Homogenous Social Groups Facilitate Exchange
By Jiirgen Backhaus

Introductory remarks on the purpose of the paper and the relevance of
an economic analysis of institutions — II. Homogeneity and the structure
of homogenous groups — III. The emergence of legal and illegal networks
of exchange — IV. Homogenous social groups as functional substitutes as
well as complements to economic and political processes — V. Some policy
implications.

L

It is probably an accepted statement in the profession that social
institutions exert a considerable influence on economic activity! and
therefore merit the attention of economists. On the other hand, it
cannot be claimed that a comparative economic analysis of different
institutions in terms of their functional contributions to the operation
of an economy, in terms of the reability of exchange relationships, risk
and investment decisions, growth and capital formation or harmony or
strife in industry or trade is an area where the economists could give
definitive answers, should an enlightened politician seek their advice.
This state of affairs is particularly troublesome if the purpose of
economic policy is mainly seen in the creation of an economic order
in which the democratic tax state should intervene as little as possible.

While neoclassical economics takes social institutions mainly for
granted, which begs the question of how universally this body of
knowledge can be applied to differing economies, recent years have
seen efforts to integrate economic institutions into the theoretical
framework of the discipline.? Recognizing that institutions really mat-
ter, current research mostly of a micro-theoretic orientation now tends
to integrate at least some elements of institutional analysis, as in the
example of theories of unemployment based on an analysis of the
labour contract.®

1 An analysis of institutions, however, neither reduces to Marxism nor is
it confined to “Evolutionary Economics”. Recently, we can witness attempts
to integrate institutional analysis into main-stream economics, too. See e.g.
Starret (1976).

2 See e.g. “The Symposium on Economics of Internal Organization”
(1975) and the “Symposium, The Economics of Information” (1976); or else
the development of the “Theory of Anarchy”, Tallock (1972, 1974).
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This paper is intended as an element of this more general research
orientation, although its purpose is a very modest one. I hope to give,
though partly in a tentative way, an analysis of the impact of the
homogeneity of social groups on both the structures and relationships in
which transactions among economic agents take place. More specifically,
the concept of homogeneity appears to contain a set of conditions which
describe properties of relationships between members of certain in-
stitutions, where these relationships, once established, reduce the costs
of transaction among the members of the respective institutions.

The concept of homogeneity (to be defined more specifically in sec-
tion II) is proposed to serve as ‘an integrating link between such dis-
parate fields as e.g. economic anthropology, public choice or the
economics of delinquency; the purpose of this paper being to introduce
the concept of homogeneity so as to give a coherent economic in-
terpretation to apparently contradictory phenomena such as the evo-
lution of a legal system and the emergence of illegal sub- or counter
institutions, such as mafia-type organizations. This is an attempt to
provide a more general analytic formulation of what has up until now
been either merely described* or been given an economic interpretation
only in a very narrowly defined context of quite specific institutional
arrangements.’

Actually, the basic argument of this paper is rather simple: transac-
tions between homogenous partners in an exchange relationship tend to
be less costly than transactions between heterogeneous actors. Starting
from this elementary proposition, the relevance of a guaranteed obliga-
tory social order for a system of voluntary exchange is explored. This
is to show the extent to which social order is a means of reducing trans-
actions costs, and the extent to which this is due to the homogenization
of individual behaviour by the “imposition” of rules of public order.

The term “imposition”, however, needs to be interpreted quite care-
fully, imposition does not preclude a willingness to accept universal
rules and constraints. On the other hand, the analysis also questions an
assumption implicit in the public choice literature on the theory of the
state to the effect that the public onder is unique. Indeed, it is neither
universal nor unique. Rather, the social order is viewed as being

3 The approach taken, however, may differ widely such as between Doerin-
ger and Piore (1971), Malinvaud (1977) or Williamson, Wichter and Harris
(1975).

4 Examples of quite different origin are Bayley (1976), Bolnick (1976), Ire-
land (1976), Van der Laan (1975), Oskamp and Perlman (1966), Silcock
(19612 - 63) or Sussman (1972).

5 A Public Choice approach to the analysis of homogenous groups and
their ability to facilitate exchanges in certain Chinese communities has been
developed by Janet Landa (1976 a), 1976 b).
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composed of the different norm systems which exist in a segmented
heterogeneous society consisting of homogenous groups. This alternative
approach serves as a frame of reference for a selective survey of
empirical and descriptive studies analyzing the social functions of
homogeneous groups as intermediaries in both the market and the
political process. On the basis of the theoretical orientation (sections II
and III) and an overview and interpretation of institutions which seems
to fit the theoretical argument, an abstract characterization and
typology of homogenous social groups is given.

The crucial question which everybody has to answer who proposes a
new concept and orientation of research is: can new answer for
economic theory and policy be expected? In concluding, I try to in-
dicate some new and partly unorthodox implications and insights which
further research on homogenous social groups might reveal.

IL

In this section, the concept of a homogenous social group is in-
troduced in an abstract way. The idea, of course, is a perfectly general
one. Therefore, I have avoided undue formalism.

Homogeneity

Given a society (S), which is composed of n individuals; where each
individual (i) has available a set of alternative actions, which may be
called the individual action set: (4;). The individual action sets can be
assumed to contain at least some common elements.

