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Abstracts 
Recognition of institution starts from the understanding of imperfect property rights. Neither in definitional set up nor in police enforcement, perfect definition of property right can hardly attained. New concept of relational exchange is introduced to include exchange activities in rather elementary level relying on trust, friendship, fraternity or solidarity. In fact, even in modern society, much of market exchanges relying on such elementary relationship to some extent. Attention is paid to the composite factors of market, which are often ignored as given and fixed conditions, such as legal institutions, technology, information network, SOCs, etc., which may have relations with exchange transactions of market. This research highlights that composite factors of market determines entrepreneurs’ business models and eventually exchange transactions of market. Salient findings of this research are recursive process of institutional evolution, which are interacting with exchange transaction of market. This recursive process turns out to become path dependence of institutional changes
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1	Introduction

This research aims at extending analytical structure of economics to add institutional dimension.  Recognition of institution starts from the understanding of imperfect property rights. Neither in definitional set up nor in police enforcement, perfect definition of property right can hardly attained. 
Noble idea on analytical perspective is applied to the concept of market. New concept of relational exchange is introduced to include exchange activities in rather elementary level relying on trust, friendship, fraternity or solidarity. In fact, even in modern society, much of market exchanges relying on such elementary relationship to some extent.
All these noble ideas on analytical perspective pop out from the attempts to reinterpret the concept of market by adding new analytical dimension of institution to the theoretical structure of economics. In this extended theoretical setting, market is no longer demand, supply and equilibrium. 
Attention is paid to the composite factors of market, which are often ignored as given and fixed conditions, such as legal institutions, technology, information network, SOCs, etc., which may have relations with exchange transactions of market.
This research highlights that composite factors of market determines entrepreneurs’ business models and eventually exchange transactions of market. Salient findings of this research are recursive process of institutional evolution, which are interacting with exchange transaction of market. This recursive process turns out to become path dependence of institutional changes
This research underlines that traditional interpretation of analysis in orthodox economics becomes not tenable in the extended structure with added dimension of institution. . 
The structure of paper consists of three parts. The first part is the setting of theoretical structure with added dimension of institution. Section 2 and 3 discuss imperfect property right. Section 4 introduces new concept of relational exchange. Section 5 discusses market exchange. The second part draws out new findings on the market analysis with added dimension of institution. Section 6 discusses role of entrepreneur and meaning of business model. Section 7 derives findings on recursive process of evolutionary changes of institution and path dependence. The final part compares the findings of this research with corresponding concepts in the theoretical structure of orthodox economics.


2	Imperfect Property Rights

Market exchange requires the establishment of property right as requisite condition. Property rights are hardly established properly. There exists always possibility to nullify or infringe on property rights. Most of civil court lawsuits are contending the illegality of actions nullifying or infringing on property rights in each of specific cases. 
Most of cases, property rights are established only partially and imperfectly. There are categories of goods, of which private ownership is determined, i.e. private goods. Although private ownership is acknowledged in literal sense, it is different story to properly determine legal boundary of concepts. 
Property right is not perfect concept. It is as much effective to the extent as is protected. Your property right is vulnerable to theft, nuisance, trespass, violence, any action of nullification or infringement of legal right. Such perpetrator will be brought to justice under police and judicial procedure and put in order to compensate for the damage. However, property right is not protected from attenuation despite judicial enforcement because the exposure to such vulnerability in itself makes property right imperfect.
The extent of attenuation of property rights depends upon the institutional development of police and judicial system and differs among different countries or in different times for the same country. 
Things become more complicated if attention is extended to the cases of innovation, invention or intangible things such as information. The effective institutional schemes to enforce effective legal boundary or policing schemes to protect property rights in such area is never feasible to attain. 
The possibility of attenuation of property right will aggravate if business includes contract. There exist all possibility of contract breach, moral hazard, opportunistic behavior, and incomplete contract. The argument goes on and even exacerbates in case of torts because complicate cases of corruption and public choice will intervene.

Conjecture IPR (Imperfect Property Right): Property rights are neither perfectly defined nor perfectly enforced.

