Annex 1

Conceptual Issues in Analysing Markets

Although the concept of a market is central to economics, it is rarely defined in the economic literature. This contributes to what can be an endemic tendency among economists to equate actually existing market systems with the theoretical constructs of neo-classical economics and hence to attribute to them the welfare and efficiency properties of the Arrow-Debreu model. Harriss-White (1999) notes the definition provided by Fourie of the defining characteristic of market exchange as an “economically qualified purposeful interchange of commodities on the basis of quid pro quo obligations at a mutually agreed upon exchange rate… in a cluster of exchange and rivalry relations.” She notes the advantages of this definition as emphasising the coexistence of both the direct bilateral relationship between buyer and seller, and the framework of adversarial competition within which this takes place. The definition also requires exchange to be mutually agreed, but not necessarily mutually beneficial, and so avoids making (ideological) assumptions about market performance.

The modern economics of information places strong limits on the extent to which a market economy can in principle be decentralised through the price mechanism as a result of market incompleteness and information imperfection (e.g., Stiglitz, 1994, p.62). As a result, externality, nonconvexities and moral hazard effects are pervasive in market systems. This creates a presumption that it is important to understand the implications of missing markets and information asymmetry and imperfection in a given context. Newbery (1989) however argues that this does not necessarily create a presumption in favour of state interventions to solve these problems. He suggests that the only likely cases where this will be effective to deal with market incompleteness relate to the supply of information and the institution of coercive insurance arrangements.

A market system is therefore one in which the allocation and exchange of resources is determined in a decentralised way by those who own (control) them, based on price signals. However, even within a market economy, many if not most economic decisions do not take place through a market relationship. This includes decisions within government and firms, as well as in households. 

While economists tend to focus on collective action as a way of exercising market or economic power through the formation of cartels, collective political action also affects market outcomes through its influence on the exercise of:

· State power (involving state regulation and taxation of, and participation in, markets)

· Associational power (the systems of internal regulation created by market participants), and

· Social power (inherent in social and cultural institutions, ideologies and value systems). 

As a result, "in the real world ... the realms of state and market, public political and economic systems, are densely and inextricably intertwined" (White, 1993). The process of institutional development is structured by relationships of power. North (1989) notes that “the rise of impersonal rules and contracts means the rise of the state, and with it unequal distribution of coercive power.”

Markets as Institutions

Markets are economic institutions, where institutions may be defined as “socially devised constraints on individual action” (Clague, 1997, following North). Institutions are “sets of rules that are recognised and frequently followed by members of the community and that impose constraints on the actions of individual members”. New Institutional Economics stresses that “the costs of transacting are the key to the performance of economies” (North, 1989, p. 1319). The effectiveness of market institutions depends on their capacity to reduce transactions costs of various types. The definition and enforcement of property rights are central in enabling markets to function. 

North (1989) asserts that market transactions (outside cases where there is personal knowledge and ongoing reciprocal relationships between the participants) depend on “the development of a third party to exchanges, namely government, which specifies property rights and enforces contracts, and second on the existence of norms of behaviour to constrain parties in interaction.” The move from administrative to market based allocation mechanisms requires the creation or existence of a structure of institutions to support market exchange. The experience of many of the transition economies has shown that the creation of appropriate institutions may be a formidably difficult task even where physical infrastructure is relatively strong and education levels high. The experience of agricultural marketing reform in low-income developing countries suggests that the absence of institutions for handling risk and contract enforcement may seriously undermine the supply response in cases where the state withdraws from the direct provision of marketing services, even if this leads to higher prices (Barrett and Carter, 1999; Dorward etc).

The Regulatory Framework

Marketing systems require a "regulatory framework", a set of rules and conventions that structures the actions of market participants. A regulatory framework is a collective good since the system is available to all participants in the market system and use by one individual does not reduce the scope for use of the system by other participants. Regulations also create economic rents and so imply a competition to determine who secures from these rents. Providing a regulatory framework therefore faces the problem of overcoming incentives for free-riding that are common to all collective and public goods. In addition, any non-simultaneous exchange creates time consistency problems. 

Four requirements of a regulatory framework for a decentralised market system to function can be identified (Bromley 1993; Shaffer, 1980): 

· A set of "ordered relations" between economic agents established by legal and social conventions that define and allocate property rights, entitlements, and delineate the legitimate scope of economic behaviour.

· Rules about transactions between economic individuals that define rights to exchange property rights, define what may constitute legitimate contracts, permissible and non-permissible forms of co-operation and competition, and establish rules on liability.

· A system of authority and legitimacy to enforce these rules, including penalties for delinquency.

· Mechanisms by which these rules can be adapted to changing economic and social circumstances while providing a predictable framework for market participants.