Following an individualistic view, the set of alternatives, or action
set open to society (S) as a whole can be postulated to be realized as
combinations of individuals action sets. In the beginning, no further
assumptions on the structure of these combinations are needed®. Thus,
social action could at the same time be the action of all, some or
no members of the society in question, all, some or none of these ac-
tions could be identical. Of course, some of these combinations are
clearly trivial. This range of possible combinations of individual action
sets would give us society’s action set (As).

Then, a homogenous group may be defined as any group (G) of in-
dividuals, where (G) is a proper subset of the society (S). In a formal

% Of course, a more realstic view would have social action to be contingent
on either social or individual action, where social action is not simply the
aggregation of separate acts undertaken by individuals. Refinements such
as these would, however, not necessarily facilitate discussion of the basic
argument put forward in this article. Therefore, the exposition is deliberately
kept as general as possible.
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sense, homogeneity exists as the restriction on the action sets of the
individuals composing the homogenous social group. This way of
formally introducing the concept should, however, not be taken to
imply a value judgement as to the desirability or “legitimacy” of ex-
cluding some alternatives to act from the individual’s range of activity.
Thus, the existence of a homogenous group action set (4g) may be
postulated, which forms the outer bound of the action sets of the in-
dividuals within that group, and where (Ag) is a proper subset of (As).
Likewise, the individual member of a particular homogenous group
has an action set (4; (), which is a proper subset of (4g).

This restriction on the action sets of the individuals within the
group, or of the group as a whole may arise as a result of any of a
number of possible forces.

Following authors like Hayek (1967), one would primarily think of
processes of historical development which have generated typical pat-
terns of behaviour in subsets of society; presumably, because these pat-
terns of behaviour have survived the process of selection and turned
out to serve members of these social groups best over time; where these
processes of development and selection define réles, exclude some ways
of behaviour and encourage or demand others. Thus, specification of
réles (i. e. restrictions on action sets) could be seen as being the result
of human action, although not of human design.

Almost the opposite could also be true. One could think of homoge-
nous groups having their peculiar “constitutions”, where this constitu-
tion is an act of either conscious creation of a social order or at least
conscious acceptance, and where “elements of common understanding
and common agreement (...) entail limitations upon action sets”.?

Also, restrictions could be strictly imposed, either externally, or in-
ternally by some subset of the group, such as an elite. Finally, the
source of the constraint may be perfectly obscure, where the constraint
is nevertheless effective as a consequence of its tacit acceptance by the
members of the homogenous group.

7 This point was strongly made by Vincent Ostrom in his reaction to an
earlier version of this paper. (Letter of June 26, 1978). I should like to quote
a few more sentences, in which he put forward a more specific interpre-
tation of the concept. “It seems to me that you are approaching a problem
that becomes rather critical for the ‘Constitution’ of groups (and states for
that matter) in the sense that Buchanan speaks of constitution too. (...) In
a sense then your whole paper could be constrained in one that would be
amenable to analysis as one that is concerned with creating constitutional
orders.” The term “creation” in this context should be handled with care;
see in particular the critique by Hayek (1967), and more specifically, and
also to be seen in the context of ‘prescription’, Shaffer (1975).
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Prescription

One particular case of restriction might be usefully singled out, since
it seems to be relevant for the analysis of exchange relationships.
“Prescription” can be regarded as a special case of the general restric-
tion on the action sets of members of the homogenous groups. Hence, a
specific action is prescribed, or indicated for a given circumstance —
rather than a range of possible actions. Thus, the already reduced ac-
tion set of the individuals members of a particular group is narrowed
down to only a single element such, that, given a particular circum-
stance, or stimulus affecting an individual member of a homogenous
group, as a response this member has only one possible action available,
and will react as prescribed. This is relevant wherever in social organi-
zation the predictability of individual behaviour is important. Generally
speaking, prescription can then be regarded as a precondition for
division of labour in society, and, more particularly, in exchange
relationships prescription achieves what otherwise has to be established
by contract or directive.t

Features
1. Reduction of Social Costs

The restrictions upon the action sets of the members of the homoge-
nous social group imply the potential reduction of social decision costs
of this group. As an elementary proposition, this would hold under
two assumptions: a) that the costs of social decisions are a positive
function of the complexity of the set of alternatives under considera-
tion; and b) that complexity can be measured by the number of alter-
natives; than a reduction of (As) to (Ag) will ceteris paribus reduce the
costs of social decisions. Assumption b) is a consequence of the ele-
mentary notion of homogeneity defined earlier as a mere reduction of
the set of alternatives upon which to decide. This does not carry any
qualitative connotations. If, instead, restriction (and prescription) were
defined as structuring the decision spaces in a qualitative way, reduc-
tion of complexity could also be dealt with in a qualitative manner.
This would essentially lead to the same proposition.

“Social decision costs” refers generally to the costs of search, in-
formation, considering alternatives, and negotiating aggreements. Not
all of these costs vary by necessity with the number of alternatives
under consideration, but at least some obviously do.?

8 Similar to ‘restriction’, ‘prescription’ is to be interpreted as a technical
term. By no means is coercion the source of either ‘restriction’ or ‘pre-
scription’.

¢ A cost approach to social decision making was put forward in their
seminal book by James M. Buchanan and Gordon Tullock (1962). In this

14 Zeitschrift fir Wirtschafts- und Sozialwissenschaften 1980/2
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2. Modification of the Environment
of Individual Devision Taking

The reduction of the action sets reduces uncertainty and therefore
increases predictability of the dynamics of individual relationships.
Prescription as the special case lowers the costs of taking decisions to
zero.!? Also, prescription makes the behaviour of any one member of
the homogenous group predictable to both insiders as well as outsiders,
as long as they understand the structure of the group. Predictability of
individual decision taking entails opportunities for synchronized social
behaviour. For instance, reliability of individual members is essential
for the operation of networks of commumication. A functionally spe-
cialized communication network, in turn, lowers the per unit costs of
information. This network processes and disseminates information, thus
providing an increase in the quantity of information manageable; or,
possibly at the same time, increasing the quality of the information
processed by noise reduction or increased reliability.

