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Aim of the paper

Regional small businesses may rely on customers who earn income in local and global markets. Small business
must transact with suppliers of knowledge and resources, transform those resources into innovative and saleable
products or services, and transact with customers. Transformation, transaction and social activities, and the
institutions which support them, are necessary for successful small businesses. Regional income and small
businesses depend on innovation and trade provided by social and transaction institutions.

In this paper we demonstrate this proposition empirically using a model and by investigating the relationship
between regional income, transaction institutions, transformation institutions, and social institutions for 140
functional economic regions (FERSs) in Australia. The model suggests that social institutions create a macro-
environment in which transaction institutions and the transformation and trading activities of businesses can
thrive, and help to generate regional income and prosperity.

We follow others (Cooke et al., 2007) in arguing that strong transaction institutions are a necessary condition for
regional innovation. Social institutions complement transaction institutions by providing education and training,
arts and recreation, health care and social services. In the studies reported in this paper the capacity for search
and intermediation of exchanges of all kinds (goods, services, knowledge etc.) is measured by the share of
transaction institutions in regional employment. The capacity of social institutions is measured by the share of
employment in social institutions. We argue that the market failures which cause regional failures to thrive may be
made solvable by mobilising market making services to extend and provide governance for regional transactions
with faraway markets.

Background Literature

The problem of persistent regional disparities in productivity and income has been attributed to a very wide range
of contributing factors. Fujita and Thisse (2002) point to the importance of agglomeration economies in driving the
growth of cities. Trade theory points to resource endowment and comparative advantage as determinants of
trade, and Porter (1990) and Fairbanks and Lindsay (1997) extend the analysis to the competitive advantages of
local industrial structures and clusters. Geographers such as Beer and Maude (2002) provide further insights into
the persistent themes in regional development theory and practice including industrial recruitment. Florida (2002)
gives emphasis to the social institutions which develop and sustain creativity and cosmopolitanism, in concert with
talent and technology.

Transaction costs are the costs of the resources used to define and enforce exchange agreements. More
resources are required when cooperation is particularly difficult to sustain and transactions must be undertaken
with a large number of unknown agents (North, 1991: 97-98). The transaction institutions which ensure the
reliable and trustworthy links required for exchange transactions between traders in markets (Wallis and North,
1986; North, 1991) are also required for exchange transactions between holders of related but different
knowledge bases (Malerba, 2006). The transaction institutions support the integrity of transactions between
traders by assisting traders to search and inspect goods and services, and to negotiate and execute a contract
(Furubotn and Richter, 2010).

The ‘New Institutional Economics’ literature (Coase, 1937; Furubotn and Richter, 2010) argues that markets must
be made and demonstrates the extraordinary efforts made through history to extend markets. The transaction
costs literature (Coase, 1937; Wallis and North, 1986; Dollery and Leong, 1998) provides approaches to the
measurement of the resources nations use to make and sustain markets.

Methodology

In this paper we use a sample of 140 functional economic regions (FERs) drawn from the Australian Census of
Population and Housing 2006 (ABS, 2007). For each region we develop estimates for the year 2006 of median
gross weekly income and an occupation by industry matrix for the employed population. Individual weekly income
for functional economic regions and its connection to the transaction and transformation sectors are examined.



A cluster analysis is used to reveal the contributions to incomes of education and other social institutions in high
income regions. In addition, regression and correlation analysis are used to reveal the contributions to regional
income of transaction institutions and selected industries.

Results and Implications

We extend and upgrade the regression and correlation analyses, confirming a strong and positive relationship
between incomes and institutional structure after accounting for industry structure. We also conduct a cluster
analysis of the components of institutional structure which provides further insights into interactions between
institutions.

The results show a large, significant and positive relationship between income, transaction and social institutions
in regions. This suggests that regional development policies should pay attention to growing the transaction and
social institutions within their region, thus stimulating small businesses growth. The model of regional income
formation put forward in this paper is broadly supported by the statistical analysis. This has implications for further
research as well as regional practices. The results show that median gross individual weekly incomes in
Australian regions are strongly and positively associated with the share of the local employment employed in local
market making services.

Further research on linkages between regional industries and local market making services is required to confirm
the reasons for and the extent to which regional enterprises in agriculture, mining, manufacturing and public
administration secure their market making services locally. This future research should address the effects of
remoteness on the location of market making services for regions.

In this paper, we argue that regional economic development policy should seek to put within reach for each region
the capacity to make markets for the unique products and services of each region. By delegating the responsibility
for market making to regions, the problems governments face in attempting to stimulate sustained regional
prosperity may become simpler, less contested and more transparent. We suggest that policies to strengthen
regional transaction institutions would improve coordination across regional knowledge bases, regional innovation
and regional incomes.The results of this study provide a strong case for regional policy makers to consider ways
of strengthening the market making capacity of regions in order to develop viable and independent regional
communities.
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