The imperfectness of property rights indicates that institutional arrangements for the establishment of property rights are bound to take ceaseless steps of evolutionary changes.
Before taking market exchange into consideration, discussions on the categorical classification of goods according to the concepts of property right should be put in place. 

3	Goods Improper for Property Right

The difficulty of property right establishment stands out when attributes of goods are taken into consideration. Unlimited number of goods may exist in our imagination, but legal entitlement to private ownership may never be given thereto. 
Some goods set off as improper for property right establishment from the beginning. Is private ownership the only way to sustain efficient conservation of resources? Do the goods improper for property rights such as the Common Pool Resources necessarily lead to apocalyptic destruction by the egotistic appropriation of the constituents? It is the question posited by Garret Hardin (1968). 
Ostrom (1990) illustrates that contractual relationship may develop to lay basis upon which to find way to efficiently govern the conservation of those goods. By means of institutional arrangements like relational contracts, public goods turn to the category of goods which are managed as community property, where constituent individuals become connected as vested interests holders. 
What Ostrom’s researches unveil is novel of course, but not very revealing indeed. The political governance of a community may be considered as CPRs. It cannot be privatized to be individual property right. Nevertheless, the outcome of political operation determines the fate of the constituents.
Despite Olson (1965)’s conjecture that the collective action of a group tends to create free rider strategy of minor shareholders, the operation of communitarian political governance didn’t lead to either of two extremes, namely neither autocracy by the Leviathan nor collapse of communitarian political governance due to unscrupulous egotism of individuals. The republican polity has been established in liberal democratic condition, while the world economy sustained restless prosperity in post-industrial era.[endnoteRef:1] [1:  Not all CPRs problems settle in Ostrom’s solution. Such institutional arrangements that succeed in the making of Ostrom’s solution survive the test of history and lead to the evolutionary development of institutions.] 

Coase (1937) raised the choice question between organization and market. Traditional interpretation is that transaction cost is the criterion measure to make choice between alternatives. Novel idea of this research is that it is rather improperness of condition to set up property rights that is what is compelling for the choice of organization such as firm rather than market exchange.[endnoteRef:2] Is it proper to pretend we can disintegrate business composition into separate divisions where property rights may be established and exchanged in the market? It is not merely absurd, but extortion of the reality of story. [2:  Later in this paper, it is argued that any attempt to measure costs of institution is erroneous.] 


4	Relational Exchange

Exchange is one of most distinctive attribute of human society. Market exchange is distinguished from relational exchange. The most distinctive difference between relational exchange and market exchange is property right. 
In millions-of-year history of human life in this globe, it is only recently, perhaps after the establishment of liberal democratic polity that property rights become fundamental right of individuals, i.e. rights unchallengeable.
Even after the establishment of property rights, technical difficulty in arranging property right deters the establishment of the right in particular cases of individual transaction. 
What complements the destitute of property right is human relationship. According to the existential type, human relationship puts on the shape of trust, friendship, fraternity, family solidarity, etc. 
In human society, exchange was practiced as essential part of life long before the introduction of property right. Compared to market exchange, relational exchange is more elementary activities in the sense that it is closer to primitive-time life style where institutional arrangements were yet to make evolutionary development. 
It existed before the rise of civilization and in a society without morality codes. Even nowadays with the establishment of rule of law, human relationship is counted upon to reaffirm trust when making business transaction. The more important be the business deal, trust becomes the more crucial.
Regardless of chronology, typical example of relational exchange is observed in family exchange life. Husband, housewife, siblings have their division of labor according to the implicit or explicit family code of conduct. It is sort of economic community. Husband earns income from his workplace outside. Wife takes care of household chores and provides comforts of home life. It may not be par value transaction nor tense-synchronized transaction. However, they are doubtlessly exchange activities, which we voluntarily opt for. Family love or solidarity is enabling institution.
In case of friendship, let’s confine our attention only to the case of cycling exchange of lunch treatment. Again, it is voluntary participation. It may not be par value exchange. Reciprocation may not be synchronized in tense. However, through the activities, lunch as well as sharing of information is exchanged. Friendship or colleagueship is underpinning institution.
The difference with relational contract theory is simply difference in perception. Attention is paid not merely to contract, but also to the fact that there are exchange of valuables. 
Relational exchange grows out from institutional arrangements of human relation, i.e. human relation factors (HRFs in short). They include personal relation: friendship, alumni, family solidarity, kinship; communitarian relation: social functional organization, township, local autonomy, governance in government; organizational activity and culture: profit or non-profit institution, spontaneous private organization; trust relation, etc.