3. Enforcement

Discussion of restrictions of individuals action sets and prescription
of reactions begs the question of enforcement. For any given homoge-
nous group, there exist specialized systems for the enforcement of the
restricted action set. These systems act to enfore decisions of both an
individual and a societal character, where a discussion of how enforce-
ment is actually effectuated does not seem to be amenable to economie
analysis without ending up in a tautological utility — cost calculus.
Leaving the psycho-sociological question of the techniques of social
enforcement aside, it can be postulated that, due to specialization,
enforcement within the homogenous group is potentially less costly
and/or more accurate than social enforcement in the rest of society.
This in turn reduces the cost of transactions arising from deviant
behaviour to both the group as a whole, as well as the individual
member, whereas the effect on the rest of society depends on whether
it is in the interest of the nonmembers that the standards of behaviour
in the homogenous groups are stable or not. Consequently, for transac-
tions effected in the context of homogenous groups, there is a potential
reduction for transactions costs arising from contracting, gathering
and processing information as well as from policing.11

context, Sydney Ulmer’s (1963) criticism of their notion of costs in political
decision making is pertinent.

10 This does not apply to secondary costs of decision making, e.g. the
neglect of relevant alternatives, Under prescription, the costs of foregone
opportunities, which due to prescription could not be considered, can be
quite substantial. See also the last paragraph of this section.

11 Thomas D. Crocker (1971) introduced this distinction.
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4. Potential Defects

Restriction, and especially prescription, entails rigidity of the ho-
mogenous group structure and implies a potential for destabilizing
defects, if the group’s environment, especially society as a whole,
changes; such a change may render alternatives relevant for the group
as a whole which are excluded from consideration by either restriction
or prescription. Thus, the advantages of specialization, stability and
accuracy may be acquired at the expense of an increased pressure
towards constitutional change. If this is so, an angument similar to the
one advanced until now may apply in turn. Homogenous social groups
with a long history are likely to have undergone a variety of institu-
tional changes and could therefore be said to be more stable than
soviety as a whole in meta-constitutional terms. Otherwise, relatively
high costs may be incurred as a consequence of not taking into account
alternatives outside of the restricted action set. There is a potential
increase over time in information costs concerning the nonfeasible set,
upon the change of the environment of the homogenous group. The
specialization characteristic for homogenous groups can have adverse
consequences. Relatively high secondary decision costs can be incurred
as a consequence of not taking account of the elements outside the
restricted set. This would manifest itself in low quality of decisions
and disruptive factors bearing upon interindividual relationships.!?
Over time, these defects can be expected to disappear due to either
constitutional change or a dissolution of the homogenous social group.

5. Restatement

Homogeneity of a social group is essentially seen to be equivalent
with the restriction of the action sets of the group members as com-
pared to the action sets open to those members of society who do riot
belong to the homogenous social group in question. This implies that
homogenity is a relative, not an absolute concept. To speak of ho-
mogeneity of a social group is meaningful only in comparison with a
set of people characterized by relatively more heterogeneity.

Secondly, restriction (and prescription) in action sets is not to be
confounded with the imtroduction of utility boundaries. By restricting
the 'action sets and imposing an order, a group will generally try to
rule out actions which in the normal course of events produce dis-

12 The incidence of social decision costs depends on the structure of the
homogenous group in which decisions are taken. The above refers mainly
to groups in which decisions are taken jointly by all members. If decisions
are taken implicitly or hierarchically, a further reduction af alternatives
will occur. For the sake of simplicity of exposition, dynamic aspects are
excluded from the present discussion, although they are to a certain extent
implicit in what has been said.

14+
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utilities to their members, although they might be individually ad-
vantageous to any particular group member at any particular point in
time.

The rationale behind this argument can be readily demonstrated by
reference to the well known “prisoners’ dilemma” type of game theo-
retic situation, where the cooperative solution has to be enforced by
a social order. Homogenous social groups may then be said to have a
more inclusive order, providing more cooperative solutions among the
group members than is possible in the rest of society.

That is, the order wich restricts the action sets makes behaviour of
group members more predictable, lowers the costs of transmitting in-
formation among group members and, more generally, lowers the costs
of transactions; this order can be said to be a rather detailed constitu-
tion. Since the constitution of a homogenous social group to this group
is of such relatively conspicuous importance, whatever constitutional
change may be required will affect the group and each of its members
more intensely than would be the case in a less homogenous group
with less interdependence among group members.

111

It has been known for a long time that the establishment of a system
of guaranteed forms of agreement, of enforced rules and a singular
(non-disputable) attribution of alternative actions to individuals or
collectives is a necessary precondition for a system of voluntary ex-
change. This is achieved by ruling out certain actions which would
violate the public order (restriction) and the alternatives to act in-
dividually can further be reduced by particular obligations or con-
tracts (prescription). Singularly attributed alternative actions constitute
“property rights”. Thus, a specified system of legal regulation and
social normation is an institutional prerequisite for the effective opera-
tion of the market economy, see for a recent restatement Mueller (1976,
397) with further references to the pertinent Public Choice literature.
In particular, recent discussion among Public Choice theorists has
clarified these conditional interrelationships with the advancement of
the “theory of anarchy”, Tullock (1972, 1974). This body of theoretical
literature seeks to explain, among other things, the emergence of the
constitutional state and the conditions of its existence; Buchanan (1975).
According to this view, the legal system is a collective good, from
which no member of society can be excluded.!?

