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Introduction. Institutional changes are very important for
Ukrainian economy for several reasons. Firstly, many of the
institutions of market economy in Ukraine are permanently tran-
sitional institutions. Secondly, the transformation of national
economic system coincides with the global processes of globa-
lization and informatization of economic relations. In such con-
ditions, the activity of institutional entrepreneurs (state, special
interest groups, etc.) often is inefficient.

Brief Literature Review. The works of Robert Bates (1988)
and Elinor Ostrom (2003) are the pioneering research on the
issues of institutional supply [1; 2]. A lot of Ukrainian and
Russian economists deal with the problem of institutions’ mar-
ket formation and institutional transformations of the post-Soviet
space – e.g. V. Volchik, V. Dementiev, R. Nureev & V. Tam-
bovtsev (2005) [3]. O. Soskin (2013) investigates how the model
of state regulation in conditions of the world economy and
national economies transition from determined vertical-hierar-
chical systems to controlled chaos systems [4]. Therefore, there
is opportunity and necessity of further study of the problem of
institutional supply’s formation.

The purpose of the paper is to research the supply forma-
tion mechanism in the market of institutions as network goods. 

Results. R. Bates (1988) was the first who paid attention to
the problem of the formation of an institutional supply He said:
«Institutions are demanded because they enhance the welfare

of rational actors. The problem is: Why are they supplied? ...
Even if the payoffs were symmetric and all persons were made
better off from the introduction of the institution, there would still
be a failure of supply, since the institution would provide a col-
lective good, and rational individuals would seek to secure their
benefits for free. The incentives to free-ride would undermine
the incentives to organize a solution to the collective dilemma. It
is subjected to the very incentive problems it is supposed to
resolve» [1, pp. 394-395]. Elinor Ostrom (2003) investigated this
issue in more detail, using empirical data. She gave the follow-
ing example about enterprise created by water producers in
California in 1959: «These groundwater pumping businessmen
invested heavily supply of institutions. They created new private
associations. They paid for costly litigation to allocate water
rights. They drafted legislation, had it introduced to the state leg-
islature, and gained sufficient support from other water enter-
prises to get the legislation passed. They created special dis-
tricts to tax all the water they withdrew from the basins, as well
as the property overlying the area. They spent seemingly end-
less hours informing themselves about the structures of their
basins, the various concerns and intentions of all parties, and
future possibilities» (Ostrom, 2003) [2, p. 136].

Definition of the category «supply of institutions» is still
open to question for institutional economists. Most frequently
supply of institutions is measured by costs of their establish-
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ment and operation. In this case one-time
costs of the establishment of institutions
include:
• costs of related institutions’ creation;
• costs of the new behavior rulesadoption;
• costs of reaching a compromise solution;
• costs of politicians’ and bureaucrats’ trai-

ning (Valevich, 2002) [5].
Fixed costs of functioning of economic

behavior’s rules are the costs of monitoring
formal rules of economic behavior and the
costs of informing about new formal institu-
tions (Valevich, 2002) [5]. 

We use the approach of V. Tambovtsev
(2005) to investigate the mechanism of sup-
ply’s formation on the institutions’ market.
We considers that the supply of institutes
depends on «the scale (or level) of a guar-
antor’s readiness to monitor and enforce a rule at a specified
price» [3]. Therefore the supply of institutions is the amounts of
transactions that institutional entrepreneurs are willing and able
to guarantee at each of a series of possible prices (transaction
costs) during a specific period. In this case, transaction costs of
using the institution to regulate economic transactions are its
price. 

The reasons for direct relationship between price and sup-
ply of institutions are similar to the logic of a commodity market.

1. An economic interest. Any institutional entrepreneur is
guided by the benefits of using existing rules and/or searching
and generating a set of new rules of economic behavior. Even
the state as an institutional guarantor cannot ignore the eco-
nomic incentives in most cases. U. Valevich (2002) says that
economic agents have to pay a certain price for creation and
using institutions. This price at least should cover the costs of
institutions’ production by public authorities and governance [5].
Other institutional entrepreneurs depend on the price of institu-
tions even more. The transaction costs of using institutions are
incomes for the guarantors of economic behavior’s rules.
Consequently, the greater the income, the greater the volume of
transactions that the guarantor is willing and able to provide.

