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Introduction

Markets are the heart of economic activity.  If we look into the economic history of the Late Middle Ages, we can observe that back then, markets already played a dominant role in the local and interregional exchange of goods. The complex network of interregional fairs led to the first European market integration at the end of the Middle Ages (Blockmans 1996; Epstein 1994; Verlinden 1971).  Although economic historians have become aware of the striking importance of these markets, little research has been done to understand the underlying institutional microstructure of these medieval markets (an exception is Greif i.e.1993, 2002).

This paper asks the question, how do sellers meet their potential buyers on these markets? How can a foreign merchant who enters a city or a fair know that he will find the right buyer for his specific goods? How is it possible that at a fair where hundreds, or even thousands, of merchants with complex preference structures met for only a few days, they were able to find optimal trading partners. Put it another way, how were medieval traders matched, and how did medieval markets clear?  In medieval markets the broker was instrumental in this searching and matching process. We can find him in all medieval towns where trade played a significant role. In the Late Middle Ages in particular, brokerage became part of a highly regulated centralized market clearing procedure. Towns set up long lists of statutes on market rules, where the broker played a prominent role. This paper will investigate these rules in the Hansa and in the South German market system.

For the purpose of this paper, we rely on a collection of sources and literature produced by legal and economic historians since the mid-nineteenth century (i.e. see van Houtte, Toebelmann). Their studies provide detailed evidence from several regions and put it into a more general historical framework. These sources are only a sample of possible medieval business practices. However most sources are statutes from important trade towns and were in use for many decades.  The hypothesis advanced in this paper is that brokers were a part of a centralized medieval market mechanism and improved the aggregate welfare for buyers and sellers. They supported the market exchange by finding optimal matches between buyers and sellers. Town officials set up brokerage rules in such a way that it served the interest of a utility-maximizing broker to create optimal welfare efficient matches. This means he created matches, in which no participating merchant could improve his wealth by finding another merchant who would be better off with him. Furthermore, we show that town officials implemented brokerage rules that led to different surplus distributions between buyers and sellers. Finally, we demonstrate that these mechanisms had an impact on the merchants’ incentives to reveal their preferences about prices they asked or were willing to pay for the purchased goods.

To produce these results we use the following methodology. Since only limited data are available for this time period, we have to rely on individual qualitative observations and cannot make any econometric quantifications. However, these qualitative observations are sets of rules, which we identify as economic institutions and which possibly solved an economic incentive and allocation problem. To show this, we put our rules into the frame of a two-sided matching model. We check what kind of equilibrium results, and discuss how these findings are reflected in the historical context.  The remainder of the paper is structured as follows. Section I gives general insights into the appearance of the broker in the Late Middle Ages and the market rules that a broker was obliged to follow. Section II outlines the methodology and the model we apply. Section III presents the results.

I Brokerage Rules

The broker played a prominent role in the medieval market. Single sources on brokers exist from the 12th and early 13th centuries. More detailed rules, which were parts of market regulations, can be found from the late 13th and at the beginning of the 14th century. This fits into the time when towns started to regulate all kinds of market activities in more depth (i.e. van Houtte).
If we analyze the town statutes from the 14th century onwards, we find certain omnipresent rules.  We can divide them into four categories.

The first category is about the role of the broker in the marketing process. The broker was a public matchmaker licensed by the town. He needed specific knowledge or expertise in his field. He specialized in one type of product and was not allowed to trade any other goods. The broker had to serve any buyer or seller who approached him. After a merchant had contacted the broker, the broker checked the quality of the goods and asked a possible price claim from the seller or reservation price and desired quality of the buyer to find a match. This included to suggest a price (see i.e. Frensdorff, Schmieder).

A second category deals with his option to participate in businesses on the market. A broker was not allowed to make trades for himself. He was not allowed to make any gains based on speculation or build a corporation with buyers or sellers. Brokers were also forbidden to negotiate the commission fees, which had to be paid by the merchants. These fees were fixed by the town officials. Brokers who violated these rules were penalized (i.e. see for Brugge, Greve, p.40.; Nurenberg, Baader p. 124).

A third category is concerned with the broker’s financial compensation. In the broker orders we find three different types of commission. One was a unit fee, i.e. a fixed amount per barrel. Another one was a percentage fee. Typically this was one percent of the price. Finally, was a non-linear percentage fee, i.e. on the Cologne horse market the broker received (up to a certain price) four pfennings per mark for trading one horse, and only two pfennings for a higher price. (Stein I, p. 33). In some towns we can find several fees at the same time; in others only one form was in use.

The fourth category determined when a brokerage fee had to be paid and if a merchant was obligated to set up a deal with a broker. If no successful deal was set up, no tax was charged. However in some towns partial fees had to be paid. If the merchant was unhappy with the proposed match, he could switch to another broker. He could also search a buyer or seller himself. In general he could decide for himself if he wanted to accept the help of a broker or not. Rarely was he forced to take one. However, exceptions existed, i.e. in Brugge for foreigners (Greve, p.40) or for specific products such as wine in Dordrecht (Frensdorff, p.273).

II Methodology and Model

We have shown that the brokerage rules were set up by the town officials and by a set of market rules. Consequently we assume that this set of rules had the purpose to generate a specific outcome that the town officials desired. Many towns tried to set up markets and fairs to satisfy the local demand or to create market platforms, which served the local sellers and/ or the inter-regional trade. Market making was a highly competitive business, as towns competed to be the most attractive marketplace.  Thus we can assume that the market makers tried to implement a marketing structure or an allocation mechanism that attracted buyers and sellers. Consequently we can model the town official as a social planner, who tries to create such an outcome  (allocating surplus to buyers and sellers) with the help of a matchmaker, i.e. the broker. Matching theory (i.e. Roth and Sotomajor) has formulated an outcome, a so-called stable outcome, which is reasonable to apply in our historical context. It corresponds with a competitive outcome and thus is Pareto efficient.  Consequently it optimises aggregate welfare.