13 This view was developed by Buchanan (1975, Ch.7), following a line of
thought initially elaborated in Ireland (1968). This view was taken to an
extreme by Holcombe and Tollison (1976).
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More specifically, the legal system is a collective good in that:

1. It operates as a procedure to resolve conflitcs among individuals
and groups, thereby preventing the accumulation of unresolved in-
terindividual conflict. Accumulation of conflict can, in the long run,
prove to be destructive for society as a whole, for instance, when basic
institutions are questioned passively or destroyed actively, because
they are associated with a status quo which due to an accumulation of
unresolved conflicts, is no longer accepted. Continuous conflict resolu-
tion, in turn, reinforces restrictions and often issues prescriptions.

2. Secondly, the legal system provides all actors somehow contract-
ing in society with a scheme of reference on which they can rely in
their transactions. Upon certain actions or stimuli, reactions are pre-
scribed. The behaviour of all parties to a given transaction becomes
predictable due to the homogenization of individual behaviour by
means of public ruling.4

3. Where the legal rules are nonspecific and ineffectively regulate a
given transaction, thus causing conflict, and/or where the outcome of
the legal process is not easily predictable, transactors cannot rely on
the provision of the public good and will therefore demand a specific
solution for their conflict. This solution to them is essentially a private
good!s, containing elements of publicness beyond the parties imme-
diately involved only insofar as the conflict resolution can serve as a
frame of reference or precedent for other parties in similar cases.

Although a system of legal normation contains many elements of a
collective good, this need not necessarily be a legal system maintained
by the state. What applies to the law applies to systems of social
normation in general. Often, decentrally provided social normation suf-
fices and serves both as a substitute as well as a complement to sets of

14 Tt should be noted, however, that homogeneity is a necessary, not a
sufficient condition for predictability of behavior. Thomas Ireland on the
other hand in an unpublished comment argues as follows: “However, ‘homo-
geneity’ itself is not enough to reduce transaction costs, as Backhaus assumes.
Whether this will happen or not depends on the social structure within the
identity group. (...) If I am a member of a group whose behavior is pre-
dictably unreliable, I will have lower costs in transactions with persons not
in my group than with persons in it.” (Th. Ireland (1977). To me it seems
difficult to conceive of a group (i. e. ‘set’ and structure) which could generate
predictable unreliability. At least to the extent of predictability, there
should be reliability. To make things less difficult, however, ‘unbehaved’
groups whose behavior becomes the less reliable the more restricted is the
action set will be ruled out from further consideration.

15 The conflict resolution is a jointly supplied good, with a low degree
of publicness. The equilibrium number of club members is typically two,
the scale being defined between one (pure privateness) and infinite (pure
publicness). See Buchanan (1965).
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rules of a wider or more general applicability. The analysis of the
public good aspects of the legal system combined with a neglect of its
private good aspects has induced many Public Choice theorists to
consider only one system for any given society. The legal system,
however, is only one facet of the aforementioned institutional structure
of conflict resolution in society. It operates efficiently only to the ex-
tent that the heterogeneity of citizens and the complexity of their con-
flicts can be overcome by recourse to the formalization of rules and
conflict resolution procedures; see Mueller (1976, 398) with further
references. The more heterogeneous the population and the more het-
erogeneous the object of their respective transactions and conflicts,
the more conflict relevant information is foregone during the process
of abstraction and subsumption under formal rules. Decentralized
procedures, adopted to specific local and social conditions may in-
tegrate more information necessary for conflict resolution than can be
integrated into a traditional forensic procedure. Therefore, additional
social normation, special ethics'%, codes of conduct in personal relations
such as friendship, families, tribes, ethnic minorities and religious
communities etc., as well as ideologies in political parties and business
organizations, from which rules of conduct and “expected” attitudes
and actions can be explicitly or implicitly derived; complement as well
as substitute the formal legal system.

The case of complementarity will be referred to in an exemplary
way only in section IV, while I now turn to consider the case of sub-
stitution in more detail.

Concentration of Institutions

The argument can be divided into two parts. First, a scenario is
given where, beginning in a state of anarchy, institutions develop.
Second, the question of uniqueness of an institutional order is addres-
sed directly, by reference to the scenario outlined in the first place.

To begin with, reconsider our society (S), which, as introduced in
section II, consisted of n members (i). This society initially may be
thought of being in an anarchic state, where no institutional order
exists. Its members, of course, will not remain isolated one from
another, and engage in exchange activities. An exchange is a com-
plicated relationship, whereby somehow a good is transferred from
one person to the other in one direction, and an equivalent in the op-
posite direction. The interesting question, economically, is how this
transfer is actually effectuated. We may postulate that ‘“somehow”

16 Silcock (1962) discusses the function of ethics in professional groups.
For related phenomena in the provision of medical care see also Arrow (1963).
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refers to a service, whereby the commodity exchanged is transferred.
We may denote this service by (s) and, since it needs to be produced in
order to be available, we can postulate the existence of a “technology”
(T), by which the service (s) is produced.