Definition HRFs (Human Relation Factors): They indicate the human relations or its networks, which will constitute materials for the determination of condition of relational exchange.

Conjecture RX (Relational Exchange): Exchange of goods is carried out as the outcome of human relationship activities, which are motivated to confirm, reinforce HRFs: trust, friendship, fraternity, family solidarity, etc.

Relational exchange is a noble idea to introduce new analytical dimension, the addition of which seems essential to attempts intending to take institutional factor into the analytical structure of economics.

5	Market Exchange

Unlike the case of relational exchange, the establishment of property rights is requisite condition in market exchange. Market exchange does not rely on the conduct of human relationship for the attainment of business transaction. 
So, does market exchange not rely on institutional arrangements for the attainment of business transaction? On the contrary, market exchange requires tremendous apparatus of institutional arrangements, in contrast wiith relational exchange. Property rights are the outgrowth, which is drawn out from immense institutional underpinnings, e.g. laws including constitution, regulations, and moral codes, etc. 
It is not institutional arrangements only, but all the market composite factors together that constitute materials for the setoff of business model. Market composite factors include virtually everything that has influence on market exchange. They include legal institutions: property rights, private or public laws; customs organizational legacy: morality code industrial organization; urbanization: permanent market, specialization, SOCs, information network, financial intermediation; industrialization: manufacturing, industrial specialization; technology; human capital: knowledge, cognizance; culture. 

Definition MCFs (Market Composite Factors): From institutional arrangements to SOCs, technology and information network, they are the constituting elements of market that will determine conditions of market exchange.

Conjecture MX (Market Exchange): Exchange of goods is carried out as outcome of business activities built on MCFs. 

Noble idea of this research lies in recognizing and upholding market composite factors as determinant variables, not regarded as unchanging environmental condition. Unlike the case in orthodox neoclassical economics, the resilience of exchange system is not exclusively dependent upon the operation of equilibrium price.[endnoteRef:3] [3:  Doubtlessly, supply is determined by MCFs and HRFs. Taking bounded rationality for granted, demand becomes affected by institutional or other market composite factors.] 


6	Entrepreneur and Business Models

[image: ]
It is enlightening to understand the relation between market exchange, relational exchange, and business models. This understanding is essential to the launch of the model of this paper. 

Definition BM (Business Model): The business methods into which entrepreneurs put in place innovative ideas by making use of market composite factors MCFs and human relation factors HRFs.

Market exchange takes place in the process of business model implementation. By means of market composite factor model and due to the operation of business model, entrepreneurs are put in the position to reap positive profits and take monopolistic position.[endnoteRef:4]  [4:  Business model of entrepreneur in this research overcomes the problem of zero profit condition of orthodox economics. ] 

Noble idea of this research is that real stories of business activities are directly reflected in the theoretical structure, in this case by means of concept business model. Root cause of this difference from orthodox neoclassical economics seems to be the added robustness of theoretical model of this paper due to the introduction of new dimension of institution.[endnoteRef:5] The colossal difference this change brought about will be reexamined in the criticism of neoclassical paradigm of economics later in this paper. [5:  The concepts of imperfect property rights, MCFs and HRFs are possibly introduced due to this added dimension.] 

