieesonderel eipzig: Duncker
& Humblot, 1883.

Modigliani, F., and M. Miller. 1958. “The Cost ofa@ital, Corporation Finance, and the The-
ory of Investment.’/American Economic Revie48:261-97.

North, D. C. 1990.nstitutions, Institutional Change, and EconomicrfBemance.Cam-
bridge: Cambridge University Press.

Olson, M. (1965),The Logic of Collective Action: Public Goods aneé thheory of Groups,
Cambridge, MA: Harvard University Press.

Patinkin, D. (1965)Money, Interest and Prices. An Integration of Mangtand Value The-
ory. 2" ed. (£'ed. 1956), New York: Harper & Row.

Richter, R. (1989)Money: Lectures on the Basis of Gdeneral Equiliritheory and the
Economics of InstitutiondBerlin et al.: Springer (translated by W. Stolfem the
German editionGeldtheorie. Vorlesung auf der Grundlage der Allgeran Gleich-
gewichtstheorie und der Instiutionendkonor&igrlin et al.: Springer 1987).

Richter, R. (2007), “The Market as Organizatiodgurnal of Institutional and Theoretical
EconomicqJITE), 163, 483 — 492.

Richter, R. (2009), “Who Listened? Unappreciatedchings of New Institutional Economics
Related to the Financial Crisis of 2008,” KREDITAUKRAPITAL, forthcoming.

Ricketts, M. (2002),The Economics of Business Enterprise. An Introdacto Economic
Organisation and the Theory of the Fir@heltenham, UK: Edward Elgar.

Sachverstandigenrat (2009), SachverstandigenraBegutachtung der gesamtwirtschatftli-
chen Entwicklung, Jahresgutachten 2009/10 Stuttgart: Metzler-Poeschel.
http://www.sachver staendigenr at-wir tschaft.de/qutacht/qutachten.php

Schumpeter, J.A. (1911)heorie der wirtschaftlichen EntwicklunBerlin: Duncker & Hum-
blot.

Schumpeter, J.A. (1942 apitalism, Socialism and Democradyew York: Harper & Broth-
ers.



19

Scott, Kenneth E. (2009), “Why Toxic Assets Are I3ard to Clean Up, The Wall Street
Journal Monday, July 30, 2009, A 13.

Shepsle, edsRerspectives on Positive Political Econor8@~143. Cambridge: Cambridge
University Press.

Shleifer, A., and R. Vishny. 1997. “A Survey of @orate GovernanceJournal of Finance
52:737-83.

Simon, H.A. (1962), “The Architecture of Complaxit Proceedings of the American Phi-
losophical Societyl06, 467 — 482.

Welcker, J. (1978Neuordnung der Bankenaufsichtankfurt a.M.: Knapp.

Williamson, O. E. 1975Markets and Hierarchies: Analysis and Antitrust lio@tions. New
York: Free Press.

Williamson, O. E. 1983. “Credible Commitments: Ugiklostages to Support Exchange.”
American Economic Reviexd:519-40.

Williamson, O. E. 1985The Economic Institutions of Capitalisdew York: Free Press.