In what follows, I want to ignore the goods or services actually ex-
changed, concentrating on the service (s) which allows an exchange to
take place.

What does (s) consist in, and what about the technology (T) by which
it is produced? This technology consists of an institutional device by
which an optimaol pair is selected from all potential traders, establish-
ing a particular connection, which makes the technical transfer feasible
and guarantees the realization of the exchange. This is achieved by
protecting the exchange from all kinds of interferences, internal or ex-
ternal to the particular connection established. This protection may be
described as an insurance of the transaction. Thus, what was called
a technology of exchange fulfills essentially two functions: an informa-
tional process by which an optimal pair of traders is selected, and a
service to protect the relationship established. There may be various
ways by which these functions of processing information and of pro-
tecting established connections may be fulfilled. Applying the argument
of section II above, homogenous social groups as networks of specialized
communication will be able to fulfill this function of facilitating ex-
change, due to a relative advantage, both in terms of quantities, quality
and reliability of information processing and due to the capacity of
establishing and guaranteeing norms through restriction and prescrip-
tion. The technology (T) then consists precisely of the homogenous
social group structure introduced and defined in section II. Restriction
operates to facilitate the selection of an optimal pair of traders from
all potential partners in society. Thus, a particular connection is es-
tablished which makes the technical transfer feasible, while the realiza-
tion of the exchange relationship is guaranteed by the prescription of
actions. Then, prescription protects an exchange from all adverse in-
terference, be it internal or external to the exchange relationship. Two
cases may be distinguished. When both partners to an exchange are
members of the same homogeneous group, prescription will readily
protect the exchange relationship from being spoiled. When, however,
one partner to the exchange relationship is not a member of the ho-
mogenous social group, prescription can only govern the behaviour of
the group member, not necessarily extending to the trading partner.
Still, prescription may be instrumental for the protection of the ex-
change relationship, because for all members of the homogenous social
group in question solidarity will be prescribed with the member facing
difficulties.
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Under these circumstances, it can be expected that trade will be
concentrated in relatively homogeneous segments of society. This divi-
sion of labour would lead us to expect benefits from specialization
being reaped by the respective homogeneous social groups. More so;
while dependent upon nature of the commodities transferred and the
complexity of the exchange, it can be assumed that the production of
the service of exchange (s) involves decreasing average costs. This is a
critical assumption, however, and it is of pivotal importance for the
rest of the argument put forward in this essay. At least to the knowl-
edge of this author, however, empirical evidence can be cited ex-
clusively in favour of the assumption, e. g. Mack (1975). Mack’s study
deals with the “crime industry”; the pattern of diversification of crimi-
nal entrepreneurial activities, once the communication and insurance
network (the “infrastructure” of the crime industry) has been set up,
seems to be ubiquitous. Basically, the assumption of decreasing average
costs in the production of (s) relies on the argument, that the technology
(T), by which the service is produced, is a network, where the produc-
tion of an additional service increases the marginal production costs
less than proportionately.

In order to illustrate a scenario, in which an exchange network will
develop and concentrate, assume that the number of exchange per
period of a particular commodity (j) involves the provision of the
related service (s;) x times. Now, there are certainly other goods, which
may be traded, such as (j + 1), (j + 2) etc. and this calls for the provi-
sion of the related services (sj+1), (sj+2) etc. Under these circumstances,
an institutional technology, which is designed to facilitate the exchange
of the commodity (j) may at the beginning not operate at its optimal
capacity because of the limited occurrence of exchanges in (j). Here it
may be desirable for the “owners” of (T;) to modify the technology (in-
stitution) so as to make possible the exchange of other commodities,
such as (j + 1) and (j + 2) etc. And this may involve an additional cost
of Adcrj,q, 4cr;, 9 ete. In what follows, it will be assumed for the sake
of simplicity that all increments 4 Cr;,,, 4 Cr;, 5 etc. are of equal size,
although in the real world this will hardly be the case. Starting from
a particular technology (T;), the provision of further and further serv-
ices (sj+1), (sj+2), etc. would be added up to the point where either all
exchange related services demanded in the particular society would be
included into the technology or institutional structure in question, or
where for some additional service the cost increment 4 Cr exceeds a
benefit from increased scale. This may be illustrated as in Figure 1,
where the downwards sloping lines (over) in relation to the amount
of transactions, and where (in an upward direction) the cost curves
represent more and more inclusive technologies. Still, the incremental
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benefits from depict the average cost curves for the provision of the
service increased scale become smaller and smaller.
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It is important to note that in this case both the aggregate and the
average costs of transaction decrease with the further introduction of
commodities into the institutional device, as shown in Figure 2. There,
the aggregate costs decrease stepwise, when the institutions become
more and more inclusive. The average costs decrease accordingly. The
institution which facilities exchange by provision of the service (s) will
grow up to the point where the marginal benefit from the inclusion of
further services is equal to the manginal costs of the provision of these
services.!7
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How can we meaningfully talk of the costs of maintaining an in-
stitution, if the ‘institution actwally is the formal or informal inter-
individual network, the internal structure of a group in society? The
costs of operating the technology (T) are all the social costs which have
to be foregone in order for a homogeneous social group to exist; they
can be specified in a meaningful way only when the concept is em-
ployed in order to investigate a particular problem empirically. As