Figure 1 depicts a drawing of a rather macroscopic image of business model of an entrepreneur, which implements innovative ideas of connecting two market composite factors and three human relation factors. Human relation factors are more inclusive concept than market composite factors, which is described by the inclusion of the latter by the former in the figures of dot-lined rectangles.
The figure indicates that it is essentially market composite factors and human relation factors that determine market exchange, relational exchange and operation of business models.
On the other hand, Figure 2 offers a more microscopic concept of decision making by an enterprise. A business action of an enterprise, e.g. investment decision, is made up of multiple different businesses, which joined by innovative ideas to launch a business model. 
Constituting individual businesses could be exclusively market exchange (real lined in the Figure), or heavily relying upon relational exchange (dotted lined) or mostly combination of both. 
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Again, the Figure indicates that regardless of market or relational exchange, it is essentially market composite factors or human relation factors that determine conditions of exchange. It is remarkably revealing that environmental conditions such as MCFs and HRFs turn to be determinants of business transactions, which used to be treated as if non-existent by the assumption of ceteris paribus and remained dormant in the operation of theoretical models.
MCFs and HRFs are two different sources of business, which set off exchanges. In reality as disclosed in Figure 2, two sources are intermingled and become indistinguishable in the steps of business practice.

Conjecture IMCFs (Integrated Market Composite Factors): MCFs and HRFs are two different sources of business. However, they intermingle to constitute Integrated Market Composite Factors, by means of which businesses set off for the making of exchanges.

Likewise, it is hardly possible in practice to distinguish border lines clear-cut at the interface of market exchanges and relational exchanges, just as is difficult to distinguish border lines of perfect property rights.

7	Evolutionary Change and Path Dependence

Conjectures RX and MX in combination, or aggregated Conjecture IMCFs identifies HRFs and MCFs, or IMCFs as determinants of relational exchanges and market exchanges. Unlike explanations in orthodox neoclassical economics, institutional arrangements as well as market composite elements such as SOCs, capital, technology, etc, occupy center stage of analysis as determinant variables in this institutionalist view.
Furthermore, the conduct of exchange transaction seems to leave imprints of contact practice on HRFs and MCFs. 
If relational exchange repeats and trust continues to be reaffirmed, such relation develops to lay base for the building of next stage human relationships, such as advanced friendship or extended fraternity etc. In other words, human relations change and evolve by the practice of relational exchange. New relations are augmented by the practice of relational exchange. 
What is remarkable is that reinforced human relationship may have influence on next stages of decisions on relational exchange. Figure 3 visualizes the image of recursive process of accumulation, evolutionary change and consequent path dependence.
This recursive process, the energy source of which is driven by entrepreneurship, indicates evolutionary process of institutional change. Parallel process applies to cases of technology progress and capital accumulation, i.e. individual elements of MCFs.
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Proposition PD (Path Dependence): HRFs and MCFs determine relational exchanges and market exchanges. Practices of business transaction in turn make changes to HRFs and MCFs. This recursive process of interaction between business transactions and HRFs-MCFs sets off evolutionary process of change, which establishes path dependence of economic changes.[endnoteRef:6] [6:  The path dependence of economics is determined by HRFs and MCFs, which include institutional arrangements such as laws, regulations, morality codes as well as stock variables like SOCs, capital stock, technologies, knowledge, etc.] 


The establishment of path dependence in economic change is a seminal achievement of this research because it will make a significant impact on the analytical structure of economics. This outcome is brought out essentially due to the ability to put in place a new dimension of institution in the theoretical structure of economics.

8	Untenability of Economics without Institutional Dimension

Orthodox economics, where institutional dimension is not implemented explicitly, is symbolized to be Scheme (p, q). On the other hand, Scheme (p, q, i) indicates a symbol visualizing the theoretical structure of economics with explicit placement of institutional dimension. 

Proposition PD p-q [Path Dependence (p, q)]: In the territory of Scheme (p, q, i), Scheme (p, q) itself becomes pursuant to path dependent.