The state may have a key role in sustaining the regulatory framework for markets, deriving from its monopoly on the legitimate exercise of coercion and taxation. However, the use by individuals of the state enforcement machinery is invariably costly and often unreliable: for example, Berry (1993) discusses the pervasive "negotiability" of formal legal as well as of customary rights in an African agrarian context. 

However, the costs of invoking legal sanctions are generally high. Platteau (1994a, 1994b) therefore argues that market systems depend on generalised social norms to sustain co-operative economic behaviour without requiring constant resort to legal enforcement. Further, these norms will not emerge spontaneously and may be undermined, since they may conflict with traditional systems of morality. These may limit the legitimate scope of profit-seeking behaviour towards social insiders (especially kin), and legitimise opportunistic behaviour towards social outsiders. One example is the "trader's dilemma" of combining the need to accumulate working capital with meeting social obligations. Evers and Shrader (1994) discuss possible social responses to this problem, including reliance on the immigration of trading minorities; the formation of ethnic or religious groups; investment in the accumulation of status (cultural capital); restriction to petty trade that does not require capital accumulation; and the depersonalisation of economic relationships. Moore (1994) however suggests that these problems are made more tractable by the widespread use of "institutional reputation mechanisms" (such as blacklisting by potential trading partners) within trading and business communities where the bulk of economic transactions in fact occurs. These may reduce the costs of ensuring that agreements between market participants are upheld and opportunistic behaviour controlled, without requiring reliance on a generalised morality of trust.

Non-market collective action (such as the formation of trade associations) can strengthen the bargaining and lobbying power of groups of market participants. It allows them to protect themselves against predation by other market participants or third parties. It also facilitates institutional solutions to some of the problems of co-ordination, public goods provision, and internalisation of externalities. On the other hand, collective action by market participants can also be used to restrict market access and reduce competition.

Modes of market regulation can be defined according the following taxonomy (Harriss-White, 1999; Shaffer, 1979):

· The object of regulation (structure, conduct, performance)

· The enforcement mechanism

· The degree of specification

· The type of regulatory incentives

· Contingencies for implementation, and

· Jurisdiction at the boundaries with other legal acts.

This framework can in principle be applied to any form of market, and also used to classify forms of market regulation reform (often generically termed “deregulation” or “liberalisation”). Harriss-White (1999) discusses the application of the framework to Indian agricultural markets. A general trend associated with globalisation is the move from national to international regulatory frameworks.

Pro-Poor Market Development

The performance of markets will affect both the overall growth rate of the economy (usually the principal driver of absolute poverty reduction) and the “quality” of growth, in terms of the proportion of the benefits of economy-wide growth that accrue to the poor. Therefore, processes of institutional development that reduce transactions costs and increase competition are likely in general to be “pro-poor”, though market development is likely to generate new types of risk. 

For instance, policy reforms (or infrastructure investment) that integrate local or national food markets into international markets will reduce vulnerability to locally generated supply or demand instability, but will increase vulnerability to exchange rate or international market fluctuations. Market development that supports more efficient ways of sharing risk (for instance allowing a move away from market interlinking) is particularly likely to be favourable to the poor. An example would be measures to strengthen the transferability of land rights enabling land to be used as collateral. This might (depending in part on local power relationships) allow a smallholder farmer to source input loans from other sources than from crop buying merchants. On the other hand, the property rights of the poor are often fragile, so that there can be a risk that measures to improve the marketability of assets (such as land, or privatised state assets) might prompt extortion from the powerful.

It is worth distinguishing two types of markets in this context. First, those that have a major but indirect influence on the poor (mainly through affecting the overall growth rate), but in which the poor typically do not themselves participate. This includes foreign exchange market, international trade, and international capital markets and also telecommunications and power. Second, those in which the poor are direct participants.

Improving the performance of markets on which the poor are disproportionately dependent (either as buyers or sellers) is likely to be pro-poor in effect. Of particular importance are markets for unskilled labour and staple food. In addition to institutional developments that reduce transactions costs and improve market information in such markets, measures specifically to improve the terms of access of the poor may be required. The terms of access to many markets differ systematically according to the gender, race, caste or class of market participants (Harriss-White, 1999 pp 14-23). Labour market discrimination may be especially important particularly for women, ethnic minorities and other disadvantaged groups (such as scheduled castes in India). Differential market access may reflect discrimination, but it may also be the result of particular transactions costs bearing more heavily on the poor. A simple example would be the inability to benefit from bulk purchase of food or other goods because of low levels of expenditure and lack of access to credit. Some of the problems of differential market access can potentially be addressed through collective action (such as the formation of co-operatives). 

Another way of improving terms of market access could involve increasing the direct participation of the poor in the regulation of the market. The move towards reducing national level regulatory discretion in favour of internationally agreed regulation (for instance through the WTO) poses what can in some cases be a sharp and politically sensitive conflict between participation and other objectives.