17 Because of the assumption of the equality of the total cost increments
this cannot be shown graphically, Under this very restrictive assumption,
the institution grows up until the point where it encompasses all goods and
services. Consequently, only one such institution will survive in any given
society. This case is identical to that which has up to now received the ex-
clusive attention of economists. The suggestion of the singularity of the
state in this literature consequently rests on the implicit assumption of the
equality of total cost increments. If this — as it seems: unrealistic —
assumption is dropped, the purely economic explanation of the emergence
and existence of the state no longer holds. (This does not preclude, however,
different explanatory attempts in economic terms.)
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such, the notion of & homogeneous social group is perfectly general,
and so are the accompanying notions, in particular costs and benefits.
More specifically, the social costs to the members of the homogeneous
social group are the utilities foregone due to restriction. These are not
identical to the social costs the existence of the homogeneous social
group may impose on other members of society who are in turn not
members of this group. Similarly, the benefits, which the members of a
homogeneous social group enjoy as a consequence of the proper “opera-
tion” of the homogeneous social group structure are not similar to
those benefits which other members of society may enjoy in terms of
externalities spilt over by the existence of the homogeneous social
group.

The evolution of substitutes to state organization

In this section, I want to 'discuss certain conditions under which the
singularity of state organization is questioned. In order to develop this
argument, a scenario is described under which a counter state organiza-
tion develops. We may interpret (T) more narrowly as being the legal
structure, which is guaranteed by the state. There are various reasons
why there may be a divergence between the norms and preferences
held by a substantial part or even the majority of society and the
norms prescribed by the legal system. Or, more generally, the legal
system, at least in some areas, may impose costs on parties seeking
conflict resolution, which these parties can partly or mostly avoid when
taking recourse to nonstate forms of conflict resolution. In business, we
may think of arbitration procedures. Also, the state is of course not
simply a devices to economize on the costs of transactions by designing
institutions which facilitate exchange. Rather, the state has the quality
of a “moral” institution, by which quality it tends to override the
preferences of its members at least from time to time. So, quite often
sovereign power is used to prohibit certain transactions, which some
members of society may disapprove of, in which others may never-
theless want to engage. Prostitution or the consumption of certain nar-
cotics may serve as examples for this kind of prohibited exchange. In
these cases, the costs of transactions are raised instead of minimized by
the state legal system. Whether such prohibitive policies are effective,
however, depends on the availability of substitute patterns of exchange.

Again, we exclusively think of service (s) by which an exchange is
actually made possible, and in order to distinguish this part from the
rest of the angument where we dealt with legitimate exchanges, the
service which is to facilitate an illicit exchange is denoted as (5). Then,
there will be a demand for this service (Dj), as well as the costs of
providing the service, which are a function both of the “real” costs of
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transactions as well as the expected punishment by state enforcement
agencies.!8

It follows from the discussion in section II, that an exchange pro-
hibited by the state legal system could nevertheless be effectuated in
the context of a homogeneous segment of society where the homo-
geneity of this group would protect the exchange relationship from
outside interferences, especially from interferences from enforcement
agencies. In the absence of such an institutional device, even if there
is a lange positive difference between the demand for this exchange
and the expected costs (including those inflicted by enforcement
agencies), the transaction will not take place. If, however, the state
happens to prohibit an exchange which may be facilitated within a
pre-existent social group (such as an ethnic minority with few outside
contacts!?) and which, consequenitly evades political control, the set up
costs of an alternative institutional structure may be relatively small.
By “set up costs” we understand all those costs to be borne by the ho-
mogeneous sub-segment of society which are attributable to a decision
to engage in the transaction in question. Again, these cannot be ex-
haustively specified unless a particular example is examined, but in a
general way we may again refen to the wutilities foregone by group
members due to the engagement in the illicit transactions mentioned.

I have for the sake of simplicity up until now discussed the process
of the change of institutions as if the institution as a technology were
owned by someone who was in the position to modify it deliberately.
Although there may be a hint of truth to such a view, e. g, when
organizing patterns of behavior and responsibilities in industrial and
administrative organizations, in general social engineering isn’t as per-
vasive, and the benefits from modifying institutions cannot easily be
reaped by an entrepreneur. In general, social change will not be an
artifact but a development, composed of many elements, each an ad-
justment to new pressures and/or opportunities.

This view seems to be particularly appropriate when discussing the
scenario of how counter-states may encounter the proper conditions
to develop.

To recall, trade within this alternative social structure of exchange,
(), implies an insurance against outside interference into the exchange,
particularly action by the state and its enforcement agencies.

18 For a graphical treatment of this relationship the reader is referred to
Buchanan (1973).

1% The Chinese heroin market in central Europe may be quoted as an
example.
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In Figure 3, I have tried to illustrate a case where there is one ex-
change (requiring the service §;) the demand for which is large enough
to cover the costs of engaging in the respective transaction. These costs
are shown in the technology cost function (T4), and the point I is the
initial break even point. Once this exchange related service (5;) is
provided by the institution characterized by (Ti), also the demand for
other somehow related services may be satisfied. This calls for an
adaptation of the institutional technology respectively. '
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For instance, (Ts) represent the technology cost function, where both

the demand for (§;) and (5j.1) can be satisfied. (Ts) then is the tech-
nology cost function which represents the institutional framework
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through which all services (5;) through (5j+4) can be provided. The
shaded area gives an idea about profit potential for such an (idlicit)
activity.