[Proof] 
‘i’, which symbolizes institutional arrangements, is nothing but HRFs and MCFs, i.e. i[HRFs and MCFs]. By Conjecture IMCFs, i[HRFs and MCFs] determines (p, q). Also, by Proposition PD, (p, q)[HRFs and MCFs] determines [HRFs and MCFs]. In combination, recursive process of evolutionary change (as is depicted in Figure 4) exists between (p, q)[HRFs and MCFs] and i[HRFs and MCFs], which reveals the pursuance to path dependence. Q.E.D.
[image: ]
The path dependence property of Proposition PD p-q bears profound significance, which seems to have implications quite conflicting with traditional interpretations of orthodox economics. Three cases are introduced for illustration.

Invalidity of Transaction Cost
To calculate transaction cost, the standard Scheme (p, q) should exist available. However, in this Scheme (p, q, i), recursive process of evolutionary change deters the determination of standard Scheme (p, q). Transaction cost is unrealistic concept, once institutional dimension is introduced to the theoretical structure of economics.

Industrial Restructuring 
According to the analyses of orthodox economics, the choice of factor proportion on the isoquant is determined by wage-rent ratio w/r. However, as Figure 5A reveals, it is HRFs and MCFs as well as w/r in Scheme (p, q, i) that determine the choice of factor proportion. A simple change of wage-rent ratio is not sufficient to determine the change of factor proportion.
  Similar logic applies to the case of industrial restructuring along production possibility curve. According to the analyses of orthodox economics, the location of production point on the frontier is determined by wage-rent ratio w/r. However, as Figure 5B reveals, it is HRFs and MCFs as well as w/r in Scheme (p, q, i) that determine the location on the production. A simple change of wage-rent ratio is not sufficient to determine industrial restructuring. Restructuring of institutional factors, i.e. changes in HRFs and MCFs should precede before the following of industrial restructuring.
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Roles of Government
The role of government has not been properly assessed in orthodox economics because any interruption in Scheme (p, q) indicates a distortion to the system. However, in Scheme (p, q, i), industrial restructuring requires changes in HRFs and MCFs. Futuristic vision of government policy will help the economy find superior development path by locating HRFs and MCFs to right direction.

9	Concluding Remarks

Paradoxically, the recognition of institution seems to set off from the understanding of imperfect property right. Property right is imperfect in legal definition as well as in police enforcement.
Imperfect property right combines with environmental conditions of the market to constitute market composite factors. Environmental conditions of the market includes virtually everything from technology, information network to SOC’s, which may constitute part of business model.
Legal institutions only are not sufficient to fill the vacuum of imperfect property right. The domain of morality stretches hereto. Human relationship factors such as friendship, trust, fraternity, family solidarity suffices to bring about exchange transaction, namely relationship exchange, contrasted with market exchange built upon legal right of property, and as is told about primitive society life.
Entrepreneurs perform key roles in this realm of imperfect property rights to combine MCFs (Market Composite Factors) and HRFs (Human Relationship Factors) to set off business models. Exchange transactions are built upon MCFs and JRFs. However, practices of exchange transaction inflict changes on MEFs and JRFs. 
This recursive process of evolutionary change stretches on leading to the establishment of path dependence of the economic changes. 
The recognition of recursive process of evolutionary changes in institution and the establishment of path dependence of institution changes seems to bear colossal impact on traditional understanding of orthodox economics. 
Analytical scheme of neoclassical economics Scheme (p, q), which fails to contain the dimension of institution, doesn’t seem to remain tenable once institutional dimension is added to the analytical structure Scheme (p, q, i).
The choice of factor proportion is not explained by factor price only without changes in MCFs and HRFs. Likewise, industrial restructuring on the production possibility curve does not carry out as consequence of changes in factor price. Changes in MCFs and HRFs are requisite condition for industrial restructuring. In this connection, the role of government regarding positive function as facilitator of MCFs-HRFs change, which is often neglected in orthodox economics, should be reinterpreted. 
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Figure 2: Business Model of Enterprise (i) with Market Composite Factors and Huran Resource Factors
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Figure 3: Recursive Process of Accumulation and Path Dependence
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Figure 4: Recursive Process and Path Dependence in Scheme (p, g, i)
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Figure 1: Market Exchange, Relational Exchange and Business Model
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