2. The concept of production possibilities and opportunity
costs is also applicable to institutions. S. Djankov, E. Glaeser,
R. La Porta, F. Lopez-de-Silanes, and A. Shleifer (2003) [6]
applied this approach in 2003 for the first time. The researchers
considered two alternatives: dictatorship (or order) on the one
hand, and chaos, disorder on the other hand. They said:
«Disorder refers to the risk to individuals and their property of
private expropriation in such forms as banditry, murder, theft,
violation of agreements, torts, or monopoly pricing. Disorder is
also reflected in the private subversion of public institutions,
such as courts, through bribes and threats, which allows private
violators to escape penalties. Dictatorship refers to the risk to
individuals and their property of expropriation by the state and
its agents in such forms as murder, taxation, or violation of prop-
erty. Dictatorship is also reflected in expropriation through,
rather than just by, the state, such as occurs when state regu-
lators help firms to restrict competitive entry. Some phenomena,
such as corruption, reflect both disorder and dictatorship. When
individuals pay bribes to avoid penalties for harmful conduct,
corruption is a reflection of disorder. When officials create harm-
ful rules to collect bribes from individuals seeking to circumvent
them, corruption is a cost of dictatorship» [6].

An institutional possibility frontier (IPF) is a graph that
shows the different rates of disorder and dictatorship that an
institutional system could efficiently maintain. Points along the
curve describe the trade-off between disorder and dictatorship.
Opportunity cost here show that disorder in a given economic
system cannot be reduced without increasing dictatorship
(Figure).

The downward sloping 45 degree line in Fig. holds constant
the total social costs of dictatorship and disorder. Its point of
tangency with the IPF is the efficient institutional choice for a
given economic system. All other points on the curve corre-
spond to the higher amount of costs. The location and the

shape of the IPF, and hence the efficient choice, are determined
by civic capital (Osadchiy, 2009) [7]. 

Other researchers believe the location and the shape of the
IPF are determined by:

• features of government; 
• mentality and economic culture;
• dominant religion;
• amount of available «administrative» resources allocated

for the organization of reform processes; 
• reality of institutional arrangements, the ability to relative-

ly easily implement them (Ignatova, 2008) [8]. 
O. Soskin (2013) characterizes the current economic sys-

tems in «chaos-dictatorship» coordinates in this way: «The sys-
tem of national economy increasingly inclines to horizontal net-
work chaos, economic atomization that provides self-organizing,
self-employment and self-planning» [4, p. 4].

3. Increasing costs of additional institutional regulation. As
shown in Figure, marginal increases in dictatorship produce is
progressively smaller than reductions in disorder. As argued by
S. Djankov and other (2003): «…price controls increase dicta-
torship by encouraging selective and politicized price-setting by
government agents. They also increase disorder by stimulating
bribery and queues. If the IPF is not convex, the analysis can
be modified, but efficient institutions would obviously never lie in
the non-convex region» [6]. But the lower the level of disorder,
the more the power you need to eliminate it. Quite correctly,
researchers believe that «in the absolute there is no way to
eliminate all disorder (remain corruption and nepotism), so insti-
tutional possibility frontier is convex to the origin always»
(Osadchiy, 2009) [7].

However, there is a reason for which the institutional supply
curve is significantly different from a classical supply curve. In
this case we cannot use standard neoclassical assumptions «if
the supply increases, the value of goods decreases». Network
effects affect the institutional market due to the nature of insti-
tutional transactions. As argued by V. Tambovtsev (2005), there
must take place «a double coincidence of wants»: it is not
enough for you just to find someone who has the good you want
to acquire (or sell) – he must want to make an exchange by the
same rules [1]. So, the value of an institute is affected by how
many other economic agents use it. The greater the number of
users of an institute, the greater is its value to all users. For net-
work goods supply and demand curves are reversed: supply
curve is downward sloping (as marginal costs tend to zero at
large intervals), and demand curve has a positive slope
because of the direct relationship between a marginal utility
change and a network size (Strelets, 2003) [9]. However, the
non-linear value growth isn’t observed immediately, only after
the following principles take effect.