In terms of an analysis of enforcement strategies, it would be in-
teresting to see whether the institutional network which facilitates il-
licit exchange could be wiped out by eliminating the initial demand for
(5), e.|g. by legalizing the trade and the commodity, the exchange of
which (3;) facilitates. In the example depicted in Figure 4, this would
not help at all. The re-legalization of the trade in (j) does not destroy
the whole network. The process of the evolution and concentration of
counter institutions in this example is not as easily reversible. Once
established, the network under these circumstances could very well
survive on the exchange relationships facilitated by (5;.1) through
(5j+4). Furthermore, of course, after re-legalization there is normally
no restriction to legalized exchange, which could be effected through
the same networks as under prohibition.

This scenario would explain how in heterogenous societies, mafia-
type organizations which explicitly exist outside the state legal order,
often defying it, could evolve and persist. Counter institutions based
on the principles of restriction and prescription are able to profit from
a reduction in the costs of transactions, in Crocker’s (1971) taxonomy
this implies “C” reduced contract costs, “I’”’ reduced information costs
and “P”, especially in the case of prescription, reduced policying costs.
This would particularly reduce the risk of moral hazard which to avoid
is, of course, essential for any insurance (Arrow (1963)).2

The profit to be made by facilitating exchange through a homoge-
neous social group network, the existence — not extent — of which is
shown in the shaded area in Figures 3 and 4, is appropriated by the ef-
fective “owners” of the counterinstitution. On the basis of this general
analysis these owners cannot be identified. We may consider either
the homogeneous group as a whole, an elite within the homogeneous
group, society as a whole, the consumers of the services provided, or
even an external agent. Similarly, one does not normally speak of the
“owners” of a legal system. The question becomes relevant, however,
when policy implications are to be considred. The “owners” can be
regarded as those groups which take an interest in the shape, dynamics
and development of the institutions in question. Then the “owners”
are the agents with whom the policy maker has to reckon when making
homogeneous social groups the instrument or object of his policy.

20 The concept of “moral hazard” was introduced by Arrow (1970). For an
exetnsive discussion see Eisen (1978). In the case of professional ethics, e. g.
public silence is prescribed as the adequate response upon receiving know-
ledge of a colleague’s act of malpractice.
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Iv.

In the preceding section, counter institutions which facilitate ex-
change have been discussed as substitutes for the state legal system
and by virtue of this discussion somehow appeared in the light of
unlawfulness. It would, however, be grossly misleading to think of
counter institutions only in terms of substitute networks engaged in
illicit transactions. The predominance of extra legal trade would in
general be mainly the result of unwise public policy. Indeed, the studies
mentioned earlier deal with a wide array of different realizations of the
basic principle discussed in this essay, such as
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— ethnically homogeneous groups® through which the trade of specific
commodities is carried out;

— homogeneity of local residents which helps in programmes of com-
munity development; see Bolnick (1976);

— the ethnic and local homogeneity in Japanese neighbourhoods,
which effectively renders police services superfluous, Bayley (1976);
further, in this case it is highly doubtful whether any state norm
not shared by the homogeneous neighbourhood could effectively be
enforced by the state by means of police intervention;

— ethic homogeneity in professional groups facilitating internal group
communication as well as the enforcement of standards of com-
petence, deviant behaviour being ultimately sanctioned by ex-
pulsion; this method also prevents deviant behavior in prisoner —
dilemma type situations®?, where the common benefit may be a
monopoly or cartel profit extracted from the rest of society; Sil-
cock (1962) and Arrow (1963);

— as a final, though by no means exhaustive example®, we may quote
personalistic homogeneity of social groups (identity groups?). These
may turn out to be particularly relevant in bodies of political deci-
sion making of limited size, such as in committees. These groups
serve as quasi-insurance systems against the risk of being defeated
by vote, the identity group always voting as a block, following
group decisions made earlier; the individual member substitutes the
risk of being openly defeated for the risk of internal defeat, which
is preferable either because of similarity of members’ preference or
because of the likely erosion of the standing of the person in ques-
tion in the respective body of decision making; Ireland (1976).

21 Through these groups the trade of specific commodities (import and
luxury goods through Lebanese traders in Sierra Leone, rubber through the
Hokkien Chinese families in Singapore and Western Malaya) was effected.
While in Sierra Leone Lebanese traders were the only group maintaining
outside as well as national contracts and therefore were able to engage
in import trade, the Hokkien Chinese reduced contract costs (in particular
uncertainty due to unreliability of indigenous producers and further aggra-
vated by peculiarities of the small holder rubber market) by means of deal-
ing exclusively within their own families, thus reducing costs of infor-
mation, transaction, conflict resolution etc.

22 The reader unfamiliar with this constellation of interests is referred
to D. Luce and H. Raiffa (1957, pp. 94 - 102, Ch. 5.4, 5.5).

23 Further cases analyzed include: John C. Hause, Thomas R, Saving,
Rodnes T. Smith (1976, pp.433-435, 431-432 and 303 - 430 respectively);
Smith’s analysis, focuses on the substitution between legal and illicit trade,
the homogenous groups being firms; Hiroaki Hayakawa and Zianiis Venieris
(1971, pp. 599 - 617). M. H. Moore (1973, pp. 270 - 277).