Finally we have to make assumptions about the preferences and behavior of the agents involved in the allocation mechanism. Since the outcome matches for each agent with a monetary return, we assume that preferences are convex, continuous, and non-decreasing, i.e. earning more is better than earning less. In addition, we assume that all agents act rationally and strategically. This means they behave in order to maximize their income and also imply this on other participants with whom they trade.  Based on this set of reasonable assumptions, we have to find out if the set of brokerage rules lead to the desired outcome. Thus we have to show that the brokerage rules result in the stable equilibrium outcome. 

III Main Results

Incentive of the broker

Brokerage rules show us that a broker only receives benefits from intermediation, in form of a fixed fee per unit traded or negotiated price. Thus, he maximizes his profit based on the matches he creates between the buyers and sellers. Based on a matching model designed for this historical setup we show that the incentive of the broker to assign groups of traders results in stable outcomes. This is due to two forces. The first is based on the observed brokerage rule that merchants can withdraw from any proposed match if they are not happy with it and search on their own. As long as the broker faces this fear, he has always an incentive  to create a stable match. The second force stems from reputation. If the merchant receives an unsatisfactory match, but has not the option to find a better one, the next time he will choose another broker or he will not show up on this market anymore.

However, without such constraints a broker would overmatch on the costs of the surplus of his customers up to their rationality constraints. This is because the broker’s revenue maximization is not in line with an optimal surplus extraction for all merchants.  Thus, the freedom on most medieval markets to take the broker and to withdraw from the suggested match is an important constraint to generate stable outcomes. We can only find exceptions, where brokers were central to the decision process of the town officials, as in Brugge. We can also find exceptions on product markets, where the allocation of products had a different purpose, such as to enforce some staple markets, i.e. the wine market of Dordrecht or to guarantee a basic support of foodstuff.

The constraint incentives of the broker lead to stable outcomes, but normally many stable outcomes exist with different surplus distributions. In the next step we show that depending on the brokerage fee, different stable outcomes are generated. Based on the matching model, we show that a linear percentage fee leads to a so-called seller-optimal outcome. This generates the highest prices among all stable outcomes and thus gives most of the surplus to the sellers. The non-linear percentage fee can lead to a seller-optimal outcome, but in general it lowers the prices. The unit fee leads to a buyer-optimal outcome or any other stable match, because in any stable match the same amount of goods is traded. Analogue to the seller-optimal outcome, the buyer-optimal outcome extracts the most surplus for the buyer-side. 

Incentives of merchants

The brokerage rules implemented by the town officials have an impact on the merchants’ surplus extraction. This in turn influences the bargaining strategy of the merchants, who approach the specific market or fair. Based on general results from matching theory, we can derive the following properties for the brokerage allocation mechanism. A (linear) percentage price fee always leads to a seller-optimal outcome. This makes this mechanism incentive compatible for the seller-side. In other words, a seller always reports his preferences (i.e. his price claims) truthfully, because he knows that the broker makes him the best possible deal. Conversely, a buyer-optimal mechanism is incentive-compatible for the buyer side. These results are important for a broker with asymmetric information who wants to create stable outcomes.

These properties have political economical implications. Depending on the brokerage mechanism and thus the outcome, it is particularly attractive for one side of the market to visit such a market. Furthermore, depending on the information asymmetry of the broker about the preferences of the merchants, he can rely on the information the buyer or seller side reports to him.  These results are reflected in the sources. We find, based on the market situation, different fees for different products.  For example in the Braunschweig market we find percentage fees for fine cloth products that were in high demand. For other cloth products we find unit fees (Hänselmann I, p. 517).  We find percentage prices on all important horse markets including Antwerp 1404, Brugge 1303, Cologne 1400, and Frankfurt (ca 15th century). Horses were easily transported from one market to the other. Consequently, inter-market platform competition played an important role.  In general, unit fees dominated earlier markets. We can explain this based on the fact that these markets started as local markets, serving local demand. Later on, when many markets started to compete with each other as interregional market platforms, the price percentage fee mechanisms became more important. In addition, incentive compatibility for one side of the market solves the broker’s asymmetric information problems. We find percentage prices for more idiosyncratic goods. Furthermore, we find seller friendly mechanisms on markets, when the authorities feared price speculation.  (See i.e. the wood market in Cologne, Stein I, pp.15, 53-55.)

IV Conclusion

This paper has studied brokerage and centralized market making in the late Middle Ages to show that efficient regulation developed alongside the market system. Medieval towns knew and applied methods of efficient market making, and developed formal institutions that dealt optimally with information asymmetries and incentive constraints.  After outlining the history of the broker and his role in the medieval market microstructure, we described the methodology and the main assumptions of the model.  We showed that medieval market brokerage generated stable optimal outcomes for the merchants. This hinges on the rule that merchants were free to use the broker as a matchmaker or to withdraw from the proposed match without any payment. We argued that different mechanisms lead to different stable outcomes (i.e. a percentage fee leads to a seller-optimal outcome). We showed that the equilibrium selection is important, because different stable outcomes have different properties. These properties are related to the division of the surplus between the buyer and seller side and the incentive compatibility of the mechanism for the participating merchants. The application of different brokerage matching mechanisms for different allocation strategies by the town officials is documented in the sources.
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