1. Critical mass point. Positive a network effect become sig-
nificant after a certain network size has been achieved, so net-
works needed to achieve critical mass to make them worth-
while. According to Metcalfe’s law the value of a network is
proportional to the square of the number of connected users of
the system. So, the utility of large networks, particularly institu-
tional networks, can scale exponentially with the size of the net-
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Fig. : Educational structure of mayors (in %)
Source: Own research
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work (Reed’s law). Later John Browning notes, the utility of a
network multiplies even faster because modern networks, like
institutional networks in real life, provide opportunities for com-
plicated three-way, four-way, or many-way connections.
«Therefore, when we tally up the number of possible connec-
tions in a network we have to add up not only all the combina-
tions in which members can be paired, but also all the possible
groups as well. These additional combos send the total value of
the network skyrocketing. The precise arithmetic is not impor-
tant. It is enough to know that the worth of a network races
ahead of its input. This tendency of networks to drastically
amplify small inputs leads to the second key axiom of network
logic: the law of increasing returns… The simplest version goes
like this: The value of a network explodes as its membership
increases, and then the value explosion sucks in yet more
members, compounding the result» (Kelly, 1998) [10, pp. 24-
25]. This principle leads to the conclusion with an applied value.
We need to create or simulate the creation of a critical mass of
users of an institution for effective implementation of the insti-
tute in an economic system.

2. The principle of backward compatibility. The new institu-
tional network should provide new opportunities for economic
agents while retaining the old, familiar facilities. Michael Katz &
Carl Shapiro (1985) believed that the central feature of the mar-
ket that determined the scope of the relevant network was
whether the products of different firms could be used together.
The researchers have proved that «firms with good reputations
or large existing networks will tend to be against compatibility,
even when welfare is increased by the move to compatibility. In
contrast, firms with small networks or weak reputations will tend
to favor product compatibility, even in some cases where the
social costs of compatibility outweigh the benefits. Viewing
firms as a collective decision maker, we find that in our model
the firms’ joint incentives for product compatibility are lower,
than the social incentives» [11].

3. Lock-in effects mean that a particular institution is domi-
nant, not because its inherent transaction cost is low or perfor-
mance is good. An institution is dominant because of it enjoys
the benefits of increasing returns to institutional network scale.
Institutional lock-in effects may result in the prevalence of sub-
optimal institutions despite the existence of more efficient ones.
For the mechanism of institutional supply lock-ins mean that in
some cases the propagation velocity of an institute is more
important than price and quality, as it does not matter, how good
is the institute, the main thing is that as many as possible eco-
nomic agents use it.

As a result of the considered positive network effects,
growth of the number of users compensates decreasing price
of the institute. It provides income to the institutional entrepre-
neur, which is sufficient to increase the supply. Therefore,
changes of institutional supply are the result of both price and
network effects. In the end, we have compensated institutional
supply curve. The slope of the compensated curve depends on
the scale of the two effects:

where                – compensated changes of institutional sup-

ply as the result of both price and network effects;

– change in supply of the institute i as a result of

changes in prices of the institute i (aggregate transaction cost);

– change in supply of the institute i as a result of net-

work effects (changes in the network size).
Conclusions. Thus, supply of institutions is the amounts of

transactions that institutional entrepreneurs are willing and able
to guarantee at each of a series of possible prices (transaction

costs) during a specific period. Transaction costs of using the
institution to regulate economic transactions are its price.
Institutions have characteristics of network goods, as the utility
that a given economic actor derives from the good depends
upon the number of other users who are in the same «institu-
tional network» as is he or she. Changes of institutional supply
are the result of both price and network effects. 

When institutional entrepreneurs form institutional supply,
they must take into account the network effects:

• institutional entrepreneurs should create or simulate the
creation of a critical mass of institute’s users for it’s effective
implementation in economic system;

• new institutional networks should provide new opportuni-
ties for economic actors while retaining old, familiar facilities;

• in some cases the propagation velocity of an institute is
more important than its price and quality. 
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