24 In order to give credit to whom credit is due, I should like to report
that according to Thomas Ireland, it was Robert Whitaker who invented
this term.
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These examples also shed some light on how homogeneity is actually
achieved. In general, restriction is a consequence of a common reference
system held by the group, prescription is eguivalent to standardized
behavior and modes of conduct which also secures the compatibility of
the ends of the individuals incorporated into the group. Homogeneity
seems to be continually reenforced by processes of social coercion,
which work smoothly when members interact. When this socialization
fails, homogeneity can still be secured by {the threat of) expulsion of
deviant members, Akarlof (1976, 436). Transactions costs in homo-
geneous groups are reduced by a common language and social as well
as local proximity which both reduce the costs of communication and
thus facilitate mutual monitoring of group members. This leads to
standardization and consequent predictability of group members’ be-
havior, and, as a consequence of both of these factors, the availability
of specific insurance system reducing moral hazard. In-group insurance,
in turn, is superior to outside insurance because of the reduced costs
of communication, of monitoring group members and, in case of con-
flict, the reduced costs of conflict resolution.

Not all of these characteristics need be present in every case men-
tioned, homogeneity of social groups still being a relative concept.
There exists, however, a close interrelationship between these charac-
teristics. These interrelationships deserve further attention by econo-
mists, apart from the explanation attempted in this paper of the
emergence of concentrated and constituted institutions and the emer-
gence as well as persistence of counter institutions to the public order.

In concluding, let me turn to some possible policy implications.

V.

The economic relevance of the analysis of homogeneous social groups
as proposed in this paper is to be seen where exchange relationships
are to be explained. More particularly, in terms of economic policy
the approach is to be expected to be most relevant where reforming or
restructuring the institutions of exchange is set as a goal of public
policy. The following may constitute a possible research agenda.

Competition and cartels

Given that homogeneous social groups facilitate exchange, it should
be interesting to find out whether they typically lead to cartelization
of those markets which they control and tend to close markets for
themselves, excluding nonmembers. This possible secondary effect is
just the corollary of homogeneous social groups’ relative advantage in

15 Zeitschrift fiir Wirtschafts- und Sozialwissenschaften 1980/2
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trade. Cartelization could be either beneficial or harmful to society as
a whole, depending on whether the monopolization leads to an in-
tensification of exchange (as a consequence of economies of scale in
providing the exchange related services) or whether it leads to a
reduction in output. Of course, also both effects could occur. Under
the assumptions of the preceding analysis, the first alternative seems
to be the more likely one.

If however, homogeneous social groups would monopolize some il-
licit trading activity, the second effect could also be beneficial to
society, following Buchanan (1973) who argued like this: “if monopoly
in the supply of ‘goods’ is socially undesirable, monopoly in the supply
of ‘bads’ should be socially desirable, precisely because of the output
restriction” (119). For this surprising result to be correct, however,
Buchanan had to assume independence of criminal activities (127)
whereas in this essay the precise contrary was held to be correct. If
different criminal activities as such depend on an infrastructure and
insurance systems etc.,, the assumption of independence is simply
untenable exactly because of decreasing average costs for the inclusion
of further activities into the illicit exchange system, see also Backhaus
(1979). Obviously, discussions of this kind open up a wide area of
research, the scope and possible fruitfulness of which, today, can barely
be appreciated.

International trade

Similarly, homogeneous social groups can be expected to facilitate
exchange wherever artificial barriers have been imposed. This may be
applicable to international trade, an application of which was already
suggested by Vanderlaan’s (1975) study on the Lebanes traders in
Sierra Leone. Again, this should also apply fo illicit international
trade, such as drug traffic, and a very special application would deal
with the trade in information and the possibilities for censorship,
Reforms of the Legal System Tullock (1969), Backhaus (1978).

A final (though by no means exhaustive) example could suggest pos-
sible reforms of the legal system itself, on the basis of an economic
analysis. The current situation has the costs of civil litigation on a
continuous rise, Grunsky (1976), while the amount of conflicts solved
is not only shrinking in volume and quantity but also in quality, with
certain types of legal conflict simply disappearing from the state
system at all, a tendency which has been severely criticized by lawyers
on occasion. One of the reasons for homogeneous social groups to be
able to facilitate exchanges is their capacity to solwve conflicts among
themselves with relatively more efficiency. Separating those conflicts
out of the general legal system which can be more efficiently or ex-
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pediently be dealt with in homogeneous segments of a society may be
a perfectly reasonable development had it been made the objective of
public policy.

Summary

The efficiency of exchange in an economy depends on the structure of
social institutions in which trade is allowed to take place, This calls for an
emphasis on the economic analysis of social institutions. The purpose of this
paper is to introduce the concept of homogeneity of social groups. Homo-
genous social groups are described both theoretically and by way of examples.
They are shown to facilitate the establishment and preservation of certain
types of exchange relationships, both legal and illicit. This sheds some new
light on received options of publicy, e.g. in terms of some unorthodox
ant-trust implications.

Zusammenfassung

Die Effizienz des wirtschaftlichen Tausches ist durch die gesellschaftlichen
Bedingungen bestimmt, unter denen Austauschbeziehungen gepflegt werden
konnen, In dieser Arbeit werden bestimmte gesellschaftliche Institutionen
unter diesem Aspekt erortert, indem der Begriff der Homogenitit einer sozia-
len Gruppe eingefithrt wird. Homogene gesellschaftliche Gruppen, so wird
anhand einer theoretischen Abstraktion sowie verschiedener Beispiele ge-
zeigt, erleichtern die Griindung und den Fortbestand bestimmter Formen
von Austauschbeziehungen, sowohl legaler als auch illegaler. Daraus folgt
eine neue Sicht einiger traditioneller Optionen der Wirtschaftspolitik, zum
Beispiel etwas unorthodoxe wettbewerbspolitische Vorschlige.
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